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Comments on specific questions:

Question 1

I do not agree.

From the point of view of the investor, transactions with an investee or changes in the net
assets of the investee are not transactions with the owners (of the investor). Therefore, it is
inconsistent and not in line with the Framework to recognize the effects of such transactions
in the financial statements of the investor directly in equity as it should only be done for

transactions between the investor and it’s owners.

In the Basis for Conclusion to the Exposure Draft, the Board gives three reasons for the
proposed treatment:

1) One-line consolidation (BC 6)

2) Miisleading representation of the investee’s performance (BC 4)

3) Anomalous results, eg for share-based payments (BC 5)

Ad 1) One-line consolidation

Even if the equity method is seen as one-line consolidation — a view that I would agree - , the
accounting treatment for changes recognized directly in equity in the financial statements of
the investee should not be a recognition directly in equity in the financial statements of the
investor, Similar, changes recognized directly in equity in the separate statements of a
subsidiary are not recognized directly in equity in the consolidated financial statements of the

parent.

The most simple example is transaction cost for an increase in share capital:

Assume a parent owns 100% of a subsidiary and the share capital of the subsidiary is
increased by 100, triggering a transaction tax of 1% ie 1. In the separate financial statements
of the subsidiary, this transaction tax is recognized directly in equity (IAS 32.35). From the
parent’s point of view, this (ransaction is not a transaction with its owners. Instead, this is a
intragroup transaction, which is eliminated in the consolidated financial statements.
However, as the intragroup transaction triggers an outflow of resources (transaction tax),

this outflow must be shown in the consolidated financial statements in the income statement.

Now assume an investor owning 30% of an investee accounted for using the equity-method.
The equity of the investee is increased by 100, with all owners participating in the increase
proportionally, ie the investor pays 30. If the transaction triggers transaction cost of 1%, ie 1,

the investor’s share in net assets of the investee will be increased by 29.7. To be consistent



with consolidation in IFRS 10, the difference of 0.3, ie the investor’s share of the transaction

cost, should be recognized in the income statement.

In this example it does not matter if the investee is part or not part of the consolidated group
like described in BC8 to the exposure draft — in both cases the transaction between the
reporting entity and the investee is not a transaction with owners and should not be accounted

for as such.

In other examples the concept of the equity-method as a one-line consolidation might justify
the recognition directly in equity — ie transactions with a decrease or increase in the investor’s
interest in the investee. However, there is a fundamental difference: for a subsidiary, the other
owners, ie non-controlling interest, are seen as equity-holder, therefore IFRS 10 requires
transactions between the controlling and non-controlling interest holders to be accounted for
as transactions between owners in the consolidated financial statements of the parent. In case
of an associate, the interests of the other owners are NOT recognized in the consolidated
financial statements of the investor at all, therefore these interest cannot be seen as interest of

owners from the groups point of view. The can be illustrated by the following examples:

a) The parent owns 80% of a subsidiary, 100% of the subsidiary are shown in the
consolidated financial statements, both the 80% holder and the 20% holders are seen
as owners. Therefore, if the parent sells 5% to the holders of non-controlling interest,
this is clearly a transaction between owners.

b) If the parent owns 30% of an investee, only 30% are shown in the consolidated
Jfinancial statements, the owners of the remaining 70% are not owners of net assets
shown by the group and cannot be seen as owners of the group. Therefore, if the
parent sells 5% of the investee, this is NOT a transaction between owners and is NOT
recognized directly in equity, but in profit and loss. (This treatment out of question,
there is no diversity in practice and this is not touched by the exposure draft —
attached to this comment letter you find excerpts of the IFRS-guidelines of the large
audit firms which all require recognition in profit and loss).

¢) Ifthe parent owns 80% of a subsidiary and the parent’s share is diluted in a capital
increase, this transaction is the same as in a) and therefore accounted for in the same
way.

d) If the parents owns 30% of an investee and the parent’s share is diluted in a capital
increase, this transaction is the same as in b) and should be accounted for in the same

way.

