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modified option is recognised in the profit or loss aft er modification. IFRS 2.BC223-229 
discusses the rationale behind expensing the incremental fair value over the modified option 
vesting period and �s�a�y�s�~�'�: �n�J�.�i �s� suggests that the entity expects to receive additional or enhanced 
employee services equivalent in value to the incremental value of the repriced share options._" 
and �a�l �s�o�~�'�. �H�l�1�C �e� it foll ows that the incremental value has been granted to the share option holders 
in their capacity as employees (rather than equity participants), as part of their remuneration for 
services in respect of the incremental value given:' 111erefore, based on this same rationale, we 
believe that the incremental fair value should not be expensed immediately in post-combination 
profit or loss, but over the vesting period of the replacement awards. 

Under !FRS 2.B43 (a), the replacement date fair value of the replaced awards is not recognised 
in profit or loss after the modifi cation date; instead the ori ginal grant date fair value continues to 
be recognised, along with the incremental fair value, if any. This may create differences 
between the financial statements of the acquiree, in which we presume modifi cation accounting 
is applied, compared to the consolidated financial statements of the acquirer in which the 
guidance as proposed in the ED is applied. We believe that this inconsistency may be 
appropriate because, in the financial statements of the acquiree, a modifi cation of the tenns and 
conditions of the award has occurred. In contrast, in the consol idated financial statemcnts of the 
acquirer, a business combination has occurred and any existing assets and li abiliti es are 
rcmeasured, consistent with the concept of purchase accounting. 

Paragraph Al 03 of the ED provides guidance regarding what porti on of the replacement award 
is part of the consideration transferred in exchange for the acquiree. This portion (past serviceS) 
is dctennincd as ''the remaining fair value-based measure of the acquire!'s replacement award 
[ i.e.,] the amount that remains after deducting the excess, if any, recognised in post-combination 
profit or loss under (aJ'multiplied by the ratio of the portion of the vesting period completed to 
the total vesting period. [n effect, the amount of the replacement grant attributed to past services 
includes amounts that previously have been expensed in the acquiree's fin ancial statements. We 
believe this is consistent with the ED's proposal to measure the fair value of the acquiree. 

Under the accounting proposed, the post-combinati on profit or loss will include an amount for 
future service which refl ects the "repriced' fair value of the ori ginal award (i.e. the fair value of 
the replacement award). While we agree that it is appropriate to refl ect the modification 
(combination date) fair value of the replacement award attributable to future service in post­
combinati on profit or loss over the vesting period, we have identifi ed several concerns / 
questions: 

(1 ) Should ''true-ups' in respect of past services for forfeitures that occur after the business 
combination date be based on the fair value of the ori ginal award, as determined on grant 
date or on the fair value of the replacement awards? 

One view is that the ''true-up' should be based on the grant date fair value of the original 
award grant, consistent with the requirements for modification accounting in IFRS 2. The 
other view is that since the''true-up' is in respect of equity and equity is reflected at the fair 
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value of the replacement award, the''true up' of both past and future services would be based 
on the fair value of the replacement awards. We believe that the' 'true-up'will be in respect of 
the fair value of the replacement awards as the original award was made by the predecessor 
company whose accounting does not carry forward in consolidated fmancial statements. 

(2) This then raises the question of whether true-up adjustments (e.g., forfeitures) of the 
replacement award which occur within the measurement period, as defined by paragraph 
62-68 of the ED. will result in adjustments to consideration paid for the acquiree and 
consequently adjustments to goodwill. We believe the answer cannot be derived clearly 
from the ED. We believe that it would not be appropriate to adjust the consideration paid for 
the acquiree as it is not clear that the employee's failure to vest in the replacement awards 
were circumstances existing at acquisition date. We encourage the Board to state more 
clearly what the basis of accounting for post-acquisition ' 'true-ups'. For example, the Board 
could state that post-acquisi tion ''true-ups' are revisions of estimates from post-acquisition 
events and therefore all adjustments do not impact purchase accounting. 

Drafting points 

Paragraph Al DB refers to an allocation between past and future services limit contained in 
paragraph AI03 ('the limi!). We do not believe that this limit is mentioned in paragraph A 103 . 

