[image: image1.jpg]THE INSTITUTE
OF CHARTERED
ACCOUNTANTS

IN ENGLAND AND WALES




	ICAEW Representation


ICAEW REP 27/07

COST OF AN INVESTMENT IN A SUBSIDIARY

Memorandum of comment submitted in April 2007 by The Institute of Chartered Accountants in England and Wales, in response to the Exposure Draft of ‘Proposed Amendments to IFRS 1 First-time Adoption of International Financial Reporting Standards - Cost of an Investment in a Subsidiary’ published by the International Accounting Standards Board in January 2007.

	Contents 
	Paragraph

	
	
	
	

	Introduction
	
	
	1

	Who we are
	2
	-
	3

	Major issues
	4
	-
	23

	Specific questions
	24
	-
	25

	
	
	
	


INTRODUCTION

1.
The Institute of Chartered Accountants in England and Wales (the ‘Institute’) welcomes the opportunity to comment on the Exposure Draft of ‘Proposed Amendments to IFRS 1 First-time Adoption of International Financial Reporting Standards - Cost of an Investment in a Subsidiary’ published by the International Accounting Standards Board in January 2007.

WHO WE ARE

2.
The Institute operates under a Royal Charter, working in the public interest. Its regulation of its members, in particular its responsibilities in respect of auditors, is overseen by the Financial Reporting Council. As a world leading professional accountancy body, the Institute provides leadership and practical support to over 128,000 members in more than 140 countries, working with governments, regulators and industry in order to ensure the highest standards are maintained. The Institute is a founding member of the Global Accounting Alliance with over 700,000 members worldwide.

3.
Our members provide financial knowledge and guidance based on the highest technical and ethical standards.  They are trained to challenge people and organisations to think and act differently, to provide clarity and rigour, and so help create and sustain prosperity.  The ICAEW ensures these skills are constantly developed, recognised and valued.

MAJOR ISSUES


Overall response

4.
We welcome the proposals in the Exposure Draft, which will in many cases serve to ease the burden on preparers of adopting IFRS.  The proposals are expressed helpfully as broad principles, which we welcome.  We do not believe that further application guidance is required.

5.
We would have preferred a simple exemption based on previous GAAP carrying amount and urge the Board to reconsider this for the reasons explained in paragraphs 13 to 15 below.  However, if the Board reaffirms its decision to reject this approach, we believe that the proposals in the Exposure Draft provide a workable solution in most cases, subject to our comments below, although at a higher cost to companies and with little additional benefit to users of financial statements.

6.
Having first rejected the possibility of an exemption based on the use of previous GAAP carrying amount as deemed cost, the Board initially sought to develop an exemption based on IFRS net asset value.  This is practical to apply but may be unattractive to some companies for reasons explained below.  We therefore particularly welcome the additional option to use fair value to determine deemed cost without the need subsequently to revalue annually and the opportunity for a first-time adopter to choose which transitional measurement basis to use for each individual investment in a subsidiary.  This combination should provide a workable solution to the problems faced by UK companies on adoption of IAS 27 in virtually all cases although it lacks the simplicity of an exemption based on previous GAAP carrying amount.  However, we draw attention below to some significant issues that should be addressed before the amendment is finalised.
7.
Many UK listed companies have continued to use UK GAAP for their separate financial statements even though their consolidated financial statements are, as required by EU law, prepared under EU-adopted IFRS.  The reason most often given for this is the need to apply the IAS 27 cost method for investments in subsidiaries with full retrospective effect. This is expensive in time and money even if the necessary records are still available. We believe that the proposed amendment to IFRS 1 will encourage many more companies to use IFRS for their separate financial statements.  Preparing both sets of financial statements using the same framework will reduce costs for companies and present a more consistent package of information to users of the financial statements.

8.
The difficulties of applying IAS 27 with full retrospective effect are, in part, due to the questionable rule-based approach in the standard to the accounting treatment of distributions received by the parent company.  As more fully explained in paragraphs 16 to 18 below, we recommend that these issues should be addressed as part of the current review of IAS 27.


Deemed cost

9.
We note that, having considered ways of determining deemed cost of an investment in a subsidiary, the IASB ultimately rejected ‘previous GAAP’ deemed cost as an acceptable alternative.  We understand the reasoning behind this decision but believe that it is based on a misunderstanding about the likely fact pattern.  The underlying assumption appears to be that the ‘previous GAAP’ carrying amount is always artificially low due to particular reliefs in local legislation as to the measurement of the investment and thus bears little resemblance to cost. Consequently, the Board sub-consciously may have thought that determining deemed cost on a ‘net asset’ basis will lead to an increase in the net assets of the parent entity.  However, there will be many instances in which the net assets of the subsidiary will be lower than the previous GAAP carrying amount and the use of deemed cost will reduce the net assets of the parent entity.  This will often be the case where the cost of investment properly reflects the value of the subsidiary at the time of acquisition - as reflected, for example, by a cash payment - but cannot be adjusted for dividends out of pre-acquisition profits due to lack of information.  In such circumstances, the previous GAAP carrying amount will generally resemble 'cost' (although not calculated in accordance with IAS 27) and will be far higher than 'net asset value' due the existence of goodwill at the time of acquisition.  The criticism expressed in paragraph BC4 will therefore not apply.

