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INVITATION TO COMMENT
 ON EFRAG’S INITIAL ASSESSMENT OF THE COSTS AND BENEFITS OF
 (a) IFRS 3 (REVISED) BUSINESS COMBINATIONS AND 
(b) THE AMENDMENTS TO IAS 27 CONSOLIDATED AND SEPARATE FINANCIAL STATEMENTS
Comments should be sent to commentletter@efrag.org or 
uploaded via our website by 19 September 2008
EFRAG has been asked by the European Commission to provide it with advice and supporting material on the IFRS 3 (Revised) Business Combinations (IFRS 3R) and the Amendments to IAS 27 Consolidated and Separate Financial Statements (IAS 27A).  
In order to do that, EFRAG has been carrying out a technical assessment of IFRS 3R and of IAS 27A against the criteria for endorsement set out in Regulation (EC) No 1606/2002.  The results of those initial assessments are set out in draft EFRAG endorsement advice letters that EFRAG issued on XX July 2008 for comment.

EFRAG has also been assessing the costs and benefits that would arise from the implementation of IFRS 3R and IAS 27A in the EU.  (A brief description of how EFRAG is carrying out the assessment is set out in Appendix 1.)  However, before finalising its cost and benefit assessments, EFRAG would welcome your views on the issues set out below.  Please note that all responses received will be placed on the public record unless the respondent requests confidentiality.  EFRAG is a transparent organisation and will wish to discuss the responses it receives in a public meeting, so we would prefer to be able to publish all the responses received. 

1 Please provide the following details about yourself:

(a) Your name or, if you are responding on behalf of an organisation or company, its name:

	     

	     

	     


(b) Are you/Is your organisation or company a:

 FORMCHECKBOX 
 Preparer                 FORMCHECKBOX 
 User             FORMCHECKBOX 
 Other (please specify) 

	     


(c) Please provide a short description of your activity/ the general activity of your organisation or company:

	     


(d) Country where you/your organisation or company is located: 

	     


(e) Contact details including e-mail address:

	     

	     

	     


IFRS 3 (Revised) Business Combinations
A brief summary of the changes to IFRS that IFRS 3R makes is set out in Appendix 2. 

2 EFRAG is carrying out an assessment of the costs and benefits that will arise for preparers and for users to implement IFRS 3R, both in year one and in subsequent years.  Some initial work has been carried out, and the responses to this Invitation to Comment will be used in completing the assessment.

The results of EFRAG’s initial assessment are set out in Appendix 3.  In summary, EFRAG’s initial assessment of IFRS 3R is that: 

(a) reading and understanding the amendments are likely to have no significant cost or benefit implications;

(b) the additional disclosures required are likely to provide benefits that exceed the costs involved; 

(c) the transition requirements are likely to result in some increased costs for preparers and users, but those costs are not likely to be significant;

(d) the changes in the way contingent consideration is accounted for (Amendment 1) is likely to result in costs and benefits that will probably largely balance out;

(e) the change in the way acquisition-related costs are accounted for (Amendment 2) is unlikely to have significant cost or benefit implications;

(f) the treatment of step acquisitions (Amendment 3) is likely to result in a cost saving for preparers and benefits (but no costs) for users;

(g) the required accounting treatment of partial acquisitions (ie acquisitions of less than 100 percent or Amendment 4) is likely to result in costs that exceed the benefits that will arise from this accounting treatment; 

(h) the various issues relating to the use of fair value as a measurement attribute (Amendment 6) seem likely to involve no significant cost or benefit implications; 

(i) the changes to the scope (Amendment 7) are likely to result in benefits that exceed the overall costs involved; and 

(j) the fact that IFRS and US GAAP will now be substantially the same will result in significant benefits for users.

Do you agree with this initial assessment?

Yes

No

 FORMCHECKBOX 


 FORMCHECKBOX 

If you do not, please explain why you do not and (if possible) explain what weighting you believe is appropriate. 

________________________________________________________________

________________________________________________________________

________________________________________________________________

3 EFRAG has not to date been able to reach a conclusion on the revised definition of a business (Amendment 5). 
This issue is discussed further in paragraphs 47-52 of Appendix 3.  

EFRAG is still assessing what the practical implications of the change in the definition of a business might be and would be particularly interested in the views of constituents.  Do you think the change in the definition of a business is likely to have an insignificant impact on costs and benefits to preparers and users? 
Yes

No

 FORMCHECKBOX 


 FORMCHECKBOX 

If you do not, please explain why you do not and (if possible) explain broadly what you believe the costs involved will be (ie a description of the type(s) of cost involved, and an indication of what you estimate the costs to be).  Please also tell us the turnover of your company to enable to give us a basis for judging the significance of the costs you describe.

________________________________________________________________

________________________________________________________________

________________________________________________________________

4 EFRAG’s initial assessment is that the greatest costs and/or benefits arise from the changes described in (f), (g) and (j) —and maybe in Amendment 5 (Definition of a business)—and that, subject to the outcome of the conclusion reached on this amendment, the net benefits arising from (f) exceed the net costs arising from (g), even before the benefits arising from (j) are taken into account. 

Do you agree with this initial assessment?

Yes

No

 FORMCHECKBOX 


 FORMCHECKBOX 

If you do not, please explain why you do not and (if possible) explain what weighting you believe is appropriate. 

________________________________________________________________

________________________________________________________________

________________________________________________________________

5 EFRAG believes (as explained in Appendix 3) that, when the overall position of preparers and users is taken into account, the benefits that will arise from implementing IFRS 3R will exceed the costs involved.  

Do you agree with this assessment?  

Yes


No

 FORMCHECKBOX 



 FORMCHECKBOX 

If you do not, please explain why you do not and what you think the implications should be for EFRAG’s assessment on the costs and benefits of implementing IFRS 3R in the EU? 

________________________________________________________________

________________________________________________________________

________________________________________________________________

________________________________________________________________

6 EFRAG is not aware of any factors other than those mentioned in Appendix 3 that should be taken into account in reaching a decision on EFRAG’s initial assessment of the costs and benefits of IFRS 3R. 

Do you agree that there are no other factors?

Yes
No

 FORMCHECKBOX 



 FORMCHECKBOX 

If you do not, please explain why you do not and what you think the implications should be for EFRAG’s assessment on the costs and benefits of implementing IFRS 3R? 

________________________________________________________________

________________________________________________________________

________________________________________________________________
________________________________________________________________

Amendments to IAS 27 Consolidated and Separate Financial Statements 

A brief summary of the changes to IFRS that IAS 27A makes is set out in Appendix 4. 

7 EFRAG is carrying out an assessment of the costs and benefits that will arise for preparers and for users to implement IAS 27A, both in year one and in subsequent years.  Some initial work has been carried out, and the responses to this Invitation to Comment will be used in completing the assessment.

The results of EFRAG’s initial assessment are set out in Appendix 5. In summary, EFRAG’s initial assessment of IAS 27A is that: 

(a) reading and understanding the amendments are likely to have no significant cost or benefit implications;

(b) the transition requirements are likely to result in no significant cost or benefit implications;

(c) the new requirements concerning the accounting treatment of changes in ownership interest that do not result in control of another entity being lost (Amendment 1) are likely to result in no significant additional costs but significant benefits for users; 

(d) the new requirements for changes in ownership interest that result in control of another entity being lost (Amendment 2) are likely to result in no significant additional costs and no significant benefits for users; and 

(e) the amended requirements concerning the accounting treatment of losses attributable to NCI (Amendment 3) are likely to have no significant cost or benefit implications.
Do you agree with this assessment?

