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ABSTRACT

Comsmiithedtad fiinanialal statements are the fifmanizkl statements of a group
of entities that are presented as being a single economic ertity. IFRS 10
Comlithdtsld Finamdpd| Statement (revisedd by [ASB im 2011)) priovides
methotology for preparing and presemting consulidkitat fiinanialal state-
f@hits. Beside the eonsdlidation methotd gy, IFRS 10 ineludhss guidance
oh how to determine the levell of eontrol over the investe. The aih of this
study is t6 examinhe the new eomtrol motkdl and its process umdr IERS 10,
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TFRS 10°A GORE YENI KONITROL MIODELi
0z

Komsaliitke ffinansalal tablolar bir topluluk iginde yer alam iSletmelerin fi-
nang| tablolarini tek bir ekonomik iSletme gili suman finanssial tablolardir.
TFRS 10 Konswlithe Finamsd| Tabllalkr (2011 ylindan UNMISK tarafindan re-
vise ediilem) konsallidk fiiaiisal tablolatin hazirlaniess ve sunumUha yone-
lik metotdlbjileri igermeldtadir. Komstlithsgion mvcitthothd [gjisimin yanisira,
TERS 10, yatirira yapillanh isletme uzerindke sahip olunam komtrélun dere-
eesinin belirlenmesi kemhusutth bilgiler igermaitesdir. Bu galiSmanin amaci
TERS 107dm yer alah yoni contiol motidiini ve sureglirini ineele mutdir.
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1. INTRODUCTION

In May 2011, IASB issued a package of five standards (three new amdl two
amendied)) which set out new requirements for group accoumiting: con-
solidation, accoumting for joint agreements amd asseciitss. These were
the results of the IASB's project on consolidation which IASB added tto
its agenda in June 2003. These new standardls have been mandatory for
annual periods beginminhg on or after Jamisyy, 1, 2013. Early applications
surely encouraged.

The new conselidation package replaced! the following stangamtls: (Mac-
kenzie et al 2013,206)

New IFRS Replaced IFRS

IAS 27 Comsallidiated amdl Separate
Finamgidl Statements amdl SIC 12
Comsollidation Spedial Purpose Entities
IAS 31 Interests in Joint Vemtures and
IFRS 11 Joint Ventures SIC 13 Jointly Comtrolled Entities- Non
monetary Comtributions by Venturers
Nome. Previously the disclosure

IFRS 12 Disclosure of Interest in Other | requirements relating to interests in
Entities other entities were contained in each
separate standard.

IAS 27 Comsalidated and Separate
Finamgidl Statements

IAS 28 Investments in Assodiates and | IAS 28 Investments in Associates and
Joint Ventures IAS 31 31 Interests in Joint Ventures

IFRS 10 Consallidiated Fimancial
Statements

IAS 27 Separate Finamdidl Statements

After the revision, the previous I1AS 27{2008) has beem restructured into
three different standardis: IFRS 10 Comsullidiated! Finangizl Statements, IAS
27(2011) Separate Finandi@l Statements andl IFRS 12 Disclosure off kst
ests in Other Entities. The revised |AS 27(2011) now only includes guid-
ance for separate fimamalal statements.

The logic behind the revision was dedlared! by IASB as “the divergence iin

practice when applying A% 27 Corswlitta et conet Sepans e Aritnannoid S taiee -
ments amdl SIC-12 Consolidatiom—Spauia| Ruypese Hrttites” (M3 2011).
The 1ASB defined the basic consolidation modiel amd principles stated iin

IAS 27 and SIC-12 as “smmdy”’, amdl therefore they were not always ap-

plied consistently. The new comsolidation package standardl IFRS 10 clari-

fisss reguirements that were either implicitly embeditked! or only briefly ad-

dressed in IAS 27 andl SIC-12 andl provides additional application guidance.

By the consolidation package also the guidance for non-comsollidated enti-

tiess were established for the fifisst tirive.
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2. THE NEW CONTROL MODEL

The comswligiation medkdl in IFRS 10 isbased on control. A reporting entity
is required to comsiitktte an investee when that entity controlls the imves-
tee {Pricewaterhowssscagpess 2011,3). Howewer IFRS 10 includkss a hew
definition of control and increases the requirements to comsither while de-
clding whether an entity (investor) has control on an iimvestee.

IFRS 10 defines comtrol as “An investor controls an investee when the in-
vestor is exposed, or has rights, to variable returns from its involvement
with the investee and has the ability to affect those returns through its
power over the investee”.

