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Dear Sirs
The Roche Group has a turnover of CHF 40 bn. a year (USD 34 bn.) derived from its pharmaceuticals and diagnostics businesses and around 70,000 employees worldwide. We have been preparing our consolidated financial statements according to IFRS/IAS since 1990 and therefore have a substantial interest in how these will develop, so we welcome this opportunity to give feedback on this ED. This feedback is based on long-standing experience of joint ventures and other joint arrangements (commercial and R&D alliances.)
General comments

Based on our experience we really cannot support the proposals made in ED 9, with the minor exception of that to reinstate the list of significant participations. On convergence the IASB and the FASB had committed to converge on the better of the existing standards or to work together on a new, common one if neither was of sufficiently high quality. With ED 9, that commitment has not been fulfilled. The approach taken by US GAAP is in our view and experience without any doubt inferior to proportionate consolidation, and its adoption in IFRS based on ED 9 would fail two key tests for accepting a change in standards, does it lead to an improvement in the information made available to users and necessary for them to make decisions, and does it give information that makes sense? (We note with interest the interview with Sir David Tweedie in the January issue of the ICAEW’s journal, “Accountancy”, which displays “Tweedie’s four tests for a good principle-based standard” and the fact that ED 9 proposals fail on two of them.)
We will give our considerations on the individual proposals under the specific questions below. Here we would like to consider what in our view is the key issue, namely “control”, and will focus on implications for jointly-controlled entities (Newspeak: joint ventures.) We can look at control on two levels, firstly on the reporting entity level and secondly on the level of the individual asset. 
On the reporting entity level, the crucial question is, does a venturer who owns 50% of a JV control it, i.e. does he have the power to govern its financial and operating policies so as to obtain benefits from its activities? IAS 31 seems to take the standpoint: yes, he does, but he shares it (joint control.) ED 9, on the other hand, takes the stance: either he has control or he doesn’t – and shared control isn’t control. This presumably implies that he only has significant influence and that he must therefore treat his participation like an associate company. It presumably also implies that neither venturer in a JV controls it and that therefore nobody controls it – it just drifts across the economic ocean like a crewless “Marie Celeste”. On the basis of our practical experience of JVs, this is nonsense in real-world terms. No business has total freedom in determining its financial and operating policies: it must work within a legal, fiscal, social and economic framework which restricts that “power to govern” and must often take policy decisions which reduce its benefits from its activities, e.g. factories restricting night-time operations out of consideration for residents in a neighbourhood. Even within a wholly owned business there may be different views on policies to adopt and so some form of internal negotiating process takes place, very similar to that which takes place with other venturers in a JV. Also where major non-controlling interests are involved in a subsidiary, the views of those interests have to be taken into account in determining policies even if they can legally be overruled. It is central to the issue to understand that, for practical purposes, the venturers govern the financial and operating policies – nobody else does – and do so in a far more active manner than a participation in an associate company involves. That the application of an equity-method approach, based on the assumption of an inability to govern policies, leads to a very unfaithful representation of the normal JV situation can be seen from the extreme example of an entity which has global technical expertise which it utilises solely by entering into 50/50 joint ventures with local companies in which decisions are taken by joint management teams combining both global and local know-how. Under ED 9 proposals that entity’s financial statements will exhibit no activity at all – only a one-line net result/position. From our practical experience this would not reflect the way such businesses are run, neither would it provide financial information in the manner in which we understand most financial analysts prefer to receive it. Indeed, although we are not proposing it, the full consolidation approach would in many ways produce information which far better reflects such activities than ED 9 proposals since JVs as “animals” are generally far more akin to subsidiaries than to associates. It is worth noting that, while the above example may seem extreme, it is by no means unthinkable, and there are many European entities which have a substantial part of their operations organised on a JV basis.
Moving to the control of the individual asset – the airplane in ED 9 examples, for instance – we must then ask, if the venturers are the ones who (jointly) determine what happens to that asset – i.e. control that asset – and each venturer reflects his (joint) power to govern the policies of the JV by consolidating the JV as argued above, why should the asset not be individually included in the consolidation? To omit it would create a disconnect between the consolidation view and the individual asset view and would not be a faithful representation of the consolidated entity.
We strongly believe that the Boards need to do more convincing and practically oriented work on the concept of control and are extremely pleased that they have the opportunity to do so in the consolidation project. The present interpretation of the concept in ED 9 does not appear to us to be in line with reality, so we very much hope that, until a more useable approach to control is developed, the IASB will leave IAS 31 as it stands: entities favouring a more faithful representation of their JV activities would thus be able to continue to apply proportionate consolidation, while those which have to conform to local requirements which demand application of the equity method would also be able to do so. There may be some circumstances under which the equity method would give a more faithful representation of a particular JV, however in our experience these would likely be quite rare. We therefore hope that the IASB will not take the ED 9 step of worsening the financial information given to users on JVs and of creating a disjoint between the information which most preparers can relate to for internal purposes and that which they have to produce for external reporting, at least until the control concept has been thoroughly considered in the consolidation project. The Board should not be under the illusion that proceeding with ED 9 as it is would be in any way a positive step towards regaining the lost confidence of many of its constituents. An approach such as we suggest above could at least demonstrate some commitment to take seriously the views of preparers and users who are after all the primary parties involved in financial reporting and who, while sharing the Board’s preference for reducing options in standards and thus improving comparability, are looking for practical, useful information and – as far as we can discern from wide discussions on ED 9 – are far from supportive of the route which ED 9 takes. This is desirable even if it means having to take a different stance from that originally determined in the Boards’ convergence agreement, the basis for which could be said to be both rather opaque and highly transparent.
Specific questions