Yes

No

 FORMCHECKBOX 


 FORMCHECKBOX 

If you do not, please explain why you do not and (if possible) explain broadly what you believe the costs involved will be (ie a description of the type(s) of cost involved, and an indication of what you estimate the costs to be).  Please also tell us the turnover of your company to give us a basis for judging the significance of the costs.

________________________________________________________________

________________________________________________________________

________________________________________________________________

________________________________________________________________

________________________________________________________________

8 EFRAG believes (as explained in Appendix 5) that the only Amendment that is likely to have a significant effect is Amendment 1, which is expected to result in significant benefits for users; and that therefore when the overall position of preparers and users is taken into account, the benefits that will arise from implementing IAS 27A will exceed the costs involved.  

Do you agree with this assessment?  

Yes


No

 FORMCHECKBOX 



 FORMCHECKBOX 

If you do not, please explain why you do not and what you think the implications should be for EFRAG’s assessment on the costs and benefits of implementing IAS 27A? 

________________________________________________________________

________________________________________________________________

________________________________________________________________

________________________________________________________________

9 EFRAG is not aware of any factors other than those mentioned in Appendix 5 that should be taken into account in reaching a decision on EFRAG’s initial assessment of the costs and benefits of IAS 27A. 

Do you agree that there are no other factors?

Yes
No

 FORMCHECKBOX 



 FORMCHECKBOX 

If you do not, please explain why you do not and what you think the implications should be for EFRAG’s assessment on the costs and benefits of implementing IAS 27A? 

________________________________________________________________

________________________________________________________________

________________________________________________________________
________________________________________________________________
Appendix 1

A brief description of how EFRAG is carrying out the costs and benefits assessment

Introduction

1 EFRAG already carries out a technical assessment of all new and revised Standards and Interpretations issued by the IASB and IFRIC against the so-called endorsement criteria and provides the results of those technical assessments to the European Commission in the form of recommendations as to whether or not the Standard or Interpretation assessed should be endorsed for use in the EU. As part of those technical assessments, EFRAG gives consideration to the costs and benefits that would arise from implementing the new or revised Standard or Interpretation in the EU.  

2 Following discussions between the various parties involved in the EU endorsement process, it has been decided that more extensive information than hitherto needs to be gathered on the costs and benefits of all new or revised or amended Standards and Interpretations as part of the endorsement process. 

3 EFRAG is therefore carrying out a detailed assessment of, and gathering information about, the costs and benefits of implementing IFRS 3R and IAS 27A in the EU.  This Invitation to Comment is part of that process.

Methodology used

4 EFRAG started its assessments by considering the work that the IASB has itself carried out on the likely costs and benefits of implementing IFRS 3R and IAS 27A (the new standards).  EFRAG also discussed the IASB’s Effect Analysis with EFRAG’s User Panel in order to hear its views on the IASB’s assessment of the costs and benefits to users.
5 EFRAG’s conclusion was that the IASB’s effect analysis was a good piece of work that EFRAG could, and should, build on. However, EFRAG did not agree with all the IASB’s assessments, nor did it agree with all the underlying rationale used to support of those assessments.  
6 EFRAG then developed a detailed methodology that was designed to build on the IASB’s work.  In particular, EFRAG decided that it needed:

(a) to carry out its own detailed assessment of the likely costs and benefits of implementing the new standards; and 

(b) to supplement that work by carrying out private consultations with various European preparers and others to gain a better understanding of the effects of implementing certain aspects of the new standards. 

7 EFRAG has now carried out some initial work on (a).  The results of that additional work are set out in Appendices 3 and 5, and public comment is now invited on them.

8 It is EFRAG’s understanding that it is likely that the level of the overall implementation costs and overall benefits of the new standards will vary and are likely to depend on factors such as: 

(a) the terms and conditions of the business combination agreement;

(b) whether the parent acquires control in a one-step 100 percent acquisition of the acquiree or whether control was acquired in two or more steps; 

(c) whether the acquisition is for less than 100 percent interest in the acquiree; and 

(d) the level of in-house expertise available to assist with implementing the new requirements in year one and thereafter.

EFRAG has tried to bear this in mind in its assessment.

9 As noted in paragraph 6(b), EFRAG has decided to carry out some additional work that involves, inter alia, consulting with a selected number of preparers and others on the effects of implementing the new standards. That work had not been completed at the time this Invitation to Comment was finalised, so the results of it have not been reflected in the initial assessment this Invitation to Comment discusses.  

10 EFRAG will develop a final report on the likely costs and benefits of implementing the new standards in the EU from its initial detailed assessment, the comments it receives in response to that initial assessment, and the information and other knowledge gathered from its other work.

The IASB’s Effect Study material
11 When the IASB issued IFRS 3R and IAS 27A, it also issued a publication entitled Business Combinations II: Project summary, feedback and effect analysis. The Effects Analysis’ part of the publication contains an assessment by the IASB of the costs likely to be incurred by preparers to implement the new requirements and by users of financial statements in using the information.   

12 The IASB explains that the process and the rationale underlying its assessments.  The IASB also makes it clear that:  

(a) the evaluations of costs and benefits are necessarily qualitative, rather than quantitative, given the inherent difficulties of quantification;

(b) the focus has been put on assessing the likely costs and benefits of the new requirements relative to the requirements they are replacing (i.e. focusing on whether the relative effect is positive, negative or neutral);

(c) the assessments look only at the likely effects on preparers and users, but not other parties, notably auditors; 

(d) the assessments are based on the likely effect of the new requirements.  The actual effects will not be known until the new requirements have been applied; and 

(e) the assessments of the effect on the financial statements are descriptive rather than judgemental.  The IASB makes clear that it cannot assess how a change in the disclosure or measurement requirements will affect individual entities. 

13 The IASB further explains that its effect analyses also considered: 

(a) the comparative advantage that preparers have in developing information, when compared to the costs that users would incur to develop surrogate information;
(b) the benefit of better economic-decision making as a result of improved financial reporting; and
(c) that there will also be economic effects, and, while these effects are expected to be beneficial to some entities, they are likely to be detrimental to others. 

14 Overall, the IASB’s assessment of the changes in the new standards is that: 

(a) for preparers, preparation costs will be reduced, as preparers will be provided with clearer principles to follow. This will be the case regardless of whether the acquisition is a one-step 100 per cent acquisition or a partial or a step acquisition (although in a partial acquisition, the benefit of any reduced preparation costs will be mitigated if the acquirer measures NCI at fair value). In the IASB’s view, the new requirements will not cause preparers to change their accounting systems. The IASB further states that many of the changes made to IFRS 3 and IAS 27 are designed to address areas for which practice is divergent, principally because IFRS does not deal with the issue. The IASB’s assessment is that these changes will reduce preparation costs by providing preparers with clearer principles and added guidance in some areas of accounting for business combinations and subsequent accounting; and 
(b) for users, some of the changes made to the existing standards have been made to address divergent practice and provide clarification on some areas of acquisition accounting, so the clarifications will improve the comparability of the information provided on business combinations. Furthermore, the new requirements will lead to significant improvements between IFRS and US GAAP. The changes will thus lead to significant benefits to users.   
Appendix 2
a summary of IFRS 3 (REVISED) Business Combinations 

10 A business combination occurs when one entity (‘the acquirer’) is deemed to have acquired control of another (‘the acquiree’).  IFRS 3R explains how that acquisition should be accounted for in the consolidated financial statements of the acquirer.

11 There are three ways in which the acquirer can obtain control of the acquiree.

(a) The most common way involves the acquirer acquiring the whole of the acquiree in a single transaction.  This is a one-step 100% acquisition. 
(b) The acquirer acquires control of the acquire by first acquiring an interest that is not a controlling interest and then, in one or more further steps, by increasing that holding until it is a controlling interest.  This is often referred to as a step acquisition. 

