





In the case of cooperatives from CICOPA’s constituency, where the members are the staff of the
enterprise, the main objective is the creation of sustainable jobs.

In terms of corporate governance and control, the cooperative is “jointly owned and
democratically controffec!’. Those concepts are linked to the second cooperative principie
(democratic member control), which stipulates that “cooperatives are democratic organizabions
controffed by their members’ with “equal voting rights {one member one vote)’, irrespective of
the amount of financial involvement of the different members. If the cooperative was primarily
driven by, and focused on, the distribution of dividends or other forms of benefits as "mutual
entities” are supposed to be, it would not be coherent with the worldwide standard principle and
oractice of the “one member one vote” system, a fundamental mode of operation (also shared by
mutuals) which is not mentioned in the TAS Board's concept of "mutual entity”.

In terms of redistribution of surpluses, the aspect of highest relevance in the present discussion,
the fourth cooperative principle {(members’ economic participation) stipulates that “members
contribute equitably to, and democratically control, the capital of their cooperative’, part of such
capital being the “common property” of the cooperative, and that “members usually receive
limited compensation, Iif arry, on capial subscribed as a condition of membershif” (underlining
added). The usual practice is the equivalent of a bank interest rate, in order to avoid the
depreciation of the cooperative shares which otherwise remain at nominal value. Concerning the
allocation of surpluses, “members allocate surpluses for any or_all of the following purposes:
developing their cooperative, possibly by setting up reserves, part of which at feast would be
indivisible; benefiting members in proporfion to thelr transactions with the cooperative;, and
supporting other activities approved by the membership (underlining added).

As we can see, the allocation of surpluses to ’benefiting members in proportion to thesr
transactions with the cooperative’, the only part of the whole statement on the cooperative
identity which appears to be included in the definition of a “mwtual entity” as it emerges from the
Exposure Draft, fundamentally differs from such definition because:

» Under the “mutual entity” concept, the benefits appear to be an inherent right of the owners
and not to be submitted to any particular limit, as is the case in any conventional business,
whereas in a cooperative the allocation of surpluses to dividends to members is only a
possibility defined by the cooperative itself through its general assembly, and in any case is
always partial.

» The allocation of dividends in a cooperative is not a “gain” nor a "profit” as described under
the “mutual entity” concept, but only an adjustment aimed to compensate the members for
what they paid in excess or received less in their transactions with the cooperative. It is for
this reason that those dividends are generally taxed to the cooperative members as
individuals, not to the cooperative.

» If dividends are distributed, it is only on part of the surpluses, the most substantial part of
which is usually destined to reserves, the development of the cooperative, or other activities
beneficial to the community at large. In particular, when the cooperative also provides goods
or services to third parties that are not members, the surplus of such activities is often
destined to indivisible reserves or educational activities. In turn, the IASB's "mutual entity”
appears to aliocate profit exclusively to the capital owners.

= Distributing dividends is not part of the objectives of a cooperative, which in turn are stated In
the definition of cooperative (Mo meet their common economic, social and cultural needs and
aspirations”). Indeed, since the owners are also the users (a more appropriate term than the
more commercial term of “customers” used in the Exposure Draft to define “mutual entity”
members), it is difficult to understand why their objective in the cooperative would be to
generate lucrative profits on their own transactions with the cooperative, and then
redistribute such profits among themseljves later. Members do not join a cooperative in order
to make a lucrative profit out of the dividends, because if that was the case they could make
other investments that would be specifically oriented to this end, such as the acquisition of
shares in a conventional profit-oriented enterprise. In turn, the main motivation of members

in joining a cooperative is to obtain, together with other members, the satisfaction of a
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specific need, according to the type of cooperative, such as creating sustainable empioyment,
building their own housing, accessing credit, ensuring access to food of quality at the most
reasonable cost, accessing electricity in marginalized and rural areas, ensuring a fairer income
to individual farmers through joint commercialization of their products, etc.

» Concerning the IASB’s consideration that “interests of members of a mutual entity ...usually
include a right to share in the net assets of the mutual entity in the event of its ligiidation or
conversior?’, it is obvious that this cannot be the case in the many countries of the world (eg
an important part of EU countries, Latin America, India, Africa etc.) where part of the
surpluses are allocated to reserves that are indivisible even in case of liquidation or
conversion. Even in the countries where the legislation does not include such provision, we
usually do not observe substantial liquidations or conversions of cooperatives, which, again,
shows that cooperatives are not driven by lucrative profit but by another objective.

