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1. Objective of HKFRS 3 
The objective of Hong Kong Financial Reporting Standard (HKFRS) 3 is to specify the financial reporting by an 
entity when it undertakes a business combination. 
 
In particular, HKFRS 3 specifies that all business combinations should be accounted for by applying the 
purchase method.  Therefore, the acquirer: 

(a) recognises the acquiree’s identifiable assets, liabilities and contingent liabilities at their fair values at 
the acquisition date, and 

(b) recognises goodwill, which is subsequently tested for impairment rather than amortised. 
 
 

2. Scope of HKFRS 3 
Entities shall apply HKFRS 3 when accounting for business combinations, except for: 

(a) business combinations in which separate entities or businesses are brought together to form a joint 
venture. 

(b) business combinations involving entities or businesses under common control. 

(c) business combinations involving two or more mutual entities. 

(d) business combinations in which separate entities or businesses are brought together to form a reporting 
entity by contract alone without the obtaining of an ownership interest (for example, combinations in 
which separate entities are brought together by contract alone to form a dual listed corporation). 

 

2.1 Identifying a business combination 

Business combination is defined as the bringing together of separate entities or businesses into one 
reporting entity. 

 
The result of nearly all business combinations is that one entity, the acquirer, obtains control of one or 
more other businesses, the acquiree.  If an entity obtains control of one or more other entities that are 
not businesses, the bringing together of those entities is not a business combination. 
 

Business is defined as an integrated set of activities and assets conducted and managed for the 
purpose of providing: 

(a) a return to investors; or 

(b) lower costs or other economic benefits directly and proportionately to policyholders or 
participants. 

A business generally consists of inputs, processes applied to those inputs, and resulting outputs that 
are, or will be, used to generate revenues. If goodwill is present in a transferred set of activities and 
assets, the transferred set shall be presumed to be a business. 

 
When an entity acquires a group of assets or net assets that does not constitute a business, it shall 
allocate the cost of the group between the individual identifiable assets and liabilities in the group 
based on their relative fair values at the date of acquisition. 

                                                           
1 This note is sourced from HKFRS 3 Business Combinations.  While the note is aimed at covering all critical points of 

HKFRS 3, a complete and comprehensive coverage should still be the original HKFRS 3. 
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A business combination may result in a parent-subsidiary relationship in which the acquirer is the 
parent and the acquiree a subsidiary of the acquirer.  In such circumstances, the acquirer applies 
HKFRS 3 in its consolidated financial statements.  It includes its interest in the acquiree in any separate 
financial statements it issues as an investment in a subsidiary (see HKAS 27 Consolidated and 
Separate Financial Statements). 
 

Parent is defined as an entity that has one or more subsidiaries. 

Subsidiary is defined as an entity, including an unincorporated entity such as a partnership, that is 
controlled by another entity (known as the parent). 

Control is defined as the power to govern the financial and operating policies of an entity or 
business so as to obtain benefits from its activities. 

 

2.1.1 A subsidiary of Hong Kong incorporated company 
The above definition of subsidiary could result in an investee entity being classified as a 
subsidiary when it does not meet the definition of a subsidiary as set out in section 2(4) of the 
Companies Ordinance. 
 
Accordingly, a Hong Kong incorporated company may not consolidate a company that does 
not meet the definition of a subsidiary in the Companies Ordinance. 
 

2.1.2 Other issues 
A business combination may involve the purchase of the net assets, including any goodwill, of 
another entity rather than the purchase of the equity of the other entity.  Such a combination 
does not result in a parent-subsidiary relationship. 
 
Included within the definition of a business combination, and therefore the scope of HKFRS 3, 
are business combinations in which one entity obtains control of another entity but for which 
the date of obtaining control (i.e. the acquisition date) does not coincide with the date or dates 
of acquiring an ownership interest (i.e. the date or dates of exchange).  This situation may 
arise, for example, when an investee enters into share buy-back arrangements with some of its 
investors and, as a result, control of the investee changes. 
 

Acquisition date is defined as the date on which the acquirer effectively obtains control of 
the acquiree. 

Date of exchange is defined that, when a business combination is achieved in a single 
exchange transaction, the date of exchange is the acquisition date. When a business 
combination involves more than one exchange transaction, for example when it is achieved 
in stages by successive share purchases, the date of exchange is the date that each 
individual investment is recognised in the financial statements of the acquirer. 

 
HKFRS 3 does not specify the accounting by venturers for interests in joint ventures (see 
HKAS 31 Interests in Joint Ventures). 
 
 

3. Method of Accounting 
All business combinations shall be accounted for by applying the purchase method. (HKFRS 3 para. 14)2 
 
The purchase method views a business combination from the perspective of the combining entity that is 
identified as the acquirer.  The acquirer purchases net assets and recognises the assets acquired and liabilities 
and contingent liabilities assumed, including those not previously recognised by the acquiree.  The measurement 
of the acquirer’s assets and liabilities is not affected by the transaction, nor are any additional assets or liabilities 
of the acquirer recognised as a result of the transaction, because they are not the subjects of the transaction. 

                                                           
2 All the paragraphs in HKFRS have equal authority while main principles are highlighted in bold. 
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4. Application of the Purchase Method 
Applying the purchase method involves the following steps: 

(a) identifying an acquirer (see section 4.1 below); 

(b) measuring the cost of the business combination (see section 4.2 below); and 

(c) allocating, at the acquisition date, the cost of the business combination to the assets acquired and 
liabilities and contingent liabilities assumed (see section 4.3 below). 