(c) The acquirer acquires control (either in one step or in more than one step) of the acquiree but does not acquire 100% of the acquiree.  This is often referred to as a partial acquisition. 

One-step 100% acquisition 

12 Put simply, under existing IFRS 3 a one-step 100% acquisition is accounted for by:

(a) bringing onto the consolidated balance sheet all the assets and liabilities of the acquiree (other than goodwill) at the amount it is estimated the acquirer paid for them (in other words, at their acquisition date fair value);  

(b) recognising the cost of the acquisition (for example, by reducing cash balances if cash consideration is paid and by increasing equity if equity shares are used); and

(c) recognising the difference between the cost calculated in (b) and the aggregate fair value calculated in (a) as goodwill. 

Thus, to take a simple example:

Assume Company A buys 100% of Company B for €6m of cash and €4m of equity shares.  At that date, Company A estimates that the fair value of Company B’s total net assets (other than goodwill arising on acquisition) is €8m.  Under existing IFRS 3, Company A will recognise on its consolidated balance sheet the acquiree’s net assets of €8m plus goodwill arising on acquisition (henceforth ’goodwill’) of €2m.  It will also reduce its cash balances by €6m and recognise an increase in equity of €4m. 

13 IFRS 3R makes two changes to this accounting.  They relate to the treatment of contingent consideration and to the treatment of acquisition-related costs.  (Both these changes also apply to the accounting for step acquisitions and partial acquisitions, which are discussed later in this appendix.) 

Contingent consideration

14 Sometimes part of the consideration paid by the acquirer is contingent on the occurrence of a future event(s). This is also referred as contingent consideration and can comprise a liability or an equity component.

15 Under existing IFRS 3 contingent consideration is recognised only at the date of acquisition if its payment is probable and it can be measured reliably. Subsequently, if it becomes probable that contingent consideration not so far recognised will be payable and it can by then be measured reliably, it is recognised at that point and adjusted against goodwill.  

16 Under IFRS 3R, the acquisition date fair value of any contingent consideration is recognised immediately (and taken into account in calculating the amount of goodwill etc).  If that fair value subsequently changes, it will have no impact on the amounts at which goodwill and the other assets and liabilities acquired via the business combination are accounted for. 

Acquisition-related costs 

17 An acquirer often incurs acquisition-related costs such as costs for the services of valuation experts, legal fees, banking fees and other acquisition-related third party costs, when it undertakes a business combination.

18 Currently acquisition-related costs are included in the cost of the investment (ie in the €10m in our example above), and are therefore taken into account in calculating the value attributed to goodwill.  Under IFRS 3R, such costs will be expensed immediately. As was the case with IFRS 3, the costs to issue debt or equity securities will under IFRS 3R be recognised in accordance with IAS 32 and IAS 39.  

Step acquisitions 

19 Under existing IFRS 3, a step acquisition is accounted for by:

(a) accounting for all the assets and liabilities of the acquiree (other than goodwill) in exactly the same way as for a one-step acquisition (see paragraph 3(a) above).  The difference that arises when these identifiable net assets are revalued at the date of the acquisition is recognised in equity;  

(b) by adding together the cost of each of the steps to arrive at the aggregate cost of the acquisition; and

(c) determining the goodwill separately on each step and then aggregating it. 
Thus, to take a simple example:

Assume Company A acquired a 30% investment in Company B in June 2007 for €2.7m, which included an amount of €0.15m relating to goodwill. The net assets in Company B on that date amounted to €8.5m. In June 2008 Company A acquires the remaining 70% of Company B for €8m in cash.  At that date, Company A estimates that the fair value of Company B’s total net assets (other than goodwill arising on acquisition) is €9.5m.  Under existing IFRS 3, Company A will recognise on its consolidated balance sheet the acquiree’s net assets of €9.5m on the date of the acquisition. It reduces its cash balances by €8m, and records goodwill for a total amount of €1.5m calculated in two steps as follows: 

· Step 1: Goodwill arising on 30% acquisition: based on the acquisition date: €0.15m

· Step 2: Goodwill arising on 70% acquisition: €8 less €6.65m (€9.5m x 70%) :  €1.35m

Furthermore, Company A will derecognise its investment in Company B with a carrying amount of €2.7m (assuming no post acquisition profits) and will recognise a revaluation reserve (in equity) arising on the previously held investment of € 0.3m being the increase in the fair value of the net assets in Company B from Company A’s previously acquired interest ((€9.5m-€8.5)X30%)).   

20 Under IFRS 3R, the accounting treatment of the identifiable net assets of the acquiree (ie the assets and liabilities of the acquiree other than goodwill) is the same.  However:
(a) the fair value of the acquirer’s interest in the acquiree immediately prior to the moment control is acquired is calculated and treated as part of the consideration given to acquire the controlling interest. The difference between the fair value of the previously held investment in the acquiree and its carrying amount is recognised in profit or loss.

(b) Goodwill is calculated only once—at the date control is achieved—rather than on each step. The amount of goodwill recognised is the difference between consideration given to acquire control (ie the aggregate of the fair value of any previously held investment in the acquiree and the consideration transferred) and the fair value of the identifiable net assets acquired.

Thus to illustrate IFRS 3R, using the example above:
Company A would record net assets of €9.5m and reduce its cash balances by €8m. The fair value of its previously held interest is determined to be €2.75 (after taking into account the effects of the control premium included in the total price paid for the controlling interest). Goodwill would be calculated at the date control is obtained and amounts to €1.25: ((€8+€2.75m) less €9.5). In addition, the difference between the carrying amount of the previously held investment of €2.7 and its fair value (€2.75) of €0.05m is recognised in profit and loss rather than in equity.

Partial acquisitions 
21 Under existing IFRS 3, the accounting is as described above except that, because 100% of the identifiable net assets of the acquire are recognised, it is necessary to complete the double-entry by recognising the minority shareholders’ (henceforth Non-controlling Interest (or NCI) holders’) interest in those net assets.  
22 IFRS 3R permits entities to continue to measure NCI in accordance with the existing IFRS 3.  However, it also permits entities to measure NCI at its fair value at the date control is acquired.  This is a free choice that can be applied business combination-by-business combination.
23 One effect of exercising this option is that the difference between the fair value of the NCI and the amount at which it is measured under existing IFRS 3 (at its proportionate interest of the fair value of the acquiree’s identifiable net assets) would usually increase the amount at which goodwill is measured.  This is sometimes referred to as the ‘full goodwill’ method, as it includes the amount of goodwill that arises from the parent’s share in the consolidated group as well as the share held by the NCI. 
Appendix 3
EFRAG’s evaluation of the costs and benefits of IFRS 3 (REVISED) business combinations
Introduction

1 EFRAG has considered whether, and if so to what extent, implementing IFRS 3R in the EU might involve preparers and users incurring year-one costs and incremental on-going costs, and whether those costs combined are likely to exceed the benefits to preparers and users of financial statements.
2 EFRAG considered the effects of all the changes made in IFRS 3R, compared to the existing IFRS 3. EFRAG also considered the consequences the revisions to IFRS 3 would have on other IFRSs and the amendments thereto. 
3 EFRAG based its initial assessment on the changes or amendments that it believed likely to be of most relevance to an assessment of the costs and benefits of implementing IFRS 3R.  The main areas affected by those changes are: 

(a) contingent consideration (Amendment 1); 
(b) acquisition-related costs (Amendment 2);
(c) step acquisitions (ie where the acquirer needs more than one transaction to acquire a controlling interest) (Amendment 3); 

(d) partial acquisitions (ie where less than 100 per cent of the acquiree is acquired) (Amendment 4);
(e) the definition of a business (Amendment 5);

(f) fair value as a measurement attribute (Amendment 6); and
(g) scope (Amendment 7).  