I cannot see any reason why any similarity of equity-accounting in TAS 28 to consolidation in

IFRS 10 should cause example d) be accounted for like example ¢). If this were be the case,



example b) would have to be accounted for like example a) as well, which is clearly not the
case.

However, if the Board believes that the change in net assets in example b) should be
recognized directly in equity, there are more changes necessary to IAS 28 than those proposed

in the Exposure Dratft.

Ad 2)

In the first example above (transaction cost of an increase in share capital), the investor
(together with the other owners of the investee) restructures the capital of the investee without
any additional economic substance. If such a transactions triggers the outflow of resources,
this is not part of the performance of the investee, but it is part of the performance of the
investor’s share in the investee: in order to sustain the investment in the investee, the investor
has accepted this outflow, therefore this is a part of the performance from the investor’s view
and should be shown in the profit & loss in the consolidated financial statements of the

investor.

Ad3)

The anomalous results for share-based payments transactions are not generated by the
recognition of transactions between investor and investee in profit & loss, but by other
inconsistencies of the equity-method, ie the fact that potential dilutive effects of the investor

are not considered when applying the equity method according to TAS 28.

Assume an investor owning 30% of an investee A with total equity of 100, ie the investor’s
share is 30. There is no goodwill from the acquisition, ie the investor measures the share in
the investee at 30 using the equity method.

Now assume the same investment in investee B, but in addition, investee B has issued option
fo new investors, whereby the new investors will get newly issued shares for a price of 20,
granting them an interest of 50%. The option can be exercised one day after balance sheet
date. In case of the options being exercised, the investor’s share in investee B will be diluted
to 20%, ie it’s share in net assets will be reduced from 30 to 24 (20% of 120).

Applying the equity-method according to IAS 28, there is no way to reflect this dilution that
will happen one day afier the balance sheet date, ie in the consolidated financial statements of
the investor, the accounting for investments A and B will be exactly the same, although the

economic situation of both investments is completely different.

In a share-based payment transaction, there is a potential dilutive effect for the owners, which
is shown by a debit in the income statement and a credit directly in equity. Picking up the
debit entry in the income statement of the investor is consistent with the equity-method and

gives the correct performance measure. Picking up the credit entry in the income statement is



also consistent with the equity-method: the potential dilutive effect is ignored as it done by
the equity-method in all other cases. I understand that this inconsistency of the equity-method
cannot be solved easily, but that should not be an argument for an inconsistent treatment of
transactions which are transactions with owners from point of view of the investee but are not
transactions with owners from the point of view from the investor. This would mean fixing

one inconsistency by introducing another inconsistency.

For the reasons given in 1 — 3 above, I believe the only accounting treatment consistent with

the other standards and the framework is the recognition in profit and loss.

Question 2:
Given the answer to question 1 —recognition in profit and loss - the question of recycling is

not relevant.

However, the proposal of the board — recycling of changes in net assets recognised directly in
equity — is inconsistent with the accounting for subsidiaries where IFRS 10 does not allow

such a recycling.

Question 3:
No further comments.
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3.5 Investments in associates and the equity method

able-for-sale revaluation reserve, foreign currency translation reserve) or in their transfer to retaingg

earnings (e.g. revaluation reserve). In our view, the portion of reserves reclassified or transferreq s :
calculated in proportion to the interest disposed of, so that it is calculated on a

consistent basis wif

the gain or loss calculated on the partial disposal. If the cost of investment sold is determined undey
a first-in, first-out méthod (see 3.5.570.10), then the determination of the amounts to be reclassified

or transferred would require detailed analysis. [IAS 21.48C, 28.194, 1U 07-09]

ExAMPLE 15 — DECREASE IN INTEREST — AVERAGE-COST METHOD

ownership interest is as follows.

