
 

 

 

 

 

 

 

 

20 March 2009 

 

International Accounting Standards Board 

30 Cannon Street 

LONDON EC4M 6XH 

United Kingdom 

Email: CommentLetters@iasb.org 

 

Dear Sir/Madam 

 

SAICA INVESTMENT MANAGEMENT PROJECT GROUP SUBMISSION ON 

EXPOSURE DRAFT ED 10 CONSOLIDATED FINANCIAL STATEMENTS 

 

In response to your request for comments on the IASB’s exposure draft, ED 10 

Consolidated Financial Statements (ED 10), attached is the comment letter prepared by 

the Investment Management Project Group (IMPG) of The South African Institute of 

Chartered Accountants (SAICA).   

 

We thank you for the opportunity to provide comments on this document. 

 

Please do not hesitate to contact us should you wish to discuss any of our comments. 

 

 

Yours sincerely 

 

Pierre de Villiers     Yusuf Dukander 

Chairman: SAICA Investment Project Director: Financial Services 

Management Project Group     SAICA 

PO Box 59875      PO Box 59875 

Kengray      Kengray 

2100       2100 

Tel: (011) 797 5368     Tel: (011) 621 6635 

Email: pierre.e.de.villiers@za.pwc.com   Email: yusufd@saica.co.za  
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General Comments 

 

The proposals in ED 10 do not adequately address concerns the industry has in respect of 

consolidation.  

 

We would like to articulate our concerns regarding the application of the consolidation 

method of accounting by investment funds (including private equity, hedge funds, 

collective investment schemes, etc) reporting under IFRS. It has been a long established 

practice, globally and in South Africa, that investment funds do not consolidate 

investments in controlled subsidiaries. This practice is based on the view that accounting 

by investment funds for all assets and liabilities, including controlled subsidiaries, as 

investments at fair value provides the most relevant information to users of financial 

statements. 

 

Our answers to the specific questions are included below together with other additional 

comments on the proposals. 
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Specific Comments 

Question 1 

Do you think that the proposed control definition could be applied to all entities within 

the scope of IAS 27 as well as those within the scope of SIC-12? If not, what are the 

application difficulties? 

 

We do not feel that the proposed definition of control could be applied to all entities 

within the scope of IAS 27 and SIC-12. In particular we do not believe that the principle 

of consolidation is appropriate to users of financial statements of investment funds. 

 

We believe that investors, who are the principal users of the financial statements of 

investment funds, typically evaluate the performance of the investment fund based on 

changes in net asset value. As such the use of fair value for the investments of the 

investment funds is the most relevant measure to report to investors. 

 

Paragraph 1 of IAS 28 Investment in Associates (IAS 28) and para 1 of IAS 31 Interests 

in Joint Ventures (IAS 31) confirms that the use of fair value as a measurement basis 

provides the most meaningful information for investment fund financial statement users 

in respect of both associates and joint ventures. We question why the IASB has agreed 

with industry participants on the use of fair value as the measurement basis for associates 

and joint ventures, but not for controlled investments. 

 

ED 10 contends that consolidation of controlled entities is appropriate because an entity 

should report the assets and liabilities of an entity it controls, provided the entity is able 

to use its control to generate returns for itself. As the entity and entities it controls are 

viewed as representing a single reporting entity, it is irrelevant whether an asset is held by 

the parent or a controlled entity. The reporting entity should therefore present the 

respective assets and liabilities in its financial statements and measure it in accordance 

with the IFRS applicable for that asset or liability.  

 

In certain cases, the IFRS applicable to particular assets or liabilities of a controlled 

investment will result in the measurement of those assets or liabilities based on their 

historical costs, rather than fair value. This will result in the change in the fair value of 

the assets or liabilities being recognised on a different basis and potentially a different 

period in which the change actually occurs. We believe that delayed recognition of 

changes in fair values of assets and liabilities of controlled investments is inappropriate in 

an investment fund, where the most relevant information is the realisable value of those 

assets and liabilities as well as the liquidity of those assets and liabilities. We believe that 

delaying recognition of changes in fair value of all assets and liabilities of controlled 

investments would be misleading and would not meet the needs of most investors.   