Before considering those amendments, EFRAG has first carried out an initial assessment of the following more general aspects of implementing IFRS 3R: 

(h) reading and understanding the revised requirements;

(i) additional disclosure requirements; and

(j) transitional requirements. 

EFRAG’s Initial Assessment 
Reading and understanding the amendments 

Costs and benefits for preparers and users 

4 Whenever accounting requirements change, preparers and users need to read and understand the new requirements and this will inevitably involve an incremental year-one cost.  In the case of IFRS 3R: 

(a) Preparers will need to assess the impact the changes will have on the consolidated financial statements in year-one and thereafter. For example, they will need to understand: 
(i) the subsequent accounting and its implications for assets and liabilities recognised in a business combination that result in changes in their fair value being recognised in profit and loss; and
(ii) the implications of the transaction-by-transaction ‘free-choice’ measurement option on how to initially measure non-controlling interests (NCI) and how that choice will affect the acquisition of all (or some) of the remaining NCI.
(b) Preparers will need to understand the implications of applying the new requirements prospectively to business combinations accounted for in accordance with IFRS 3R, while applying the requirements in existing IFRS 3 to business combinations undertaken before the transition to IFRS 3R.

(c) Preparers will need to assess the impact the changes will have on the planning and the process associated with the business combinations and on communication with stakeholders and personnel from the investor-relationship department.

(d) Users will need to understand why the numbers in the financial statements are different and what this means when performing their analysis and comparing year-to-year figures. Users will also need to consider the effects of the changes on ratios; for example the entity’s return-on-capital might be affected because of the change in the basis of the calculation.

5 For certain types of business combinations, the implications of the changes that will result from IFRS 3R are relatively easy to understand.  However, for certain other types, the changes resulting from IFRS 3R will have a significant effect on the concepts underlying the reported numbers; in these cases the learning exercise will be greater—and indeed greater than is the case for many new and revised standards and interpretations.

6 Nevertheless, EFRAG’s assessment overall is that there are not likely to be any significant costs involved for preparers or users in reading and understanding IFRS 3R.  

Additional disclosures 

Costs and benefits for preparers and users 

7 IFRS 3R requires preparers to provide additional disclosures compared to IFRS 3,  mainly to support the changes made to existing IFRS 3 and to provide users with information on the effects of those changes in year-one and thereafter. 
8 Some of the additional disclosure requirements will involve an increase in year-one and on-going costs for preparers as they have to gather the required information for the first time on the date of the acquisition and thereafter. However, EFRAG’s understanding is that generally all or some of the information will be readily available within the entity and that, as a result, the incremental costs involved are likely to be insignificant. Furthermore, the additional disclosures will result in additional on-going publication costs, although in EFRAG’s view that cost is likely also to be insignificant.
9 EFRAG also considered the effects of the additional disclosure on users of financial statements. EFRAG’s tentative view is that the disclosures are likely to provide useful explanations on the information reported on business combinations.   

Conclusion

10 EFRAG’s assessment overall is that the benefits arising from these disclosure requirements are likely to exceed the insignificant costs that are likely to be involved.  

Transition requirements

Costs and benefits for preparers and users 

11 The requirements in IFRS 3R are to be applied prospectively. This means that the carrying amounts of assets and liabilities that arose under business combinations prior to the application of IFRS 3R will not be adjusted. It also means that, except for the accounting for deferred tax benefits of the acquire and when the combination involves mutual entities or a contract alone combination, transactions occurring before the application of IFRS 3R will continue to be accounted for under IFRS 3. For instance, changes in the amount recognised for contingent consideration will continue to be accounted for as an adjustment to goodwill.     

12 Because the transition to IFRS 3R is to be done prospectively, EFRAG’s initial assessment is that the transition itself will not result in incremental costs to preparers.  However, preparers will have to track those transactions that relate to business combinations undertaken under IFRS 3 separately from those undertaken under IFRS 3R.  Preparers are already tracking which business combinations were previously accounted for under IFRS 1 (when IFRS was adopted for the first time) and which were recorded under IFRS 3, so IFRS 3R will be adding a third method of accounting for business combinations, which would also need to be tracked in order to account for business combinations post acquisition date. Maintaining systems to monitor and track such transactions will result in some incremental ongoing costs for preparers.
13 The lack of comparability arising from prospective application of IFRS 3R will also increase costs to users. 

14 EFRAG’s initial assessment is that these incremental costs to preparers and users are unlikely to be significant.
Amendment 1: Contingent consideration

Costs and benefits to preparers

15 IFRS 3R clarifies that an acquirer is required to account for contingent consideration separately from compensation for future services which, similar to the accounting for other future services, is recognised in profit and loss if and when incurred.  As a result, preparers will henceforth need to evaluate the agreements with the selling shareholders to identify which arrangements involve additional payments comprise “genuine” contingent consideration and which involve compensation for future services. EFRAG’s initial assessment is that the incremental cost involved will be insignificant. 

16 In addition, IFRS 3R requires contingent consideration to be recognised at fair value at the date of the acquisition, rather than including contingent consideration in the cost of a business combination at the acquisition date if the additional payment or refund is probable and can be measured reliably.  IFRS 3R requires contingent consideration to be classified as either a liability or as equity. It also provides specific guidance on how to subsequently measure the contingent consideration, and states that after initial recognition, an obligation for contingent consideration that is classified as a liability is required to be remeasured, with changes in the fair value being recognised in profit and loss. In line with the guidance in existing IFRS, if the obligation is classified as equity, remeasurement is not required. 

17 In its assessment of this new requirement, IASB indicated that this change is likely to result in significantly more contingent consideration arrangements being recognised at the date of the acquisition. Such arrangements would need to be recognised at fair value and thus would involve preparers with increased preparation costs. 

18 EFRAG believes that, as a result of this change, preparers are likely to have to: 

(a) modify their accounting systems to allow for different inputs of information needed to comply with the new requirements; 

(b) modify their accounting systems so that, to the extent that contingent consideration has been classified as a liability, changes in the liability will be identified and recognised in profit and loss; and
(c) engage additional valuation experts (perhaps external consultants) and seek professional advice.   

19 Generally, any change to accounting is likely to be more costly to implement if implementation requires systems’ changes. As mentioned above, this change to IFRS 3 is likely to involve some form of system changes in year-one. In addition, preparers are likely to seek additional expert advice to assist them with determining an estimate of the fair value of the contingent consideration. The effects of these two changes are likely to involve preparers with additional, not insignificant, costs. 

Costs and benefits for users 

20 The IASB assessed the effect of this change to be positive for users. In its view: 

(a) The information should be more comparable because all contingent consideration arrangements will be accounted for in the same way.
(b) Analysis costs are likely to be lower as a result of the change, mainly because of the increased disclosure requirements. It will also be easier to monitor the settlement of these arrangements.
(c) The IASB noted that users “have told us that they are concerned that acquirers will have an incentive to overstate the liability. By doing so the acquirer is able to recognise a gain associated with a reduced obligation if the combined entity does not perform as well as expected. Therefore, the users are more sceptical about whether the information will be more useful.”  The IASB nevertheless concluded that the information resulting from this new requirement will be more useful because it provides a better measure of the consideration for which the acquirer is liable and also ensures that the accounting for the business combination is more complete at the acquisition date. 