Question 1: Do you agree with the proposal to change the way joint arrangements are described?  If not, why?

While we can live with the proposed terminology, we have absolutely no problem with the existing terms (or with the rest of IAS 31, for that matter) and so cannot see any particular benefit from changing. 

Question 2: Do you agree that a party to a joint arrangement should recognise its contractual rights and obligations relating to the arrangement?  If so, do you think that the proposals in the exposure draft are consistent with and meet this objective?   If not, why?  What would be more appropriate?

We agree that the contractual rights and obligations should be recognised in accordance with their economic substance. However, as explained above in our general comments, we think that consolidation of JVs (rather than equity-method treatment) gives a more faithful representation of the overwhelming majority of JVs and that the ability to continue to apply it would lead to meaningful, useable information in this sense anyway. Most non-JV joint arrangements should in any case not be affected. However, we have some concerns about the ED 9 approach in this respect in that:
- the “dismemberment” approach suggested, in which some arrangements would have to be split up into different types, seems likely to give rise to added complexity on consolidation and to opacity of consolidated information;
- there seems to us to be a danger that the proposals will move the financial reporting yet further away from a transaction basis to airy-fairy numbers, with no benefit in terms of meaningful information;
- in practice the measurement of “dismembered” rights and obligations could be highly problematical (e.g. how would an industrial group running several factories jointly with another group measure the value of its rights of use in practice?); and
- the proposals represent a further increase in the complexity of accounting for strategic alliances which already absorbs an inordinate amount of effort, both initially and on-going. While this is partly necessary so as to properly reflect the individual arrangements, a rather more pragmatic approach focussing on material aspects of related risks and rewards rather than theoretical and conceptual purity would be appreciated more.

Question 3: Do you agree that proportionate consolidation should be eliminated, bearing in mind that a party would recognise assets, liabilities, income and expenses if it has contractual rights and obligations relating to individual assets and liabilities of a joint arrangement?  If not, why?