 

It is in reality not the fair value of the underlying assets and liabilities of the controlled 

investment that are of interest to the investor in the investment fund, but the fair value of 

the controlled investment as a whole rather than its constituent parts. A further 

complication arises in that the fair value of an equity investment in a controlled 

investment will most likely not be equal to the fair value of its underlying assets and 

liabilities, which is especially evident in the current economic crisis. Accordingly, unless 
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investment funds account for their interests in controlled investments as investments at 

fair value, the resultant net asset value of the fund will not represent the current net 

realisable value of the investments in the fund which is the most important information 

that an investor in the fund would require. 

 

Investors in investment funds are generally able to put their units or shares back to the 

fund in return for their pro-rata share of the current market value of the investment fund’s 

net assets and hence the importance of the net assets of the investment fund representing 

the net realisable value of the assets and liabilities of the investment fund at any point in 

time. This also limits the ability of an investment fund to control its financing and as a 

result an investment fund is likely to experience significant changes in its investments on 

an ongoing basis to align its investments with its investors contributions to the fund and it 

is therefore likely to experience constant variability in the extent of its investment in 

investee entities. Where there are frequent changes in the level of ownership in an 

investee entity, there is a distinct possibility that changes in the extent of influence over 

an investee may result in circumstances where control may temporarily exist. Financial 

statements become less useful if there are frequent changes in the method of accounting 

for an investment.   

 

In light of the above, we do not believe that the principals and the basis for conclusions 

currently included in ED 10 provide a compelling basis for consolidation of investee 

entities by an investment fund and believe that a limited scope exclusion similar to IAS 

28 and IAS 31, that allows an investor such as an investment fund, to account for its 

investments at fair value, would enhance the financial statements of an investment fund 

prepared under IFRS and would be a move to make IFRS a framework relevant to the 

investment funds industry. 

Question 2 

Is the control principle as articulated in the draft IFRS an appropriate basis for 

consolidation? 

 

We do not believe that the control principle in the draft IFRS is an appropriate basis for 

consolidation in all instances in the investment management industry. 

 

ED 10 requires a reporting entity to assess control continuously. Continuous assessment 

of control of an investment fund is problematic for a reporting entity, due to the fact that 

the “ownership” of the reporting entity may fluctuate; due to factors outside of its control. 

This is applicable to any reporting entity investing in an investment fund as well as to the 

fund manager.  

 

A fund manager, who provided seed capital to an investment fund at inception, will be 

the only investor initially; and its investment may reduce over time as more units are 

issued. The investment may potentially reduce to a relatively small interest in the fund 

possibly without a change in the fund manager’s power to direct the activities of the 

investment fund. In these circumstances the fund manager will have to continue to 

consolidate the investment fund in which they have relatively small holdings. We believe 

that this may be misleading and result in a lack of comparability between financial 

statements of fund managers. 
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We would suggest that a provision be made for situations where control is temporary in 

nature as well as an amendment to para 16 of ED 10, to allow for situations where the 

reporting entity’s interest has changed significantly but without a change in the reporting 

entity’s power to direct the activities of the other entity.  

 

Our responses to Question 1 and 5 are relevant here but have not been repeated.  

Question 3 

Are the requirements and guidance regarding the assessment of control sufficient to 

enable the consistent application of the control definition? If not, why not? What 

additional guidance is needed or what guidance should be removed? 

 

We have some concerns that the requirements and guidance may not result in the 

consistent or appropriate application of control in all circumstances and in particular in 

the investment management industry. 

 

Our responses to Question 1 and 5 are relevant here but have not been repeated.  

Question 4 

Do you agree with the Board’s proposals regarding options and convertible instruments 

when assessing control of an entity? If not, please describe in what situations, if any, you 

think that options or convertible instruments would give the option holder the power to 

direct the activities of an entity? 

 

We have not commented on this question as it does not have implications specific to the 

investment management industry.  

Question 5 

Do you agree with the Board’s proposals for situations in which a party holds voting 

rights both directly and on behalf of other parties as an agent? If not, please describe the 

circumstances in which the proposals would lead to an inappropriate consolidation 

outcome. 

 

We have described circumstances below in the investment management industry where 

we believe that an inappropriate consolidation outcome may arise. 

