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1.1 Introduction

This book describes and explains how to account for, and report upon, inter-entity
investment relationships. An ‘entity’ is defined in paragraph 6 of SAC 1 Definition of the
Reporting Entity, as “any legal, administrative, or fiduciary arrangement, organisational
structure or other party (including a person) having the capacity to deploy scarce resources
in order to achieve objectives”. Entities can include companies, partnerships and trusts,
as well as other types of arrangements as indicated in the SAC 1 definition. Entities can
have many different types of relationships with each other. For example, they can buy and
sell goods and services from each other, borrow or lend money to each other, combine
to jointly produce a good or service, or one entity can take an ownership interest in
another by way of purchasing the latter entity’s equity (for instance, A Ltd (the ‘investor’)
may purchase 100% of the issued shares of B Ltd (the ‘investee’)). In this book our main
focus is the situation in which two or more entities combine in some way, usually but not
exclusively through equity ownership, to conduct operations. F of exposition, this
book will typically explore accounting for investor—investee i ps using corporate
entities, although the principles throughout the book can he lied to any type of entity.

In the next section we provide a broad overview of s @ the key concepts and basic
terminology that are relevant to understanding th 1 entity relationships. In later
sections of this chapter and throughout this bo asm concepts will be explored

in greater detail.

1.2 Some basic @pts and terminology

twe or more entities can vary greatly. For example, if X
of Y Ltd, then it would be very unlikely that X Ltd could
ow Y Ltd conducted its operations. On the other hand, if
ares of Y Ltd, then it could effectively direct Y Ltd to behave in
arly, the nature of X Ltd’s asset—its investment in Y Ltd—is very

Ltd held only 5% of the issu
use its shareholding to i
X Ltd held 100% of the i
any manner X Ltd wis

different depéndi hich of these two types of investment relationship it has. If X Ltd has
100% of the issued shares of Y Ltd, then it can effectively employ not only its own net
assets, it can also use its voting power in Y Ltd to use the net assets of Y Ltd in X

Ltd’s operations. Consequently, the central accounting problem that is explored in this

‘ X book is, if two or more entities operate together, how should the economic impacts of that
h - relationship be reflected in financial reporting? Another way of stating this problem is to

LIOO% ask if we should prepare two sets of general purpose financial statements: one for X Ltd
" and a separate set for Y Ltd, or is the economic substance of the relationship between
| Y Ltd X Ltd and Y Ltd so close that they effectively operate as if they were only one entity
\ v and so only one set of financial statements should be prepared based on the combined

llo‘)% net assets of X Ltd and Y Ltd? The short answer to this problem depends on the extent
r \ to which the investor entity can direct the key relevant activities of the investee. In the
| Z Ltd ‘ case where the investor can ‘control’ the investee, then for accounting purposes we treat
‘k ) the two separate entities as though they were one ‘economic entity’ and prepare one

set of financial statements for the economic entity, often called the ‘group’ financial

FIGURE 1.1 The X Ltd group statements. Figure 1.1 explains the nature of the economic entity.
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As X Ltd, Y Ltd and Z Ltd are companies, they each are recognised as separate entities under
the law. In principle, X Ltd, Y Ltd and Z Ltd could each present their own set of general purpose
financial statements. However, X Ltd owns 100% of the issued voting shares of Y Ltd and Y Ltd
owns 100% of the issued voting shares of Z Ltd. As X Ltd can use its voting power to direct Y Ltd’s
activities, it can effectively also direct Z Ltd’s activities because of Y Ltd’s power over the voting
shares of Z Ltd. Consequently, X Ltd controls the net assets of both Y Ltd and Z Ltd. As a result,
for accounting purposes, X Ltd, Y Ltd and Z Ltd are viewed as though they are one economic
entity. The economic entity is represented by the shaded boxes in Figure 1.1. We would call this
economic entity the X Ltd group’.