E——

Tnvestment in associate (D)

Net assets

Foreign currency translation reserve

3,5.570,40 Company P owns 30% of Associate D. The contribution of D to P’s,';‘{

consolidated statement of financial position immediately

before the decrease in

Investment in associate (D) (10% / 30% x 120)

To recognise decrease in interest in D while

maintaining significant influence

Available-for-sale revaluation reserve 18
Revaluation reserve 15
Equity 6 |
Total shareholder’s equity 120 a‘
- -
3.5.570.50 On 1 January 2012, P sells 10% of D for cash of 50 while maintaitﬁjlg’-"“'
significant influence. D records the following entry. e
|
DeBiT CRrEDIT g
Cash 50
Foreign currency translation reserve (24 x 10% / 30%) 8
Available-for-sale revaluation reserve (18 x 10% / 30%) 6
Revaluation reserve (15 x 10% / 30%) 5
Retained earnings 5 |
Gain (50 - 40 + 8 +6) 24
40
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The equity method A26

should reclassify to profit or loss the proportion of the gain or loss that had
previously been recognised in other comprehensive income relating to that
reduction in ownership interest if that gain or loss would be required to be
reclassified to profit or loss on the disposal of the related assets or
liabilities. [IAS 28(2011):25]

Thus, gains or losses are reclaSSLﬁed or not on the same basis as
discussed at 4.4.9.

An entity’s ownership interest in an associate or a joint venture may
reduce (but with the equity method continuing to apply) as a result
of a disposal or deemed disposal (see 14.3.4 in chapter A24). Any
gain or loss arising as a result of a disposal or deemed disposal of an
associate or a joint venture should be recognised in profit or loss.

44.10.2  Entities that have not yet adopted IAS 28(2011)

IAS 28(2003) only deals with circumstances in which an investor’s owner-
ship interest in an associate is reduced, but the investment continues to be
an associate; in such circumstances, the investor is required to reclassify to
profit or loss only a proportionate amount of the gain or loss previously
recognised in other comprehensive income. [IAS 28(2003):19A] This is
consistent with the equivalent guidance under IAS 28(2011) 25 (see
44.10.1).

44.11 Impairment and reversals of impairment losses

After application of the equity method, including recognising the associ-
ate’s or joint venture’s losses in accordance with the rules set out above,
the investor should apply the requirements of IAS 39 Financial Instruments:
Recognition and Measurement to determine whether it is necessary to
lecognise any additional impairment loss with respect to the investor’s net
nvestment in the associate or joint venture. [IAS 28(2011):40, previously
IAS 28(2003):31]

The investor also applies the requirements of IAS 39 to determine whether
any additional impairment loss should be recognised with respect to the
Investor’s interest in the associate or joint venture that does not constitute
Part of the net investment (e.g. secured loans for which adequate collateral
Exists — see 3.6) and the amount of that impairment loss. [IAS 28(2011):41,
Previously TAS 28(2003):30]
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Chapter 12

It should be noted. that if significant influence is lost but an interest is retained this
reclassification adjustment from equity to profit or loss is for the full amount thgy is
in other comprehensive income and not just a proportionate amount based upon the
interest disposed of. The Basis of Conclusions to the IAS 21 explains that the log of
significant influence is a significant economic event that warrants accounting for the
transaction as a disposal under IAS 21, [IAS 21.8C33-34], and hence the transfer of the
full exchange difference rather than just the proportionate share that would pe
required if this was accounted for as a partial disposal under IAS 21.

The accounting for loss of significant influence not only applies when an investor
disposes of an interest in the associate, but also where it ceases to have significant
influence due to a change in circumstances. For example, as a result of the associate
issuing shares to third parties it may be that changes to the board of directors of
equivalent:governing body of the associate result in the investor no longer having
significant influence over the associate. '

An investor may also ‘lose’ significant influence over the associate as a result of
increasing its ownership interest and thereby gaining control, or joint control, over
the investee. The accounting for an increase in an associate that becomes a
subsidiary is discussed in Chapter 10 at 9; and where it becomes a jointly controlled
entity as a result is discussed in Chapter 13 at 5.7.2. The impact of the accounting
that is applied in these situations results in the same effect that is described above
for loss of significant'influence through a disposal transaction.

