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This Financial Reporting Standard replaces partS8fAP-8: Accounting for
Business Combinations (1990). However, the corredipgrparts of SSAP-8 will
continue to apply to general purpose financial mpaintil an entity elects to
comply with this Standard as permitted by the FinalnReporting Act 1993
section 27(7), or until this Standard takes effedtichever is sooner.

This Financial Reporting Standard should be reathie context of the
Explanatory Foreword to General Purpose FinanciapBeing issued by the
Council of the Institute of Chartered Accountaritdlew Zealand.

The Accounting Standards Review Board has apprb®Rs+38: Accounting for
Investments in Associates, for the purposes dfitiencial Reporting Act 1993, to
apply to the following entities (as respectivel§irted in the Act): All reporting
entities and groups, the Crown and all departme@ffices of Parliament and
Crown entities, and all local authorities.

1 INTRODUCTION

COMMENTARY

1.1 This Standard deals with the accounting by itoresfor entities that are
subject to the significant influence of the investoSuch entities are referred to as
associates of the investors. Subject to certanitdd exceptions, this Standard
requires an investor to use the equity method tmwaat for its investments in
associates.

1.2 Under the equity method, an investment in apdate is recognised in the
investor’'s statement of financial position at ca$ten the investment is acquired.
At each subsequent reporting date, the carrying amof the investment is
adjusted for changes in the investor’'s share ofnitteassets of the associate that
have occurred since the last reporting date (o datacquisition in the year the
investment is acquired). The investor’s statenoérfinancial performance includes
the investor's share of the net surplus or defitithe associate and the investor's
statement of movements in equity includes the tovissshare of the total recognised
revenues and expenses of the associate.

1.3 The rationale for application of the equity huet is as follows. In some
cases, the relationship between an investor aridviéstee does not extend beyond
an investor/investee relationship. However, in otteses, a special relationship
between the investor and the investee exists, whicharacterised by the investor's
significant influence over an investee. Where ifitant influence exists, the
investee is an associate and the investor hasapacity to affect substantially
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either, or both, the associate’s operating anchfiimey policies. Consequently, the
investor should be able to achieve broad consigteimcthe areas of mutual
interest, in the implementation of policies; angoahchieve some protection from
changes in the operating and financing policiesthaf associate which could
adversely affect it. Since the associate’s peréome and the economic resources
underlying the investment may have a significafeatfon the investor, information
about them should be reported in the financiakstants of the investor through
application of the equity method.

1.4 In applying the equity method, the investoHare of the post-acquisition net
assets of the associate is determined by the mr®stwnership interest in the
associate. An ownership interest is the percentdgbe equity of an investee
attributable to an investor. In most cases, sicguift influence will directly relate
to the level of ownership interest held. Howeverrdre cases, an investor may
have a zero ownership interest in an associatsudh circumstances, the investor
will not apply the equity method but must still méleé requirements under this
Standard to disclose certain information regardihg associate where the
relevance of such information is not limited to wéhe equity method has been
applied. References in this standard to “investbrivestee”, and “investment in
an associate” include relationships where therdgsifcant influence and zero
ownership interest.

1.5 In this Standard, the equity method is viewed atethod of determining the
carrying amount of an investment in an associatethe amount of revenue from
the investment.

1.6 Financial reporting standards are paragraphslihtype-face in this Standard.
Where appropriate, interpretative commentary paiatgs in plain type-face follow
the financial reporting standards.

2 APPLICATION

STANDARD

2.1 This Standard applies to all entities having mestments in one or more
associates.

COMMENTARY

2.2 Where an investor has investments in one oerassociates, this Standard
requires the investor to apply the equity method in

(@) any consolidated financial statements prephyetie investor; or

(b) in cases where the investor does not prepargotidated financial statements,
in either the investor's own financial statementsa @eparate set of financial
statements.
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STANDARD

2.3 The financial reporting standards set out in tis Standard apply to all
financial reports where such application is of matdal consequence. A
statement, fact, or item is material if it is of sgh a nature or amount that
its disclosure, or the method of treating it, givenfull consideration of the
circumstances applying at the time the financial rport is completed, is likely
to influence the users of the financial report in raking decisions or assessments.

2.4 This Standard applies to general purpose finama reports covering
periods ending on or after 31 December 2002.

3 STATEMENT OF PURPOSE

COMMENTARY

3.1 The purpose of this Standard is to:
(&) prescribe the circumstances in which investogst@a use the equity method
to account for investments in associates;

(b) prescribe how the equity method is to be appked
(c) specify minimum disclosures in respect of inweants in associates.

4 DEFINITIONS

STANDARD
The following terms are used in this Standard witithese meanings:

4.1 *“Acquisition” means obtaining an asset, a groupf assets, or net assets.

COMMENTARY

4.2 In the context of this Standard, an acquisitieans obtaining an ownership
interest in another entity. An acquisition of an ewship interest is not limited to

an acquisition that gives rise to significant iefice over another entity. Acquisitions
cover ownership interests of any level that havenbebtained in another entity.

Acquisitions of ownership interests that do nokgise to significant influence over
another entity become subject to the requiremehtki® Standard retrospectively
when significant influence has been establisheditjira step-acquisition.

STANDARD

4.3 *“Acquisition date” is the date on which a transéree becomes entitled to
the benefits associated with an asset, a group afsets, or net assets.

COMMENTARY

4.4 In the context of this Standard, acquisitioneds the date on which an
ownership interest in another entity is transfem@@n investor. This is the date
on which rights to that interest are transferredh® investor. It is the date on
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which there has been a transfer in substance, aisdnitt necessarily the actual
date identified in any formal sale agreement oep#imilar documentation.

4.5 Although the acquisition date is the specifitedan which the transfer of
assets occurs, the parties may, for conveniensigrite a date close to that date
as the acquisition date; for example, the calemuzmth-end that is nearest to the
specific transfer date. In such case, the coatqtiisition is to be adjusted for any
imputed interest corresponding to the time diffeerbetween the designated
acquisition date and the actual acquisition d&tewever, a designated acquisition
date may be treated as the actual acquisition alalte where the fair values of
the identifiable assets and liabilities at theiglested acquisition date are not
materially different to their values at the actaafjuisition date.

4.6 The terms “pre-acquisition” and “post-acqusiti are to be understood in
relation to the definition of acquisition date.

STANDARD

4.7 “Associate” is an investee (not being a subsidiaof the investor or joint
venture entered into by the investor) over which tk investor has the capacity
to exercise significant influence.

COMMENTARY

4.8 An associate may be an entity of any form thagubject to the significant
influence of an investor. For example, an asseciatludes any interest held
by an investor in a partnership where the investes the capacity to exercise
significant influence over that partnership. Howetke definition of an associate
does not cover levels of interest that give risa twntrolling influence. Controlled
entities are subsidiaries and are accounted facdordance FRS-37Consolidating
Investments in Subsidiaries

STANDARD

4.9 “Capacity” is an ability or power, whether dired or indirect, and
includes an ability or power that is presently exesisable in accordance with a
formal constitution, agreement, or practice, whethe or not such ability or
power is legally enforceable.

4.10 “Carrying amount” is the amount at which an asset or liability is included
in the statement of financial position.

4.11 “Consolidated financial statements” are the fiancial statements of the
group presented without regard to the legal boundaes of the separate entities
that are consolidated.

COMMENTARY

4.12 Consolidated financial statements includeats®ets, liabilities, revenues and
expenses of the parent and its consolidated saiigigli
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STANDARD
4.13 “Cost of acquisition” is the aggregate of theollowing amounts:

(@) the value of consideration attributable to theacquisition plus any directly
attributable costs; and

(b) the fair value of the asset, group of assetsyr oet assets obtained as a
result of the acquisition to the extent that they hve been acquired through
a donation or subsidy.

COMMENTARY

4.14 Commentary providing guidance on the meanfrgpst of acquisition is set
out in FRS-36: Accounting for Acquisitions Resulting in Combioa8 of Entities
or Operations

STANDARD

4.15 “Discount on acquisition” is the excess of thavestor's share of the
fair value of the recognised identifiable assets ahliabilities over the cost of
acquisition.

COMMENTARY
4.16 Discount on acquisition is sometimes refercedst negative goodwill.