Take amoment to consider more deeply the membership of the X Ltd group and the relationships
between the three companies that make up the group. If we begin from the bottom of the group,
Z Ltd is called the ‘subsidiary’ of Y Ltd because Y Ltd has control over Z Ltd due to its holding
of 100% of Z Ltd’s voting shares. In the Y Ltd/Z Ltd relationship, Y Ltd is the ‘parent’ of Z Ltd
(see AASB 10 Consolidated Financial Statements, Appendix A). However, if we then go further up the
group, we can see that this relationship is repeated between X Ltd and Y Lt Ltd controls
the voting shares of Y Ltd, X Ltd is the parent of Y Ltd and Y Ltd is X Ltd’ i - If we take the
whole group together, X Ltd is called the ‘ultimate’ parent and both Y @td are subsidiaries
of X Ltd because X Ltd can effectively control both Y Ltd and Z Lt ssume for the moment,
that the X Ltd group is a reporting entity, then it must prepare genesa e financial statements

for the economic entity that is the X Ltd group. As will be described'in more detail throughout this

book, only one set of general purpose financial stateme % prepared for the X Ltd group based

on the combined net assets of the parent and its subsidiary{The financial statements of the group
td, Y Ltd and Z Ltd would likely

prepare individual financial statements for int y management but when preparing general

are called ‘consolidated financial statements’. I ice,

purpose financial reports for use by partie§ to the X Ltd group, it would be usual to prepare

only consolidated general purpose eports. In other words, the example in Figure 1.1 is
treating the X Ltd group as the re
reports rather than X Ltd, Y Ltd
right. As an aside, if Y Ltd wa

consolidated financi@l st for the Y Ltd group (consisting of Y Ltd and Z Ltd’s net assets).

responsible for preparing general purpose financial
d being treated as separate reporting entities in their own
eemed to be a reporting entity, then it would prepare its own

The issue of identif reparting entities is examined in more depth in Section 1.6.2 of this chapter.

It should also be n that a group does not necessarily need to take the structure shown in
Figure 1.1. Many different types of structures could be groups for accounting purposes. As just one
example, X Ltd may own 100% of Y Ltd’s voting shares and directly own 100% of Z Ltd’s voting
shares as shown in Figure 1.2. The X Ltd group still consists of three entities but the structure of
their interrelationships is different. The common element in both Figure 1.1 and Figure 1.2 is that
X Ltd controls Y Ltd and Z Ltd.

‘ X Ltd
o -
100% | 100%
v v
)] )
Y Ltd ‘ Z Lid
\ J \ J

FIGURE 1.2 The X Ltd group
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1.3 Why do entities form groups?

A group such as that depicted in Figure 1.1 may arise following takeover activity undertaken
to control a larger share of market activity and reduce costs per unit of output. Motivations
for a takeover include vertical or horizontal integration to increase the scale of operations and
market share. Alternatively, sometimes the companies in a group are formed (incorporated)
for a specific purpose, such as to undertake a new business opportunity or to operate in a
new location. It is possible for companies in a group to operate in the same industry, related
industries or unrelated industries. In addition, the companies may operate in different or similar
geographical regions.

The Australian Companies and Securities Advisory Committee (2000), Ramsay and Stapledon
(2001) and Dean and Clarke (2005) identified the following potential benefits of conducting
economic activity through a group structure, including:

@ Reducing commercial risk or maximising potential returns by diversifigation.
ow outside investors

@ Attracting capital without forfeiting control. Management may nogswi
to increase their level of ownership in the parent company, but t outside investment as part
of their overall business.

@ Lowering the risks of legal liability, including environie sumer liability. By setting up
a number of separate subsidiaries, certain assets
risks. Effectively, this amounts to using the ‘co

ated and protected from high-liability

eil’ to manage risk.

@ Providing better security for proposed . By tramsferring assets into a separate company, a
potential lender will have the opp& 0 Obtain a first charge over specific assets. This could

benefit the group by facilitating of borrowing, particularly through project financing.

@ Complying with regulatory .% ts. Some multinational groups need to comply with the

The sur er Laan and Dean (2010) reports that the average number of controlled
entities for ASX:listed companies is approximately 12. Not surprisingly, the median is much
lower at four (the distribution is positively skewed). Large companies tend to have a large number
of subsidiaries—for the largest 10% of companies by market capitalisation the mean number of
controlled entities is 62 (median is 33).