 

4.1 Identifying the acquirer 
An acquirer shall be identified for all business combinations.  The acquirer is the combining 
entity that obtains control of the other combining entities or businesses. (HKFRS 3 para. 17) 
 
Because the purchase method views a business combination from the acquirer’s perspective, it assumes 
that one of the parties to the transaction can be identified as the acquirer. 
 

4.1.1 Indication of control 
Control as defined above is the power to govern the financial and operating policies of an 
entity or business so as to obtain benefits from its activities.  A combining entity shall be 
presumed to have obtained control of another combining entity when it acquires more than 
one-half of that other entity’s voting rights, unless it can be demonstrated that such ownership 
does not constitute control. 
 
Even if one of the combining entities does not acquire more than one-half of the voting rights 
of another combining entity, it might have obtained control of that other entity if, as a result of 
the combination, it obtains: 

(a) power over more than one-half of the voting rights of the other entity by virtue of an 
agreement with other investors; or  

(b) power to govern the financial and operating policies of the other entity under a statute 
or an agreement; or 

(c) power to appoint or remove the majority of the members of the board of directors or 
equivalent governing body of the other entity; or 

(d) power to cast the majority of votes at meetings of the board of directors or equivalent 
governing body of the other entity. 

 

4.1.2 Indication as an acquirer 
Although sometimes it may be difficult to identify an acquirer, there are usually indications 
that one exists.  For example: 

(a) if the fair value of one of the combining entities is significantly greater than that of 
the other combining entity, the entity with the greater fair value is likely to be the 
acquirer; 

(b) if the business combination is effected through an exchange of voting ordinary equity 
instruments for cash or other assets, the entity giving up cash or other assets is likely 
to be the acquirer; and 

(c) if the business combination results in the management of one of the combining 
entities being able to dominate the selection of the management team of the resulting 
combined entity, the entity whose management is able so to dominate is likely to be 
the acquirer. 

 
In a business combination effected through an exchange of equity interests, the entity that 
issues the equity interests is normally the acquirer.  However, all pertinent facts and 
circumstances shall be considered to determine which of the combining entities has the power 
to govern the financial and operating policies of the other entity (or entities) so as to obtain 
benefits from its (or their) activities. 
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4.1.3 Reverse acquisition 
In some business combinations, commonly referred to as reverse acquisitions, the acquirer is 
the entity whose equity interests have been acquired and the issuing entity is the acquiree. This 
might be the case when, for example, a private entity arranges to have itself ‘acquired’ by a 
smaller public entity as a means of obtaining a stock exchange listing. 
 
Although legally the issuing public entity is regarded as the parent and the private entity is 
regarded as the subsidiary, the legal subsidiary is the acquirer if it has the power to govern the 
financial and operating policies of the legal parent so as to obtain benefits from its activities. 
 
Commonly the acquirer is the larger entity; however, the facts and circumstances surrounding 
a combination sometimes indicate that a smaller entity acquires a larger entity. 
 

4.1.4 Acquirer to be the one existed before the combination 
When a new entity is formed to issue equity instruments to effect a business combination, one 
of the combining entities that existed before the combination shall be identified as the acquirer 
on the basis of the evidence available. 
 
Similarly, when a business combination involves more than two combining entities, one of the 
combining entities that existed before the combination shall be identified as the acquirer on 
the basis of the evidence available. 
 
Determining the acquirer in such cases shall include a consideration of, amongst other things, 
which of the combining entities initiated the combination and whether the assets or revenues 
of one of the combining entities significantly exceed those of the others. 
 

4.1.5 Hong Kong incorporated company 
In preparing consolidated financial statements of a Hong Kong incorporated company, only 
companies that fall within the definition of a subsidiary as set out in section 2(4) of the 
Companies Ordinance may be consolidated. 
 
Therefore, for the purposes of applying HKFRS 3, Hong Kong incorporated companies should 
use the definition of a subsidiary as set out in section 2(4) of the Companies Ordinance where 
it conflicts with the definition in HKFRS 3. 
 

4.2 Cost of a business combination 
The acquirer shall measure the cost of a business combination as the aggregate of: 

(a) the fair values, at the date of exchange, of assets given, liabilities incurred or assumed, 
and equity instruments issued by the acquirer, in exchange for control of the acquiree; 
plus 

(b) any costs directly attributable to the business combination. (HKFRS 3 para. 24) 
 

Fair value is defined as the amount for which an asset could be exchanged, or a liability settled, 
between knowledgeable, willing parties in an arm’s length transaction. 

 
As defined above, the acquisition date is the date on which the acquirer effectively obtains control of 
the acquiree.  When this is achieved through a single exchange transaction, the date of exchange 
coincides with the acquisition date. 
 

4.2.1 Business combination involves more than one exchange transaction 
However, a business combination may involve more than one exchange transaction, for 
example when it is achieved in stages by successive share purchases.  When this occurs: 

(a) the cost of the combination is the aggregate cost of the individual transactions; and 

(b) the date of exchange is the date of each exchange transaction (i.e. the date that each 
individual investment is recognised in the financial statements of the acquirer), 
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whereas the acquisition date is the date on which the acquirer obtains control of the 
acquiree. 

