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Since January 2014, we started to publish weekly HKFRS
Q&As that aim to help you deal with the application issues
during the busy financial reporting season. Weekly
HKFRS Q&As will be issued each Friday. Here is the link
to the previous Q&As http://www.iasplus.com/en/tag-

types/hong-kong/ga.

As always, if you have any questions on application of

HKFRS, please contact us.

Backgroud

In some situations, entities are required to pay additional consideration to the Vendors (or
former owners) of the acquirees as part of the agreed terms of the acquisition when certain
future events occur or conditions are met. Such an additional consideration is referred to as

‘contingent consideration' in HKFRSs.

HKFRS 3 Business Combinations that deals with the accounting for acquisitions of subsidiaries
that constitute business(es) provides specific guidance on how to account for contingent
consideration. Specifically, paragraph 39 of HKFRS 3 requires the contingent consideration to
be measured at fair value at the date of acquisition and to be classified as a liability or an equity
instrument in accordance with HKAS 32 Financial Instruments: Presentation. At the end of
each reporting period, paragraph 58 of HKFRS 3 requires the contingent consideration that is
classified as a liability within the scope of HKAS 39 Financial Instruments: Recognition and
Measurement to be measured at fair value with changes in fair value being recognised in profit

or losst.

! In January 2014, several amendments to HKFRSs titled Annual Improvements to HKFRSs 2010 — 2012 Cycle were issued. One
amendment to HKFRS 3 relates to the accounting for contingent consideration as part of a business combination. The amendment
specifies that contingent consideration that is classified as a liability (regardless of whether or not the liability is within the scope of
HKAS 39) should be measured at fair value at the end of each reporting period, with changes in fair value being recognised in profit or

loss. The amendment requires prospective application — business combinations that take place on or after 1 July 2014.


http://www.iasplus.com/en/tag-types/hong-kong/qa
http://www.iasplus.com/en/tag-types/hong-kong/qa

Unlike HKFRS 3, HKAS 28 Investments in Associates and Joint Ventures does not provide
specific guidance on how to account for contingent consideration arising from acquisition of an
associate or a joint venture. However, paragraph 26 of HKAS 28 explains that “the concepts
underlying the procedures used in accounting for the acquisition of a subsidiary are also
adopted in accounting for the acquisition of an investment in an associate or a joint venture”.
Therefore, when an investor acquires an associate or a joint venture with contingent
consideration as part of the consideration, it would be appropriate for the investor to apply the
above requirements set out in HKFRS 3 by analogy. Additionally, such a contingent
consideration as part of the consideration to acquire an associate or a joint venture would be
considered as a financial instrument within the scope of HKAS 39 and be measured at fair
value at the end of each reporting period, with changes in fair value being recognised in profit

or loss — it is not appropriate to use amortised cost to measure such a liability.

Below is an example.

Example

Entity | acquires a 45 per cent interest in Entity A which results in it having significant
influence over Entity A (i.e. Entity A becomes an associate of Entity | after the acquisition).

The consideration is payable in two tranches:
e an immediate payment of HKD 1 million; and

o a further payment of HKD 500,000 after two years if the cumulative profit before interest

and tax of Entity A for the two-year period following acquisition exceeds HKD 400,000.

The further payment of HKD 500,000 payable when the profit performance target of Entity A
is met is a contingent consideration. At the date of acquisition, the fair value of the contingent
consideration is assessed as HKD 220,000, taking into account factors such as probability of

meeting the performance target.

One year after the acquisition, on the basis of a revised earnings forecast, the fair value of the
contingent consideration has increased by HKD 80,000 to HKD 300,000, taking into account

the revised (higher) probability of meeting the performance target.

Entity I uses the equity method of accounting in accordance with HKAS 28 to account for its

equity interest in Entity A.

How should Entity | account for the contingent consideration payable in respect of the

acquisition of its interest in the associate (Entity A) in its consolidated financial statements?



As mentioned above, HKAS 28 does not provide any specific guidance on how to account for
contingent consideration that forms part of the consideration for acquisition of an associate or a
joint venture. However, HKAS 28 explains that “the concepts underlying the procedures used
in accounting for the acquisition of a subsidiary are also adopted in accounting for the
acquisition of an investment in an associate or a joint venture”. Therefore, in the circumstances
described, taking into account the above requirements, at the date of acquisition, Entity |
records the cost of the investment in Entity A in its consolidated financial statements at a cost

of HKD 1,220,000 that comprises the following two components:
e an immediate cash payment of HKD 1 million; and
o the fair value of the contingent consideration of HKD 220,000.

At the date of acquisition, Entity | also records a financial liability in relation to the contingent
consideration of HKD 220,000.

At the end of each reporting period, Entity | continues to measure the financial liability in
relation to the contingent consideration at fair value with changes in fair value being
recognised in profit or loss. As mentioned above, one year after the acquisition, the fair value
of the contingent consideration has been increased by HKD 80,000. To reflect such a change,
the financial liability in relation to the contingent consideration should be increased by HKD

80,000 with an expense being recognised in profit or loss.



Contact us:

If you have any questions on the subject matters discussed above, please feel free to
contact us.
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