Paragraph Al 08 provides an example of the limit, however in this example the limit is discussed 
in terms of amounts (because the amount of the acquirers replacement award attributable to past 
services, exceeds the amount of the replaced acquired awards attributable to those services, the 
excess is not part of the consideration transferred). We believe it would be more appropriate to 
express the limit as a rati o of past service under the rep lacement award to the ratio of service 
attributable to past service under the ori ginal awards (e.g., 'because the proportion of the 
acquirers replacement awards .. )' Tn the example, the original vesting period was four years, with 
two years vested as of acquisition date. 11,e replacement award contained one year of vesting. 
Based on paragraph AI 03(c), the portion attributable to past services is equal to the remaining 
fair value-based measure of the replacement award (or settlement) multiplied by the ratio of the 
portion of the vesting period completed to the total vesting period. Therefore, the proportion 
attributable to past services as defined by paragraph AI03(c) is 2/3 as compared to 112 that was 
expensed up until the acquisition date, the excess being 116 should be expensed as future 
services. Even though the acquiree has recognised only 112 of the grant date fair value of the 
original award, we support the implicit principle in the ED; a modification that changes the 
vesting should not impact the attribution of replacement awards between services provided and 
services to be provided. However, we believe that this point should be added to paragraph 
AI03(b) and that the Board should explain its re.asoning in the Basis for Conclusion. 

The Basis for Conclusion (BCB2-B3) identifies a difference to the FASB ED relating to how 
replacement awards should be allocated between consideration transferred in the business 
combination and compensation expense. The F ASB concluded that the allocation should be 
based on the requisite service period of the replacement award as compared to the total vesting 
period that is contained in the Boarcfs ED. We are unsure whether the difference relates to the 
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')x>rtion vs. amount' discussion above, but we encourage the two Boards to come to a single 
conclusion regarding the allocation between consideration transferred in the business 
combination and compensation expense building On the comments received on the two EDs. 

In addition, all the examples provided in the ED include a'inodificatiorl'to the award. In order to 
simplifY the principles of the ED, we suggest that the Board consider adding an example that 
does not involve a modification i.e., a replacement award that has the same exercise price and 
remaining vesting period as the original award. This has the benefit of providing a basic 
example which makes the principles clearer on which the more advanced examples can build 
on. 

lAS 19 

The ED proposes in paragraph 48 that assets and liabilities related to the acquiree's employee 
benefit plan that is within the scope of lAS 19 Employee Benefits be measured in accordance 
with paragraph 108 of lAS 19. The ED then proposes consequential amendment to paragraph 
108 of lAS 19. However, paragraph 108 does not incorporate the asset ceiling requirement in 
[AS 19.58. We believe that this is an oversight in the draft ing as any resulting post-employment 
asset that is acquired also should be subject to the' tecoverability"test contained in lAS [9.58. 

lAS 34 

The consequential amendment to lAS 34 [lilerim Financial Reporting expands disclosure 
requirements in the interim financial statements to include a disclosure of information about 
changes in the carrying amount of goodwill, including detailed goodwill reconciliation, during 
the interim reporting periods. We believe that this disclosure would be overly burdensome for 
the interim financial statements and recommend deleting it. 
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Appendix D: Consequential amendments to US Statements (Comments of 
KPMG, US) 

5.1 Impact on Related Authoritative Literature -EITF Issues 

We believe that the FASB should reconsider the accounting guidance provided in EITF Issue 
No. 88-16, "Basis in Leveraged Buyout Transactions:' Based on the proposed changes to the 
EITF 88-16 Abstract, we believe that the FASB has concluded that the proposed Statements will 
not have a significant effect on the EITF consensus. This conclusion appears to be based, at 
least in part, on a determination that such a transaction is not a business combination. We 
believe that such a transaction can, in fact, constitute a business combination based on the 
guidance in the proposed Statement. Additionally, we believe that the Task Force based its 
consensus on guidance that the FASB is now proposing to change. Accordingly, we believe 
that the guidance in EITF 88-16 should be nullified. 
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Appendix E: Extract of KPMG's IFRS accounting guidance (Insights into IFRS, 
section 2.6.4) 

2.6.4 Business combination achieved in stages 

When control is obtained in successive share purchases (a "step acquisition"), each 
significant transaction is accounted for separately and the identifiable assets, 
liabilities and contingent liabilities acquired are stated at fair value when control is 
obtained. [IFRS 3.40) 

As with an acquisition achieved in a single transaction, minority interest is 
measured at the minority's proportion of the net fair value of the identifiable assets, 
liabilities and contingent liabilities (see 2.6.3). 