STANDARD

4.17 “Equity method” is the method of accounting wereby an investment

in an investee is initially recognised at cost ands adjusted thereafter for

post-acquisition changes in the investor's share ofhe net assets of the

investee, with:

(@) the investor's share of the net surplus or defit of the investee recognised
in the investor’s statement of financial performane; and

(b) the investor’'s share of the total recognised kenues and expenses of the
investee recognised in the investor’'s statement ofovements in equity.

4.18 “Fair value” is the amount for which an assetould be exchanged, or a
liability settled, between knowledgeable, willing prties in an arm’s length
transaction.

COMMENTARY

4.19 Commentary providing guidance on the meanihaio value in relation
to acquisitions is set out in FRS-36Accounting for Acquisitions Resulting in
Combinations of Entities or Operatians

STANDARD

4.20 “Goodwill” is the excess of the cost of acqui®n over the investor's
share of the fair value of the recognised identifiale assets and liabilities.
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4.21 “Group” is an entity that comprises an investoand all of its subsidiaries.

4.22 “ldentifiable assets and liabilities” consisbf:

(@) the individual assets and liabilities that corespond to the acquisition,
that are capable of being disposed of, or settlethdividually; and

(b) planned amounts for terminating or reducing acivities required to be
recognised as a provision under paragraph 5.11 offS-36: Accounting
for Acquisitions Resulting in Combinations of Entés or Operations

COMMENTARY

4.23 Commentary providing guidance on the meanifgidentifiable assets
and liabilities is set out in FRS-3@\ccounting for Acquisitions Resulting in
Combinations of Entities or Operatians

STANDARD
4.24 “Investee” is an entity in which an investor Bs an ownership interest.

STANDARD

4.25 “Investor” is an entity that has an ownershipinterest in the equity of
another entity or that has acquired an operation.

COMMENTARY

4.26 In the context of this Standard, an investdimiited to an entity that has an
ownership interest in the equity of another entity.

STANDARD

4.27 “Joint venture” is that form of arrangement in which there is a
contractual association, other than a partnership,between two or more
parties to undertake a specific business project invhich the venturers
have several liability in respect of the costs andiabilities of the project
and share any resulting output.

COMMENTARY
4.28 SSAP-25:Accounting for Interests in Joint Ventures and Rarshipsdeals
with the accounting by participants for interestgint ventures.

STANDARD

4.29 “Market value accounting” is the method of acounting whereby an
investment is recognised in the investor’s stateménf financial position at net
market value and changes in net market value are oognised as revenues or
expenses in the period in which the changes occur.

4.30 “Net market value” is the fair value at a partcular date less the costs of
disposal that could reasonably be anticipated at tit date.
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COMMENTARY

4.31 In determining net market value it is not appiate for the costs of disposal
to be discounted because they will already be egpteas a current value. Other
terms commonly used to describe net market valeéraat current value” and “net

realisable value”.

STANDARD

4.32 “Ownership interest” is the percentage of theequity of an investee
attributable to an investor, whether the equity is #ributable to the investor
directly, or indirectly through its subsidiaries.

COMMENTARY

4.33 Commentary providing guidance on the meanfrgamership interest is set
out in FRS-37:Consolidating Investments in Subsidiaries

4.34 The level of ownership interest held by aregter in an associate determines
the investor’'s share of the post-acquisition nee@sof the associate when applying
the equity method.

4.35 When there are unexercised instruments tletcamrently exercisable and
that entitle a holder to obtain a further intergstan associate, the ownership
interest for the purposes of this Standard is theesship interest currently held by
the investor.

STANDARD

4.36 “Recoverable amount” is the greater of:
(@ net market value; and

(b) value-in-use.

4.37 “Significant influence” is the capacity of oneentity to affect substantially,
but not unilaterally determine, either or both the financial and operating
policies of another entity.

COMMENTARY

4.38 Whether an investor has significant influeaeer an investee will need to be
decided in the light of the prevailing circumstasiceThe existence of significant
influence depends upon substance and not form.

4.39 Significant influence will normally stem fromoting power held by an
investor in an investee. In some cases the existef significant influence as a
result of voting power will be conclusive, while inhet cases it will need to be
supported by satisfying other conditions. In dewjdvhether the investor’s voting
power gives rise to significant influence over theestee, it may be necessary to
consider the distribution of the balance of theingpppower. For example, in the
case of a company, whether the balance of the vetinger is held in a few large
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equity holdings or distributed over a large numioérsmall equity holdings
needs to be considered in determining whether thiestor exercises significant
influence.

4.40 Where an investor holds 20 per cent or mor¢hefvoting power in an
investee, this could lead, in the absence of edeleto the contrary, to a
presumption that the investor has significant iefice over the investee. However,
this percentage is not intended as an absoluteftyeint. In certain cases, an
investee will qualify as an associate even if theestor’'s voting power in the
investee is less than, or has fallen below, 20 get.cThe converse also applies.

4.41 Where there are favourable unexercised ingmntsnexclusively held by an
investor which will give the investor significant inénce when exercised, such
influence may need to be determined on the baatstlle unexercised instruments
have been exercised. In the particular circumsmmchere such instruments exist
and they are currently exercisable, such influeniteneed to be determined on
the basis that the instruments have been exercised.

4.42 The following is a list of some of the factarsich, singly or in combination,
may indicate the existence of significant influence

(@) the investor’'s voting power;

(b) representation on the governing body;

(c) dependence on technical information;

(d) participation, in other ways, in policy-makingaisions;

(e) economic dependency, including material inteitg transactions;
() interchange of managerial personnel; and

(g) participation in decisions as to dividends threo distributions.

4.43 In the context of significant influence theméses the question whether the
same entity could simultaneously qualify as an ease of one investor and as a
subsidiary or associate of another investor. A tsuttigl or majority ownership of
the shares (or their equivalent) of an investeeabgther entity will normally
preclude the ability of the first investor to exsecsignificant influence but will
not always do so.

4.44 1t is unlikely that significant influence woulkekist or would continue to
exist where an investee operates under severe donmgrestrictions which impair
significantly its ability to make distributions tbe investor, for example, restrictions
on the repatriation of dividends.

4.45 The investor’'s voting power in an associatedsée be distinguished from
the investor's ownership interest in that associateting power often arises from
ownership interest but is different to it in natur®oting power will usually be

important in determining whether significant infleenexists, although it is not a
necessary component of significant influence. Ownripriterest is relevant when
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measuring the carrying amount of the investmenedas the investor's share of
the results and net assets of the associate umeleqtity method.

STANDARD
4.46 “Subsidiary” is an entity that is controlled by another entity.

COMMENTARY

4.47 A subsidiary may be an entity of any form tisatontrolled by an investor.
For example, a subsidiary includes any interest bglan investor in a partnership
where the investor controls that partnership. Téent“controlled” is to be
understood in relation to the definition of contset out in FRS-37Consolidating
Investments in Subsidiaries

STANDARD

4.48 “Value-in-use” is the present value of the nduture cash flows obtainable
from an asset’s continuing use and ultimate dispoa

COMMENTARY
4.49 Estimating the value-in-use of an investmerar associate involves:

(&) estimating the future cash inflows and outflade derived from continuing
to hold the investment and from its ultimate disppand

(b) determining an appropriate discount rate.

4.50 Judgement is necessary to determine valuseénhecause estimates are
required of future cash flows and an appropriatealiat rate. Future cash flows
refer to those directly identifiable with the inwesnt. These will include
expected dividend receipts and other similar céshsf between the investee and
the investor. Relevant future cash flows will alscliude expected cash flows
accruing to the investor with regard to third pattgnsactions where these are
directly attributable to the investor’s interestlire investee.

4.51 The direct cash flows described in paragrapb may comprise cash flow

synergies expected as a direct consequence ofntlestment. Examples are

savings through rationalisation of administratiesaurces or variable margins for
sales of products or services of the investor tchmsers of the investee’s products
or services who are not previous purchasers fronmtrestor.