 

4.2.2 Cost of business combination measured at fair value 
Assets given and liabilities incurred or assumed by the acquirer in exchange for control of the 
acquiree are required (by paragraph 24 of HKFRS 3) to be measured at their fair values at the 
date of exchange. 
 
Therefore, when settlement of all or any part of the cost of a business combination is deferred, 
the fair value of that deferred component shall be determined by discounting the amounts 
payable to their present value at the date of exchange, taking into account any premium or 
discount likely to be incurred in settlement. 
 
The published price at the date of exchange of a quoted equity instrument provides the best 
evidence of the instrument’s fair value and shall be used, except in rare circumstances.  Other 
evidence and valuation methods shall be considered only in the rare circumstances. 
 
The fair value at the date of exchange of monetary assets given to equity holders of the 
acquiree as an alternative to equity instruments may also provide evidence of the total fair 
value given by the acquirer in exchange for control of the acquiree. 
 
In any event, all aspects of the combination, including significant factors influencing the 
negotiations, shall be considered. Further guidance on determining the fair value of equity 
instruments is set out in HKAS 39 Financial Instruments: Recognition and Measurement. 
 

4.2.3 Liabilities incurred or assumed 
The cost of a business combination includes liabilities incurred or assumed by the acquirer in 
exchange for control of the acquiree.  Future losses or other costs expected to be incurred as a 
result of a combination are not liabilities incurred or assumed by the acquirer in exchange for 
control of the acquiree, and are not, therefore, included as part of the cost of the combination. 
 

4.2.4 Directly attributable costs 
The cost of a business combination includes any costs directly attributable to the combination, 
such as professional fees paid to accountants, legal advisers, valuers and other consultants to 
effect the combination.  For example, the following costs are not directly attributable to the 
combination: 

• General administrative costs, including the costs of maintaining an acquisitions 
department 

• The costs of arranging and issuing financial liabilities, even when the liabilities are 
issued to effect a business combination 

• The costs of issuing equity instruments, even when the equity instruments are issued 
to effect a business combination 

 

4.2.5 Adjustments to the cost of a business combination contingent on future 
events 
When a business combination agreement provides for an adjustment to the cost of the 
combination contingent on future events, the acquirer shall include the amount of that 
adjustment in the cost of the combination at the acquisition date if the adjustment is 
probable and can be measured reliably. (HKFRS 3 para. 32) 
 
When a business combination agreement provides for such an adjustment, that adjustment is 
not included in the cost of the combination at the time of initially accounting for the 
combination if it either is not probable or cannot be measured reliably.  If that adjustment 
subsequently becomes probable and can be measured reliably, the additional consideration 
shall be treated as an adjustment to the cost of the combination. 
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Examination question 

Question Modified from HKICPA CPA QP FPE 2004 December Paper I Question 3(a) 

On 3 September 2004, the CEO of YPC had a meeting with Mr. Peter Chan, the founder of HPC. During the 
meeting, the CEO expressed YPC’s intention to acquire a controlling interest in HPC by a share offer of one 
YPC share for every three shares of HPC. The closing prices of shares HPC and YPC on that day were 
HK$0.15 and HK$0.60, respectively. The number of ordinary shares in issue of HPC and YPC were 600 
million and 500 million, respectively. 

Assume that Mr. Peter Chan and other shareholders accept the offer and YPC has finally acquired a 55% 
interest in HPC. Mr. Peter Chan retains a 20% interest in HPC and remains a director of HPC. He is also 
appointed a director of YPC. 

You are an accounting manager of YPC and you should determine the date of acquisition and cost of 
acquisition.  (7 marks) 

Answers 

HKFRS 3 defines that the acquisition date is the date on which the acquirer effectively obtains control of the 
acquiree. 

In assessing whether control has effectively been transferred, the substance of the acquisition needs to be 
considered. Control is not deemed to have been transferred to the acquirer until all conditions necessary to 
protect the interests of the parties involved have been satisfied.  In general, YPC will assume control when the 
consideration passes. 

Control may also be deemed to have been transferred when YPC entered into a legally enforceable contract 
with Mr. Peter Chan to acquire a controlling interest from him, or when YPC’s offer became unconditional 
after securing more than 50% of HPC’s shares from the shareholders. 

The acquirer shall measure the cost of a business combination as the aggregate of: 

a) the fair values, at the date of exchange, of assets given, liabilities incurred or assumed, and equity 
instruments issued by the acquirer, in exchange for control of the acquiree; plus 

b) any costs directly attributable to the business combination 

The published price at the date of exchange of a quoted equity instrument provides the best evidence of the 
instrument’s fair value and shall be used, except in rare circumstances.  Other evidence and valuation methods 
shall be considered only in the rare circumstances. 

Date of exchange is defined that, when a business combination is achieved in a single exchange transaction, the 
date of exchange is the acquisition date. When a business combination involves more than one exchange 
transaction, for example when it is achieved in stages by successive share purchases, the date of exchange is the 
date that each individual investment is recognised in the financial statements of the acquirer. 

Therefore, the cost of acquisition of HPC should be the fair value, at the date of acquisition, of YPC’s shares 
issued in exchange for HPC’s shares plus any costs directly attributable to the acquisition. 