IAS 27(20033)5s and IFRS 10’s comtrol definitions seem simikar, howewer the
two standiantds use different terminology. The basic implications of revised
control definition by the analysis of the revisiom off NS 27(2008) avidl itks
supplerarit SIC 12 are as follows: (Gramt Thormton 2012,11)

. IIAS 27(2008) refers to power but IFRS 10 refers to rights and ability

. IAS 27(2008) refers to governing the fifiendihl and operating plicies
but IFRS 10 refers to the ability to affect returns

s |AS 27 {2008) refers to obtaining benefits while IFRS 10 requires ex-
posure or rights to variakble returns

s SIC12includes specific control indicators for special purpose entities
(SPEs) witile IFRS 10 does not

According to IFRS 10.7, contrel exists when an investor has all three of the
following elemenis: (Also the linkage between three elements is sfiown
oh Figure 1)

(a) power over the investee

(b) expasunes, or tights, to variable returns from its involvememnt with the
investee and

(¢) the ability to use its power over the investee to affect the amownt of
the investor's returns.

IFRS 10 uses the term “imvestor™ to refer a reporting entity that potentially
controls one or more other entities (parent corrzany), and "investee” to
refet to a subwitiayy of a reporting emiity.
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CONTROL =

Power | Exposure or rights to Albity to use power to affect
vatiable returns returmss
Exiisting rights that give the Rettonmss that are not fived Link betwssm power and
current ability to direct the and hawe: the potential to retunms.
relevant activities of the vary wiith performeantee of
invesdiese. the imvestee.

Figure 1: The Elements of Control

Referemce: Deloitte.2013. Cleanlly IFRS: A Practisa| Guiigke to Implementing
IFRS 10 Comsaiiittetead Finamuitd| Stattements,p.4

IFRS 10 intensively focus on comtrol and assessmeent of comtrol amd! tried to
figrere out a sole control modkel that coulld! be applied! for all types of enti-
tiws. The control pringiple is the base for comsolidation. The investor wil
decide whether it is a paremt comgmmny or net via the control prindipke. An
investor shalll comsittar all facts andl circumsttartess when assessing wheth-
er ittcontrols am investee. The investor shall reassess whether it controls
an investee if facts amdl diroumttanees indicate that there are changes ®
one or more of the three elements of control. (IFRS 10.8)

In 1AS 27(2008) control was addressed through voting rights while expo-
sure to variable returns was am important comsidleration within the SIC 12
framewonk. Howmawr, tHe relationship between these two approsdiess to
control was not always clesrr. IFRS 10 links power amdl returns by introduc-
ing an addiitiomal requirement that the investor is capable of wielding that
power to influence its returns. (Pricewaterhousecoopers 2011144)

The application guidance im IFRS 10 Apgenidix B detailed information om
assessiraerit of comtrol. This assessieant framework is showmn on Figure 2.
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Abssesss pppwse and. déssign

Abssesss posver

Wieat activities significantly affestt the investgecss retumsifredkoramt activities)?

How are dexititms abott relevantt activities m ade?

Do investords rights prowidk ability to direstt relewantt activities?

Mssess expsuseire to vaigbieble retunrs

v

e . .
Assess ability to use power-te-influence variable returns
Assess ability ~ touse power toinfluence variable returns

Priiniipedl fgeennt assessment

De factio agent assessment

Figure 2: Framework for Assessmeent for Control

Reference: Pricewaterhousecouyssss 2011, Praciicsd| Guitke to IFRS: Con-
solidated Finandid| Statemerits, Redifiming Contiroll p.4

As showm on Figure 2, the process for assessneant of control begins with
the purpose and design of the investee.

21. Understanding the Purpose and Design of tie: Investee

When assessing control of an investeg, an investor shall comsither the pur-
pose and desigh of the investee in order to Identify the relevamt activi-
thes, how dedisions aboult the relevant activities are matk, whe has the
current ability to direct those activities and Whae receingss returns friom
those activities (RIS 10.B%) Itis eriticall to undistand the purpise and
desigh of the investee in order to decide whether the invester Ras control
oF Aot. The considhritioh of purpose and desigh mdle it eledr that tthe
ehtity is controlied By votig o potential voting rights. Contrel ik getier-
ally determined By Voting Fights. But in the eases Wheire Mty veting
Fights d6 Rt exist, 8 More eoMPRsx process determines contidl (IFRG of
Ernst&Young 2013,378).
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Understamtling the purpeosse andl design of the investee hellps to determine
the following: (Ernst&Young 2013,10)

s What risks the investee wassdesigned tm e exposed to, amdl what
risks it was desighed to pass on to the parties with wiich it is imnvolved

s  What the relevant activities are

. How decisions about the relevant activities are made

s Who has the current ability to direct the relevant activiities

s Which parties have exposure to variable returns from the imestee
. How the relevant activities affect rettums

s Whether the parties that have power and have exposure to varihle
returns have the ability to use that power to affect returns.