 

The introduction of the agent principal into the definition of control is welcomed. ED 10 

clarifies that an entity acting solely as an agent does not have power to direct the 

activities of another entity. An agent is defined as a party engaged to act on behalf of 

another party or parties. It further states that the agent must use any decision-making 

ability to generate returns primarily for these other parties. There will be instances in the 

investment management industry where the investment manager acts in a dual role. We 

are concerned that in these situations, returns and power may not always be correlated as 

anticipated by ED 10 Para 13. We believe that there will be situations, especially when it 

comes to fiduciary duties, in which there is no quantitative correlation between returns 

and the control over the assets of the entity. 
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Such a situation could arise where an investment manager who owns units in an 

investment fund that it manages and might therefore receive more returns than any other 

investor in the investment fund. Notwithstanding the fact that the investment manager has 

an investment in the fund, it will still be acting in a fiduciary capacity because under the 

legal framework in which the fund operates it will be required to act solely in the interests 

of the investors. Therefore, even if the investment manager has a significant investment 

in the fund the level of returns received by the investment manager is not an indicator that 

the fund manager has the power to direct the activities of the fund to generate returns 

primarily for itself. 

 

We believe that consolidation of an investment fund by a fund manager acting in a 

fiduciary capacity and who may receive more returns than any other investor as a result 

of an investment in the fund as well as other forms of income derived from the fund 

would not be appropriate in all situations.     

 

We believe that the following characteristics of investment funds support this view: 

 

• The fund manager has a responsibility to act in a fiduciary capacity, acting solely 

and at all times in the best interests of the principals i.e. investors in the fund. 

• The fund manager’s fiduciary capacity is governed by an agreement, i.e. an 

information memorandum or a prospectus, or by law, which limits the fund 

manager’s activities to what is in the best interests of the investors. 

• The remuneration that the fund manager receives is a remuneration for the 

services it performs by means of a management fee or performance fee that is 

commensurate with the services that it provides. 

• The assets of an investment fund are normally required to be segregated from the 

fund manager’s own assets. 

• The fund manager does not have the right to lay a claim on any specific asset or to 

use the assets of the investment fund to get access to liquidity. 

• The information memorandum, prospectus or law generally limits the ability of 

the fund manager to direct the activities of the fund. 

• Where a fund manager sets up the fund structure and provides some start-up 

capital (“seed capital”), this seed capital is only intended to start the fund and will 

usually be redeemed in a short timescale. The fund is open to other investors and 

the fund manager is actively seeking to market the fund within a reasonable 

timeframe. 

• Despite the fact that the fund manager might have provided seed capital to the 

fund, his fiduciary role does not change. Any returns received through this 

temporary investment in the fund are economically the same as those available to 

other investors. 

• The fund manager cannot control subscriptions and redemptions by other parties 

and therefore does not have control over the financing activities of the fund. 

Having no control over the funding might require the fund manager to liquidate 

investment positions in order to pay out redemptions which will also limit the 

control which the fund manager has over the investing activities. 
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Question 6   

Do you agree with the definition of a structured entity in paragraph 30 of the draft IFRS? 

If not, how would you describe or define such an entity? 

 

We do not support the proposed concept of a structured entity. 

 

The definition of a structured entity appears to include all entities that control cannot be 

assessed based on voting rights. Many fund structures do not incorporate voting rights 

and in others where voting rights exist, these can only be exercised if the manager 

chooses to put a question to the vote, for example to change the investment mandate of 

the fund. It is therefore likely that a significant number of investment funds would be 

automatically classified as structured entities. Once an entity is classified as a structured 

entity and is not consolidated, and even if based on the proposed standard a reporting 

entity is not required to consolidate the structured entity, para 48 (d) requires a reporting 

entity to disclose the nature of and risks associated with the reporting entities 

involvement with the structured entity. The relevance of this additional disclosure is 

questioned both in the financial statements of an investment fund that does not 

consolidate a structured entity as well as in any other reporting entity that does not 

consolidate an investment fund that would be classified as a structured entity as adequate 

disclosure is already provided under IFRS 7 Financial Instruments: Disclosures.  

 

We do not believe that such a wide definition of structured entities is appropriate. In 

general, it should be possible to identify the controlling party of an investment fund even 

though no voting rights exist through the application of the general principles of  ED 10, 

for example by considering who determines the operating and financing policies. We do 

not believe that funds without voting rights should automatically be included in the 

definition of structured entities.  