 

4.3 Allocating the cost of a business combination to the assets acquired 
and liabilities and contingent liabilities assumed 
The acquirer shall, at the acquisition date, allocate the cost of a business combination by: 

• recognising the acquiree’s identifiable assets, liabilities and contingent liabilities that 
satisfy the recognition criteria as set out below at their fair values at that date, 

except for 
• non-current assets (or disposal groups) that are classified as held for sale in accordance 

with HKFRS 5 Non-current Assets Held for Sale and Discontinued Operations, which 
shall be recognised at fair value less costs to sell. 

 
Any difference between 

(a) the cost of the business combination and 

(b) the acquirer’s interest in the net fair value of the identifiable assets, liabilities and 
contingent liabilities so recognised 

shall be accounted for in accordance with paragraphs 51-57 (of HKFRS 3), i.e. as goodwill or 
negative goodwill as set out in section 4.3.4 and 4.3.5 below.  (HKFRS 3 para. 36) 
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1) Recognition criteria on identifiable assets, liabilities and contingent liabilities 
The acquirer shall recognise separately the acquiree’s identifiable assets, liabilities and 
contingent liabilities at the acquisition date only if they satisfy the following criteria at that 
date: 

(a) in the case of an asset other than an intangible asset, 
• it is probable that any associated future economic benefits will flow to the 

acquirer, and 
• its fair value can be measured reliably; 

(b) in the case of a liability other than a contingent liability, 
• it is probable that an outflow of resources embodying economic benefits will be 

required to settle the obligation, and 
• its fair value can be measured reliably; 

(c) in the case of an intangible asset (see section 4.3.2 below) or a contingent liability (see 
section 4.3.3 below), 
• its fair value can be measured reliably. (HKFRS 3 para. 37) 

 

2) Incorporation of the acquiree’s results from the acquisition date 
The acquirer’s income statement shall incorporate the acquiree’s profits and losses after the 
acquisition date by including the acquiree’s income and expenses based on the cost of the business 
combination to the acquirer.  For example, depreciation expense included after the acquisition date 
in the acquirer’s income statement that relates to the acquiree’s depreciable assets shall be based 
on the fair values of those depreciable assets at the acquisition date, i.e. their cost to the acquirer. 
 

3) Application of the purchase method starts from the acquisition date 
Application of the purchase method starts from the acquisition date, which is the date on which the 
acquirer effectively obtains control of the acquiree.  Because control is the power to govern the 
financial and operating policies of an entity or business so as to obtain benefits from its activities, 
it is not necessary for a transaction to be closed or finalised at law before the acquirer obtains 
control.  All pertinent facts and circumstances surrounding a business combination shall be 
considered in assessing when the acquirer has obtained control. 
 

4) Minority interest 
Because the acquirer recognises the acquiree’s identifiable assets, liabilities and contingent 
liabilities that satisfy the recognition criteria as set out above at their fair values at the acquisition 
date, any minority interest in the acquiree is stated at the minority’s proportion of the net fair value 
of those items. 
 

Minority interest is defined as that portion of the profit or loss and net assets of a subsidiary 
attributable to equity interests that are not owned, directly or indirectly through subsidiaries, by 
the parent. 

 

4.3.1 Acquiree’s identifiable assets and liabilities 
In accordance with the above requirements (paragraph 36 of HKFRS 3), the acquirer 
recognises separately as part of allocating the cost of the combination only the identifiable 
assets, liabilities and contingent liabilities of the acquiree that existed at the acquisition date 
and satisfy the recognition criteria (paragraph 37 of HKFRS 3).  Therefore: 

(a) the acquirer shall recognise liabilities for terminating or reducing the activities of the 
acquiree as part of allocating the cost of the combination only when the acquiree has, 
at the acquisition date, an existing liability for restructuring recognised in accordance 
with HKAS 37 Provisions, Contingent Liabilities and Contingent Assets; and 

(b) the acquirer, when allocating the cost of the combination, shall not recognise 
liabilities for future losses or other costs expected to be incurred as a result of the 
business combination. 
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1) Contracted to pay to employees or suppliers 
A payment that an entity is contractually required to make, for example, to its employees 
or suppliers in the event that it is acquired in a business combination is a present 
obligation of the entity that is regarded as a contingent liability until it becomes probable 
that a business combination will take place.  The contractual obligation is recognised as a 
liability by that entity in accordance with HKAS 37 when a business combination 
becomes probable and the liability can be measured reliably.  Therefore, when the 
business combination is effected, that liability of the acquiree is recognised by the 
acquirer as part of allocating the cost of the combination. 

2) Restructuring plan 
However, an acquiree’s restructuring plan whose execution is conditional upon its being 
acquired in a business combination is not, immediately before the business combination, a 
present obligation of the acquiree.  Nor is it a contingent liability of the acquiree 
immediately before the combination because it is not a possible obligation arising from a 
past event whose existence will be confirmed only by the occurrence or non-occurrence 
of one or more uncertain future events not wholly within the control of the acquiree.  
Therefore, an acquirer shall not recognise a liability for such restructuring plans as part of 
allocating the cost of the combination. 

 

3) Assets and liabilities not previously recognised in the acquiree’s financial 
statements 
The identifiable assets and liabilities that are recognised in accordance with the above 
requirements (paragraph 36 of HKFRS 3) include all of the acquiree’s assets and 
liabilities that the acquirer purchases or assumes, including all of its financial assets and 
financial liabilities.  They might also include assets and liabilities not previously 
recognised in the acquiree’s financial statements, e.g. because they did not qualify for 
recognition before the acquisition. 
 