. Who receives returns from these activities

Undienrstamding the purpese and design of the entity wiill provide to clearly
determine whether the investege has been controlling by the investor wia
voting or potential voting rights. The investor which has the majority of
voting right would have control of the investee unless otherwise specified.
In more comphax cases, where the control couilt! not be determined by the
voting or potential voting rights, the assessment of power should be the
next step.

2.2. Power

The firgst criterion to have controel relates with powsr. An investor has pow-
et when itt has existing rights that give it the current ability to direct the
relevant activities. In IFRS 10 povwer is definedl as "existing nights ihad give
the current abllity to direct the relevant activititss. THiiere are two camcepts
whemn assessing powar: relevant activities and existing rights.

An investor cam easily determine whether it has powar o nott iff it Hess
the majority of voting rights. In the case of not cleanly determination off
control by voting rights, relevant activities of the investee shoulld be iden-

tifed.

Relevarit activities are activities of the investee that significaritly affect the

investess returns. For mamny investess, a range of operating amdl fin dnaating

activities significanitly affect their returns. Examples of relevamt activities

are given as the following in IFRS10.B12 :

(a) selling andl purdiessivgg of goods or services;
(b) mareging finarsialal assets during their life (Includiing upon default);
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(¢) selectimg, acquiiriimg or disposing of assets;
(d) reseamdhiing am¢l develloring new proguxtts or processes; and
(e) determiming a fundling structure or obtaining funding.

Aftter identifying relevamt activities, the second phase im assessment @f
power is to determine whether the investor has the ability to direct these
relevant activities.

2.3. Rights (Rights that give an investor power over an investee)

Power arises from rights. Power coulltl arise whether the investor may
have a majority of voting rights or am investor may have less tham 50% of
the voting rights or other arrangemsiss. This hierarchy comes more com-
plex in lower stegss. ((Madientiie et al 2013,263)

Examples of rights that, either individually or in combiinstiion, can give an
investor power includle but are not limited to: (IFRS 10.B15)

(a) rights in the form of voting rights (or potential voting rights) of am in-
vestee

(b) rights to appwint, reassign or remove members of am investesds key
managenearit persomnal who have the ability to direct the relevamt activi-
ties's;

(¢) rights to appaint or remove amother entity that directs the relevant
activities;

(d) rights to direct the investee to enter into, or veto amy changes to, trans-
actioms for the bemeffit of the investor; and

(e) other rights (such as dedision-nikkivgg rights specified in a management
contracit) that give the holder the ability to direct the relevamt activities.

Rights are categoiiasd into two growss in IFRS 10: (1) substantive rights (2)
protective rights

Subsitanitive rights give current ability to direct the relevant activities to
the holldkar. Protective rights are rights designed to protect the interest of
the party holding those rights without giving that party powsr over the
entity to which those rights relate.

2.3.1. Substantive Rights

An investar, in assessing whether It has powssr, considers onlly substantive
tights relating to am investee (held by the investor andl othets). For a right
to be substaritive, the holder must have the praciticd| ability to exercise
that right (IFRS 10.B22). Therefore while assessing power, only substantive
Fights are comsithars, protective rights are being disreganthed. Ao, if an
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investor has substamtive rights om am investee, but did not chomse to use
them, the investor still has power on the investee. (BD® 2013,17)

Determining whether rights are substanttive requires judgmentt, taking
into accowntt all facts amdl circumsdeariees. The distinction between substan-
tiee rights amel protective right are explainet in IFRS 10.823)

Judgmeerit aboutt whether these rights are practtizal ability to exendise iis
required in order to determine whether the rights are substanitive or not.
If the rights have pracficdl ability to exemndsse, then they are substantive.
There are three main judgmetis in this prowsss: ((PRicesvettrHousecoop-
ers 2011,12)

i. Aee there barriers to exerdse of tihoserigihts by inclider? [IFRS 10 B23a)]

¢ finaetial penalties and incentives that would prevent (or deter) the
holder from exerdiking its rights.

*  an exerdize or conversion price that creates a fifisanciéhl barrier that
would prevent (or deter) the holder from exendidirg its rights.

* terms and condiitions that make it unlikely that the rights would lbe
exergiset], for exampke, conditions that narrowly limit the timing of their
exerdise.

e the absence of an explicit, reasomaidke mechamism in the fiounding
documenrs of am investee or in appicaite laws or regulations that would
allow the holder to exerise its rights.

* theimability of the holder of the rights to obtain the infemmatiion mee=
essary to exerdise its rights.