21 EFRAG’s initial assessment is that the IASB is right to point to the enhanced comparability, improved measurement of the consideration given, increased disclosures, and greater accountability.  These are all likely to result in an improvement in the information provided and thus benefit users. On the other hand, EFRAG’s initial assessment is also that:

(a) the concern raised by users (and referred to in paragraph 32 (c) above) is a valid concern and could have an effect on the benefits that would otherwise arise; and  
(b) the need to use assumptions and estimates to determine the fair value of the liability for the additional consideration might have an effect on the comparability of the information provided on contingent consideration. 
As a result, EFRAG is not convinced that the effect on users would always be positive.

Conclusion

22 EFRAG’s initial assessment is therefore that, while some preparers will incur additional costs as a result of these changes, some—but not all users—will benefit from the changes.  Overall, EFRAG’s initial assessment is that these costs and benefits probably largely balance out.

Amendment 2: Acquisition-related costs

Costs and benefits to preparers 

23 IFRS 3R requires all acquisition-related costs, other than costs to issue debt or equity instruments, to be recognised as expenses at the date of the acquisition, rather than included in the cost of the acquisition as is required at present. 

24 The IASB’s assessment was that this change would have no impact on preparation costs. That was also EFRAG’s initial assessment.  

Costs and benefits to users

25 The IASB assessed this change to have a neutral effect on users. It explained its reasoning as follows: 

“(a)
users tell us that if they are using an earnings-based model to value the entity they will adjust these costs out of earnings. We are told that the marginal cost of making that adjustment is low because analysts and investors are already reviewing the financial statements and making other adjustments.

(b)
there is no effect on the comparability of the information because the accounting for acquisition costs appears to be consistent.

(c)
some users tell us that they prefer these costs to be recognised as an expense and disclosed. They think that this is preferable to including these costs in goodwill. Others tell us that they are indifferent because they do not pay much attention to either goodwill or acquisition costs.”

26 EFRAG understands that some users want these costs to be capitalised, and some do not; and, if the costs are expensed, generally users will adjust them out of earnings because they are one-off costs.  

Conclusion

27 EFRAG’s initial assessment is that for preparers, there will be no significant effect on preparation costs. For users, this change will have little or no cost or benefit implications for users.   Overall, EFRAG’s initial assessment is that the amendment will not have any significant cost or benefit implications.

Amendment 3: Step acquisitions 

Costs and benefits to preparers 

28 IFRS 3R removes the requirement to measure each asset and liability acquired in a step acquisition separately. Instead, goodwill is measured only once—at the date control is achieved. In addition, the difference between the carrying amount of the previously held investment and its fair value is recognised in profit and loss. 

29 The IASB assessed the new accounting for step acquisitions to be positive for preparers, on the basis that preparation costs will be reduced significantly. 

30 EFRAG agrees that this change will indeed simplify the accounting treatment of step acquisitions in the way the IASB described, and therefore reduce the costs incurred by preparers in accounting for such acquisitions.  On the other hand, the change will require an additional valuation (of the previously held investment) at the time the acquirer obtains control of the acquiree, which will involve preparers with additional costs to estimate the fair value of the previously held interest.  Nevertheless, EFRAG’s initial assessment is that the accounting for step acquisitions will, on balance, result in a cost saving for preparers. Depending on how entities undertake their step acquisitions, for some preparers this cost saving is likely to be significant. 

Costs and benefits to users

31 The IASB assessed that users would also benefit from this change in accounting, mainly because the change is likely to enhance comparability and usefulness of financial information, with no significant additional costs for users. 

32 EFRAG agrees that this change will result in increased comparability.  However, its understanding is that only some users think the information will be improved for other reasons too.  Some users view the gain that would be recognised on the pre-existing holding as ‘theoretical’ and of little informational value.  

33 IFRS 3R requires the gain recognised on the previously held investment to be disclosed.  In the view of some users, because of the added disclosure there would be no additional costs to carry out the adjustment to earnings. This is mainly because users already adjust out of earnings other types of one-off gains, thus the cost of adjusting this gain is likely to be marginal.

34 EFRAG’s initial assessment is therefore that is the new requirements will bring some added benefits to users (primarily in the form of improved comparability) and will involve no incremental costs for users. 

Overall conclusion

35 EFRAG’s initial assessment is that the revisions to the accounting treatment of step acquisitions will result in a cost saving for preparers and benefits (but no costs) for users.

Amendment 4: Partial acquisitions

Costs and benefits to preparers

36 For a business combination in which the acquirer achieves control without buying all of the equity interest in the acquiree, IFRS 3R requires the remaining equity interests (the non-controlling interests (NCI)) to be measured either at fair value or at the non-controlling interests’ proportionate share of the acquiree’s net identifiable assets. This measurement option is available on a transaction-by-transaction basis. Under existing IFRS 3, only the proportionate interest approach is permitted. In effect, IFRS 3R now permits goodwill to be recognised at a ‘grossed-up’ or at a ‘full goodwill’ value. 

37 The IASB assessed the effect of adding this option to IFRS 3 as being neutral, mainly because it is an option: entities can choose not to change the measurement approach they use at present. 

38 Presently, entities that chose to measure NCI at the acquisition date using the proportionate interest method are required to determine the ‘full’ amount of goodwill (by grossing up the goodwill allocated to a particular cash-generating unit that is not wholly owned) when performing an impairment test on goodwill. Only one amount for goodwill needs to be determined if an entity chooses to measure NCI initially at fair value, as the goodwill is already recognised at a ‘grossed-up’ value.  However, EFRAG’s initial assessment is that this potential increase in ongoing costs for those entities that choose to continue using the proportionate method to measure NCI is not likely to be significant.  

39 On the other hand, entities that elect to measure NCI at fair value are likely to incur additional valuation costs in order to estimate the fair value of NCI.  In EFRAG’s view, the costs to preparers associated with measuring NCI at fair value will vary. However, in most cases EFRAG’s tentative view is that it is unlikely that those costs will be significant because the fair value of NCI can be determined using available market information.  If market information for measuring NCI is not readily available or is costly to obtain, preparers are likely to choose not to measure NCI at fair value. 

40 Measuring NCI at fair value at the acquisition date, compared to using the proportionate approach, will also imply that:  

(a) goodwill recognised in the consolidated financial statements will be higher; and    
(b) the acquisition of all (or some) of the NCI will result in smaller reduction in the equity of the group. 

41 EFRAG also notes that, because there is a choice to be made, preparers may incur costs in deciding which option to choose for each of the business combinations undertaken.  This will be particularly so if they wish to consider the implications described above on a transaction-by-transaction basis. The free measurement choice might involve preparers with some increased costs if they decide not to apply a consistent accounting policy on how to measure NCI for all their business combinations. This is because preparers will be required to monitor the different measurement bases used for each business combination in case they acquire some (or all) of the NCI at a future date. However, in EFRAG’s view preparers are already required to monitor individual business combinations acquired in prior years in order to address matters such as impairment of goodwill and monitor the changes, if any, to contingent consideration and deferred tax benefits associated with those business combinations.  

42 For the reasons cited above, EFRAG’s initial assessment is that the new requirement will involve those preparers that choose to fair value NCI at the date of the acquisition in some year-one and on-going costs. Preparers might also be faced with some costs resulting from having to decide which option is more suitable for each business combination undertaken.  On the other hand, they will no longer have to determine two goodwill amounts when testing for impairment, if the cash-generating unit to which the goodwill is allocated, is not wholly owned.  EFRAG’s initial assessment is that taken together these costs are unlikely to be significant. 

Costs and benefits to users 

43 The IASB assessed the introduction of an option as having a negative effect on users, because it would reduce comparability.  In the IASB’s view, a mitigating factor is that it is relatively easy for users to adjust an NCI measured at fair value so that it is measured on the proportionate method.  It is however not so easy (and is more costly) to adjust an NCI measured on the proportionate method so that it is measured at fair value. 

