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Recognising and measuring goodwill
or gain from a bargain purchase

Mergers and acquisitions (business combinations) can have a fundamental impact on
the acquirer’s operations, resources and strategies. For most entities such transactions
are infrequent, and each is unique. IFRS 3 ‘Business Combinations’ contains the
requirements for these transactions, which can be challenging in practice.

Our ‘Insights into IFRS 3’ series summarises the key areas
of the Standard, highlighting aspects that are more difficult
to interpret and revisiting the most relevant features that
could impact your business.

This article discusses how goodwill, or a gain from a
bargain purchase, is initially recognised and measured
under IFRS 3, which represents the final step of applying
the acquisition method.

Goodwill is defined in Appendix A to IFRS 3 as an asset
representing the future economic benefits arising from other
assets acquired in a business combination that are not
individually identified and separately recognised but that
the acquirer controls via its power to direct the policies and
management of the acquiree. Goodwill cannot be measured
directly and can only be recognised when a business
combination occurred. It is viewed as a residual and as such
is measured as the excess of one amount over another.

A bargain purchase is when a business is acquired for less than

its fair market value, resulting in a gain for the acquirer.

The following diagram shows the formula as well as the
elements to be included and deducted to determine the
amount of goodwill or gain from a bargain purchase to
recognise.
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Three of the elements included in the above formula are discussed in the relevant articles as noted. Our article Insights into

IFRS 3 - Recognising and measuring non-controlling interest discusses how the NCI measurement options might impact the
amount of goodwill to recognise. We also note that when recognising goodwill as a result of a business combination, the goodwill
is required to be allocated to one or multiple cash generating units (CGUs). This is addressed in our article Insights into IFRS 3 -
Accounting after the acquisition date.

Therefore, this article covers:
+ situations where the acquirer has previously held an equity interest in the acquiree, and
+ accounting for goodwill or gain from a bargain purchase.

Business combination achieved in stages

Prior to a business combination, the acquirer may already own an equity interest in the acquiree (which may have been
accounted for under IAS 28 ‘Interests in Associates and Joint Ventures’, IFRS 11 ‘Joint Arrangements’ or IFRS 9 ‘Financial
Instruments’). When the acquirer obtains control over the acquiree, this existing investment is viewed as part of what is given up
when obtaining control. Consequently, the existing investment is derecognised as if the acquirer disposed of it at fair value, and
a related gain or loss is recognised in profit or loss, or in other comprehensive income (OCI) (ie on the same basis as would be
required if the acquirer had disposed directly of the previously held interest). This situation is commonly referred to as a business
combination achieved in stages or a step acquisition.

In a step acquisition, any other income or expense that had been recognised in OCl when the previously held interest was

accounted for using the equity method are also recycled to profit or loss on the same basis as if the underlying items to which

they relate were directly derecognised. There are also more considerations when the previously held interest was classified as an

associate or a joint venture (JV] that was accounted for using the equity method. The acquirer will be required to perform a fair

value exercise for all the assets acquired and liabilities assumed, as at the date of acquisition. This means that:

+ The assets recognised under the new accounting may include assets that were not previously included in the equity accounting
of the associate or JV.

+ The value of assets previously recognised in the equity accounting calculation require remeasurement and may change from
what was previously recorded.
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The following examples illustrate the accounting for business combinations achieved in stages:

Example 1 - Acquirer had an existing investment accounted for under IAS 28

Entity A owns a 35% interest in Entity B. The investment, with an original cost of CU50, is accounted for as an associate using
the equity method. On 30 December 20XY4, the carrying value of the investment in Entity B was CU230 and its fair value was
CU308. The fair value of Entity B’s identifiable net assets on that date was CU800.

On 31 December 20X4, Entity A purchased an additional 40% interest in Entity B in cash for CU352, thereby obtaining control
with a 75% interest in Entity B. Entity A opted to measure NCI at fair value, which was determined to be CU220.

Determining goodwill

Ccu
Cash consideration for an additional 40% interest 362
NCI measured at fair value 220
Fair value of previously held equity interest 308
Total 880
Fair value of 100% of identifiable net assets 800
Goodwill 80

The difference between the fair value and the carrying value of the investment in the associate of CU78 (CU308 - CU230)
is recognised as a gain in profit or loss.

Example 2 - Acquirer had an existing investment accounted for under IFRS 9

Entity X holds a 10% investment in Entity ¥, which was purchased for CU100 at 1 January 20X5. The investment is measured
at fair value with changes in fair value recognised in other comprehensive income (FVOCI) in accordance with IFRS 9. On
31 December 20X9, the investment has a fair value of CU250. On the same day, Entity X purchased the remaining 90% of
Entity ¥’s shares for a cash consideration of CU2,250, increasing its interest to 100% and obtaining control.

The fair value of the identifiable net assets of Entity ¥ at the acquisition date was CU2,100.

Determining goodwill

cu
Cash consideration 2,250
Fair value of previously held equity interest 250
Total 2,500
Fair value of 100% of identifiable net assets 2,100
Goodwill 400

The change in the fair value of investment classified as FVOCI amounting to CU150 (CU250 - CU100) is transferred
directly to retained earnings as if Entity X had directly disposed of its investment.
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Determining goodwill or a gain from a bargain purchase

Applying IFRS 3’s formula may result in a positive amount (goodwill) or a negative amount (gain from a bargain purchase). These
amounts are accounted for differently and disclosure requirements are also different.

Result IFRS Treatment

Goodwill « recognised and presented as a separate asset in the acquirer’s consolidated financial statements in accordance
with IAS 1 ‘Presentation of Financial Statements’
» not amortised but subject to at least an annual impairment test under IAS 36 ‘Impairment of Assets’

Gain from a bargain « recognised in profit or loss immediately under IFRS 3
purchase

See our article Insights into IFRS 3 - Disclosures under IFRS 3: Understanding the requirements for more details of the differences
in disclosure between goodwill and a gain from a bargain purchase.

A gain from a bargain purchase is expected to arise relatively infrequently and can normally be attributed to specific commercial
factors such as a forced sale by the vendors. Before recognising a bargain purchase gain, IFRS 3 specifically requires the acquirer
to review:

+ whether all of the assets acquired and liabilities assumed have been identified, and

* the related accounting measurements.

Elements of the business combination requiring review:

+ identifiable assets acquired and liabilities assumed (to determine as to whether assets are not overstated or liabilities
understated or even missing as a result of the fair value exercise)

« NClin the acquiree, if any

+ acquirer’s previously held equity interest in the acquiree in a business combination achieved in stages, if any, and

+ consideration transferred (eg whether the consideration transferred includes the acquisition date fair value of
earn-out clauses)

The objective of reviewing the above items is to ensure that the measurements used to determine a bargain purchase gain
reflect all available information as of the acquisition date. The acquirer should also consider whether there are any preexisting
relationships that were settled as part of the business combination.

How we can help

We hope you find the information in this article helpful in giving you some insight into IFRS 3. If you would like to discuss any of
the points raised, please speak to your usual Grant Thornton contact or visit www.grantthornton.global/locations to find your
local member firm.
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