JUSTIFICATION OF DIFFERENT TREATMENT

«  The IASB affirms that “the unigue attributes of mutual entities were not sufficient to justity an
accounting treatment different from that provided for other entities”, developed also in BC
180-183. As seen above, CICOPA would like remind the IASB that there are fundamental
characteristics which distinguish mutual and cooperative societies from capital companies and
thus objects to this statement.

» A mutual or a cooperative society is “controlled” collectively by its members insofar as the
latter (or their delegates) elect its executive directors at the general assembly according to
the “one person, one vote” principle, not according to the amount of shares or any other
voting system.

» With regard to BC 180 a, mutuals and cooperatives provide their members not only with
financial but above all with non-financial advantages (e.g. actions relevant for local
community and socio-economic development, responses to poverty and exclusion; etc.).

2} Acquisition and resulting control under a relationship of mother-subsidiary applied
to cooperatives

The new definition of business combinations given in IFRS 3 relies on the premise that an entity
takes over or holds the control of another one. This entails that for every merger, the acquisition
method should be applied and that, consequently, an acquirer should in each case be identified.

According to the new definition that emerges in the bxposure Draft, the *purchase method” has
became the “acguisition method' in order to cover intangible assets. The IASB considers customer
relationships as intangible assets, and declares that "mutual entities” are composed of members
who are both customers and owners®. Indeed, the main difference between “"mutual entities” and
conventional businesses, according to the IAS Board, is that the owners are also customers (a
commercial relationship with a different meaning from “users”). According to the IAS Board, the
owners of a "mutual entity” will supposedly either seek the payment of dividends (as a fixed-term
investor in any conventional business) or a reduction of the cost of what they buy (as any

customer) or both.

The new draft clearly states that the relationship after acquisition is one of control, namely of
parent to subsidiary. A new paragraph to IFRS3 is even being proposed on how to settle the
acquisition date of a hostile takegver’. Although "mutual entities” are not mentioned in this

2 -
op. at, A25, p. 61
3 v In the case of a hostile takeover, the earfiest date that a substantive agreement between the combining parties is
reached s the date that a sufficient number of the acquiree’s owners have accepted the acquirer’s offer for the acqiiirer to
obiain control of the acquwred” (op. cit, BC, proposal of amendment to paragraph 139. o, 121}
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particular paragraph, it appears to apply to them as well, especially if we take into account the
following sentence: “For example, an entity acquiring a co-operative entity should consfder the
value of the member discounts in its determination of fair value™. *An entity” means any entity; It
seems that any type of entity acquiring a cooperative including its members as customer

relationships, even through a hostile takeover.

It is not clear whether the members’ interests in a “mutual entity” are considered to be
transferable or not: on the one hand, the IASB states that “/nterests of members of a mutusl
entity generally are not transferable™: on the other hand, members’ interests are portrayed as
transferable in an “example” of assets to be calculated as part of “the fafr value of ithe
consideration transferred in exchange for the acquirer’s interest it the acquiree™.

Being an association of persons and not of capital, cooperative membership is nominal, and each
person is free to join and to leave the cooperative, In this sense; cooperative members’ shares
cannot be sold as customers’ relationships. Even if one cooperative “acquired” ancther one as
nroposed by the IASB, cooperatives are open to all, and the old members of the acquiree
business could immediately join the acquirer cooperative as new members and have the same
control of the acquirer as they had of the acquiree one {one person- one vote). At best, this
operation may be useless, at worst it may open the door to inside and outside manipulation.

In any case, a cooperative being an association of persons cannot be sold as_such, because this
would mean selling persons: certainly, the members as persons cannot be sold. Only in the case
of non-members business relationships could there be a conception of intangible assets. To sell
its business, a cooperative must be first terminated as an association of persons by the
democratic sovereign decision of its general assembly. Only after its necessary conversion into a
capital company, the business can be sold. At this stage, what is being sold is not the cooperative
(which exists no more) but a conventional capital company. This is why cooperatives cannot be

included in the scope of IFRS3.

Concerning becoming a subsidiary, this is not possible for a cooperative, as it must be
democratically controlled in a sovereign manner through the one-person-one-vote in its general
assembly. Otherwise, it is simply not a cooperative. It may however, be merged in a merger of
equals or its business sold after its termination and conversion. It may also enter into network
relationships as a peer, partner, etc. but must always remain autonomous as its recognized
worldwide definition clearly establishes.

