FINANCIAL ACCOUNTING SERIES

ACCOUNTING STANDARDS UPDATE

No. 2016-07
March 2016

Investments—Equity Method and Joint Ventures
(Topic 323)

Simplifying the Transition to the
Equity Method of Accounting

An Amendment of the FASB Accounting Standards Codification®

Financial Accounting Standards Board



The FASB Accounting Standards Codification® is the source of authoritative
generally accepted accounting principles (GAAP) recognized by the FASB to be
applied by nongovernmental entities. An Accounting Standards Update is not
authoritative; rather, it is a document that communicates how the Accounting
Standards Codification is being amended. It also provides other information to help
a user of GAAP understand how and why GAAP is changing and when the
changes will be effective.

For additional copies of this Accounting Standards Update and information on
applicable prices and discount rates contact:

Order Department

Financial Accounting Standards Board
401 Merritt 7

PO Box 5116

Norwalk, CT 06856-5116

Please ask for our Product Code No. ASU2016-07.

FINANCIAL ACCOUNTING SERIES (ISSN 0885-9051) is published monthly with
the exception of January and October by the Financial Accounting Foundation, 401
Merritt 7, PO Box 5116, Norwalk, CT 06856-5116. Periodicals postage paid at
Norwalk, CT and at additional mailing offices. The full subscription rate is $255 per
year. POSTMASTER: Send address changes to Financial Accounting Standards
Board, 401 Merritt 7, PO Box 5116, Norwalk, CT 06856-5116. | No. 431

Copyright © 2016 by Financial Accounting Foundation. All rights reserved.
Content copyrighted by Financial Accounting Foundation may not be
reproduced, stored in a retrieval system, or transmitted, in any form or by any
means, electronic, mechanical, photocopying, recording, or otherwise, without
the prior written permission of the Financial Accounting Foundation. Financial
Accounting Foundation claims no copyright in any portion hereof that
constitutes a work of the United States Government.




/)
E/ SB Accounting Standards Update

No. 2016-07
March 2016

Investments—Equity Method and Joint Ventures
(Topic 323)

Simplifying the Transition to the
Equity Method of Accounting

An Amendment of the FASB Accounting Standards Codification®

Financial Accounting Standards Board






Accounting Standards Update 2016-07

Investments—Equity Method and Joint Ventures
(Topic 323)

Simplifying the Transition to the Equity Method
of Accounting

March 2016
CONTENTS
Page
Numbers
SUMIM@IY ..ttt ettt e st e e et e e s eane e e e et e e e nanee 1-2
Amendments to the FASB Accounting Standards Codification® ....................... 3-5
Background Information and Basis for Conclusions............ccccccceecvvieieeeieecnns 6-10

Amendments to the XBRL TaXONOMY .........uuiiiiiiiiiiiiiiee e 11






Summary

Why Is the FASB Issuing This Accounting Standards
Update (Update)?

The Board is issuing this Update as part of its Simplification Initiative. The objective
of the Simplification Initiative is to identify, evaluate, and improve areas of generally
accepted accounting principles (GAAP) for which cost and complexity can be
reduced while maintaining or improving the usefulness of the information provided
to users of financial statements.

Stakeholders told the Board that the requirement to retroactively adopt the equity
method of accounting is costly and time consuming when an investment qualifies
for use of the equity method as a result of an increase in the level of ownership
interest or degree of influence. Stakeholders noted that this requirement does not
provide a clear benefit to users of financial statements.

The amendments in this Update eliminate the requirement to retroactively adopt
the equity method of accounting.

Who Is Affected by the Amendments in This Update?

The amendments in this Update affect all entities that have an investment that
becomes qualified for the equity method of accounting as a result of an increase
in the level of ownership interest or degree of influence.

What Are the Main Provisions?

The amendments in this Update eliminate the requirement that when an
investment qualifies for use of the equity method as a result of an increase in the
level of ownership interest or degree of influence, an investor must adjust the
investment, results of operations, and retained earnings retroactively on a step-by-
step basis as if the equity method had been in effect during all previous periods
that the investment had been held. The amendments require that the equity
method investor add the cost of acquiring the additional interest in the investee to
the current basis of the investor's previously held interest and adopt the equity
method of accounting as of the date the investment becomes qualified for equity
method accounting. Therefore, upon qualifying for the equity method of
accounting, no retroactive adjustment of the investment is required.

The amendments in this Update require that an entity that has an available-for-
sale equity security that becomes qualified for the equity method of accounting
recognize through earnings the unrealized holding gain or loss in accumulated



other comprehensive income at the date the investment becomes qualified for use
of the equity method.