5 FINANCIAL REPORTING

Method of Accounting Required

STANDARD

5.1 Subject to paragraphs 5.3 and 5.5, an investtinat has, as at its reporting
date, one or more associates, must apply the equitgethod to account for the
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interest in each associate either in:

(&) the investor's consolidated financial statemest where the investor has
subsidiaries and prepares consolidated financial atements; or

(b) the investor's own financial statements or in a&separate set of financial
statements in addition to the investor’s own finanial statements, where
the investor does not have subsidiaries or does nptepare consolidated
financial statements.

COMMENTARY

5.2 Where the investor does not have any subsidiai its reporting date and
elects to equity account in its own financial staats, it is appropriate that the
statements be described as the financial statemehtthe entity and the
associate(s).

STANDARD

5.3 An investor is not required to apply the equitymethod to account for
an investment in an associate when a provision etssunder statute that
expressly exempts the investor from the requiremento prepare consolidated
financial statements and the investor does not prewe consolidated financial
statements.

COMMENTARY

5.4 Where an investor has subsidiaries as well ascides but is exempt

from preparing consolidated financial statemeniglen section 13(2) of the

Financial Reporting Act 1998ecause it is itself a wholly New Zealand-owned
subsidiary, this standard does not require thesitoveo apply the equity method to

its associates.

STANDARD

5.5 An investor must not apply the equity method toaccount for an

investment in an associate in circumstances where:

(@) at the date significant influence is obtainedthe investor is obligated to
relinquish significant influence within one year; o

(b) by the earlier of three months after the date ignificant influence is
obtained or the date when the annual financial st@ments are approved,
the investor has entered into a binding arrangementto relinquish
significant influence within one year from the datesignificant influence
is obtained; or

(c) market value accounting of the investment in th associate is applied and
is expressly permitted or required under another financial reporting
standard.
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5.6 An investment in an associate that is not accotad for using the equity
method because of the requirements in paragraph 5&) and (b) of this
Standard, must be disclosed as a current asset iha statement of financial
position of the investor.

COMMENTARY

5.7 The restrictions from equity accounting tempitraheld investments in
associates in circumstances (a) and (b) of paradsdpmay apply where there is a
committed part-disposal of the investment. Thdrid®ns are not limited to
circumstances where there is a committed full-digpo¥he restrictions will apply
in the case of a committed part-disposal whereptime-disposal will result in the
investee no longer being an associate. For exanfiga investor acquired a 40%
investment in an investee, thereby making the ieesn associate, and the
investor was committed to dispose of three quamérthis investment, thereby
making the investee no longer an associate, eqoigunting would be prohibited.

5.8 This Standard prohibits an investor from eqaitgounting investments in
associates in circumstances when market value atogusf such investments is
applied and is expressly permitted or required uradether financial reporting
standard. For example, market value accountingbsithdopted for investments in
associates held by investors such as life inswmedssuperannuation schemes in
accordance with applicable financial reporting stadd.

Initial Application of the Equity Method

STANDARD

5.9 When an investment in an associate is acquiraahd the investment is
accounted for using the equity method:

(@) the investment must be recognised at its cost acquisition;

(b) the fair values of the identifiable assets andiabilities of the associate
must be determined at the acquisition date; and

(c) any goodwill or discount on acquisition must beidentified but not
separately recognised.

COMMENTARY

5.10 An investment in an associate is initially igruised at the cost of acquisition.
No adjustment should be made on initial recognif@rany attributable goodwill or
discount on acquisition element. However, the falugs of the identifiable assets
and liabilities of the associate should be deteechins at the acquisition date to
identify any goodwill or discount on acquisitionsanig. This is to ensure that the
effects of goodwill amortisation and/or amended asepreciation/amortisation
amounts can be taken into account in determinirg-aoquisition net surpluses
or deficits of the associate for the purposes gflieation of the equity method.
Guidance on assessment of fair values and the nesasnt of goodwill or discount
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on acquisition is set out in FRS-3Bccounting for Acquisitions Resulting in
Combinations of Entities or Operatians

STANDARD

5.11 When an investee becomes an associate subsatte initial acquisition
of an ownership interest and the investment in thénvestee is accounted for
using the equity method:

(@) the carrying amount of the investment must be @djusted to that amount
which would have been the carrying amount had it baean investment
in an associate since the initial acquisition date;

(b) the amount of the adjustment made to reflect th share of net surpluses
or deficits of the associate since the initial acggition date must be
recognised in the statement of financial performane; and

(c) the amount of the adjustment made to reflect an other movements in
equity of the associate since the initial acquis@h date must be recognised
in the statement of movements in equity.

COMMENTARY

5.12 The purchase of an additional ownership inteseshe occurrence of other
events or transactions may result in an investtaioing significant influence over
an investee.

5.13 Where an investor obtains an ownership intéreah associate in discrete
steps, say, in two tranches of 10 per cent and L.5eye respectively, the carrying
amount of the investment is determined by applyheg equity method in respect
of each separate tranche as at the acquisitionofiaach tranche. This requires a
step-by-step comparison to be made of the cosadf &anche with the investor’s
percentage interest in the fair values of the ifiabte assets and liabilities at each
step. The amount of the adjustment to the carrgimpunt of the investment is
determined by reference to the investor's shareedfsurpluses of the investee,
determined in accordance with paragraph 5.23, aedniestor’'s share of other
post-acquisition revenues and expenses of the tewesrising subsequent to the
acquisition date of each particular tranche. Thedj@stments are illustrated in
Appendix 2 to this Standard.

5.14 The requirement for a step-by-step comparegmplies only with regard to
material acquisitions. When there are a humbemofiaterial acquisitions, it is
appropriate to group a series of such acquisitiotts a single step, and treat the
series in the same way as a single material acipmisit

5.15 It may not always be possible to directly as$as values of the investee’s
identifiable assets and liabilities with regard tmjaisitions of ownership interests
before significant influence is obtained. This nteeythe position in circumstances
when formal fair value assessments were not uridertat the times of acquisitions
that did not lead to significant influence and asessment of fair values can only

2-573.13



FRS-38

be made retrospectively. In such cases, it magpipeopriate to estimate those fair
values on the basis of carrying amounts at thosetgpdn time, adjusted in a

manner consistent with the relationship between tagrgmounts and fair values
at the point significant influence is obtained.

5.16 In some cases, an investee may become aniasssubsequent to the
acquisition of an ownership interest by the investocircumstances where the
investment has previously been accounted by thestov on a market value basis.
In such circumstances, the adjustment necessacprply with paragraph 5.11
will need to be modified to achieve the same pasitis if the investment had
always previously been accounted by the investotoat. This adjustment is
illustrated in Appendix 3 to this Standard.

Subsequent Application of the Equity Method

STANDARD

5.17 In each financial year that the equity methods applied, the carrying

amount of an investment in an associate must be:

(&) increased or decreased to recognise the invessoshare of the post-
acquisition net surplus or deficit of the associatdetermined in accordance
with paragraph 5.23;

(b) decreased for the amount of all dividends receed or receivable from
the associate; and

(c) increased or decreased to recognise the invasteshare of post-acquisition
movements in the associate’s equity, where such nmawents have not
been recognised previously in the statement of fimaial performance of
the associate, or otherwise recognised in the caing amount of the
investment.

COMMENTARY

5.18 When an investment in an investee is not atedufor under the equity
method, the investor recognises dividends receiva@ceivable from the investee
as revenue in its own financial statements. Howeweder the equity method,
dividends received or receivable from an assoaatauld be deducted from the
carrying amount of the investment so that recognitf this portion of the share of
surpluses of the associate is not duplicated.

5.19 Where the associate revalues all or somesaissets after the investor has
acquired its ownership interest and that revaluatwognises asset values already
reflected in the investor's cost of acquisition ghds the carrying amount of the
investment, the carrying amount is not adjustedeftect this movement in the
associate’s equity.
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STANDARD

5.20 Subject to paragraph 5.53, in each financialear that the equity method
is applied, the investor's share of the post-acqut®n net surplus or deficit
of the associate determined in accordance with pagaaph 5.23 must be
recognised in the statement of financial performane, and the investor’s share
of other post-acquisition revenues and expenses tifie associate must be
recognised in the statement of movements in equity.The investor's share
of the post-acquisition net surplus or deficit mustbe recognised as a single
amount, net of any tax and extraordinary items, as component of operating
surplus before tax.