For example, P acquires a 10 percent interest in S and an additional 60 percent some 
years later. Assuming that P did not have significant influence over S, the business 
combination requirements of IFRSs will apply only at the date that the additional 60 
percent is acquired since this is when control is obtained. Prior to the acquisition of 
the additional 60 percent, the 10 percent interest would be accounted for as a 
financial instrument asset (see 3.6). 

IFRSs require the share of the identifiable assets, liabilities and contingent liabilities 
acquired in previous transactions to be revalued, with the adjustment recorded 
directly in equity. This fair value adjustment does not require the acquirer to apply a 
policy of revaluing those items after initial recognition in accordance with, for 
example, the revaluation alternative for fixed assets (see 3.2). [IFRS 3.59) 

Worked example 

The following example illustrates purchase accounting for a step acquisition. 

L acquired 20 percent of M for 300 on I January 2002. L acquired an additional 40 
percent ofM for 600 (including directly attributable costs of20) on I January 2005. 

Financial position of M 
1 January 2002 1 January 2005 

Equity 800 1,000 
Fair value of assets in 
excess of book value 100 150 
Fair value of net assets 900 1,150 
Fair value of portion 
acquired 180900 x 20% 4601,150 x 40% 



Consideration 
Goodwill 

In this case: 

300 
120 
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600 
140 

• the acquired identifiable assets and liabilities assumed are recognised at their 
fair value at the acquisition date, which is the date at which control passes to the 
acqmrer; 

• minority interests are measured using the fair value of the acquiree's net assets 
at the date of acquisition (i.e., a portion of the 150 excess of the fair value over 
book value of net assets is recognised in respect of minority interests); and 

• previously acquired interests are revalued by L when the additional 40 percent 
interest is acquired (i.e., a portion of the increase of 50 (100 - 50) in the fair 
value of the net assets in excess of their book values since L acquired a 20 
percent interest is recognised). 

Consolidated financial position of L 
1 January 2005 L 

Investment in subsidiary 940 
Goodwill 
Other net assets 
Net assets 

Revaluation reserve 

5,000 
5,940 

Other equity components5,940 
Minority interests 

5,940 

MConsolidalionConsolidaled 
entries 

1,000 
1,000 

1,000 

1,000 

(940) 
260 
150 

(530) 

10 
(1,000) 

460 
(530) 

260 
6,150 
6,410 

10 
5,940 

460 
6,410 

In this example, it is assumed that the 20 percent interest has been accounted for as 
an equity-accounted associate in the consolidated financial statements ofL (see 3.5). 
If significant influence did not exist, then the investment would be a financial asset 
(see 3.6). As a result, L recognised an increase of 40 in its investment in M «(1,000-
800) x 20 percent). 
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The consolidation entries comprise the following (see calculations below): 

Equity 
Other net assets 
Goodwill 
Minority interests 
Revaluation reserve 
Investment 

Debit 

1,000 
150 
260 

Credit 

460 
10 

940 

The credit to minority interests is the minority share of the fair values of M' s assets 
and liabilities (i.e., 1,150 x 40 percent). 

The credit to investment is the sum of the consideration paid (300 + 600) plus L's 
share of the increase in M's equity between 1 January 2002 and 1 January 2005 
when L accounted for its investment in M in accordance with the equity method 
«(1,000 - 800) x 20 percent). 

The revaluation reserve is the increase in the fair value of M's net assets from L's 
previously acquired interest (i.e., 150 - 100 x 20 percent). 

Further acquisition after control is obtained 

IFRSs are silent regarding the requirements for share purchases after control has 
been obtained; i.e., acquisition of minority interests. Below are examples of 
different accounting policies that are applied in practice. 

