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Happy Chinese New Year!

Since January 2014, we started to publish weekly
HKFRS/IFRS Q&As that aim to help you deal with the
application issues during the busy reporting season.
Weekly HKFRS/IFRS Q&As will be issued each Friday.
Here is the link to the previous Q&A

http://www.iasplus.com/en/tag-types/hong-kong/ga.

As always, if you have any questions on application of
HKFRS/IFRS, please contact us.

Backgroud

As part of the package of the 5 Standards on consolidation, joint arrangements and disclosures,
HKFRS 10 Consolidated Financial Statements and HKFRS 11 Joint Arrangements became
mandatorily effective for the first time for 2013 financial year. HKFRS 10 introduces a new
definition of control that contains 3 elements. One critical element is that an investor must have
the power over an investee so that it has the current ability to direct the relevant activities of the
investee — the relevant activities of an investee are defined as activities that significantly affect
the returns of the investee. In line with the new definition of control, the definition of joint
control under HKFRS 11 has been revised such that an investor has joint control over an
investee when the relevant activities of the investee require unanimous consent from parties

that share control.


http://www.iasplus.com/en/tag-types/hong-kong/qa

The application of these two Standards may be challenging in certain cases on how an investee

should be classified (e.g. a subsidiary, a joint arrangement or an associate).

This week, we would like to share with you some common practical examples on investee
classification. HKFRS 10 and HKFRS 11 are identical to IFRS 10 and IFRS 11 respectively —

accordingly, the references to accounting standards below refer to HKFRSs only.
Example 1
Facts:

Entity X has 3 shareholders, Party A, Party B and Party C. Party A owns 50% equity interest in
Entity X while Party B and Party C each owns 25% equity interest in Entity X.

The constitutional documents of Entity X (e.g. the articles of association) state that decisions at
shareholders' meetings of Entity X require more than 50% votes. Decisions about the relevant
activities of Entity X are made at shareholders' meetings. There are no other shareholders'

agreements between Party A, Party B and Party C relating to this matter.
Question: How should Party A classify its investment in Entity X?
Response:

Party A should not classify the investment in Entity X as a subsidiary because it does not have
the power to direct the relevant activities of Entity X (Party A has only 50% equity interest in
Entity X whereas decisions about the relevant activities of Entity X require more than 50%

votes in shareholders' meeting).

Party A should not classify the investment in Entity X as a joint arrangement within the scope
of HKFRS 11 either. This is because there are two voting patterns that would result in
decisions about the relevant activities of Entity X being approved, which are either Party A and
Party B agreeing with each other, or Party A and Party C agreeing with each other (see HKFRS
11.B11). Instead, Party A should classify the investment in Entity X as an associate in
accordance with HKAS 28 Investments in Associates and Joint Ventures on the basis that Party

A's 50% equity ownership interest has resulted in it having significant influence over Entity X.
Example 2
Facts:

Entity P was established by Party Q and Party R to undertake a property development project.
Party Q and Party R each owns 50% equity interest in Entity P. Both Party Q and Party R
contribute monies to Entity P to finance the development of properties. The properties
developed by Entity P would then be sold to third party customers and any residual net assets
of Entity P will be shared among Party Q and Party R on a 50 and 50 basis. It was agreed by
Party Q and Party R that a project manager is appointed by Party Q to run the daily operations



of Entity P. Currently, the project manager appointed by Party Q is an employee of Party Q.

Question: Is it appropriate for Party R to classify the investment in Entity P as an
associate just on the basis that the project manager who runs the daily operations of
Entity P is from Party Q7

Response:

No. The fact that the project manager is from Party Q should not be the sole determinant in
determining how Party R should classify the investment in Entity P. Party R should also
consider how decisions about the relevant activities of Entity P are made (e.g. selecting the
main contractor(s) to construct the properties, formulating the marketing strategies and sale
plans and budget approvals etc.), in particular whether the project manager needs to seek

approval from Party Q and Party R on such matters.

If the decisions about the relevant activities of Entity P do require unanimous consent from
Party Q and Party R and that the project manager is merely an operator, the classification of
the investment in Entity P by Party R as an associate is not appropriate — instead, the
investment in Entity P by Party R should be classified as a joint arrangenment within scope of
HKFRS 11. Party R should also look at the requirements of HKFRS 11 to see how the joint
arrangement should be classified (joint venture or joint operation) — see our Q&A #1 published

earlier for details.

Contact us:

If you have any questions on the subject matters discussed above, please feel free to
contact us.
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