For example, a tax benefit arising from the acquiree’s tax losses that was not recognised 
by the acquiree before the business combination qualifies for recognition as an 
identifiable asset in accordance with the above requirements (paragraph 36 of HKFRS 3) 
if it is probable that the acquirer will have future taxable profits against which the 
unrecognised tax benefit can be applied. 

 

4.3.2 Acquiree’s intangible assets 
In accordance with the above recognition criteria (paragraph 37 of HKFRS 3), the acquirer 
recognises separately an intangible asset of the acquiree at the acquisition date only if it meets 
the definition of an intangible asset in HKAS 38 Intangible Assets and its fair value can be 
measured reliably. 
 

Intangible asset has the meaning given to it in HKAS 38 Intangible Assets, i.e. an 
identifiable non-monetary asset without physical substance. 

 
This means that the acquirer recognises as an asset separately from goodwill an in-process 
research and development project of the acquiree if the project meets the definition of an 
intangible asset and its fair value can be measured reliably. 
 
HKAS 38 provides guidance on determining whether the fair value of an intangible asset 
acquired in a business combination can be measured reliably.  A non-monetary asset without 
physical substance must be identifiable to meet the definition of an intangible asset. 
 
In accordance with HKAS 38, an asset meets the identifiability criterion in the definition of an 
intangible asset only if it: 

(a) is separable, i.e. capable of being separated or divided from the entity and sold, 
transferred, licensed, rented or exchanged, either individually or together with a 
related contract, asset or liability; or 

(b) arises from contractual or other legal rights, regardless of whether those rights are 
transferable or separable from the entity or from other rights and obligations. 



 

© 2005-06 Nelson   Page 9 of 14 
 

Examination question: Brand name acquired in acquisition of company 

Question Modified from ACCA Paper 3.6H 2003 December Question 1(vi) 

Fusion has included a brand name in its tangible non-current assets at the cost of $9 million. The 
brand earnings can be separately identified and could be sold separately from the rest of the business. 
The fair value of the brand at 30 November 2003 was $7 million. The fair value of the brand at the 
time of Fusion’s acquisition by its parent, Largo, was $9 million.  Advise Largo. 

Answers 

HKFRS 3 Business Combinations and HKAS 38 require that intangible assets acquired as part of an 
acquisition should be recognised separately as long as fair value can be measured reliably. There is 
no option not to show the intangible asset separately under HKAS 38. In this case the brand can be 
separately identified and sold. Therefore, it should be shown separately. Also the brand should be 
reviewed for impairment as its fair value has fallen to $7 million. 

The brand should, therefore, be reduced to this value and $2 million charged against the income 
statement. 

 

4.3.3 Acquiree’s contingent liabilities 

Contingent liability has the meaning given to it in HKAS 37 Provisions, Contingent 
Liabilities and Contingent Assets, i.e.: 

(a) a possible obligation that arises from past events and whose existence will be 
confirmed only by the occurrence or non-occurrence of one or more uncertain 
future events not wholly within the control of the entity; or 

(b) a present obligation that arises from past events but is not recognised because: 

(i) it is not probable that an outflow of resources embodying economic benefits 
will be required to settle the obligation; or  

(ii) the amount of the obligation cannot be measured with sufficient reliability. 

 
The above recognition criteria (paragraph 37 of HKFRS 3) specifies that the acquirer 
recognises separately a contingent liability of the acquiree as part of allocating the cost of a 
business combination only if its fair value can be measured reliably.  If its fair value cannot be 
measured reliably: 

(a) there is a resulting effect on the amount recognised as goodwill (see section 4.3.4) or 
accounted for in accordance with paragraph 56 of HKFRS 5 (i.e. negative goodwill, 
see section 4.3.5); and 

(b) the acquirer shall disclose the information about that contingent liability required to 
be disclosed by HKAS 37. 

 
After their initial recognition, the acquirer shall measure contingent liabilities that are 
recognised separately in accordance with paragraph 36 (of HKFRS 3) at the higher of: 

(a) the amount that would be recognised in accordance with HKAS 37, and 

(b) the amount initially recognised less, when appropriate, cumulative amortisation 
recognised in accordance with HKAS 18 Revenue. (HKFRS 3 para. 48) 

 
The requirement in the above paragraph does not apply to contracts accounted for in 
accordance with HKAS 39 Financial Instruments: Recognition and Measurement. 
 
Contingent liabilities recognised separately as part of allocating the cost of a business 
combination are excluded from the scope of HKAS 37.  However, the acquirer shall disclose 
for those contingent liabilities the information required to be disclosed by HKAS 37 for each 
class of provision. 

 

4.3.4 Goodwill 

Goodwill is defined as future economic benefits arising from assets that are not capable of 
being individually identified and separately recognised. 
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The acquirer shall, at the acquisition date: 

(a) recognise goodwill acquired in a business combination as an asset; and 

(b) initially measure that goodwill at its cost, being the excess of the cost of the 
business combination over the acquirer’s interest in the net fair value of the 
identifiable assets, liabilities and contingent liabilities recognised in accordance 
with paragraph 36 (of HKFRS 3). (HKFRS 3 para. 51) 

 
Goodwill acquired in a business combination represents a payment made by the acquirer in 
anticipation of future economic benefits from assets that are not capable of being individually 
identified and separately recognised.  
 