COMMENTARY

5.21 The investor's share of the post-acquisiti@t surplus or deficit of the
associate is to be included in the investor’'s dpegasurplus before tax on a net of
tax and extraordinary items basis. The consequisnitat the amounts of tax and
extraordinary items recognised in the investoraeshent of financial performance
will exclude amounts of tax and extraordinary itemlating to associates.

5.22 The investor's share of other post-acquisitewvenues and expenses of the
associate to be recognised in the investor's seérf movements in equity
will include the investor’'s share of movements ity asset revaluation or foreign
currency translation reserves maintained by thedte and the investor’s share
of adjustments arising from any fundamental errors.

STANDARD

5.23 In applying the equity method, the investor'share of the post-acquisition
net surpluses or deficits of the associate must lbetermined after adjustments
for:

(a) distributions to preference equity holders;

(b) amortisation of goodwill;

(c) revisions in revenues and expenses resultingpf:
(i) discount on acquisition; and/or

(i) differences between the fair values of the iddifiable assets and
liabilities of the associate at acquisition date ah the carrying
amounts of assets and liabilities recognised by thessociate in its
own financial statements;

(d) different accounting policies; and
(e) unrealised gains or losses arising on inter-gtyt transactions.

COMMENTARY

5.24 If, for example, an associate has outstandingulative preference shares,
the investor computes its share of the post-adiprishet surpluses or deficits of
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the associate after adjusting for preference didde whether or not the dividends
have been declared.

5.25 In determining the investor’'s share of thetyaasjuisition net surpluses or
deficits of the associate, the net surpluses dciteEhould be notionally adjusted
to reflect:

(&) goodwill amortisation or revisions in revenuesl &xpenses resulting from
discount on acquisition; and

(b) fair value differences.

For example, an adjustment may be required for edggtion, as a revision in
depreciation can result from both a discount onusitipn and a fair value
difference.

5.26 Adjustments to the investor's share of the suepluses or deficits of the
associate for amortisation of goodwill or a revisioh revenues and expenses
resulting from a discount on acquisition, should deermined in accordance
with the guidance set out in FRS-38ccounting for Acquisitions Resulting in
Combinations of Entities or Operatians

5.27 Adjustments necessary in cases of differentoladng policies and
unrealised gains or losses arising on inter-erttignsactions are explained in
paragraphs 5.33 and 5.35 respectively.

STANDARD

5.28 In applying the equity method, the investor'share of the post-acquisition
movements in the net assets of the associate mustdetermined in accordance
with the investor’'s ownership interest in the assaate.

5.29 In applying the equity method in the case ofraassociate that is a parent
entity, the investor’s share of the post-acquisitio movements in the net assets
of the associate must be based on the net assetsognised in the associate’s
consolidated financial statements.

Reporting Dates

STANDARD

5.30 Wherever practicable, the financial information used for the purposes of
accounting for an investment in an associate usirthe equity method must be
drawn up to the same reporting date as the invest& financial statements.

5.31 Where the financial information used for the prposes of accounting for
an investment in an associate using the equity meitl does not cover the same
reporting period as that of the investor’'s financia statements, the following
requirements must be met:

(a) the associate’s financial information used mustover a reporting period
closest to that of the investor’s financial statenés;
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(b) the difference between reporting dates must b@o more than three
months except in rare circumstances where:

(i) statute fixes an annual balance date of an assate greater than
three months from the reporting date of the investds financial
statements; and

(i)  no reliable interim financial information for the associate covering
a reporting period not more than three months diffeent to that of
the investor is able to be obtained; and

(c) adjustments must be made for the effects of sigicant transactions or
other events that occur during the portion of thosereporting periods
that does not overlap where such transactions or ents would otherwise
have been reflected in the carrying amount of thenvestment in the
associate had the financial statements of the asste used in applying
the equity method been drawn up to the same reporig date as the
investor’s financial statements.

COMMENTARY

5.32 The requirements covering the reporting déténancial statements of an
associate used in applying the equity method arsubstance, identical to those
covering the reporting date of financial statemerfta subsidiary used in preparing
consolidated financial statements. Commentary idiog guidance on these
requirements is set out in FRS-3Consolidating Investments in Subsidiaries

Different Accounting Policies

STANDARD

5.33 In applying the equity method, where the accaiing policies adopted by
an associate are different to those adopted by thevestor and are not required
to be adopted under another financial reporting stadard, adjustments must be
made, where possible, to achieve consistency withet accounting policies of
the investor.

COMMENTARY

5.34 The requirement in paragraph 5.33 applies onkircumstances when the
difference in the associate’s policies would matbriaffect amounts to be included
in the investor’s financial statements through aayion of the equity method.

Inter-Entity Transactions

STANDARD

5.35 In applying the equity method, any unrealisedyains or losses arising
on transactions between the investor or subsidianof the investor and an
associate, or between two associates of the investoust be eliminated from

the financial statements of the investor.
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COMMENTARY

5.36 Where an unrealised gain or loss exists irmafiseciate’s financial statements
as a consequence of a transaction between the assa@oid the investor or

subsidiary of the investor, 100% of the attribuéatgain or loss should be

eliminated before calculation of the investor’'s rehaf the associate’s net surplus
or deficit. Where an unrealised gain or loss existthe financial statements of the
investor or subsidiary of the investor, a percemtafjthe gain or loss equal to the
investor's ownership interest in the associate shdad eliminated. Entries to

achieve these eliminations are illustrated in Appeddo this Standard.

5.37 Where an unrealised gain or loss arises omamsdction between two
associates of the investor, a percentage of the galoss equal to the product of
the investor's ownership interest in each of theoeisses should be eliminated.
For example, where an associate in which a 25% @hieinterest is held, transacts
with an associate in which a 40% ownership inteesield, 10% (.25 x .4) of the
unrealised gain or unrealised loss should be etitath

Cross-Holdings Between Investor and Associate

STANDARD

5.38 In applying the equity method, where an assate holds an interest in
the net assets of the investor, the carrying amouraf the investment in the
associate must be reduced by an amount representirige investor’s indirect
holding in its own net assets. An equivalent adjusient must be made to the
equity of the investor.

COMMENTARY

5.39 When the investor has an indirect holdingself arising from a cross-holding,
adjustments are needed to eliminate, from the tovesshare of the change in net
assets of the associate, the investor's propotoshare of that part of its own
change in net assets which has been recognise@ [agdociate.

5.40 Where the cross-held associate does not #pplgquity method to its interest
in the investor, if no adjustment is made, a dowdenting will arise due to the

inclusion of dividends received or receivable bg tissociate from the investor
included in the associate’s increase in net asséthere the cross-held associate
applies the equity method to its interest in theegtor, if no adjustment is made, a
double counting will arise due to the effect of #esociate having applied the
equity method to determine the carrying amountt®fiivestment in the investor

being included in the associate’s increase in s&tts.

5.41 Adjustments for cross-holdings should be masiaguthe treasury stock
method. The treasury stock method is based oridve that entities involved in
cross-holdings acquire the equivalent of a dirattrest in their own net assets.
Application of the treasury stock method ensure$ thaltiple counting of net

2-573.18



FRS-38

surplus and net assets does not arise. Guidantdeedreasury stock method can
be found in R-116:Accounting for Companies Involved in Cross Holdings

Carrying Amount of the Investment in an Associate

STANDARD

5.42 If, and only if, the recoverable amount of amvestment in an associate is
less than its carrying amount, the carrying amountof the investment must
be written down to its recoverable amount. The wie-down to recoverable
amount must be recognised in the statement of finaral performance.

5.43 The carrying amount of an investment in an assiate that has
previously been written down to recoverable amountin accordance with
paragraph 5.42 must be increased to its current rewerable amount if, and
only if, there has been a change in the estimatesaed to determine the
recoverable amount. The increased carrying amounbf the investment
must not exceed the carrying amount that would havébeen determined if
the write-down to recoverable amount had not occured. The reversal of a
write-down to recoverable amount of an investment mst be recognised in the
statement of financial performance.

COMMENTARY

5.44 The carrying amount of an investment in amaage should not exceed its
recoverable amount. A comparison of carrying anh@md recoverable amount
should therefore be made at each reporting date.