10.
Where net assets in the parent reduce when the deemed cost of a subsidiary is determined on a net asset basis, this approach is likely to be unattractive in the context of some territories’ legal and regulatory environments, outweighing its relative simplicity.  We therefore suggest a modification of the proposals, such that where using the net asset basis leads to a reduction in the net assets of the parent, deemed cost may instead be determined by reference to previous GAAP (subject to testing for impairment).  The effect of this is that deemed cost will be the higher of the previous GAAP and net asset basis.  This will allow preparers the convenience of a simplified approach in many circumstances, but only where the problem of the ‘double credit’, identified by the Board in paragraph BC8, cannot arise.

11.
We hope that the Board will adopt the modification to paragraph B5 that we suggest.  Otherwise, as a minimum, we suggest that paragraph B6(a) should be amended such that when applying deemed cost in accordance with paragraph B5, a parent should treat the subsidiary’s accumulated profits under IFRSs as pre-acquisition profits only to the extent that the deemed cost is higher than the previous GAAP carrying amount.  Again, where there is a reduction in the cost of the investment in the subsidiary, the problem of a double credit does not arise.

12.
For example, a company has an investment in a subsidiary which is recorded under previous GAAP at £10m.  The subsidiary has £2m of post acquisition profits which could be distributed to the parent and, if it were not for the use of the deemed cost exemption, would be treated as income in the parent's financial statements.  The IFRS net asset value of the subsidiary is £5m (being £3m at the date of acquisition together with the £2m of post acquisition profits).  If the parent elects to use the IFRS net asset value as deemed cost exemption, as proposed in the Exposure Draft, it will recognise a loss on transition of £5m.  Under the approach set out in B6(a) it must then treat the distribution of £2m as a reduction in the cost of investment rather than as income.  It has therefore suffered a 'double hit' to equity which is a total of £7m lower than if the exemption had not been used.

13.
Some UK companies carry their investments in subsidiaries at revalued amounts that are based on the underlying net asset value of the subsidiaries at each balance sheet date.  This practice is common in some other jurisdictions, including EU Member States.  This is similar to the equity method which was a permitted basis in IAS 27 before its revision in 2003.  We favour a solution which would permit these amounts to be used as deemed cost.  The simplest and best solution would be to permit the use of previous GAAP carrying amounts without restrictions.

14.
There are of course, as noted in the ED, situations where the cost of investment recorded under previous GAAP is significantly different to what would be required by IAS 27.  However, other previous GAAP carrying amounts that are permitted to be carried forward under the current IFRS 1 exemptions may vary considerably from what would be required under relevant IFRSs.  For example, the amount recognised for goodwill may bear no relation to the amount that would be recognised in accordance with IFRS 3, particularly when merger accounting has been used under previous GAAP.
15.
Our preferred approach is therefore to permit the use of previous GAAP without restrictions which we believe to be consistent with other exemptions granted in IFRS 1.  However, if the Board remains unable to accept this approach, we believe that the proposals in the ED as modified by our proposals in paragraphs 10 and 11 above will provide a workable solution in almost all cases.


IAS 27 Consolidated and Separate Financial Statements
16.
The proposals in the Exposure Draft and the modification we suggest have been devised to deal with problems arising from IAS 27 Consolidated and Separate Financial Statements as it stands at the moment.   We perceive that these problems arise from flaws in IAS 27.  As part of its review of IAS 27, we recommend that the Board should delete the requirement for distributions received out of pre-acquisition profits to be treated as a reduction in the cost of the investment.  We suggest that IAS 27 should be amended to permit dividends from subsidiaries to be treated as investment income, subject to an impairment test of the value of the subsidiary in the parent’s accounts.

17.
However, if the Board is unable to accept this approach which has worked well under UK GAAP, it should express the requirement differently.  The underlying principle of the rule about dividends in IAS 27 is that a receipt which is in the nature of a return of capital should be deducted from the cost of investment.  This is an economic concept that has nothing to do with the adoption of any particular accounting framework by the subsidiary or the parent.  The reference to 'profits' in IAS 27 is therefore inappropriate and certainly should not be restricted to profits computed in accordance with IFRSs, nor on a sub-consolidated basis (see paragraph 23 below).  If the Board wishes to retain the substance of the existing requirement it should express it in terms of whether the receipt is in the nature of a return of capital rather than linking it to profits.