When Will the Amendments Be Effective?

The amendments in this Update are effective for all entities for fiscal years, and
interim periods within those fiscal years, beginning after December 15, 2016. The
amendments should be applied prospectively upon their effective date to increases
in the level of ownership interest or degree of influence that result in the adoption
of the equity method. Earlier application is permitted.

No additional disclosures are required at transition.



Amendments to the
FASB Accounting Standards Codification®

Introduction

1. The Accounting Standards Codification is amended as described in
paragraphs 2-5. In some cases, to put the change in context, not only are the
amended paragraphs shown but also the preceding and following paragraphs.
Terms from the Master Glossary are in bold type. Added text is underlined, and
deleted text is struck-out.

Amendments to Subtopic 323-10

2. Amend paragraph 323-10-35-33, with a link to transition paragraph 323-10-
65-2, as follows:

Investments—Equity Method and Joint Ventures—Overall

Subsequent Measurement
> Change in Level of Ownership or Degree of Influence
> > Increase in Level of Ownership or Degree of Influence

323-10-35-33 Paragraph 323-10-15-12 explains that an investment in common
stock of an investee that was previously accounted for on other than the equity
method may become qualified for use of the equity method by an increase in the
level of ownership described in paragraph 323-10-15-3 (that is, acquisition of
additional voting stock by the investor, acquisition or retirement of voting stock by
the investee, or other transactions). If an investment qualifies for use of the equity
method (that is, falls within the scope of this Subtopic), the investor shall add the
cost of acquiring the additional interest in the investee (if any) to the current basis
of the investor’s previously held interest and adopt the equity method of accounting
as of the date the investment becomes qualified for equity method accounting. If
the investment was previously accounted for as an available-for-sale security, an
entity shall recognize in earnings the unrealized holding gain or loss from
accumulated other comprehensive income at the date the investment becomes
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3. Amend paragraph 323-10-35-33, with a link to transition paragraph 825-10-
65-2, as follows:

[Note: Upon the effective date of the amendments in Accounting Standards
Update No. 2016-01, Financial Instruments—Overall (Subtopic 825-10):
Recognition and Measurement of Financial Assets and Financial Liabilities,
paragraph 323-10-35-33 should be amended as follows.]

323-10-35-33 Paragraph 323-10-15-12 explains that an investment in common
stock of an investee that was previously accounted for on other than the equity
method may become qualified for use of the equity method by an increase in the
level of ownership described in paragraph 323-10-15-3 (that is, acquisition of
additional voting stock by the investor, acquisition or retirement of voting stock by
the investee, or other transactions). If an investment qualifies for use of the equity
method (that is, falls within the scope of this Subtopic), the investor shall add the
cost of acquiring the additional interest in the investee (if any) to the current basis
of the investor’s previously held interest and adopt the equity method of accounting

4.  Add paragraph 323-10-65-2 and its related heading as follows:

> Transition Related to Accounting Standards Update No. 2016-07,
Investments—Equity Method and Joint Ventures (Topic 323): Simplifying

the Transition to the Equity Method of Accounting

323-10-65-2 The following represents the transition and effective date information
related to Accounting Standards Update No. 2016-07, Investments—Equity
Method and Joint Ventures (Topic 323): Simplifying the Transition to the Equity
Method of Accounting:

a. The pending content that links to this paragraph shall be effective for all
entities for fiscal years, and interim periods within those fiscal years,
beginning after December 15, 2016. Earlier application is permitted.

b. An_entity shall apply the pending content that links to this paragraph
prospectively to increases in the level of ownership interest or degree of




influence that result in the adoption of the equity method after the effective

date of the pending content that links to this paragraph.

5. Amend paragraph 323-10-00-1, by adding the following items to the table, as

follows:

323-10-00-1 The following table identifies the changes made to this Subtopic.

Accounting

Standards
Paragraph Action Update Date
323-10-35-33 Amended 2016-07 3/15/2016
323-10-65-2 Added 2016-07 3/15/2016

The amendments in this Update were adopted by the unanimous vote of the seven
members of the Financial Accounting Standards Board:

Russell G. Golden, Chairman
James L. Kroeker, Vice Chairman
Daryl E. Buck

Thomas J. Linsmeier

R. Harold Schroeder

Marc A. Siegel

Lawrence W. Smith



Background Information and
Basis for Conclusions

Introduction

BC1. The following summarizes the Board’s considerations in reaching the
conclusions in this Update. It includes reasons for accepting certain approaches
and rejecting others. Individual Board members gave greater weight to some
factors than to others.