Regarding the identification of the acquirer in a merger among two cooperatives, and taking into
account the above paragraph, it could still be possible in some cases to identify an acquirer. But
in many mergers this shall probably not be the case. There are many true mergers in particular in
the sense that no definitive control is exerted by one entity over another. Owners are the same
hefore and after the combination and they remain with equatl powers and control of the combined
venture. This, as the cooperative world definition clearly states, is closer to the idea of a joint
venture. As we all know, joint ventures have a working group that has net yet issued conclusions
and so far they are excluded from the scope of IFRS3. Until a more appropriate accounting
treatment may be found for cooperatives and mutuals, the pooling of interest should continue to

be used in the case of these true mergers.

* pp.cit, BCO3, page 22
* Exposure draft of proposed amendments to IFRS3 Business Combinations, June 2005, BC1B2 (b p 54

¢ op cit, Consideration Transferred 21 {a) p. 30 and A25 p. 61
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3) the utilization of fair value in accounting “business combinations” between “mutual
entities”

The book value has so far been the most widespread type of accounting value among
cooperatives because book value it is based on historical figures, while fair value is based on
future hypotheses and is useful to external investors, which is irrelevant for cooperatives.

Furthermore, the IAS Board in the document uses 'fair value' to cover a range of measurements,
resulting in a diversity of methods which shall result in neither comparability nor-standardization.
In itself, this is a weak point of the draft, and therefore one worthy of concern. The various types
of measurement proposed all have in common a speculative approach which is not functional to
cooperative needs’. As cooperative shares are not transferable, and since members are not
looking for the maximum possible profit, the exercise of fair value is not meaningful. And as
almost all cooperatives in the world are not listed at the stockmarket, information is basically for
the members, not for external agents such as stockmarket investors and analysts.

In a number of cases historical cost could well give a reasonable approximation of net realisable
value. A formal revaluation to net realisable value would then only be necessary when the
governing board of a cooperative had reason to believe that historical cost materially understated

the value of the co-operative's assets.

Finally, the value of the membership in a mutual or cooperative comprises financial as well as
non-financial advantages. Consequently, the notion of fair value, which makes sense for investors,
seems ill-adapted to cooperatives and mutuals. Cooperative accounting should among other
issues take into account the various compeonents of the value of membership.

4) Proposal to the IASB

= CICOPA request the definitive_exclusion of cooperatives and mutuals from IFRS3 (on which
there is a wide consensus within the cooperative movement already as we saw in the
consultation last year) and, instead, the utilization of the “pooling of interest” method;
technical arguments can be found in last year's communications and in section 2 of this
document. Furthermore, after the request for exclusion last year by 78,8% of all respondents,
the due process has not been really complied with.

« CICOPA strongly emphasises that cooperatives and mutuals as they function and as they are
configured around the world do_not correspond to the concept of “mutual entities” as
described along the exposure draft, nor with the wider concept of “profit oriented entities”
which exclusively includes conventional enterprises and "mutual entities”, and therefore
requests that the internationally-agreed distinctive characteristics of cooperatives and mutuals
be clearly recognized.

» CICOPA underlines the fact that the technical knowledge is still lacking and the need of
rethinking a distinctive accounting category for cooperatives, appropriate to their distinctive
nature, function, mission and modes of operation as described in ILO Recommendation 193,
This category could be common with mutuals provided that the differences between the two
models are explicitly clarified, and provided that this common category is clearly different
from the present “mutual entity” concept. In particular, since the concept of control is
becoming central in the TAS Board standards, the permanent practice of joint ownership plus

? Those approaches include the “income approach” (discounting future cash flows) which is neither verifiable nor obiective,
and involves speculation about future amounts, speculation about their iming, and specuiation about the rate at which to
discount them: the cost approach which is also concerned with speculation or expectations about the future - what it
might cost to acquire a substitute asset of "comparable utifity” after speculating further about its obsolescernce ; and the
fair value to be estimated "with significant entity inputs”, reportedly one of the reasons why Enron's financial reports

proved tQ be s¢ unreliable.
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democratic control {i.e., common control) in cooperatives and mutuals should become a
central element in a distinctive accounting treatment for these types of enterprises in the
future. The book value would be maintained in general, and, in order to address possible
needs of revaluation of assets, specific methods (e.g. the calculation of 'net realisable value’)
should be developed.

CICOPA proposes the establishment of a specific working group on this topic with the
participation of experts on accounting specialised in cooperatives and mutuals from around
the worid.

Bruno ROELANTS
General Secretary
broelants@compuserve.com
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