We absolutely disagree. In addition to our general comments above, we would like to add the following for your consideration.
- We have already mentioned that the proposal would reduce the meaningful information given to users to meet their needs. Exiling to the notes key information on flows and positions relating to JVs, which are generally just as much part of an entity’s core operating activities as subsidiaries, is for most users and preparers a second-best solution compared to including them properly in the financial statements (cf. IAS 1, para. 16.) Similarly, we have expressed the view that the resulting financial statements do not make sense – they do not reflect the entity’s JV operations as they are, namely part of its core operating activities. But ED 9 fails on other tests against qualitative characteristics, too. On understandability and relevance, the fact that the ED 9 financial statements would need to be augmented by note disclosures to make them understandable and of most use to users indicates a deterioration in quality. On faithful representation, ED 9 financial statements would not properly reflect the full effects of the entity’s actively managed operating activities. On comparability, ED 9 would ensure that IFRS financial statements of oil and gas companies would not be comparable with US counterparts but would ensure that other US and IFRS financial statements were comparably unhelpful. (Why has there been absolutely no discussion of the FASB at least examining proportionate consolidation beyond oil and gas? How was the decision that only the IASB needed to do a project arrived at?) On cost/benefit, it is clear that the detailed work on disaggregating different types of arrangement components and accounting for them would involve additional costs, as would the additional effort on the part of most users having to replace one-line values with the line-by-line information that they need: the practical benefits from the proposals are not immediately visible.
- One Board member has suggested that it would be helpful for users if expanded information (cf. proportionate consolidation) were to be included in the segment information. We agree – as do many European entities with JVs who are now already planning to do this. It is not quite clear to us why it is helpful to have this information in the segment reporting but not in the main financial statements.
- Another Board member has asserted that it is up to respondents to convince the IASB that proportionate consolidation is superior to the equity method, not up to the IASB to explain why it believes that the reverse is true. Leaving aside the broader implications of such an attitude for relations between the IASB and its constituents, it is our view that the explanations such as are given in the Basis for Conclusions are so perfunctory and theoretical as to be totally unconvincing.

- The Board’s argument that many entities currently use the equity method and so it must be feasible is somewhat beside the point. It is not disputed that the equity method can be feasibly implemented: it would be more interesting to hear from those entities which have to use it because it is prescribed by their local regulations, or by those of jurisdictions in which their shares are quoted, whether they would change to proportionate consolidation if they had the freedom to do so in order to give more meaningful information. We would also find very interesting the views of IFRS-reporting entities which do not have the pressure of such jurisdictions but which have nonetheless opted to apply the equity method.
- There is some concern about the possibility of equity-method information being misleading for users. The fact that the balance sheet would simply reflect a net-asset position could easily mask highly leveraged JV financing, while the absence of revenue information on a gross basis from the income statement would deprive users of essential information in readily accessible form on the entity’s level of activity. Note disclosure really just isn’t good enough. If, as we assume, the Board proceeds to impose ED 9 despite widespread opposition from the primary parties involved in financial reporting, we can only hope that it at least requires some form of grossing-up (extended/expanded equity method) in the financial statements and not just note disclosure.
- The proportionate consolidation method is said to be conceptually flawed. Apparently there are also many who doubt the theoretical justification of the equity method. As preparers working day to day with analysts and other users, we are disappointed that the question of which approach gives the more useful practical information is apparently given so little attention. May we draw the Board’s attention to the wishes expressed in the letter of 23.10.07 from CRUF on Performance Reporting asking the Boards’ chairmen to regain focus on what is useful rather than what is theoretically and conceptually satisfying: the sentiments could surely be repeated in respect of ED 9. 
Question 4: Do you agree with the disclosures proposed for this draft IFRS?  If not, why?  Are there any additional disclosures relating to joint arrangements that would be useful for users of financial statements?

Existing IAS 31 requirements are in our opinion quite sufficient. Were ED 9 to be adopted without any grossing-up, additional information would clearly have to be provided to users because of the resulting inadequacy of the financial statements themselves. The requirements for this information should, however, be rather more flexible, giving entities the possibility to vary their disclosures in line with the individual circumstances and materialities.
Question 5: Do you agree with the proposal to restore to IAS 27 and IAS 28 the requirements to disclose a list and description of significant subsidiaries and associates?  If not, why? 

Analysts often consider that the list of major subsidiaries, associates and joint ventures is useful information for them. We continued to disclose it on a voluntary basis after the deletion of the requirement in the 2003 “improvement” project - and will continue to do so.
Question 6: Do you agree that it is more useful to users if an entity discloses current and non-current assets and liabilities of associates than it is if the entity discloses total assets and liabilities?  If not, why?  

Retention of proportionate consolidation for JVs would of course obviate the need for such additional separate disclosures in respect of them. As mentioned above we think that, were the Board to proceed with ED 9, a grossing-up (extended/expanded equity method) would be necessary to provide users with the information they need in a readily accessible fashion. This could of course encompass a current/non-current split of assets and liabilities, which should involve no significant extra cost and could be useful to some users in certain circumstances. As we have already mentioned, we see associates as different “animals” and are not aware of any need for such a split in their case, though we would be quite open to consider this if users were to express a substantial need.
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