While a group structure may provide significant benefits to its stakeholders, there are potential
abuses of such a structure. In Australia there have been a number of well-publicised cases recently,
such as the one involving James Hardie, which have raised issues about the structuring and
restructuring of corporate groups and ‘asset shuffling’ to achieve the strategic aims of management
(see Clarke and Dean, 2007). More generally, the global financial crisis (GFC) of 2008 provided
further examples of how structuring inter-entity relationships could be used to transfer risk and
avoid transparency in financial reporting. Such practices have challenged accounting standard
setters around the world to develop accounting rules that minimise the ability of financial statement
preparers to exploit structured entities for opportunistic purposes. Accounting standard setters’
responses to this behaviour are explored in more detail in Section 1.5.
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1.4 Overview of accounting for different
investor—-investee relationships

In Section 1.2 the focus was upon an inter-entity relationship in which the investor entity had
control over the investee entity. This gave rise to a parent/subsidiary relationship with the result
that for accounting purposes the two separate legal entities were treated as though they were one
economic entity. Of course, not all inter-entity relationships are based on one entity controlling
another. Relationships between investor and investee entities range across a continuum from
control to no special interaction (e.g., an investor may be holding an equity interest in an investee
only for short-term speculation). As stated in Section 1.2, as the strength of the relationship
between the investor and investee changes, the economic substance of the investor’s asset (i.e.,
its investment in the investee) changes. The investor’s accounting for that asset should also differ
as a result. In their efforts to ensure that general purpose financial statements present decision-
useful information, accounting standard setters have identified four types ofsinvestor—investee
relationships and specified the different accounting policies that must be adoptedforeach of these
four categories of relationship. Table 1.1 provides a high-level summary of the relevant accounting
requirements for investor—investee relationships.

TABLE 1.1 Summary of accounting for investor—investee relationships

Nature of
relationship Relevant Accounting
between investor & Name given to Name given to accounting method for

investee investee entity investor entity standard(s) investor’s interest

AASB 139 OR
AASB 9

AASB 128 Equity method—
proportional share of
associate’s profits

Investee Fair value

No special
relationship

Significant influence  Associate

Venturer or operator |~ AASB 11/AASB 128  Proportional share of
joint arrangement’s
assets, liabilities &
expenses or the
equity method

Control Parent AASB 10 Consolidation—
combination of all
entities' financial
statements

Joint control

Table 1.1 shows that as the strength of the investor’s relationship with the investee grows, the
appropriate accounting method changes to reflect the greater level of interest the investor has
in the investee’s net assets. In the case where there is no special relationship, the investor shows
its interest in the investee as a mere ‘one-line” asset (e.g., ‘Investment in Y Ltd’) but at the other
extreme where the investor controls the investee, the investor’s one-line asset in the investee is
effectively replaced by all the individual assets and liabilities of the investee. As the investor—
investee relationship becomes more complex, so does the investor’s associated accounting
method. These complexities are explored in detail in later chapters but a brief summary is
provided in the following sections. In practice, an investor may have a range of investees, some of
which are ‘controlled’, some subject to joint control, some significantly influenced by the investor,
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and some for which there is no special relationship. In such cases consolidated general purpose
financial statements would be prepared that include not only the combined financial statements
of the investor and its subsidiaries but also interests in joint arrangements and associates that are
accounted for using either the line-by-line method or the equity method.

1.4.1 Investments in controlled entities (subsidiaries)

Figure 1.1 depicts a group that comprises three companies, X Ltd, Y Ltd and Z Ltd. It was noted
in Section 1.2 that since X Ltd owns 100% of the issued capital of Y Ltd and Y Ltd owns 100%
of the issued capital of Z Ltd, X Ltd is able to control the economic resources owned by Y Ltd
and Z Ltd. X Ltd is also in a position to direct how those resources are used in operating activities.
Consequently, where X Ltd controls Y Ltd and Z Ltd, one set of consolidated financial statements
will be prepared for the X Ltd group.