44 On the other hand, the IASB noted that in some cases users will benefit from having information on NCI at fair value at the date of the acquisition. The IASB’s understanding is that many analysts value the whole entity and then deduct their estimate of the fair value of the NCI to obtain the value of the parent’s share. The cost of that estimate is likely to be reduced for entities that elect to measure NCI at fair value. 

45 EFRAG’s initial assessment is that the introduction of a free choice on a transaction-by-transaction basis will reduce comparability and will thus involve additional costs for users.  There will be some benefits for some users in certain situations in introducing the option to fair value NCI—for other users and in other circumstances there may be little if any benefit.  EFRAG’s initial assessment however, is that those benefits will probably not exceed the incremental cost arising from the reduction in comparability.

Conclusion

46 Thus it seems that these amendments will have no significant cost or benefit implications for preparers.  For users, the initial assessment is that costs will exceed benefits.  Therefore, EFRAG’s overall initial assessment is that the costs of this amendment exceed the benefits. 

Amendment 5: Definition of a business 
Costs and benefits for preparers

47 The definition of a business has been amended to clarify that it can include an integrated set of activities and assets that is capable of being operated as a business; IFRS 3 refers to the elements of a business as “being conducted and managed”.  Additional guidance in IFRS 3R makes it clear that “a business need not include all of the inputs or processes…if market participants are capable of acquiring the business and continuing to produce outputs, for example, by integrating the business with their own inputs and processes”.
48 In its Effect Analysis, the IASB did not specifically comment on the effects of the change to the definition of a business.
49 EFRAG members were divided on whether this new requirement would involve preparers in additional costs, because some members believe the language used in IFRS 3R meant that the boundary between acquisition of businesses and acquisition of assets is unclear; and this might lead to difficulties in interpreting whether a transaction involves a business as defined in IFRS 3R. This uncertainty is likely to involve some additional costs for preparers.  For similar reasons, these EFRAG members were not convinced that the additional guidance provided in IFRS 3R on what comprises a business would benefit preparers particularly.

50 Furthermore, some EFRAG members also thought that the consequence of the broader definition might be that some transactions that were previously considered asset transactions in IFRS 3 might need to be accounted for as business combinations in accordance with IFRS 3R. (In other words, the change might have the effect of extending the scope of the standard.)  The costs for preparers of an extension in the scope of the standard are discussed later.

Costs and benefits for users

51 EFRAG members were also divided on whether this new requirement would involve users in additional costs and bring benefits to users, for the reasons set out in the preceding paragraph.  

Conclusion
52 EFRAG has not yet been able to reach an overall conclusion on this Amendment. 
Amendment 6:  Fair value as a measurement attribute 

Costs and benefits for preparers 

53 There are two separate amendments to consider under this heading. 

(a) Amendment 6A: the removal of the application guidance on fair value—IFRS 3R retains the definition of fair value that is currently used in existing IFRS 3, but omits the application guidance included in B16 of IFRS 3.  IFRS 3R also adds guidance to the way some assets and liabilities ought to be classified and designated at the date of the acquisition. It clarifies that an acquirer must consider the terms and conditions relating to assets and liabilities that existed on the date of the acquisition, in respect to the initial classification and designation.

(b) Amendment 6B: IFRS 3R requires more use of fair value than IFRS 3—As explained above in Amendments 1, 3, and 4 (contingent consideration, step acquisitions and partial acquisitions), in some cases IFRS 3R requires greater use of fair value for certain aspects on accounting for business combinations. In other cases, such as the accounting for some aspects of step acquisitions (issue 6), the use of fair value will be reduced. 

54 In its Effect Analysis, the IASB states that the changes will only affect contingent consideration and step acquisitions. It further explains that whether an entity will need to make additional, or fewer, fair value measurements will depend on the circumstances of the acquisition and provides some examples to this effect. 

55 EFRAG believes that Amendment 6A will involve preparers in additional costs, mainly because preparers are likely now: 

(a) to spend more time researching other IFRSs or other GAAPs (like US GAAP) to determine how to apply fair value to the components of the business combination; and/or 

(b) to engage valuations experts to provide them with guidance on how to value all (or some) assets and liabilities acquired. 

However, EFRAG’s initial assessment is that these costs will be insignificant.

56 EFRAG has already assessed each of the changes referred to in Amendment 6B elsewhere in this assessment.  Therefore, to avoid double-counting, the assessment made under this heading should relate only to the cumulative effect of the change.  EFRAG members have different views on this cumulative effect.  Some believe that it results in no particular benefits or costs for preparers.  Others however believe that it increases disproportionately the risk involved in preparing the business combination numbers and will therefore result in additional costs as preparers (and their auditors) seek to manage that additional risk.

57 EFRAG’s initial assessment is that the elimination of the guidance in B16 of existing IFRS 3 will not involve preparers in significant additional costs, but that the cumulative effect of the increased use of fair value compared to the existing IFRS 3 could involve some preparers in additional year-one and on-going costs. EFRAG’s initial assessment however is that these additional costs are unlikely to be significant. 

Costs and benefits for users 

58 In its Effect Analysis, the IASB did not specifically comment on the effects that the increase in the use of fair value or the removal of application guidance on fair value would have on users. 

59 When guidance is eliminated, it is always possible that it will result in diversity of practice.  EFRAG’s initial assessment, however, is that it is unlikely that significant diversity will arise on the issues that were addressed in the omitted.  EFRAG also understands that one of the areas of particular concern to many users is the area on valuing intangibles at fair value, particularly regarding the seemingly arbitrary allocation of value between different intangible assets.  This issue was not covered in the omitted guidance.

60 EFRAG’s initial assessment is therefore that users are unlikely to be affected to any significant degree by this change. 

Overall conclusion

61 Therefore, to summarise, EFRAG’s initial assessment is that the only impact these changes will have on preparers and users is that the cumulative effect of the increased use of fair value compared to the existing IFRS 3 could involve some preparers in additional year-one and on-going costs. However, these additional costs are unlikely to be significant.

Amendment 7: Scope   

Costs and benefits for preparers 

62 The scope of IFRS 3R has been extended to include business combinations involving mutual entities and cooperative entities and those combinations achieved by contract alone without obtaining an ownership interest. 

63 Presently, business combinations involving two or more mutual entities and business combinations achieved by contract alone are not within the scope of IFRS 3; and no other IFRS provides guidance on how to account for the transactions. As a result, these types of combinations are accounted for in different ways. For example, EFRAG understands that currently, while some combinations of mutual entities and those entities combining by contract alone are accounted for in accordance with the acquisition method (as required in existing IFRS 3). Others are accounted for applying the pooling of interests method using the carrying amounts of the assets and liabilities of the combining entities (both acquirer and acquiree).  

64 In its Effect Analysis the IASB noted that for those entities that were outside of the scope of IFRS 3, the application of the acquisition method for business combinations is likely to result in a significant change in accounting, because many mutual entities and those entities entering ‘by contract alone’ have been applying the pooling of interests method. Those entities are likely to be faced with significantly higher preparation costs when they implement IFRS 3R. 

65 EFRAG agrees that, depending on what accounting has been used in the past to account for business combinations, this change could involve some preparers in significant changes in practice and, as a result, could involve significant implementation costs. However, EFRAG is of the view that the majority of entities would not be affected. 

Costs and benefits for users 

66 The IASB assessed this new requirement to have a positive effect on users, mainly because users will benefit from a reduction in the costs of monitoring different accounting and because the new requirement will result in a significant increase in comparability of financial information relating to business combinations involving mutual entities. The extended scope would require all new business combinations, except for common control transactions and newly formed joint ventures, to be accounted for in the same way.  