Continuing the above example, on 1 January 2006, L acquires an additional 
20 percent of M. The consideration paid (including directly attributable costs) for 
the additional shares of M is 400, and the financial position of M on that date is as 
follows: 

Equity 
Fair value of assets over book value 
Fair value of net assets 
Fair value of portion acquired 

1,200 
400 

1,600 
320 1,600 x 20% 

How should L account for its additional investment in M? A number of alternative 
approaches can be identified. 



Approach 1 

KPMG IFRG Limited 
Consolidated Financial Statements, Including 

Accounting and Reporting of Noncontrolling Interests in 
Subsidiaries. Proposed Replacement of ARB No. 51 (File 

Reference No. 1205~001) 
28 October 2005 

L would detennine goodwill as the residual after measuring the cost of the 
additional investment and the fair value of the identifiable net assets at the date of 
exchange. L would remeasure its new portion of the identifiable net assets of M at 
fair value and recognise its additional portion of, for example, intangible assets ofM 
even if those assets were not recognised previously. Under the partial step-up 
approach, L initially would account for its additional investment as follows: 

Consideration paid 

Minority interests I 
Goodwill 

400 

270 
80 

Fair value adjustment on identifiable net assets 
on the additional investment 50 

(1,200 + ISO) x 20% 
400 - 320 

(400 - ISO) x 20% 

1 The minority interest immediately before L increases its investment in M 
from 60 percent to 80 percent is 540. This is calculated as the minority 
interest recognised when L obtained additional control (460) plus profits 
attributed to minority shareholders since L obtained control (80 ~ (1,200 -
1,000) x 40 percent). 

This accounting policy is consistent with the accounting under u.s. GAAP (SFAS 
141 Business Combinations). 

Approach 2 

L would detennine goodwill on the basis of the cost of the additional investment 
and the carrying amount of net assets at the date of exchange, as follows: 

Consideration paid 
Minority interests acquired 
Goodwill 

400 
270 
130 

(1,200 + 150) x 20% 
400-270 

No fair value adjustments would be recognised. Instead fair value changes of the net 
identifiable assets are subsumed into goodwilL 

Approach 3 

L would account for the additional investment entirely as an equity transaction, as 
follows: 



Consideration paid 
Minority interests acquired 
Other equity 
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400 
270 
130 

(1,200+ 150) x 20% 
400-270 

Under this approach an entity recognises directly in equity increases (or decreases) 
in the parent shareholdcrs' interest, so long as the parent control s the subsidiary. 
The presentation of minority interest within equity supports the recognition of 
increases and decreases in ownership interests in subsidiaries without a change in 
control as equity transactions in the consolidated financial statements. Accordingly, 
any premiums or discounts on subsequent purchases of equity instruments from (or 
sales of equity instruments to) minority interests would be recognised directly in the 
parent shareholders' equity. [lAS 27.33) 

Approach 4 

L would recognise an increase to goodwill that represents that portion of goodwill 
that now is attributable to L while the residual (i.e., the fair value change of 
identifiable net assets since control was obtained) is considered as a transaction 
between two classes of shareholders and therefore recognised directly in equity, as 
follows: 

Consideration paid 
Minority interests acquired 
Goodwill 
Other equity 

400 
270 

80 
50 

(1,200 + 150) x 20% 
400 - 320 
400 - (270 + 80) 

A similar model is prescribed under the Australian IFRS equivalent (AASB 127 
Consolidation and Separate Financial Statements) although this approach is based 
on the goodwill when control was obtained, rather than the goodwill when the 
additional investment was acquired. If, for example, at the date L originally 
obtained control of M the full amount of goodwill of M could be determined at 350 
(while only the portion relating to the acquired interest was recogni sed at that time), 
L would account for the additional investment as follows: 

Consideration paid 
Minority interests 
Goodwill 
Other equity 

400 
270 
70 
60 

* * * * * 

(J ,200 + J 50) x 20% 
350 x 20% 
400 - (270 + 70) 
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We believe that all of the approaches identified above are acceptable as an entity's 
elected accounting policy, if applied consistently to all such transactions. The 
accounting for acquisitions of minority interests is part of phase II of the IASB's 
project on business combinations. Therefore, this area of IFRSs may be subject to 
Future developments (see 2.6.7). 

The above illustrates the accounting treatment when an entity acquires minority 
interests. In our view, though, similar approaches may be applied when an entity 
reduces its ownership interest in a subsidiary but retains control. 