Section 1.2 indicated that the companies in Figure 1.1 represent three separate legal entities.
A question arises as to whether the needs of users desiring information on,the economic activities
of X Ltd are satisfied by a financial report based on the financial position cial performance of
X Ltd (only) or whether financial information relating to the group evant. The relevance
of group information can be demonstrated by using the examp! @( Ltd group in Figure 1.1.
sets (assets less liabilities) of

The assets of the parent X Ltd include a 100% interest in t
Y Ltd and Z Ltd. The parent entity controls the resourges
group and investors in the parent entity need finangia ation based on the group to hold

ions of all companies in the

management of the parent company responsibl financial performance of the group.
X Ltd’s control over Y Ltd and Z Ltd implies the féllowing for the investors in X Ltd:

@ Since X Ltd owns 100% of the netass s two subsidiaries, it owns all of the equity of the
subsidiaries. For example, if Y Ltd d up, then X Ltd would be entitled to 100% of any
surplus of Y Ltd’s assets remais erits liabilities were settled or extinguished.

X Ltd’s ne tS(e ash balance). This, in turn, could be distributed to X Ltd’s shareholders,
provided the
being distrib dividends, would expand Y Ltd’s operations, increasing the value of the parent

of solvency is met. The portion of the profit reinvested by Y Ltd, rather than

company’s investment asset and indirectly the value of the shares held by investors in X Ltd.

@ The cash flows of the parent company are related to the cash distributions that it may receive
from a controlled (subsidiary) company.

It follows that relevant information for the shareholders of X Ltd includes the financial
performance, financial position and cash flows of its controlled investments, Y Ltd and Z Ltd, that
is, the economiic entity as a whole. Financial statements that include financial information relating to
subsidiaries (i.e., the controlled entities) assist stakeholders in the group in making rational economic
decisions by releasing information about the underlying assets, liabilities and profits relating to
investments in subsidiaries. Such information also allows an assessment of how management has
discharged its accountability for the use of controlled economic resources. If this information were
given by attaching the separate financial statements of each subsidiary to the parent’s financial
statements it would be difficult to use, particularly if the parent had numerous subsidiaries and there
were numerous transactions between entities within the group. The solution is to summarise the
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financial information of the parent company and all its subsidiaries into one consolidated report
that includes consolidated financial statements reporting on the financial performance, financial
position, changes in equity and cash flows of the group. Consolidation accounting in Australia
is regulated by AASB 10 Consolidated Financial Statements. Although a number of (sometimes
complex) adjustments are required to avoid double-counting of the group’s net assets, consolidated
financial statements are in principle created by adding together the financial statements of the
individual entities within the group. For example, the consolidated Statement of Financial Position
of the X Ltd group in Figure 1.1 would be obtained by adding the Statement of Financial Position
of X Ltd, to that of Y Ltd, and to that of Z Ltd. The consolidation process is explained in detail in
later chapters.

The importance of the consolidated financial statements can be seen by noting that the financial
press focuses on the profit reported by the group when commenting on the accounting results
reported by management. Indeed, such is the focus on group (compared to parent) income that the

financial press most commonly omits the reference to ‘group’ when discussing the income number.

Similarly, analysts forecast group rather than parent entity earnings and er share.
Subsequent to the release of results for the year, the chairman of# of directors of a
listed parent entity and the CEO of the listed parent entity will revi¢
of operations for the period. These are normally referred to
‘Chief Executive Officer’s Report’. Comments on results

group. In conclusion, analysts, the financial press, mané

oint control’ only when there is a contract between

ecisions relating to the jointly controlled economic
resources must have the unani sent of all the controlling parties. Note that joint control
than the unilateral control that creates a parent—subsidiary

relationship. Joint céntro omic resources is often necessary or desirable because the scale

is necessarily a lower levelfof

of some projects is arge that one entity does not wish to absorb all of the business risks of
a project. Joint contro y also be preferred to control because it enables two or more entities
to bring different economic resources to a project that enable the overall value of that project
to be maximised through their joint participation. For example, one entity may have acquired
an intangible such as a mining licence and another entity may have experience and expertise in
conducting mining operations. In some cases, joint control is necessary because the government
of a particular country may prefer that a foreign company operates in that country by way of a
joint arrangement with a local company. A joint arrangement with a local company can also bring
valuable knowledge and expertise about differences in legal and cultural aspects of conducting
business in that country. For example, in September 2014, Telstra and Telkom Indonesia entered
into a joint arrangement to provide Network Application and Services (NAS) to Indonesian
enterprises, multinationals and Australian companies operating in Indonesia. In a Telstra media
announcement, a Telstra executive noted: “By partnering with Telkom Indonesia in the fast
growing NAS market we leverage local expertise, a respected brand and service capabilities. The
JV will deliver locally supported managed data network and security services, as well as cloud
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and unified communications services” (see http://www.telstraglobal.com/newsitem/telstra-and-
telkom-indonesia-sign-joint-venture, accessed 24 August 2015).