67 That is EFRAG’s initial assessment too; the incremental costs for users are likely to be insignificant and in any case users are likely to obtain some benefits from the new requirement. 

Conclusion

68 Therefore, this new requirement seems likely to involve some preparers in significant implementation costs, although the majority of companies are unlikely to be affected. On the other hand, for users the incremental costs are likely to be insignificant.  Users will though benefit from increased comparability and better quality information.  Overall, EFRAG’s assessment is that these benefits are likely to exceed the costs.  

Overall conclusions about the costs and benefits of implementing IFRS 3R in the EU
69 To summarise, EFRAG reached the following individual initial conclusions on each of the amendments discussed above.   
(a) Reading and understanding the amendments—No significant cost or benefit implications are likely. 
(b) Additional disclosure—Likely to provide benefits that exceed the costs involved. 

(c) Transition requirements—Likely to result in some increased costs for preparers and users, but those costs are not likely to be significant. 
(d) Amendment 1: Contingent consideration—The costs and benefits will probably largely balance out.

(e) Amendment 2: Acquisition-related costs—The amendment is unlikely to have significant cost or benefit implications.

(f) Amendment 3: Step acquisitions—The amendments are likely to result in a cost saving for preparers and benefits (but no costs) for users.

(g) Amendment 4: Partial acquisitions – acquisitions of less than 100 percent—The costs of this amendment are likely to exceed the benefits. 

(h) Amendment 5: Definition of a business—No overall conclusion reached yet.  

(i) Amendment 6:  Fair value as a measurement attribute—No significant cost or benefit implications are likely. 

(j) Amendment 7: Scope—The benefits are likely to exceed the costs.  

70 EFRAG’s initial assessment is that it is Amendments 3, 4 and 5 are the main factors listed above that EFRAG needs to weigh in reaching its overall assessment of the revised standard.  EFRAG believes that the net benefits arising from Amendment 3 exceed the net costs arising from Amendment 4. As previously explained, EFRAG has not yet reached a conclusion on Amendment 5. 
71 It needs also to be borne in mind that a key objective of revising the existing IFRS 3 was to ensure that the accounting for business combinations is the same whether an entity is applying IFRS or US GAAP. The accounting requirements in IFRS and US GAAP will now be substantially the same, with one key difference: the initial measurement of non-controlling interests. A range of other differences also remain, due to existing differences between other IFRSs and US GAAP.  Nevertheless, the fact that IFRS and US GAAP will now be substantially the same will result in benefits for some users.

72 Therefore, EFRAG’s overall assessment is that, on balance—and subject to EFRAG’s final conclusion on Amendment 5—the benefits that are expected to arise from the implementation of IFRS 3R in the EU will exceed the costs expected to be incurred. 
Appendix 4
a summary of the amendments to Ias 27 consolidated and separate financial statements
1 When a parent-subsidiary relationship exists between two entities, the parent entity is required to prepare a set of financial statements that account for the assets and liabilities of all the members of the group as if the group is a single entity (the consolidated financial statements). IAS 27 sets out how those consolidated financial statements should be prepared. 

2 The main purpose of the amendments to IAS 27 is to address the accounting for transactions that involve the non-controlling interest (the NCI) of a group entity. Specifically, the Amendments address the way the following transactions involving NCI are accounted for in the consolidated financial statements: 

(a) changes in ownership interest that result in control of another entity being neither gained nor lost; 

(b) disposals of interests that result in a loss of control of the acquiree; and 

(c) accounting for losses attributable to NCI.

3 Other than the changes in paragraph 5, the amendments to IAS 27 do not change the other requirements in IAS 27. 

Changes in ownership interest that do not result in control of another entity being lost 
4 After a parent has acquired control of a subsidiary but not a 100% interest, it might decide to buy some (or all) of the remaining interest (ie the NCI). Alternatively, regardless of whether it holds a 100% interest or a smaller but controlling interest, it might decide to sell some of its interest, whist keeping control of that subsidiary. 
5 Existing IAS 27 does not set out how such transactions should be accounted for and, as a result, a variety of methods are being used.  Under IAS 27A, such transactions are treated as transactions between equity holders (on the one hand the controlling equity holder and on the other the holder of the NCI) in their role as equity holders.  This means that any ‘gains’ or ‘losses’ arising on such transactions are treated as movements between components of equity and are not recognised in the income statement. Neither does the parent entity recognise or derecognise any net assets in the consolidated balance sheet as a result of such transactions. 
Changes in ownership interest that do result in control of another entity being lost 

6 A parent may also decide to dispose of some or all of its interest in a subsidiary and, by doing so, to give up its control of that entity.  
7 Existing IAS 27 requires the retained interest in the former subsidiary to be measured at its carrying amount prior to the disposal.  Any gain or loss on the part of the interest that has been disposed of is recognised in the income statement. 

8 IAS 27A requires the parent to remeasure any retained interest at fair value at the date control is lost.  Any difference between the carrying amount of the retained investment immediately prior to losing control and its fair value is recognised in profit or loss, along with any gain or loss on the interest disposed of. 

Accounting for losses attributable to NCI  
9 When the parent has a less than 100% interest in a subsidiary and that subsidiary incurs losses, the losses need to be allocated between the controlling interest and the non-controlling interest. 

10 Existing IAS 27 requires the losses to be allocated proportionately between the controlling interest and the non-controlling interest, except that: 

(a) losses in a subsidiary that exceed the NCI interest are to be allocated to NCI only if the NCI have a binding agreement to fund the losses. In the absence of such an agreement, the losses are allocated to the controlling interest only. 

(b) if the subsidiary subsequently reports profits, these profits are allocated to the controlling interest until the share of losses previously absorbed by the controlling interest have been recovered. 

11 Under IAS 27A, losses are allocated between the parent and NCI in proportion to their ownership interests, even if this results in NCI having a balance that is negative.  

Appendix 5
EFRAG’s evaluation of the costs and benefits of the Amendments to IAS 27 consolidated and separate financial statements
INTRODUCTION 

1 EFRAG has considered whether, and if so to what extent, implementing IAS 27A in the EU might involve preparers and users incurring year-one costs and incremental on-going costs, and whether those costs in aggregate are likely to be exceeded by the benefits to be derived from implementing the Amendments in the EU. 

2 EFRAG considered the effects of all the changes made to IAS 27A, compared to the existing IAS 27. EFRAG also considered the effects the changes to IAS 27 had on the consequential amendments to other IFRSs. 

3 EFRAG based its initial assessment on the changes or amendments that it believed likely to be of most relevance to an assessment of the costs and benefits of implementing IAS 27A.  The main areas affected by those changes are: 

4 These main changes are: 

(a) changes in ownership interest that do not result in control of another entity being lost (Amendment 1);

(b) changes in ownership interest that result in control of another entity being lost (Amendment 2); and. 

(c) accounting for losses attributable to non-controlling interest (NCI) (Amendment 3).
However, EFRAG started by carrying out an initial assessment of the following general aspects of implementing IAS 27A: 

(d) reading and understanding the revised requirements; and
(e) transitional requirements. 

EFRAG’S INITIAL ASSESSMENT 

Reading and understanding the Amendments 

Costs and benefits for preparers and users

5 Whenever accounting requirements change, preparers and users need to read and understand the new requirements and this will inevitably involve incremental year one cost.  In this case, preparers will need to assess the impact the changes would have on the financial statements and, in particular, on the entity’s equity should an entity decide to acquire some (or all) of the non-controlling interests (NCI), and how to counteract the effects that transactions with NCI might have on the entity’s equity as well as the consequences thereof.  Users will need to understand the underlying rationale that has lead to changes in equity in order to perform their analysis of the numbers reported in the financial statements. 