BC2. The Board is issuing this Update as part of its Simplification Initiative. The
objective of the Simplification Initiative is to identify, evaluate, and improve areas
of GAAP for which cost and complexity can be reduced while maintaining or
improving the usefulness of the information provided to users of financial
statements.

Background Information

BC3. Stakeholders told the Board that the requirement to retroactively adopt the
equity method of accounting is costly and time consuming when an investment
qualifies for use of the equity method as a result of an increase in the level of
ownership interest or degree of influence. Stakeholders noted that this requirement
does not provide a clear benefit to users of financial statements.

BC4. Stakeholders also stated that the accounting for the difference between
the cost of an investment and the investor’s proportionate share of the net assets
of the investee—the basis difference of equity method investments—adds cost and
complexity to financial statement reporting without improving the usefulness of the
information provided to investors.

BC5. Atits March 18, 2015 meeting, in response to stakeholder requests, the
Board added to its agenda a project with the objective of simplifying the equity
method of accounting. At that meeting, the Board tentatively decided to eliminate:

a. The requirement to account for the difference between the cost of an
investment and the investor’s proportionate share of the net assets of an
investee (the basis difference)

b. The requirement to retroactively apply the equity method of accounting to
an investment that qualifies for use of the equity method as a result of an
increase in the level of ownership interest or degree of influence.

BC6. On June 5, 2015, the Board issued proposed Accounting Standards
Update, Investments—Equity Method and Joint Ventures (Topic 323): Simplifying
the Equity Method of Accounting, for public comment. The amendments in the



proposed Update reflected the decisions made at the March 18, 2015 Board
meeting. The Board received 42 comment letters in response to the questions in
the proposed Update.

BC7. Feedback on eliminating the accounting for the basis difference varied. A
number of respondents raised concerns that preparers may incur additional costs
in financial reporting because for certain entities the proposed amendments may
lead to an increase in the frequency of impairments. Other respondents expressed
concern about moving away from their view of the conceptual basis of the equity
method of accounting. While acknowledging those concerns, certain Board
members continued to support moving forward with a more immediate project to
reduce the current unnecessary cost and complexity embedded in the
requirements to identify the so-called basis difference in individual assets and
liabilities of the investee. They believe that this could be achieved by moving
forward to either finalize the proposal or allow such treatment as a policy election.
However, as a result of the respondents’ concerns, the Board determined that
additional research should be performed to consider potential improvements to the
equity method of accounting, including the accounting for the basis difference.

BC8. Overall, respondents supported eliminating the requirement to
retroactively adopt the equity method when an increase in ownership interest or
degree of influence occurs. The amendments in this Update address the
elimination of that requirement.

Increase in the Level of Ownership Interest or Degree of
Influence

BC9. The amendments in this Update eliminate the requirement that an entity
retroactively adopt the equity method of accounting if an investment qualifies for
use of the equity method as a result of an increase in ownership interest or degree
of influence. In accordance with the amendments, an equity method investor will
begin to apply the equity method when the investor obtains significant influence
without having to retroactively adjust the investment and record a cumulative catch
up for the years when the investment did not qualify for the equity method of
accounting. The amendments improve consistency with International Financial
Reporting Standards (IFRS), which do not require retroactive adjustment when an
investment becomes qualified for the equity method.

BC10. The Board supports eliminating the requirement to retroactively apply the
equity method because the requirement is costly and time consuming, with minimal
benefits to users. An entity often will not have the necessary financial information
readily available to retroactively apply the equity method, which creates challenges
and results in inaccuracies. Although an entity with significant influence might have
access to the appropriate information, the Board concluded that it is not cost



beneficial and is potentially misleading to retroactively apply the equity method to
periods before the investment qualifies for use of the equity method. The Board
also noted that retroactive application is inconsistent with how business
combination accounting is applied.

BC11. Auditors stated that they, along with preparers, spend a considerable
amount of time debating the benefits of retroactive application (for example,
debating whether the requirement to apply retroactive treatment can be considered
immaterial) because users do not receive decision-useful information from the
restatement and they often are not aware that it occurred.

BC12. The Board considered adding a disclosure of the amount of earnings for
all periods presented that would have been recorded if the investment had been
accounted for under the equity method in lieu of retroactive application. However,
the Board rejected this alternative because:

a. It would require an entity to perform a similar, costly process to that of
retroactive application of the equity method without a clear benefit to
users.

b. It is misleading, since the entity did not qualify for the equity method in
those prior periods.