One way of sharing economic resources is for all parties involved to transfer resources into a
jointly controlled entity. For example, in the Telstra and Telkom Indonesia NAS joint arrangement,
a company was formed in which Telkom Indonesia owns 51% of the new company and Telstra
owns 49%. Note that the fact that the two parties own 100% of the voting shares between them is
not enough to establish joint control—there must also be a contract between the two shareholders
requiring unanimous consent to major decisions (AASB 11 Joint Arrangements, paragraph 7).

It is also possible for companies to share economic resources in a joint arrangement without
transferring the resources to a separate legal entity. For example, one company may agree to
share the production of an oil and gas site with another company that offers financial resources
and experience in successful site development. These arrangements are based on contractual
agreements that determine the rights and obligations of the participants. Once again, the contract

must establish that the parties have joint control.

AASB 11 classifies joint arrangements into two categories: (1) joi%aﬁons; and (2) joint
ventures. A joint operation is a joint arrangement in which the p
have joint control over the rights to the assets and obligations fg t@iﬁes of the arrangement.

@ ing the line-by-line method.
The line-by-line method involves recognising the oper@a prfopoartionate share in each asset,

n as joint operators)

A joint operator accounts for its interest in the joint ope

liability and expense that relates to the contractual sements. Where, for example, the jointly
controlled asset is a wharf with a cost of $10milli perator with a 40% interest will recognise
a carrying amount of $4million (its share) for the w on its statement of financial position.

Unlike a joint operation, a joint ventu joint arrangement in which the parties (known as

joint venturers) have control over the he net assets of the arrangement. For example,

two telecom companies may deg a m a third company with which they will conduct a
ompanies owns 50% of the shares in the third company and

erated by the third company. As the rights of the telecom

joint venture. Each of the tel
receives a return based o
companies extend only t
It should be noted thiat

e net assets of the third company, the arrangement is a joint venture.
h the creation of a separate entity for the joint arrangement might

normally be& signal a joint venture has been formed, this is not always the case and the
classification joint arrangement as a joint operation or a joint venture depends on a detailed
examination of pecific facts in each case. Chapter 9 provides detailed coverage of accounting

for joint arrangements.

1.4.3 Investments in significantly influenced entities (associates)

An investee may be subject to significant influence as opposed to control or joint control. If
A Ltd has the power to participate in the financial and operating policy decisions of B Ltd,
but does not have either control or joint control over the financial and operating policies of
B Ltd, then A Ltd has significant influence over B Ltd and B Ltd is an ‘associate’ of A Ltd.
Significant influence normally occurs when one entity has a substantial ownership interest in
another entity. In practice, investments in associates are quite common, particularly for listed
companies. Investments in associates are accounted for using the equity method of accounting.
This involves the initial recognition of the investment at cost. The investment asset carrying
amount is later increased (or decreased) by the investor’s percentage share of the post-acquisition
profits (or losses) and other comprehensive income of the associate. Changes in the investment
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asset carrying amount lead to associated changes in the profits and reserves of the investor. The
equity method reports income and investment asset values that provide more information on
investment performance and investment value than the cost method, which records revenues
when dividends are received (or receivable) and restates the carrying amount in the case of
impairment or disposal of the investment. However, there is controversy over whether the equity
method is a valid form of accounting. Some commentators argue that it is unclear whether the
equity method is a form of measuring the value of an investment in an associate or whether it
is a form of consolidation because the application of the equity method requires some of the
adjustments that are associated with preparing consolidated financial statements (Miller and Leo,
1997). In addition, given that the equity method involves the investor bringing onto its financial
statements net assets over which it only has significant influence, it is debatable whether the
equity method breaches the definition of an asset in the AASB Framework for the Preparation
and Presentation of Financial Statements, which requires that an entity control economic resources
(paragraph 49(a)). Chapter 9 provides detailed coverage of the application of equity method
of accounting for investments in associates.