 

We would recommend that the definition of structured entities be limited to such 

circumstances when the controlling party cannot be determined through the general 

control principles and that the absence of voting rights should not automatically result in 

the entity being classified as a structured entity. 

Question 7 

Are the requirements and guidance regarding the assessment of control of a structured 

entity in paragraphs 30–38 of the draft IFRS sufficient to enable consistent application of 

the control definition? If not, why not? What additional guidance is needed? 

 

We do not support the proposed concept of a structured entity.  Refer to our response to 

question 6. 
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Question 8 

Should the IFRS on consolidated financial statements include a risks and rewards ‘fall 

back’ test? If so, what level of variability of returns should be the basis for the test and 

why? Please state how you would calculate the variability of returns and why you believe 

it is appropriate to have an exception to the principle that consolidation is on the basis of 

control. 

 

We do not support the inclusion of a risks and rewards ‘fall back’ test as the inclusion 

thereof will introduce an additional control assessment that will increase the complexity 

of financial reporting. 

 

A robust definition and assessment of control, that applied to all entities, would eliminate 

the need for a fall back test.     

Question 9 

Do the proposed disclosure requirements described in paragraph 23 provide decision-

useful information? Please identify any disclosure requirements that you think should be 

removed from, or added to, the draft IFRS. 

 

We do not believe that an appropriate principle has been established in ED 10 in respect 

of the required disclosures, and the currently proposed disclosure requirements appear 

excessive in our view. The voluminous nature of the requirements may create a 

significant risk of obscuring relevant information, particularly in respect of financial 

statements of investment funds. There are also contradictions between paragraph (B31) 

that advocates the use of judgement in determining the detail that should be presented and 

other paragraphs (B32 – B49) that appear to mandate all the disclosures that should be 

given. 

 

The proposed disclosures appear to be an extensive list of information that if included in 

the financial statements would allow users to interrogate the consolidation decisions 

made by management. In addition, the broad scope of the disclosures resulting from 

involvement with a structured entity as currently identified appears to be onerous. 

 

Once an entity is classified as a structured entity and is not consolidated, and even if 

based on the proposed standard a reporting entity is not required to consolidate the 

structured entity, para 48 (d) requires a reporting entity to disclose the nature of and risks 

associated with the reporting entities involvement with the structured entity. The 

relevance of this additional disclosure is questioned both in the financial statements of an 

investment fund that does not consolidate a structured entity as well as in any other 

reporting entity that does not consolidate an investment fund that would be classified as a 

structured entity as adequate disclosure is already provided under IFRS 7.  

 

Any principles developed in the standard with respect to disclosures should try to ensure 

that the duplication of disclosures required by other standards such as IFRS 7 is avoided. 
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Question 10 

Do you think that reporting entities will, or should, have available the information to 

meet the disclosure requirements? Please identify those requirements with which you 

believe it will be difficult for reporting entities to comply, or that are likely to impose 

significant costs on reporting entities. 

 

We believe that entities may encounter stumbling blocks with respect to access to 

information. The disclosure requirements set out in ED 10 may prove onerous for some 

reporting entities particularly as they relate to unconsolidated entities where the reporting 

entity has involvement or significant influence but does not control. Involvement or 

significant influence does not convey control and some of the information required may 

be difficult to obtain. 

 

However, entities that have significant risk exposure to an unconsolidated entity would 

be expected to have sufficient information to comply with the requirements. A risk-

focused approach to disclosure should require disclosure of information that an entity 

would be reasonably expected to have access to. We understand that there are significant 

system and process issues that would be associated with collecting the data that is 

required by the exposure draft and this may not represent cost / benefit. 

Question 11(a) 

 Do you think that reputational risk is an appropriate basis for consolidation? If so, 

please describe how it meets the definition of control and how such a basis of 

consolidation might work in practice. 

 

We do not believe that reputational risk is an appropriate basis for consolidation.  

Question 11(b) 

Do you think that the proposed disclosures in paragraph B47 are sufficient? If not, how 

should they be enhanced? 

 

This question has not been specifically considered as it is not likely to be relevant to the 

investment management industry. 

Question 12 

Do you think that the Board should consider the definition of significant influence and the 

use of the equity method with a view to developing proposals as part of a separate project 

that might address the concerns raised relating to IAS 28? 

 

We support the idea of a separate project that would consider the appropriateness of the 

use of the equity method.   
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