Investment Management

The road ahead”

Challenges for Investment Funds in a world of change
Accounting for investments under IFRS — Consolidation
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“Every time | find the meaning of life, they change it.”

Unknown

Accounting for investments under existing IFRS

Since 2004, most Investment Funds in Canada have

not consolidated controlled investments as a result of

the application of Accounting Guideline 18 — Investment
Companies (AcG-18), recording investments at fair value
in all but rare circumstances. This may no longer be the
case as the Accounting Standards Board in Canada is set
to incorporate International Financial Reporting Standards
(IFRS) into Canadian GAAP for publicly accountable
enterprises for fiscal years beginning on or after January 1,
2011, with earlier adoption permitted.

AcG-18 has historically represented industry-specific GAAP
aimed to accommodate the uniqueness of Investment Fund
financial reporting in Canada. Comparable guidance for
Investment Funds does not exist under IFRS which means
(get ready for it) — we’re back to considering the substance
of the relationship between a Fund and its investee for each
investment held. That is, for each investment that a fund
holds, consideration will need to be given to whether or not
the fund has control, joint control, or significant influence
over the investee. In circumstances where such conditions
exist, fair value accounting may not be appropriate and
alternative accounting methods may need to be applied.
Nevertheless, all hope is not lost as in most circumstances
under IFRS, Funds will be able to elect to carry investments
at fair value through profit and loss.

Similar to Canadian GAAP, IFRS includes a standard
designed to consider circumstances where control may
exist in substance, rather than as a result of a 50% or more
holding in the voting interests of an entity. Under Canadian
GAAP, this concept resides in Accounting Guideline 15 —
Consolidation of Variable Interest Entities (AcG-15) and,

in general, Investment Funds that apply AcG-18 are not
required to consolidate variable interests under AcG-15.
The corresponding standard under IFRS is SIC 12 — Special
Purpose Entities (SIC 12).

Unlike Canadian GAAP, there is no industry-specific
exemption from SIC 12 for Investment Funds. Additionally,
SIC 12 is narrower in scope than AcG-15 and the
assessment of control under SIC 12 places more emphasis
on qualitative considerations than AcG-15. Accordingly,
application of SIC 12 may result in significantly different
outcomes than AcG-15 in many circumstances.

Generally, Investment Funds will elect to not apply equity
method accounting for associates or proportionately
consolidate investments in joint ventures under IFRS, as they
will be able to elect to carry such investments at fair value
through profit and loss. However, unlike Canadian GAAP,
these exemptions do not extend to the disclosure of such
investments at present. For example, the usual disclosures
about associates curently need to be provided such as
summarised financial information, including the aggregated
amounts of assets, liabilities, revenues and profit or loss.
The recent improvements to IFRS, issued by the
International Accounting Standards Board (IASB), eliminate
much of the required disclosures in these areas and are
expected to be fully incorporated into IFRS prior to Canada’s
adoption thereof.

Looking Ahead

In June 2003, the IASB added a project on consolidation to
its agenda to address the definition of control and disclosures
relating to both consolidated and non-consolidated entities.
An exposure draft of the proposed guidance is set to be
released later this year. At the moment, IFRS defines control
as having the power to govern the financial and operating
policies of an entity so as to obtain benefits from its activities.
The IASB staff are recommending this definition be changed
to consider whether a company has current power sufficient
to use or manage the assets and liabilities of an entity so as
to benefit from them, as if they are its own.

The Board will be holding round-tables with constituents
beginning in September 2008, prior to issuing the exposure
draft. A revised standard is expected to be published in the
latter half of 2009.



Accounting for investments under existing IFRS - a general framework

Does the Fund have control
over the investee?!

Does the Fund have joint
control or significant influence
IAS 27 over the investee?

Investment in subsidiary

If an entity has control over an
investee, the investee is a subsidiary
that should be consolidated in
accordance with IAS 27, except in
certain circumstances if the criteria in
IFRS 5 are met in order to classify the
investment as held for sale.

Investments may qualify as held for
sale if it is expected that the carrying
amount will be recovered through a
sale transaction rather than through
continuing use. This condition is
regarded as being met only when the
sale is highly probable and the asset
is available for sale in its present
condition. Additionally, management
must be committed to the sale and
the sale should be expected to qualify
for recognition as a completed sale
within one year from the date of
classification. If the entity retains
control after one year from the date
of classification, the investment may
cease being classified as held for sale
and may require consolidation.

Is the Fund applying the

exception under IAS 28.1
or IAS 31.1?

IAS 28.1 and IAS 31.1 provide an
exception such that each standard
would not apply to investments held
by venture capital organizations or
mutual funds, unit trusts and similar
entities that have been designated
at inception as at fair value through
profit or loss or as held for trading in
accordance with IAS 39.

If the investment is accounted for

at fair value through profit or loss,
summarized financial information
relating to the investee must still be
disclosed in accordance with IAS 28
or IAS 31. Information required to be
disclosed would include aggregate
assets, liabilities, revenues, pre-tax
profit/loss and the weighted average
interest held. Disclosure should also
include details of transactions with and
balances due to/from the investee in
the related party transactions note to
the financial statements.
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Investment accounted for at
fair value through profit or loss
IAS 39

Portfolio Investment

IAS 39

If an entity’s relationship with the
investee is not characterized by
control, joint control or significant
influence, the investment should
be accounted for as a portfolio
investment in accordance with IAS
39 which may include classification
as fair value through profit or loss or
available for sale.
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Does the Fund have joint
control over the investee?

Investment in joint venture

IAS 31

If an entity has joint control over

an investee and is not applying the
exception for Investment Funds under
IAS 31.1, the investment represents
an investment in a joint venture and
should be accounted for using the
proportionate consolidation or equity
method of accounting as required by
IAS 31 unless the criteria in IFRS 5 are
met in order to classify the investment
as held for sale, the exception in IAS
27.10 is applicable, or the criteria in
IAS 31.2 () (i — iv) are met.

" Control may exist even in cases where an entity owns little or none of an SPE’s equity.

Does the Fund have significant
influence over the investee?

Investment in affiliate

IAS 28

If an entity can exercise significant
influence but not control over an
investee and is not applying the
exception under IAS 28.1, the
investment represents an investment
in an affiliate and should be accounted
for using the equity method of
accounting as required by IAS 28
unless the criteria in IFRS 5 are met
in order to classify the investment

as held for sale, the exception in IAS
27.10 is applicable, or the criteria in
IAS 28.13 (c) (i — iv) are met.




For more information

If you would like to find out more about our investment management practice and
how we can help, you can contact one of the following in PricewaterhouseCoopers

Investment Funds Group.

Canadian Investment Funds Industry Leader:

Raj Kothari, FCA
416 869 8678

rajendra.k.kothari@ca.pwc.com
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Derek Hatoum 416 869 8755
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Chris Pitts 416 947 8964 Lyne Dufresne 514 205 5298
Stephen Wall 416 941 8382 Alain Dugal 514 205 5091
Diane Woodruff 416 365 8201 Kenneth Hotton 514 205 5292
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