To the extent that the acquiree’s identifiable assets, liabilities or contingent liabilities do not 
satisfy the recognition criteria (paragraph 37 of HKFRS 3) for separate recognition at the 
acquisition date, there is a resulting effect on the amount recognised as goodwill (or accounted 
for in accordance with paragraph 56, i.e. negative goodwill, see section 4.3.5). This is because 
goodwill is measured as the residual cost of the business combination after recognising the 
acquiree’s identifiable assets, liabilities and contingent liabilities. 
 
After initial recognition, the acquirer shall measure goodwill acquired in a business 
combination at  

• Cost 
• Less any accumulated impairment losses. (HKFRS 3 para. 54) 

 
Goodwill acquired in a business combination shall not be amortised.  Instead, the acquirer 
shall test it for impairment annually, or more frequently if events or changes in circumstances 
indicate that it might be impaired, in accordance with HKAS 36 Impairment of Assets. 

 

4.3.5 Negative goodwill 
If the acquirer’s interest in the net fair value of the identifiable assets, liabilities and 
contingent liabilities recognised in accordance with paragraph 36 (of HKFRS 3) exceeds 
the cost of the business combination (negative goodwill)3, the acquirer shall: 

(a) reassess 
• the identification and measurement of the acquiree’s identifiable assets, 

liabilities and contingent liabilities and 
• the measurement of the cost of the combination; and 

(b) recognise immediately in profit or loss any excess remaining after that 
reassessment. (HKFRS 3 para. 56) 

 
A gain recognised in accordance with the above paragraph could comprise one or more of the 
following components: 

(a)  errors in measuring the fair value of either the cost of the combination or the 
acquiree’s identifiable assets, liabilities or contingent liabilities. Possible future costs 
arising in respect of the acquiree that have not been reflected correctly in the fair 
value of the acquiree’s identifiable assets, liabilities or contingent liabilities are a 
potential cause of such errors. 

(b) a requirement in an accounting standard to measure identifiable net assets acquired at 
an amount that is not fair value, but is treated as though it is fair value for the purpose 
of allocating the cost of the combination. For example, the guidance in Appendix B 
on determining the fair values of the acquiree’s identifiable assets and liabilities 
requires the amount assigned to tax assets and liabilities to be undiscounted. 

(c) a bargain purchase. 
 

                                                           
3 HKFRS 3 does not define negative goodwill but in fact the “excess of acquirer’s interest in the net fair value of acquiree’s 

identifiable assets, liabilities and contingent liabilities over cost” is so-called negative goodwill.  For the purpose of this note, 
negative goodwill refers to such excess. 
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4.3.6 Business combination achieved in stages 
A business combination may involve more than one exchange transaction, for example when 
it occurs in stages by successive share purchases.  If so, each exchange transaction shall be 
treated separately by the acquirer, using the cost of the transaction and fair value information 
at the date of each exchange transaction, to determine the amount of any goodwill associated 
with that transaction. 
 
The above requirement results in a step-by-step comparison of the cost of the individual 
investments with the acquirer’s interest in the fair values of the acquiree’s identifiable assets, 
liabilities and contingent liabilities at each step. 
 
Before qualifying as a business combination, a transaction may qualify as an investment in an 
associate and be accounted for in accordance with HKAS 28 Investments in Associates using 
the equity method. If so, the fair values of the investee’s identifiable net assets at the date of 
each earlier exchange transaction will have been determined previously in applying the equity 
method to the investment. 

 
Examination question 

Question Modified from HKICPA CPA QP FPE 2002 December Paper I Question 1 

CPL acquired the whole of the share capital of the Kowloon Poly-Ethylene Limited (KPE) on 1 December 
2001 by issuing 20 million ordinary shares of $1 in exchange for 10 million ordinary shares of $1 of KPE. 
These 20 million ordinary shares issued account for only 15% of the enlarged share capital of CPL. 

Before the acquisition, CPL and KPE were not under common control. The shares of CPL were valued at $6.5 
each. The market capitalisations at the time of the combination were CPL $260 million and KPE $130 million. 
The book and fair value of the net assets of CPL was $220 million and of KPE was $120 million at the time of 
the acquisition. The board of directors of the group, after the acquisition, comprised entirely the directors of 
CPL. 

The acquisition was accounted for using merger accounting (i.e. pooling of interests) in the draft group 
financial statements and thus no goodwill has been established.  As the financial consultant, advise CPL the 
proper accounting treatments for the acquisition of KPE. (8 marks) 
Answers 

CPL shall apply HKFRS 3 since the acquisition of KPE is within the scope of HKFRS 3 and CPL and KPE are 
not under common control before the transactions.  In fact, HKFRS 3 requires that all business combinations 
shall be accounted for by applying the purchase method.  An acquirer shall be identified for all business 
combinations.  The acquirer is the combining entity that obtains control of the other combining entities or 
businesses. 