5.45 Where goodwill exists, this will be recognisedpart of the carrying amount
of an investment in an associate to the exterastriot been notionally amortised.
Recognition of a write-down to recoverable amount rtfagrefore include, or
totally relate to, goodwill. Any reversal of a prevs write-down to recoverable
amount in accordance with paragraph 5.43 may theréfzlude, or totally relate
to, a recovery of goodwill. However, the measuremsuibsequent to acquisition,
of goodwill is subject to uncertainty and a subsedurcrease in the recoverable
amount of goodwill is thus likely to be an increasénternally generated goodwill
rather than purchased goodwill. Therefore, any wit@e/n to recoverable amount
should first be applied to the goodwill componentiluthis is exhausted and any
subsequent recovery of a previous write-down to rexae amount should first
be applied to the impaired investment carrying amioexcluding the goodwiill
component, until this is fully recovered. Thatusder this treatment, goodwill is
impaired first and recovered last.

STANDARD

5.46 Where the equity method is applied, the maximm amount at which
an investment in an associate can be recognised tise carrying amount
determined by applying the equity method.

2-573.19



FRS-38

COMMENTARY

5.47 Application of the equity method of accountprgcludes the recognition of
increases in the carrying amount of the investnbrdugh revaluations. This
prevents a combination of equity accounting andketavalue accounting from
being applied with regard to the same investment.

Changes in Investor’'s Ownership Interest

STANDARD

5.48 Where the equity method is applied and the imstor's ownership interest

in an associate is decreased:

(@) the carrying amount of the investment in the asociate must be adjusted
to reflect the decrease in ownership interest;

(b) any loss or gain on the decrease in ownershiptérest must be recognised
in the statement of financial performance; and

(c) the component of the investor's equity arisingfrom recognition of
the investor's share of the associate’s post-acqitisn revenues and
expenses must be adjusted to reflect the decreasedwnership interest
and reclassified in the investor’s equity.

5.49 Where the equity method is applied and the imstor's ownership interest

in an associate is increased:

(@) the carrying amount of the investment in the asociate must be increased
by any cost of acquisition of the increase in ownship interest; and

(b) the equity method must be applied, with referene to the date the increase
in ownership interest is obtained, as follows:
() up until that date based on the ownership integst held prior to

that date; and

(i) subsequent to that date based on the increasdevel of ownership
interest held from that date.

COMMENTARY

5.50 The investor's proportionate ownership intemresin associate may change
due to a sale of part of that interest or a purehafsa further interest by the
investor, or as a result of some other circumstesweh as a further issue or
repurchase of its equity by the associate invohpagies other than the investor.
Where a decrease occurs, adjustments should betmad¢h the carrying amount
of the investment and the component of the invastequity that relates to the
share of the associate’s net assets. These a@justire illustrated in Appendix 5
to this Standard. Where an increase occurs, tiiging amount of the investment
is increased by any cost of purchase, and the yequéthod is applied in
accordance with the respective levels of ownershigh dhering the period.
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Discontinuation of the Equity Method

STANDARD

5.51 The equity method must be discontinued when aimvestee ceases to
qualify as an associate because the investor’'s infince over the investee has
been reduced. Thereafter, where the investment isetained, it must be
accounted for as an investment other than an invesient in an associate. In
these circumstances, the carrying amount of the imstment, as determined by
the equity method, remains the carrying amount oftie investment, subject to
adjustment, determined in accordance with paragraph5.48, to reflect any
decrease in ownership interest. Subsequent distutions from the investee
must be recognised as revenue to the extent thatetyare not already recognised
in the carrying amount of the investment.

COMMENTARY

5.52 For the purposes of determining whether sulesgqdistributions from
the investee are already recognised in the carrgimgunt of the investment,
distributions should be deemed to have been paloegpayable out of surpluses
prior to the date when application of the equity met was discontinued if the
aggregate of those distributions exceeds the iovesthare of accumulated total
recognised revenues and expenses (adjusted fos igrparagraph 5.23) of the
investee for the accounting periods subsequetiatodate.

STANDARD

5.53 Where the equity method is applied and the imstor's share of the
post-acquisition reductions in net assets of an assate exceeds the cost of the
investment less any amounts written off, so that thinvestment is reduced to
zero, the investor must discontinue applying the edty method and must
not recognise as a liability any balance below zerolf the net assets of the
associate subsequently increase, the investor mussume applying the equity
method only after its share of such increase in nedssets equals its share of
any reduction in net assets not recognised duringhé period the equity
method was suspended.

COMMENTARY

5.54 The investment in the associate is the rempréntity’s share in the net
assets of the associate together with any othentedathat are in effect equity.
Circumstances may arise where the investor’'s investrim the associate involves
long-term indebtedness rather than funding solely way of equity. The

indebtedness is frequently permanent in nature, tarde may or may not be
interest flows attached to that indebtedness. Pemafunding, even though
structured as debt, should be treated as equithdégourposes of equity accounting.
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5.55 Paragraph 5.53 prohibits the recognition of &alance below zero in
applying the equity method. However, where the irarebias guaranteed the
obligations of the associate or is otherwise conaditto providing financial
support, such guarantees and commitments shoutddognised or disclosed, as
appropriate, in accordance with the requirementsotbier financial reporting
standards or generally accepted accounting practtog example, any obligation
of the investor concerning a guarantee over olitigatof an associate will need
to be recognised as a provision or, unless theilplitysof sacrifice arising from
such obligation is remote, disclosed as a contingahility, in accordance with
FRS-15:Provisions, Contingent Liabilities and ContingerssAts.

6 DISCLOSURES

STANDARD

6.1 The disclosure requirements in this section ahe Standard apply to
the financial statements of the investor that inclde application of the equity
method, unless the requirement specifically refer¢o the investor's own
financial statements.

6.2 The following information in respect of each gnificant associate must
be disclosed in the investor's own financial stateemts:

(@) the associate’s legal name, country of incorpation where other than
New Zealand and principal activities;

(b) the reporting date, if different from that of the investor;

(c) the investor's ownership interest, if any, astathe associate’s reporting
date, and at the investor’s reporting date (if diferent);

(d) the proportion of voting power held in the assoiate, if different from the
ownership interest held;

(e) the carrying amount of the investment in the aociate;

() the amount of any interest in the net assets dahe investor held by the
associate; and

(g) the fact that the associate’s financial statermés reporting date changed
from that used in applying the equity method in previous years, and the
effect of the change on the investor’s financial atements, if appropriate.

COMMENTARY

6.3 Where a difference exists between reportinggjat may also be necessary
to include additional information in the investofisancial statements by way of
note. This note would disclose significant eventstransactions which have
occurred since the date of the associate’s preVinaacial statements where these
events or transactions could materially affectghgformance or financial position
of the associate for the subsequent accountinggheri
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6.4 For the purposes of the application of pardg@g, a significant associate is
an associate that is material to the entity repgri terms of either size or nature.
The entity reporting will be the group where the a&ste is equity accounted in

the group financial statements and the investor atthe associate is equity
accounted in either the investor’s financial staeta or a separate set of financial
statements.

6.5 In assessing significance based on size, caragidn should be given to the
proportion of the recognised or unrecognised firnelements of the associate
to the corresponding financial elements of thetgngporting. This assessment
should include consideration of the impact on thete reporting of any potential
transaction or event that may arise in the coufsleeoassociate’s activities.

6.6 In assessing significance based on naturejdamasion should be given to
how much the activities undertaken by the assoditer from those undertaken
by the entity reporting. The greater the diffenthe more likely it is that
an associate will be significant based on nature. mhny cases, details of an
associate that undertakes different activities it entity reporting will be of
high information value when the associate is natiigant based on size, because
relevant information may then be excluded from segment disclosures of the
entity reporting.

STANDARD

6.7 Disclosure must be given, on an aggregate basi$,the investor's share
of its associates”:

(@) contingent assets and contingent liabilities;ral

(b) amounts committed for future capital expenditure.

6.8 Disclosure must be given, in the investor's owfinancial statements, of
the aggregate amount of all liabilities of associas for which the investor is
jointly and severally liable.