6 EFRAG’s initial assessment is that these incremental year-one costs to read and understand the amendments will not be significant to preparers or to users. 

Transition requirements 

Costs and benefits for preparers and users

7 The main changes described in paragraph 4 above are all required to be applied prospectively, with early adoption permitted. As a result, EFRAG’s initial assessment is that the transition requirements will not result in additional costs to preparers.  On the other hand, the lack of comparability that arises from prospective application is likely to result in users incurring additional on-going cost, although EFRAG’s initial assessment is that the incremental cost involved is not likely to be significant. 

Amendment 1: Changes in ownership interest that do not result in control of another entity being lost
Costs and benefits for preparers 

8 IAS 27A requires preparers to account for transactions with NCI involving acquisitions and disposals of interest in a subsidiary entity without loss of control as equity transactions. No further goodwill will be recognised when a NCI is purchased. Neither will goodwill be derecognised when a NCI is disposed of, and control is not lost.  

9 Existing IAS 27 is silent on how these transactions are accounted for.  This means that there currently is a divergence of practice, and that some entities will need to change the way they account for such transactions. 

10 The IASB assessed that preparation costs would be reduced for such transactions, because the absence of guidance in existing IFRS resulted in some preparers having incurred costs by obtaining professional advice on how to account for these transactions. 

11 EFRAG agrees that the amendment is likely to mean some preparers will need less professional advice.  EFRAG’s also believes that, depending on the accounting treatment currently being adopted by preparers, the cost of calculating the information needed to comply with the amendment will in most cases be low, relative to the alternative methods, as it does not require any fair value measurements of assets and liabilities. EFRAG’s initial assessment is that for most preparers these cost savings will probably not be significant. 
12 However, preparers might need to monitor transactions involving the purchase of non-controlling interests in order to counteract the reduction in net assets and equity. This will involve setting up tracking procedures and therefore result in some incremental implementation and on-going costs. EFRAG believes that entities with a business model that involves purchases of NCI recognised as part of a business combination will most likely have corresponding tracking procedures in place. The costs of implementing the amendment will thus be limited to assessing the information and monitoring the effects of transactions with NCI.  Although this could be quite an extensive exercise for some entities, EFRAG tentatively believes that, for preparers as a whole, the year one costs will not be significant. 

Costs and benefits for users 

13 EFRAG has also considered whether the amendment will benefit users of financial statements and/or whether the amendment will in some way increase the burden on users. 

14 EFRAG believes that the comparability that will result from having a single method of accounting for such transactions will be significant. 

15 On the other hand, it also believes that the amendment might involve some users in some additional costs because it could make less apparent aspects of this type of transaction that some users are particularly interested in.  These potential incremental ongoing costs would not however exceed the benefits mentioned in the preceding paragraph.
Conclusion

16 Overall, EFRAG’s initial assessment is that this amendment will impose no significant additional costs on preparers or users, but is likely to result in significant additional benefits for users. 

Amendment 2: Changes in ownership interest that result in control of another entity being lost
Costs and benefits to preparers 

17 This amendment requires that, when a parent entity loses control of a subsidiary, it should remeasure at fair value any retained ownership interest in the former subsidiary and recognise any resulting gain or loss in the income statement.  Existing IAS 27 is silent on the subject.
18 The IASB assessed the costs involved in this amendment to be relatively low, and concluded that the effect for preparers would be neutral. The parent entity will need to make one new fair value calculation; however, in many cases an entity selling a controlling interest will value its entire interest before doing so, which would mean the fair value of the retained interest would be readily available. Furthermore, the exchange transaction undertaken by the parent will assist in measuring the fair value of the investment it has retained.  The IASB also thought providing guidance on how to measure a gain or loss on disposal should reduce audit costs and the costs of seeking professional advice, and therefore benefit preparers. 

19 EFRAG tentatively agrees with the IASB’s assessment and reasoning.  However, for those entities that do not have the information on fair value of the retained investment, obtaining that valuation will involve additional costs for preparers.  For example, preparers might need to consider changes to their accounting systems and the level of valuation expertise required to estimate the fair values of the ownership interests that are retained in a previously held subsidiary when control in that subsidiary is lost. 

20 EFRAG has tentatively concluded that, overall, this amendment will not have any significant cost implications for preparers. 

Costs and benefits for users 

21 The IASB assessed the affect on users to be positive. EFRAG agrees that the accounting for loss of control of a subsidiary and the remeasurement of the retained investment will be comparable as all entities will be measuring the gain or loss on disposal on a consistent basis. Going forward, the retained investment will be recognised initially on a consistent basis for all entities. Presently this was not the case, as entities would carry forward the carrying amount, which is likely to be based on mixed measurement models. 
22 For similar reasons, EFRAG’s initial assessment is that, because of the enhanced comparability, some benefit for users will arise from this amendment. However, the view of the majority of EFRAG members is that the accounting that IAS 27A requires is not the most appropriate of the alternatives available and this largely offset the benefits to users of having information that is more comparable.  

Conclusion

23 EFRAG tentatively agrees that the amendment will not have significant incremental cost implications for preparers. Neither will the amendment involve users in significant incremental costs, because users can easily adjust out of earnings the gain resulting from the remeasurement of the retained interest if their analysis requires adjustments for such non-recurring items.  However, EFRAG believes that the amendment will not result in any benefits to users mainly because, as explained above, the benefits of comparability are compromised by accounting that EFRAG believes is inappropriate.  
Amendment 3: Accounting for losses attributable to NCI  

Costs and benefits to preparers 

24 Existing IAS 27 requires losses in a subsidiary that exceed the NCI to be allocated to NCI only if the NCI owners have a binding agreement to fund the losses. In the absence of such an agreement, the losses are attributable to the controlling interest only. If the subsidiary subsequently reports profits, these profits are allocated to the controlling interest until the share of losses previously absorbed by the controlling interest have been recovered. 

25 IAS 27A requires losses to be allocated between the controlling interest and NCI based on their proportionate ownership interest, even if that means the NCI becomes a negative number. 

26 EFRAG’s initial assessment is that the amendment will be simpler to apply than the existing requirements, and is therefore likely to result in a reduction in preparation costs. 

Costs and benefits to users 

27 The IASB’s assessment was that this amendment would have no effect on the costs of users.  EFRAG tentatively shares that view.

28 EFRAG’s initial assessment is also that some users might find the information provided as a result of the amendment more useful than that provided under existing IFRS.  On the other hand, for other users it might be less useful.

29 EFRAG’s initial assessment is that the amendment is unlikely to affect users in any significant way. 

Conclusion

30 Overall, EFRAG’s initial assessment is that, although the benefits arising from this amendment are likely to exceed the costs, there are not likely to be any significant cost or benefit implications. 

Overall conclusion 

31 To summarise the individual conclusions reached above:

(a) Reading and understanding the Amendments—No significant cost or benefit implications are likely. 

(b) Transition requirements to IAS 27A— No significant cost or benefit implications are likely.  

(c) Amendment 1: Changes in ownership interest that do not result in control of another entity being lost—Likely to result in no significant additional costs but significant benefits for users. 

(d) Amendment 2: Changes in ownership interest that result in control of another entity being lost —Likely to result in only insignificant additional costs.  However, it will not result in any net benefits for users.

(e) Amendment 3: Accounting for losses attributable to NCI—No significant cost or benefit implications are likely. 

32 In other words, the only Amendment that is likely to have a significant effect is Amendment 1, which is expected to result in significant benefits for users.

33 Therefore, EFRAG’s overall initial assessment is that the benefits (that are expected to arise from implementing IAS 27A in the EU will exceed the costs expected to be incurred to implement IAS 27A.
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