18.
We note, for completeness, that a similar amendment should be considered for IAS 18 Revenue.  Paragraph 32 of IAS 18 states then when dividends on equity securities are declared from pre-acquisition profits, those dividends are deducted from the cost of the securities.  However, in the case of IAS 18, this rule is subject to a specific exemption where it is not possible to make such an allocation except on an arbitrary basis.


Associates and jointly controlled entities

19.
The Exposure Draft is written so as to apply to subsidiaries.  However, identical issues arise in practice in relation to associates and jointly controlled entities.  IAS 28 and IAS 31 both refer to the requirements of IAS 27 when stating the requirements for accounting in the investor's separate financial statements.  Therefore any exemption from IAS 27(37) should apply equally to investments in associates and jointly controlled entities.

20.
We would welcome explicit confirmation that the proposals in the Exposure Draft apply also to associates and jointly controlled entities.  IFRS 1(B3) states that the exemption for past business combinations also applies to past acquisitions of investments in associates and of interests in joint ventures and it should be made clear that this extends to the new paragraphs B4 to B6 (but see paragraph 21 below).

Location of the exemption within IFRS 1

21.
We also doubt whether it is correct to locate the exemption in Appendix B of the standard which deals with business combinations.  The issues addressed in the Exposure Draft are not concerned with business combinations in the sense that the term is defined in IFRS 3.  The acquisition of some investments in subsidiaries will never have been accounted for as business combinations, even in the consolidated accounts of the parent.  For example, they may have been owned since incorporation or they may have been acquired through common control transactions which are outside of the scope of IFRS 3.  We therefore suggest that the exemption is relocated to the body of IFRS 1 to avoid any doubt that these situations are within its scope.


IG Examples

22.
IG Examples 9A and 9B will have to be reconsidered if the changes that we suggest above are accepted by the Board.  In any event, we believe that Example 9B would be more useful if it illustrated the situation of a vertical group (i.e. X owns Y which owns Z) instead of a horizontal group (i.e. Y and Z are both direct subsidiaries of X).

23.
In particular, it would be helpful if the example could confirm that in the case of a vertical group it is not necessary to perform a sub-consolidation at each level but that an aggregation of the separate financial statements net assets of the subsidiaries is all that is required.  For example, A owns B and C which each own several subsidiaries.  B and C each use the proposed exemption and state their investment in subsidiaries based on IFRS net asset value.  If A also uses the exemption, it adds together the net asset values shown in the separate financial statements of B and C.  It does not need to establish what amount of net assets would be recorded if it prepared consolidated accounts which would potentially be a different amount.  For example, a sub-consolidation of the B group would include any goodwill arising on the acquisition of subsidiaries by B which does not appear to be the intention of the proposals.  The sub-consolidations approach would be completely impracticable for many groups.  We understand that this was not the Board's intention when developing the proposals but suggest that this is confirmed through revised IG Examples  to avoid any residual doubt that may exist.
SPECIFIC QUESTIONS
Question 1 

IAS 27 requires a parent, in its separate financial statements, to account for an investment in a subsidiary either at cost or at fair value (in accordance with IAS 39 Financial Instruments: Recognition and Measurement).  However, the Board believes that in some cases, on first-time adoption of IFRSs, the difficulties in determining cost in accordance with IAS 27 exceed the benefit to users. 

This Exposure Draft proposes to allow a parent, at its date of transition to IFRSs, to use a deemed cost for an investment in a subsidiary. The deemed cost would be determined using either the carrying amount of the net assets of the subsidiary, or its fair value, at that date. Is this appropriate? If not, why? 

24.
As set out above, we agree that it is appropriate for a parent to use a deemed cost for an investment in a subsidiary.  However, we suggest a change to allow deemed cost to be taken as the higher of the ‘previous GAAP’ and ‘net asset’ basis to address the issues explained above.  There may be a significant disincentive for companies to adopt IFRS for their separate financial statements if their net asset value is reduced because this may have significant legal and regulatory implications in some jurisdictions.

Question 2 

The cost method in IAS 27 requires a parent to recognise distributions from a subsidiary as a reduction in the cost of the investment to the extent they are received from the subsidiary’s pre-acquisition profits. This may require a parent, in some cases, to restate the subsidiary’s pre-acquisition accumulated profits in accordance with IFRSs. 

Such a restatement would be tantamount to restating the original business combination, requiring judgements by management about past conditions after the outcome of the transaction is known. 

This Exposure Draft proposes a simplified approach to determining the pre-acquisition accumulated profits of a subsidiary for the purpose of the cost method in IAS 27. Is this appropriate? If not, why? 

25.
As set out above, we agree that it is appropriate to allow a simplified approach to determining the pre-acquisition accumulated profits of a subsidiary.  However, we suggest that a parent should treat the subsidiary’s accumulated profits under IFRSs as pre-acquisition profits only to the extent that the deemed cost is higher than the previous GAAP carrying amount.
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