Although it may sometimes be difficult to identify an acquirer, there are almost always indications that one 
exists. In this case: 

a) the sizes of CPL and KPE are so different that CPL dominates the combined entity by virtue of its 
size. The market capitalisation of KPE ($130 million) is only half of that of CPL ($260 million) and 
the fair value of the net assets is in the ratio of 6:11 (i.e. $120 million:$220 million). Since the size of 
CPL is significantly greater than that of KPE, the larger enterprise, CPL, is regarded as the dominant 
party and hence the acquirer; and 

b) the business combination results in the management of CPL being able to dominate the selection of 
the management team of the resulting combined enterprise. The new management team (the 
directors) have all been drawn from CPL, this would seem to indicate an acquisition and the 
dominant enterprise, CPL, is the acquirer. 

Then, fair value of the cost of acquisition and identifiable assets and liabilities should be ascertained and 
goodwill should be calculated and amortised through the income statement. 
  $m 
 Market price of CPL’s shares (20 million x $6.5) 130 
 Fair value of net assets (given)  (120) 
 Goodwill 10 
A goodwill amounting to $10 million would be capitalised on 1 December 2001 and initially measured at cost.  
After initial recognition, the acquirer shall measure goodwill acquired in a business combination at cost less 
any accumulated impairment losses.  Goodwill acquired in a business combination shall not be amortised.  
Instead, the acquirer shall test it for impairment annually, or more frequently if events or changes in 
circumstances indicate that it might be impaired, in accordance with HKAS 36 Impairment of Assets. 

If the fair value and book value of the identifiable assets and liabilities differ, it may have an impact on the 
amount of depreciation. However, in this case, there is no increase in depreciation since the fair value and book 
value of KPE are the same. 
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4.4 Initial accounting determined provisionally 
The initial accounting for a business combination involves identifying and determining: 

(a) the fair values to be assigned to the acquiree’s identifiable assets, liabilities and contingent 
liabilities, and 

(b) the cost of the combination. 
 
If the initial accounting for a business combination can be determined only provisionally by the end of 
the period in which the combination is effected because either 

(a) the fair values to be assigned to the acquiree’s identifiable assets, liabilities or contingent 
liabilities or 

(b) the cost of the combination 

can be determined only provisionally, the acquirer shall account for the combination using those 
provisional values. 
 
The acquirer shall recognise any adjustments to those provisional values as a result of completing the 
initial accounting: 

(a) within 12 months of the acquisition date; and 

(b) from the acquisition date.  Therefore: 

(i) the carrying amount of an identifiable asset, liability or contingent liability that is 
recognised or adjusted as a result of completing the initial accounting shall be calculated 
as if its fair value at the acquisition date had been recognised from that date. 

(ii) goodwill or any gain recognised in accordance with paragraph 56 of HKFRS 3 (i.e. 
negative goodwill) shall be adjusted from the acquisition date by an amount equal to the 
adjustment to the fair value at the acquisition date of the identifiable asset, liability or 
contingent liability being recognised or adjusted. 

(iii) comparative information presented for the periods before the initial accounting for the 
combination is complete shall be presented as if the initial accounting had been completed 
from the acquisition date.  This includes any additional depreciation, amortisation or other 
profit or loss effect recognised as a result of completing the initial accounting. 

 

4.4.1 Adjustments after the initial accounting is complete 
Except as outlined in paragraphs 33 and 34 (of HKFRS 5, see section 4.2.5) and 65 (of 
HKFRS 5, see section 4.4.2), adjustments to the initial accounting for a business combination 
after that initial accounting is complete shall be recognised only to correct an error (not a 
changes in estimates) in accordance with HKAS 8 Accounting Policies, Changes in 
Accounting Estimates and Errors. 

 

4.4.2 Recognition of deferred tax assets after the initial accounting is complete 
If the potential benefit of the acquiree’s income tax loss carry-forwards or other deferred tax 
assets did not satisfy the above recognition criteria (paragraph 37 of HKFRS 3) for separate 
recognition when a business combination is initially accounted for but is subsequently realised, 
the acquirer shall recognise that benefit as income in accordance with HKAS 12 Income Taxes. 
 
In addition, the acquirer shall: 

(a) reduce the carrying amount of goodwill to the amount that would have been 
recognised if the deferred tax asset had been recognised as an identifiable asset from 
the acquisition date; and 

(b) recognise the reduction in the carrying amount of the goodwill as an expense. 
 
However, this procedure shall not result in the creation of an excess as described in paragraph 
56 (of HKFRS 3, i.e. negative goodwill), nor shall it increase the amount of any gain 
previously recognised in accordance with paragraph 56 (of HKFRS 3, i.e. negative goodwill). 
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5. Disclosure 
An acquirer shall disclose information that enables users of its financial statements to evaluate the nature 
and financial effect of business combinations that were effected: 

(a) during the period. 

(b) after the balance sheet date but before the financial statements are authorised for issue. (HKFRS 3 
para. 66) 

 
An acquirer shall disclose information that enables users of its financial statements to evaluate the 
financial effects of gains, losses, error corrections and other adjustments recognised in the current period 
that relate to business combinations that were effected in the current or in previous periods. (HKFRS 3 para. 
72) 
 
An entity shall disclose information that enables users of its financial statements to evaluate changes in 
the carrying amount of goodwill during the period. (HKFRS 3 para. 74) 
 
When a Hong Kong incorporated company acquires an enterprise which would be a subsidiary as defined 
in this Standard but is not accounted for as a subsidiary as a result of paragraph 23A, it should disclose in 
the notes details of the effect on the group accounts had paragraph 23A not applied. (HKFRS 3 para. 77A) 
 
 

6. Transitional Provisions and Effective Date 
Except as provided in paragraph 85 (of HKFRS 3, see section 6.5 below), HKFRS 3 shall apply to the 
accounting for business combinations for which the agreement date is on or after 1 January 2005.   
 