* operational barriers or incentives that would prevent (or deter) the
holder from exenditsing its rights (eg the absence of other marcagdss willing
or able to provide specialized services or provide the services andl take on
other interests held by the incumbent manager).

* legal or regulatory requirements that prevent the holder from exers
cising its rights (eg whaere a foreign investor Is prohibited from exercising
its rights).

ii. Do practical mechanisms exist for collective exercise of rights? [IFRS
10.823(b)]

When the exendise of rights requires the agreemarit of more tham one
party, or when the rights are held by more than one party, whether a
rechanism is in place that provides these parties with the praciticd] abil-
ity to exerdize their rights collectivaly if they ehowsse to do so. The lack of
such a metharism is an indicator that the rights may not be substantive,
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The more parties that are required to agree to exercise the rights, the less
likely it is that those rights are substantive,

iii. Will the holder benefit from the exercise of those rights? [IFRS
10.B23(c)]

For examyke, the holder of potential voting rights in am investee shall
comsitker the exercise or comversion price of the Instrument. The terms
andl condiitions of potemtial voting rights are more likely to be substan-
tige when the Instrument isin the money or the investor wouwld benefit
for other reasarss (eg by realizing synetgies between the investor and the
invested) from the exertise or comasion of the instrument.

To be substanitive, rights also needl to be exercisable when decisions about
the direction of the relevant activities need to be mabke. Uswelly, tothe
substarttive, the rights needl to be currently exenitzite. Homenesr, some-
timeses rights can be substarttive, even though the rights are not currently
exerdicHbbe.

2.3.2. Protective Rights

Protective rights relate to fundamential changes to the activities of am in-
vestee or apglly in excepitionrtdl circumrsdeariess. Howmener, not alll rights that
applly in excepliiorsdl circurridtarteas or are contingent onh evenls are pro-
tective. [IFRS 10(B2H]]. Examples of protective rights includke but are not
limited to: [IFRS 10(B28)]

(a) alendken's right to restrict a borrower from undertaking activities that
could significanitly change the credit risk of the borrower to the detriment
of the lender.

(b) the right of a party holding a nom-controlling interest in an imvestee
to approwe capitadl expenditure grester than that required in the ordinary
course of business, or to approwe the issue of equity or debt instruments.

(¢) the right of a lender to seize the assets of a horrower if the borrower
fails to meet specified loam repayment conditions.

As expllaiimed earllier, when assessing whether the investor has comtrol over
the investes, only substanitive rights showld be consithesd. The most [n-
pottant substamitive rights that am Invester ¢can hold are voting rights.

2.4. Voting Rights

An investor that holds more than half of the voting rights of an investee
has power . the power that come atise by the majority of the voting rights
coulld be in two situations: (IFRS 110:B35)

(a) the relevant activities are directed] by a vote of the holdet of the major-
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ity of the voting rights, or

(b) a majority of the memies of the goverming body that diredts the rel-
evant activities are appointed by a vote of the holder of the mwjonity of
the voting rights.

For an investor that holds more than half of the voting rights of am imves-
tee, to have power over ah investee, "the investor's voting rights must be
substantive and must provide the investor with the current ability to direct
the relevant activities”, which oftten will be through determmining ogperzat Hy
and fifmantipg pollicies. If another entity has existing rights that provide
that entity wiith the right to direct the relevant activities and that emtity is
not an agenit of the invester, the investor does not have power over the
investee. (IFRS 10:836)

In sorme cases, voting rights do not give the investor to direct the relevant
activities offthe investee. These could be the exammbss: (frmsti&Young
2013,17)

¢ Relevant activities are directed by contract

¢  Relevant activities are directed by government, judiiciany, admimistra=
tom, receivar, liquidator or regulator

*  Voting rights are not sulbstantive

+  Voting rights have been delegated to a decision malier, which holds
the voting rights as am agent

s Voting right are held as a de facto agenit of another investor
2.5. Power Without a Majority of the Voting Rights{de facto control)

IFRS 10 providess guidance on when an investor with |ess than 50% of the
voting rights has rights that are sufficient to give It power. IFRS 10 includes
the term de facto In ordier to refer this type of control.

An investor can have power even iffit holds less than a najority of the
voting rights of an investee. Am investor can have power with less tham a
majjority of the voting rights of am investee, for examphks, through:

(a) a contractual arrangement between the investor and other vote
holders: A contractuall arrangerarit between an investor and other vote
holders can give the investor the right to exercise voting rights sufficient
to give the investor powar, even If the investor does not have voting rights
sufficlent to give it power withouwt the contractuall amsamgement,

{b) rights arising from other contractual arrangements : For exampkhs, the
rights specified in a contractuedl arrangenarit in combiimation with voting
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rights may be sufficient to give am investor the current ability to diregt the
mamnuifaaturing processes of am investee or to direct other operating or
finmonging activities of am investee that significantly affect the imvestee’s
returns.