6.9 Where the equity method is applied to investmés in associates, the
following information must be disclosed on an aggmgate basis:

(@) the amount of the investor’s share of the assiates’:
(i) operating surpluses or deficits;
(ii) tax expense attributable to operating surpluse or deficits;
(iii) extraordinary items; and
(iv) total recognised revenues and expenses othéran net surpluses or
deficits;

(b) the movements in the carrying amount of invest@nts in associates,
separately identifying the carrying amount as at tle beginning and end
of the period, the amounts of new investments, disgals, share of total
recognised revenues and expenses, dividends, andestmovements;
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(©
(d)

(e)

the amount of goodwill included in the carryingamount of investments
in associates as at the beginning and end of therjuel;

the financial effects of events or transactions/hich have occurred after
the reporting date of an associate and which couldchaterially affect the

financial position or operating performance of that associate for the
subsequent accounting period;

where adjustments to eliminate the effect of fferent accounting policies
cannot be made, the nature of the differences;

() the gross amount of goodwill and the accumulatecamortisation of
goodwill (including accumulated impairment write-downs net of any
reinstated amounts) at the end of the period;

(g) the amount of any goodwill or other asset writterdown due to impairment
in the current period; and

(h) the amount of any goodwill or other asset writterdown due to impairment
in a previous period that has been reinstated durig the current period.

COMMENTARY

6.10 Disclosure of the nature of any unadjustecetifices in accounting policies
used is meaningful where it is supplemented by mé&dion as to the proportions
of assets and liabilities to which different accangtpolicies have been applied
with regard to the assets and liabilities of albasstes.

STANDARD
6.11 The following information must be separately idclosed:

@)
(b)
(©

(d)

7

the legal name of any entity that became an assate during the reporting

period, and the corresponding date;

the legal name of any entity that ceased to ben associate during the
reporting period, and the corresponding date;

the legal name of any associate in which, ateghinvestor’s reporting date,
the ownership interest attributable to the investoris less than 20 per
cent, together with an explanation of how significat influence exists;
and

the legal name of any entity in which, at thernivestor’s reporting date,

the ownership interest attributable to the investoris 20 per cent or
more but which is not an associate of that investoprtogether with an

explanation of why significant influence does notxst.

TRANSITIONAL PROVISIONS

STANDARD

7.1 Comparative figures are not required to be preseed in the first period
of application of this Standard with regard to items required under this
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Standard that have not been disclosed in the entitygeneral purpose financial
statements of the prior period.

COMMENTARY

7.2 The disclosure of comparative figures thatrererequired as a consequence
of paragraph 7.1 is encouraged.

STANDARD

7.3 Subject to paragraph 7.5, where an associate dfie investor at the
beginning of the period to which this Standard is ifst applied has been
previously accounted for under the equity method ofccounting, the carrying
amount of the investment at the end of the periodimediately prior to that to

which this Standard is first applied is deemed to &ve been determined in
accordance with this Standard.

7.4 Where an associate of the investor at the beging of the period to
which this Standard is first applied has not been gviously accounted for
under the equity method of accounting up to this the, the carrying amount of
the investment must be adjusted to the amount thatvould have been the
carrying amount at the end of the period immediatg} prior to that to which

this Standard is first applied had the requirementsof this Standard been
applicable from the acquisition date of the investrant. The amount of this
adjustment must be recognised in the statement of swements in equity as
an adjustment against equity at the beginning of ta period to which this
Standard is first applied, and relevant portions of this amount must be
included in any components of equity that are sepately disclosed.

7.5 Where, at the beginning of the period to whichthis Standard is first
applied, goodwill attributable to associates is sepately recognised, such
goodwill must be reclassified as part of the carryig amount of investments in
associates.

COMMENTARY

7.6 This Standard requires goodwill attributabl¢ht® acquisition of an associate
to be recognised as part of the carrying amouih@investment and not separately
recognised. This differs from the position in theedecessor standard to this
Standard which required such goodwill to be recoghasea separate asset. This
Standard therefore requires any remaining such witlo be transferred to the
investment carrying amount for prospective predemta

7.7 Any goodwill included in the carrying amountaof investment in an associate
covered by paragraphs 7.3 and 7.4 is to be notioaaiortised over its remaining
useful life as determined in accordance with than8ard.
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APPENDIX 1

Comparison of FRS-38 with International and Australian Accounting
Standards

This comparison appendix was prepared as at 20 A@§@dt and deals only with

significant differences between the standards. ddmaparison is produced for
information purposes only and does not form pathefstandards in FRS-38.

Accounting standards are promulgated internationbjlyboth the International
Accounting Standards Board (IASB) and the Public @e@ommittee of the
International Federation of Accountants (IFAC PSC).

The International and Australian accounting stanslammimparable with FRS-38
are:

IASB
. IAS 28 (revised 2000)Accounting for Investments in Associates

IFAC PSC
. IPSAS-7 (2000):Accounting for Investments in Associates

AUSTRALIA
. AASB 1016 (1997):Accounting for Investments in Associates

. AAS 14 (1997): Accounting for Investments in Associates

The requirements of AAS 14 are identical to thosAAEB 1016 other than with

regard to minor differences in scope and terminplog this appendix, a reference
to a requirement of AASB 1016 should be interpretedaareference to a
requirement of AAS 14 also.

There is substantial agreement among these standaddFRS-38. The following
summarises the significant differences between FRAASB 1016, IAS 28, and
IPSAS-7.

Treatment in Separate Financial Statements of thenlvestor

AASB 1016, IAS-28, IPSAS-7 and FRS-38 all require tleity method to be
applied in the consolidated financial statementstteé investor. However,
differences exist amongst the three standards wetpard to the treatment
requirements in the separate financial statemdriteednvestor.

AASB 1016 requires the cost method to be appliethéninvestor’s own financial
statements, except where consolidated financiaérsatts are not prepared, in
which case the equity method is to be applied. ASalRBvs either the equity
method or the cost method to be applied in thestors own financial statements.
IPSAS-7 requires either the equity method or the stethod to be applied in the
investor's own financial statements, according tacWwhmethod is used in the
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consolidated financial statements, or which methodlgvbe required to be used if
consolidated financial statements were preparedS-BR provides that where an
investor does not have subsidiaries, the investsstrapply the equity method in
either its own financial statements or in a sepasateof financial statements that
are in addition to its own financial statements.

Impairment

Both AASB 1016 and FRS-38 require a write-down whendher recoverable
amount of the investment in an associate fallsvoéls carrying amount. 1AS-28
and IPSAS-7 both refer to standards covering impaitm For IAS 28, this
involves application of IAS 3@mpairment of Assetsvhich is consistent with the
requirements in AASB 1016 (subject to the differenicelw) and FRS-38. For
IPSAS-7, this involves application of other relevardtional or international
standards.

AASB 1016 defines recoverable amount as the expextazlint to be recovered
through continued use and subsequent disposakadddket. In contrast, FRS-38,
and by extension IAS 28, define recoverable amosartha greater of net market
value and value-in-use, with different measuremeasesponding to the two
separate components. However, the practical effe¢che difference between
AASB 1016 and FRS-38/IAS 28 in definition of recovdeaamount is unlikely to
be significant.

The reinstatement provisions contained in FRS-38 @msistent with IAS-36

which permits the reversal of a write-down for impanh only to the extent

that there has been a change in the estimatestagitermine the amount of the
write-down. This differs from AASB 1016, which does mestrict the reversal of

impairment write-downs to specific circumstances.

Definition of Associate

AASB 1016 includes in its definition of associate thequirement that the
investment not be acquired and held exclusively &ithew to disposal in the near
future. 1AS 28, IPSAS-7, and FRS-38 do not limit tiedinition of associate with

this requirement. However, a similar result is stidhieved between the four
standards since IAS 28, IPSAS-7, and FRS-38 exchudd temporarily held

associates in establishing the requirement to appglyquity method.

IAS 28 and IPSAS-7 also preclude an associate whieatgs under long-term
restrictions that significantly impair its ability transfer funds to the investor,
from being accounted for under the equity meth8dch circumstances are raised
as a presumption that significant influence doesapply under both AASB 1016
and FRS-38.
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Relationship Between Equity and Market Value Accountig

In financial statements subject to the equity meftmmth AASB 1016 and FRS-38
prohibit the application of market value accountiogassociates instead of the
equity method except when the ability to apply markelue accounting to

associates is expressly permitted or required uadether accounting standard.
IAS 28 and IPSAS-7 do not consider the relationshépvben application of

the equity method and market value accounting &paates in the investor's
consolidated financial statements. However, both 28Sand IPSAS-7 permit

associates to be accounted for as investments eninestor's own financial

statements as an alternative to the equity methdldeocost method.