Agreement date is defined as the date that a substantive agreement between the combining parties is reached 
and, in the case of publicly listed entities, announced to the public.  In the case of a hostile takeover, the 
earliest date that a substantive agreement between the combining parties is reached is the date that a 
sufficient number of the acquiree’s owners have accepted the acquirer’s offer for the acquirer to obtain 
control of the acquiree. 

 
HKFRS 3 shall also apply to the accounting for: 

(a) goodwill arising from a business combination for which the agreement date is on or after 1 January 
2005; or 

(b) any excess of the acquirer’s interest in the net fair value of the acquiree’s identifiable assets, liabilities 
and contingent liabilities over the cost of a business combination for which the agreement date is on or 
after 1 January 2005. 

 
A set of transitional provisions and effective date are also set out in HKFRS 3 for the following issues: 

• Previously recognised goodwill 

• Previously recognised negative goodwill 

• Previously recognised intangible assets 

• Equity accounted investments 

• Limited retrospective application 
 
 

7. Withdrawal of Other Pronouncements 
HKFRS 3 supersedes SSAP 30 Business Combinations (as issued in 2001) and Interpretations 12, 13 and 15. 
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Examination question: Negative goodwill and provisional values for the net assets 

Question Modified from ACCA Paper 3.6H 2004 December Question 4(v) 

The line of business of Pohler Speed, a public limited company, is global mail, logistics and financial services. The 
financial director wishes to prepare a report on the key points in the financial statements for the year ended 30 November 
2004 in which the company has reported a net profit before tax of $500 million. 

Negative goodwill of $300 million arose on 1 December 2002 as a result of the expectation of future losses identified in a 
previous restructuring plan. The goodwill was being written back to the income statement over 5 years, which represent 
the length of time it would take to turn the group into a profit making organisation. However, the negative goodwill of 
$240 million at 1 December 2003 has been recognised in the income statement to 30 November 2004. 

Additionally Pohler Speed had acquired a business on 30 November 2003. The initial accounting for the business 
combination could only determine provisional values for the net assets. This year a review of the fair values of the net 
assets acquired resulted in a reduction of the inventory value at acquisition by $4 million but no adjustments have yet 
been made to the value of the subsidiary’s assets at acquisition. Unamortised goodwill at 30 November 2004 as regards 
this latter acquisition is $20 million. 

Goodwill is amortised currently over 5 years with a full year’s charge in the year of acquisition. The directors are aware 
that the principles of IFRS3 ‘Business Combinations’ will soon be applicable in Hong Kong. However, they are unsure as 
to the accounting requirements of this standard in the above areas.  (IFRS 3 is applicable for the financial statements for 
the periods beginning on or after 31 March 2004.) 

Draft a report explaining recommended accounting practice in each of the above areas and discussing whether the 
accounting practices used by the company are acceptable, and the issues involved. (6 marks) 

Answers 

Negative goodwill 
Generally the situations where negative goodwill is recognised are very few. IFRS 3 ‘Business Combinations’ requires 
the fair values of the assets to be reassessed and liabilities checked if it appears that negative goodwill is arising. If a 
business is loss making there has to be a question mark over the value of the net assets. 

Normally only genuine ‘bargain’ purchases would create negative goodwill although errors in measurement, and the 
requirements of an accounting standard might impact on the calculation of negative goodwill. IFRS 3 says that negative 
goodwill should be recognised immediately in the income statement. However, negative goodwill already recognised 
would be derecognised on the application of IFRS 3 and would be treated as an adjustment to the opening balance of 
retained earnings. 

The company’s treatment is unacceptable, as previously recognised negative goodwill should not be credited to current 
income. However, because IFRS 3 applies to accounting periods beginning on or after 31 March 2004, the company can 
credit the income statement with negative goodwill for one more period. 

Provisional values for the net assets 
The review of provisional values of the net assets at the date of acquisition was acceptable under HKSSAP 30 when 
additional evidence becomes available to assist in the valuation of the net assets at the date of acquisition. This 
adjustment should take place within 12 months of the date of acquisition. 

Similarly under IFRS 3 if provisional values have been attributed to the net assets at the date of acquisition, then initially 
those values should be used. However, any adjustments to those values should occur within 12 months of the acquisition 
date as a result of completing the initial accounting for the business combination, and any adjustment to goodwill as a 
result of changes to the value of the net assets should be made. (There will be an adjustment to the opening reserves for 
the increase in the amortisation of goodwill for prior years.) Thus as long as the evidence is reliable there will be a 
corresponding increase in the value of goodwill and decrease in opening inventory. It will increase the charge against the 
current year’s profit. ($4m divided by 5 years i.e. $0·8m) 

IFRS 3 says that subsequent adjustments to the initial accounting for goodwill can only be recognised if there is an error 
which this is not. IFRS 3 is applied prospectively so that any goodwill arising prior to 31 March 2004 should be 
amortised for the current year to 30 November 2004. Thereafter amortisation of goodwill should stop and the goodwill 
should be tested for impairment in accordance with IAS 36 on 1 December 2004. 

 