{c) the investor’s voting rights : Am investor with less tham a majority of
the voting rights has rights that are sufficient to give it power when the
investor has the practicd| ability to direct the relevant activities unilater-
ally.(de facto control)

(d) potential voting rights : Potential voting rights are rights to obiaim vot-
ing rights of am Investee, such as those arising from conwertible instru-
ments orr options, Including forward contracts. These potential voting
rights are considckresd only If the rights are sulbstantive

{8) a combination of (a}-{d): For examyike am investor could have power
over investee by 40%wvwiting rights andl 20% potential voting rights.

Diagram 1 summaiizss the process for asseszmeant of power over am in-
vestee.

Duosas the i nwestor awe power?

o

throughivoting rightts?

Yes Nao

Comgitbeations imclude:
* Punpoge andl desigm of the ifnvestee
* Righits from cutractual

s

Diosess thesi told e Hgonity of

=l

No

Wiapority of woting Tights
[

4 irority- of watting: Tights

Crousider rightts helld by

oiftesss

1 No attangemesits (eg., call, put,

liguidation rights)

* Righits to meafkee deisions contigent
on future ewventt or ciicunmstance

* Explicit or implicit committneertt that
wiill operaite e designed

Consiider all rightts held,
including rightts froxm:

* Contractual
arrangemetits wiith ether
woite lelders

* Qttheer comntiractual
arrangenrerits

Ihvsitorss voting fights
(i.e. potetitisl] for disticte
poees)

* Potential voting rights
* Conthiirdtion of e
above

Clonsither wizetieer inwestor has:

* Prawtical ability to direct the velevant
activities unilaterally

* Spexipel relationshiip wiith the
innesdtee

* Large expuosuee to variability of
retunns

Diagram I: Assessmeent Process

Reference: Deloitte.2013. Cleanly IFRS: A Praciticd| Guiidke to Implementing

IFRS 10 Comssdiititesd Finamdid| Statkerments,p.4

Mubrasdise ve Vegigi Uygulomatdar: Dérgisi

A SMMMO




2.6, Link Between Power and Variable fusuins

The last step for assessmenit of control requires am investor to have ability
to use its power to affect the investor’s variable returns. IFRS 10 imcludes
this process through principal-agenit relationships.

An investor controls am investee if the investor not only has power over
the investee and exposure or tights to variable returns from its involve-
ment with the investee, but also has the ability to use its power to affect
the investor's returns from its involwement with the investee. Thuss, aaf
investor with decidiom-medimg rights shalll determine whether it Is a princi-
pal or an agemt. (IFRS 10.17&18) An investor cam be considerad a principal
if the investor is able to use its rights to influence returns. Figure 3 shows
the principalfagent classification.

Power Exposine to Rettunms for the Investor is
¥| wariable returns benedfitt of the principal
investor
Power 1\ Exposure to Rettummss for the Investor is an
variable retarns bensffitt of others atenit

Figure 3: Link between power andl returns (principal-agent classification)

Reference: BDO.20MB. Needl to Know: IFRS 1® Comsaidhkited Fimancial
Statemenis, p.31

3. CONSLUSION

IFRS 10 provides a single model for assessing control andl more extensive
guidance on applying this modlel. Also Identifies this single modil as Hhe
basis of consolidation” for all types of entities.

Acvordiing to the IFRS 10% control paradigm, majority of voting rights iis
still asignificamt criteria, but on the other hand a process of assesseearit of
control is largely explained in the Standard. These explanations addressed
to many complicated situations that have not been took place in IAS 27
(2008).

IFRS 10's new control definitiom retains a "power amdl returns™ concept,
but alse focuses on the ability to direct the relevant activities that mostly
affect the investee’s returns.
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Adlopting the new consolidation package standamtts of IASB wiill require
timye, effort andl andl cost. The package, esperdidlly the control mediel stated
in IFRS 10 largely based on the exemite of comsigeraiike judgmeartts while
there is no a majority of voting rights. These judgments wouild be based
on a compretensive understanding of the busimass, operations, and legal
rights amél obligatioms. Thiis wiill lead a complex structure of comtrol modiel.
The accoumting persommel that is obligated to adoptt these consolidation
standiamtts should be aware of the requirements of IAS/IFRSs amd! wiilling to
adopt fairly presemnted! fimam@ial statements pracedures.
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