Extent of Guidance in Application of the Equity Method

Both AASB 1016 and FRS-38 include extensive guidawi@ regard to the
application of the equity method whereas guidancéA® 28 and IPSAS-7 is
limited. Additional guidance in FRS-38 that is mwontained in the other standards
covers:

. situations of inability to determine fair valuesida

. the specific approach to deal with cross-holdings.

Disclosures

IAS 28 and IPSAS-7 require limited disclosures conicgy investments in

associates. In contrast, both AASB 1016 and FRS=88ire extensive levels of
disclosure. Additional disclosures required by AASBL6 and FRS-38 include
details of associates’ capital commitments, craddihgs, certain components of
changes in associates’ net assets, movements igingaramounts, and any
differences in investor and associate reportinggiahd accounting policies.
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APPENDIX 2

Investee Becoming an Associate Subsequent to Initidtquisition

The content of this appendix is included for iltative purposes only and does not
form part of the Financial Reporting Standard.

This appendix illustrates the adjustment requiraden FRS-38, paragraph 5.11,
when an investee becomes an associate subsequéetitotial acquisition of an
ownership interest by the investor.

An investor acquired a ten percent interest in amstee on 1 January X1 for
$76,000. As at this date the fair value of the asgets of the investee was
$700,000 and comprised contributed capital of 3800, asset revaluation reserve
of $100,000 (arising from revaluation made as aD&tember X0) and retained
net surpluses of $100,000. A further fifteen petdeterest was acquired on
31 December X3 for $168,000. Significant influene@éhieved on 31 December
X3. At this date the fair value of the net assetthefinvestee was $920,000 and
comprised contributed capital $500,000, asset vaw@n reserve $200,000 and
retained net surpluses $220,000.

The investor had applied the cost method to acctamits investment made at
1 January X1. The investor’s accounting policyasatmortise goodwill over the
period of benefit, which in this case is three years

The investee, which had revalued its non-currengtasas at 31 December X2,
reported net surpluses of $80,000, $60,000, and,$00 in the years ended
December X1, X2 and X3. Dividends from post-acquisitiehsurpluses received
by the investor were $4,000 in each year.

FRS-38, paragraph 5.11, requires:

(&) the carrying amount of the investment must be @djusted to that amount
which would have been the carrying amount had it baean investment
in an associate since the initial acquisition date;

(b) the amount of the adjustment made to reflect th share of net surpluses
or deficits of the associate since the initial acdgition date must be
recognised in the statement of financial performane, and

(c) the amount of the adjustment made to reflect another movements in
equity of the associate since the initial acquisin date must be
recognised in the statement of movements in equity.

The amount of the adjustment to the carrying amaidirthe investment made at
31 December X3 would be determined as follows:
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(€) Acquisition of 10% interest: 1 January X1

Consideration paid $76,000
Share of net assets acquired $70,000
Goodwill $6,000

(b) Acquisition of 15% interest: 31 December X3

Consideration paid $168,000
Share of net assets acquired $138,000
Goodwill $30,000

At 31 December X3 the carrying amount of the investmenthe financial
statements of the investor would be $244,000 ($16408168,000) under the cost
method. For the purposes of accounting in the aateted financial statements,
or in additional financial statements of the ineest it is not a parent, the carrying
amount would be adjusted as follows:

Debit Credit
Investment 16,000
Operating Revenue 6,000
Asset Revaluation Reserve 10,000

The change in the carrying amount of the investragses from:

@) restating recognised revenues as an adjustment
investments in associates

Dividends received or receivable (12,000)

(b) recognition of the share of net surpluses pasgtisition of
tranche 1, now to be equity accounted
$240,000 x 10% 24,000

Less: adjustments to reflect amortisation of godicsinice

acquisition
$2,000 per year for 3 years (6,000)
Net adjustment to statement of financial perforneanc 6,000
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recognition of the share of movement in assealuation
reserve occurring post-acquisition of tranche 1y tmbe
equity accounted

$100,000 x 10%

Total increase in the equity accounted carryinguam of
the investment

FRS-38

10,000

$16,000
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APPENDIX 3

Change From Market Value Accounting to Equity Accounthng

The content of this appendix is included for iltative purposes only and does not
form part of the Financial Reporting Standard.

This appendix illustrates the adjustment and d&aie required where an investee
has become an associate subsequent to the inigglisition of an ownership
interest by the investor in circumstances whereitft@al ownership interest has
been accounted by the investor on a market valsis.ba

Following are the statement of financial positions ghare prices of Investee Ltd
at various dates. All assets and liabilities acegaised at fair values.

1/4/X0| 31/3/X1| 31/3/X2

Equity
— contributed capital (100 shares issued @ $2) 200 200 200
— retained earnings 100 140 200
— revaluation reserve 100 160 200
400 500 600
Assets 1000 1200 1400
Liabilities (600 (700 (800
400 500 600
Share price $4.50 $5.20 $6.40

Investor Ltd purchases 10% of the shares in Ineelste on 1/4/X0 (at $4.50 each)
for $45 and purchases a further 30% of the sharésviestee Ltd on 31/3/X2 (at
$6.40 each) for $192.

Assume the following:

. Investor Ltd’s balance date is 31/3.

. Investor Ltd accounted for its investment in Ineest.td at market value in
Investor Ltd’s 31/3/X1 financial statements — realan increment was $7
(10 shares @ ($5.20 — $4.50)).

. The useful life of any purchased goodwill in Investad is five years.

. Investee Ltd became an associate of Investor loioh f81/3/X2 as a result of
Investor Ltd holding a 40% interest in Investee. Ltd
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Under FRS-38, Investor Ltd is required to equity cagd its investment in
7Investee Ltd in its 31/3/X2 financial statemenés adjustment will therefore be
required in Investor Ltd’s 31/3/X2 financial statemeeto incorporate the effect of
the step acquisition in accordance with FRS-38, graph 5.11 (see example in
Appendix 2). However, this adjustment will need tonbedified to take account
of the effect of the recognition by Investor Ltditsf 10% interest in Investee Ltd at
market value in the 31/3/X1 year. The following woiks show how the required
entry in the 31/3/X2 financial statements of Invedtinl may be arrived at.

Position in Investor Ltd’s financial statementd&/X2 prior to adjustment:

Investment in Investee Ltd (asset) (45 + 7 + 192) 44 pr
Investment revaluation reserve (equity) 7Cr

Calculation of adjustment under paragraph 5.11 HB3/32 assuming 10%
investment carried at cost:

Equity at | Equity at | Movement  10% Notional |Recognise
acquisition acquisitionn  from share of |amortistion| movement
of 10% of 30% | 1/4/X0 to |movement of goodwill
interest | interest | 31/3/X2 (2 years)
1/4/X0 31/3/X2

Investee Ltd Equity

— contributed capital 200 200 - - - -
— retained earnings 1p0 200 100 10 (2)l 8
— revaluation reserve 100 200 100 10 - 10
1 Calculation of notional goodwill (and annual ansation) on the
10% acquisition is:
Fair value of equity 400
% of fair value 40
Cost of acquisition 45
Notional goodwiill 5
Annual amortisation (five year life) 1
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Calculation of adjustment required at 31/3/X2:

Investor Ltd financial | Position at 31/3/X2 after] Actual position at |Adjustmen
statements paragraph 5.11 adjustment 31/3/X2 (market |required ai
(amounts relating to | assuming no market valdevalue accounting of 31/3/X2
Investee Ltd) accounting of 10% 10% investment af
investment 31/3/X1)
Equity
— retained earnings 8 - 8
— asset revaluation reserve 10 - 10
— investment revaluation
reserve - 7 (7)
Assets
Investment in Investee Ltd 255 244 11
Journal entry by Investor:
Debit Credit
$ $
Investment Revaluation Reserve 7,000
Investment in Associate 7,000
Notional journal entry:
Debit Credit
$ $
Investment 18,000
Retained Earnings 8,000
Investment Revaluation Reserve 10,000
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Disclosure in Investor Ltd’s financial statements a81/3/X2:

Statement of Financial Position

Non-current assets — Investment in Investee Ltd r{sée) 255
Equity —included in retained earnings 8
—included in asset revaluation reserve 10

Statement of Movements in Equity

Total recognised revenues and expenses — shangeasftée Ltd
asset Revaluation reserve for period 1/4/X0 to XR3see note) 3

Statement of Financial Performance

Operating revenue — share of Investee Ltd net ssifpluperiod
1/4/X0 to 31/3/X2 (see note) 8

Note

At 31/3/X2, Investor Ltd had a 40% holding in asstilmvestee Ltd which is

required, by FRS-38\ccounting for Investments in Associatesbe accounted for
under the equity method of accounting. 30% was ie@djwon 31/3/X2 for $192.