Available-for-Sale Equity Securities

BC13. Some respondents requested that the Board clarify how to account for the
balance in accumulated other comprehensive income when an available-for-sale
equity security becomes qualified for the equity method.

BC14. The amendments in Accounting Standards Update No. 2016-01, Financial
Instruments—Overall (Subtopic 825-10): Recognition and Measurement of
Financial Assets and Financial Liabilities, eliminate equity securities that qualify for
available-for-sale classification. Therefore, the Board acknowledges that the issue
of how to account for unrealized gains and losses in accumulated other
comprehensive income for an available-for-sale investment that becomes eligible
for the equity method will only exist until an entity adopts the amendments in
Update 2016-01. To reduce the already limited potential for diversity in practice
until those amendments are adopted, the Board decided to require that an entity,
under this circumstance, recognize through earnings the unrealized holding gain
or loss in accumulated other comprehensive income at the date the investment
qualifies for use of the equity method.

BC15. The Board considered retaining the unrealized holding gains or losses in
accumulated other comprehensive income until the equity method investment is
sold. The Board rejected this alternative because it could produce unusual results
that would be confusing and irrelevant to users. Examples of those results are:



a. Instances in which a gain is held up in accumulated other comprehensive
income and an impairment of the equity method investment subsequently
occurs

b. Instances in which a loss is held up in accumulated other comprehensive
income and the equity method investment is sold at a gain.

BC16. The Board also considered recognizing a cumulative-effect adjustment to
the statement of financial position as of the date the investment qualifies for use of
the equity method. The Board rejected this alternative because although it is
consistent with the transition guidance on the elimination of available-for-sale
equity securities in Update 2016-01, transactions recognized through retained
earnings generally are limited to dividends and the effects of transition upon
adoption of new accounting standards; therefore, it would be unusual for such an
event—the transition from an available-for-sale investment to an equity method
investment—to affect retained earnings.

BC17. Finally, the Board considered reclassifying the accumulated unrealized
holding gain or loss to the basis of the investment at the date that the investment
qualifies for use of the equity method. The Board rejected this alternative because:

a. It would not provide a relevant beginning carrying amount of the equity
method investment to users.

b. The beginning carrying amount of the investments would be inconsistent
with the beginning carrying amount of available-for-sale securities upon
the effective date of the amendments in Update 2016-01.

Effective Date and Transition

BC18. The amendments in this Update are effective for fiscal years, and interim
periods within those fiscal years, beginning after December 15, 2016. The Board
decided that the amendments should be applied prospectively upon their effective
date to increases in the level of ownership interest or degree of influence that result
in the adoption of the equity method. Earlier application is permitted.

BC19. The Board concluded that the benefits of requiring retrospective
application do not justify the costs. The amendments simplify the transition to the
equity method for all entities that have an investment that becomes qualified for
the equity method of accounting as a result of an increase in the level of ownership
interest or degree of influence. Because these amendments are not costly to
implement, the Board decided that it is not necessary to delay the effective date
for entities that are not public business entities.

BC20. The Board decided not to require additional disclosures in the period of
adoption.



Benefits and Costs

BC21. The objective of financial reporting is to provide information that is useful
to present and potential investors, creditors, donors, and other capital market
participants in making rational investment, credit, and similar resource allocation
decisions. However, the benefits of providing information for that purpose should
justify the related costs. Present and potential investors, creditors, donors, and
other users of financial information benefit from improvements in financial
reporting, while the costs to implement new guidance are borne primarily by
present investors. The Board’s assessment of the costs and benefits of issuing
new guidance is unavoidably more qualitative than quantitative because there is
no method to objectively measure the costs to implement new guidance or to
quantify the value of improved information in financial statements.

BC22. The Board does not anticipate that significant costs will be incurred by an
entity as a result of the amendments in this Update. The Board expects that the
amendments will eliminate costs related to retroactively performing a fair value
allocation of the basis difference as of the original purchase date of the investment
and adjusting prior earnings to reflect equity method earnings, which include
consideration of intercompany profits and losses, amortization of the basis
difference, and impairment testing. The amendments will not reduce the availability
of relevant information provided to users, because there was no clear benefit to
users from the application of the previous retroactive requirement.
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Amendments to the XBRL Taxonomy

The amendments to the FASB Accounting Standards Codification® in this
Accounting Standards Update require changes to the U.S. GAAP Financial
Reporting Taxonomy (Taxonomy). Those changes, which will be incorporated into
the proposed 2017 Taxonomy, are available for public comment through ASU
Taxonomy Changes provided at www.fasb.org, and finalized as part of the annual
release process.
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