As indicated above, as a result of the revised versions of IFRS 3 and IAS 27 issued in
January 2008, the IASB made the decision to characterise loss of significant influence
as a significant economic event (i.c. in the same way that loss of control is
characterised as a significant economic event) and introduced the requirements
discussed above. Thus, upon loss' of significant influence, this results in the
remeasurement to fair value of any retained interest that is taken to profit or loss, not
only where the investment becomes a subsidiary or a financial asset under TAS 39, but
also where an associate becomes a jointly controlled entity. However, during thé joint
venture project, the IASB reconsidered this issue, and consequently, although the
newly amended IAS 28 effectively includes the same requirements as IAS 28 (2012)
where the investment becomes a subsidiary or a financial asset (see 7.12.2 and 7.12.3
above), it now requires that if an investment in an associate becomes an investment in
a joint venture (or vice versa), the entity continues to apply the equity method and
does not remeasure the retained interest (see 7.12.4 above). ' :

11.5.12.C  Partial disposals of interests in associates without loss of significant
influence

IAS 28 (2012) does not explicitly state that an investor should recognise a gaip or
loss when it disposes of a part of its interest in an associate that does not result i3
loss of significant influence. However, the standard does require that WhC_“ ol
investor’s interest in an associate is reduced (but the investee remains an 2550Ciate);
then the investor should ‘reclassify to profit or loss only a proportionate amOl.m[ v
the gain or loss previously recognised in other comprehensive income’ in relation to
that associate. [IAS 28.7194 (2012)].
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Investments in associates and joint ventures

This requirement of TAS 28 (2012) relating to the accounting for partial disposals of
interests in associates without loss of significant influence is effectively unchanged in
the newly amended IAS 28. Consequently, the discussion at 7.12.5 above is relevant to
applying these requirements of IAS 28 (2012). As explained in that discussion, it is
evident that a gain or loss should be recognised on the partial disposal.

11.5.12.D Deemed disposals

An investor’s interest in an associate’ may be reduced other than by an actual
disposal. Such a reduction in interest, which is commonly referred to as a ‘deemed
disposal’, gives rise to a ‘dilution’ gain or loss. Deemed disposals may arise for a
number of reasons, including:

e  the investor does not take up its full allocation in a rights issue by the associate;

° the associate declares scrip dividends which are not taken up by the investor so
"that its proportional interest is diminished; ' :

o another party exercises its options or warrants issued by the associate; or
o  the associate issues shares to third parties.

In some situations, the circumstances giving rise to the dilution in the investor’s interest
may be such that the investor no longer has significant influence over the associate. In
that case, the investor will account for the transaction in the manner described
at 11.5.12.B above. However, in other situations, the deemed disposal will only give rise
toa partial disposal as the investor will not lose significant influence over the associate.

As indicated at 11.5.12.C above, IAS 28 (2012) does not explicitly state that an
investor should recognise a gain or loss on partial disposal of an interest in an
associate, however, it is evident that a gain or loss should be recognised on partial
disposals. As the requirement of IAS 28 (2012) relating to the accounting for partial
disposals of interests in associates without loss of significant influence is effectively
unchanged in the newly amended IAS-28, the discussion at 7.12.6 above is relevant
in accounting for deemed dispdsals under TAS 28 (2012).

1.6 Impairment losses

The requirements in paragraphs 31 to 34 of TAS 28 (2012) relating to the accounting
for impairment losses in respect of an associate are effectively unchanged in the
newly amended IAS 28. Consequently, the discussion at8 above is relevant to
applying these requirements of IAS 28 (2012).

1.7 Presentation and disclosure

11.7.1 Presentation

In the balance sheet, the aggregate of investments in associates and joint ventures
accounted for using the equity method are presented as a discrete line item,
[IAS 1.54()1, and under TAS 28 (2012) classified as non-current assets. [IAS 28.38 (2012].

his is effectively the same as under the newly amended IAS 28. Consequently, the
d}SCUSSion -at 10.1.1 above is relevant to applying TAS 28 (2012). Similarly, the
filscussion at 10.1.2 and 10.1.3 relating to presentation of profit or loss and other
ftems of comprehensive income are also relevant when applying IAS 28 (2012).
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