In the 31/3/X1 year, Investor Ltd recognised its 1Bfestment at market value
with the movement in market value recognised in awvestment revaluation

reserve. The 30% acquisition necessitates antatjns to equity account the 10%
holding for the 31/3/X1 and 31/3/X2 years. Amountoghised in Investor Ltd’s

statement of financial performance and statememh@iements in equity during
the 31/3/X2 period incorporate a reversal of the381 investment revaluation

movement arising from Investor Ltd's previous pwlim account for its 10%

investment at market value.

Details of amounts recognised are:
Amounts recognised relating to Investee Ltd’s swglam 1/4/X0—

31/3/X2 8
Amounts recognised relating to movements in Investds asset
revaluation reserve from 1/4/X0-31/3/X2 10
Adjustment for amounts recognised in investmentltation reserve
from 1/4/X0-31/3/X2 (.
11

2-573.35



FRS-38

APPENDIX 4

Inter-Entity Transactions

The content of this appendix is included for iltative purposes only and does not
form part of the Financial Reporting Standard.

This appendix illustrates the adjustment requieeliminate unrealised gains or
losses arising on transactions between an investbiita investee in accordance
with FRS-38, paragraph 5.35, as explained in papéigba36.

Investor has a 40% interest in an associate. Hsec@te’'s current year net
surplus is $10,000. There are no other movementhd associate’s equity and
there are no fair value or goodwill amortisation ustinents to be made in
determining the investor's share of the associgte'st-acquisition movement in
equity for the period.

During the current year goods having a cost pric&8&F0 were sold for $2,000
between the investor and the associate. None oé thesds had been resold at
balance date.

FRS-38, paragraph 5.36 states:

Where an unrealised gain or loss exists in thedate's financial statements
as a consequence of a transaction between the agsaod the investor or
subsidiary of the investor, 100% of the attribuéabhin or loss should be
eliminated before calculation of the investor’'s rehaf the associate’s net
surplus or deficit. Where an unrealised gain @slexists in the financial
statements of the investor or subsidiary of theestor, a percentage of the
gain or loss equal to the investor’'s ownershipregein the associate should
be eliminated.

The guidance in paragraph 5.36 may be illustradguthe above example as
follows.

Situation 1 — Sale from associate to investor

Assume the sale of the goods is from the asso@adteetinvestor (up-stream sale).
Given that all $1,200 profit on the sale is unredlisn the associate’s financial
statements, the entry to record the investor'seslodithe associate’s net surplus
will incorporate the adjustment to eliminate theaatised profit included in the

associate’s net surplus of $10,000. The entrg ikows:

Journal entry by Investor:

Debit Credit
Dr Investment in associate 3,520
Cr Operating revenue
(statement of financial performance) 3,520

(Calculation is 40% x (10,000 — 1,200) = 3,520)
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Situation 2 — Sale from investor to associate

Assume the sale of the goods is from the investdhéoassociate (down-stream
sale). Given that all $1,200 profit on the saleuigealised in the investor's
financial statements, the entry to record the itorés share of the associate’s net
surplus will be unaffected by the unrealised profitowever, an additional entry
will be necessary to remove the effects of the uisesh profit from the investor’s
earnings included in the group financial statemehtswever, the unrealised profit
adjustment is limited to the investor's ownershigeiast in the associate. The
entries are as follows:

Journal entries by Investor:

Debit Credit
Dr Investment in associate 4,000
Cr Operating revenue
(statement of financial performance) 4,000
(Calculation is 40% x 10,000 = 4,000)

Dr Operating surplus
((statement of financial performance)) 480

Cr Investment in associate 480
(Calculation is 40% x 1,200 = 480)

The limitation of the unrealised profit adjustmémthe investor's ownership interest
in the associate ensures that the same eliminfriongroup earnings arises whether
the sale is up-stream or down-stream. Thus, thesamings included in group

earnings for the period and the investment carryamgount are the same in

situations 1 and 2. The difference in treatmeniceons the calculation of the

equity earnings.
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APPENDIX 5

Decrease In Ownership Interest

The content of this appendix is included for iltative purposes only and does not
form part of the Financial Reporting Standard.

This appendix illustrates the adjustment requiraden FRS-38, paragraph 5.48,
when the investor's ownership interest in an assedateduced.

Investor Ltd holds a 40% interest in Investee Litd énvestee Ltd is an associate
of Investor Ltd. Investor Ltd purchased its 40%iast on 1/4/X0 and has accounted
for its investment using the equity method in adeorce with FRS-38. Following
is the position regarding its investment in Invest#d in Investor Ltd’s financial
statements at 31/3/X3:

Statement of Financial Position of Investor LimitatH its Associate

Non-current assets — Investment in Investee Ltd 300
Equity —included in retained earnings 40
—included in asset revaluation reserve 30

Assume purchased goodwill included in the cost otisitipn of the 40% holding
was $20 and the useful life of the purchased goodsiiile years.

On 1/4/X3, Investor Ltd sold half its 40% holdingliwvestee Ltd for $160 cash.

FRS-38, paragraph 5.48, requires:

(@ an adjustment to the carrying amount of theestwment to reflect the
proportionate reduction;

(b) recognition in the statement of financial pemiance of any loss or gain on
disposal; and

(c) a reclassification in equity of the attributalpportion of the share of the
associate’s equity.
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The adjustments required on 1/4/X3 in accordande péragraph 5.48 are therefore:

Debit Credit
Bank 160
Investment in Investee Ltd (half of $300) 150
Gain on disposal
(Statement of financial performance) ($160-$150) 10

(to record the reduction in the carrying amounttbé investment and the gain
arising from the disposal of the 20% holding, in @c@ance with FRS-38,
paragraph 5.48(a) and (b)).

Debit Credit

Retained earnings (attributable to associate) @ia#0) 20
Asset revaluation reserve (attributable to assgciate
(half of $30) 15
Retained earnings (attributable to investor) 35

(to record the reclassification in the Investorguéty of the previously recognised
share of the associate’s equity attributable to dligposal of the 20% holding, in
accordance with FRS-38, paragraph 5.48(c)).

After the above adjustments, the carrying amourheéstor Ltd’'s investment in
Investee Ltd is $150. This amount includes a matiqunamortised) goodwill
component of $4 [50% x (20 - 3 x 4)]. Treatmemtsinvestor Ltd's 31/3/X4
financial statements (assuming no other acquisitmrdisposals) will then be:

If Investee Ltd remains an associate

If Investee Ltd remains an associate of Investar dfter the disposal of the 20%
holding, Investor Ltd will equity account its 20%ask of the movement in
Investee’s equity from 1/4/X3 — 31/3/X4. Recognitmfrinvestor Ltd’'s 20% share
of Investee Ltd’'s net surplus as operating revemuénvestor Ltd's statement
of financial performance will be adjusted for thdiooal amortisation of goodwill

of $2.

If Investee Ltd does not remain an associate

If Investee Ltd is no longer an associate of Inwesitd after the disposal of the
20% holding, Investor Ltd will account for its remaig 20% holding as a simple
investment. In accordance with paragraph 5.51,ctveying amount after the
adjustment at 1/4/X4 (pursuant to paragraph 5.48pmes the carrying amount of
the investment. The investment may then subselyueataccounted for either at
cost or at market value. If the investment is acted for at market value, at
31/3/X4 the carrying amount will be revalued and tegaluation movement
recognised in an investment revaluation resenaugir the statement of movements
in equity.
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