1.4.4 Investments in other equity interests

An investor can also hold an equity interest in an investee without\a lhg control, joint control
or significant influence over that entity. This will commonly bé't hien a company holds a
relatively small stake in the equity of another entity. It is mon form of investment and

is usually undertaken with the objective of achieving a Qn the investment (i.e., capital gains

and dividends) as a passive investor. Investments_of this type may precede further investments
that eventually result in the investor achieving ant influence and even control. Normally,
‘ assets’. At present, financial assets could

small equity investments are classified as
be accounted for using either AASB ncial Instruments: Recognition and Measurement or
AASB 9 Financial Instruments. AAS
standard with regard to the reco asurement of financial assets. However, as a result
of reforms instituted by account tandard setters in response to the GFC, the various provisions
of AASB 139 are being i lly replaced by those in AASB 9 and other standards. AASB 9,
first issued in 2009 /has ory application date for annual reporting periods beginning on or

sued in July 2004 and is currently the mandatory

=

have the option to ‘early adopt’, but if they do so they must apply all
tandard (AASB 9 Aus1.3). Many entities have made the choice to early
adopt AASB 9 and so the broad requirements of both of those standards are described here. Note

the requirements of tha

that under AASB 139.2 and AASB 9.2.1, equity investments that are subsidiaries, associates or
joint arrangements are excluded from the scope of AASB 139 and AASB 9.

AASB 139 has the following relevant requirements. Except for investments, the fair value
of which cannot be reliably measured and must be measured at cost (AASB 139. 46(c)), equity
investments are measured at fair value. The accounting for changes in fair value required by AASB
139 depends on the classification of financial assets into one of four possible categories. In the
case of small equity investments only the following two categories are relevant.

1 Financial asset at fair value through profit or loss (AASB 139.9).

This classification applies if the investment is either held for trading or is designated at fair value
through profit or loss on initial recognition. This class of financial assets is measured at fair value
with changes in fair value forming part of the profit or loss for the period (AASB 139.55(a)).
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2 Available-for-sale financial assets (AASB 139.9).

This classification applies to investments that are designated as available-for-sale or are
investments that cannot be included in any other category. These assets are measured at fair
value. However, unlike assets classified as fair value through profit or loss, changes in fair value
are initially included as part of other comprehensive income for the period. The gain or loss is
transferred to profit or loss when either sold or written off (AASB 139.55(b)).

If an entity adopts AASB 9 for the recognition and measurement of its equity investments,
then paragraph 5.1.1 requires that those financial assets be initially measured at the fair value of
acquisition plus any direct acquisition costs. However, direct acquisition costs are expensed at
the time the financial assets are acquired if those financial assets meet the definition of fair value
‘held for trading’. Held for trading is defined in AASB 9.A and, in essence, means that the financial
asset has been acquired principally for the purpose of selling or repurchasing in the short term.
AASB 9 classifies financial assets as being one of two categories, “measured at amortised cost” or
“measured at fair value”. Paragraph 4.1.2(b) makes it clear that equity, ents do not satisfy
the definition of “measured at amortised cost” and so they must b %ﬂ
value”. After initial recognition, any movements in the fair value o uity investments must be

recognised in the entity’s current profit or loss (AASB 9.5.7. e entity makes a choice to
take the movements through other comprehensive in ice cannot be changed later

and cannot be applied to equity investments that are %l " (AASB 9.5.7.5).

1.5 The importanc @Qnsolldatlon

accounting

Section 1.4.1 described some o ns why aggregated financial information about the

as “measured at fair

group may be more decisio n simply the provision of financial information about

the individual members of practice, the preparation and presentation of consolidated

financial statements h ng history. Initially, consolidation accounting was unregulated
and entities made thei n choices about whether they would provide consolidated financial
statements. Fowe time it became recognised that some managers chose to structure
their groups arious ways so as to provide less accountability and transparency than would
be desired by i tors, creditors and other financial statement users. For example, managers
have employed group structures to try to boost profits and asset values, hide underperforming
subsidiaries, transfer risk from one entity to another, and hide risks such as high leverage. These
undesirable practices have prompted a variety of regulatory reforms that have sought to minimise
managers’ ability to use entity structures as a means of reducing the decision usefulness of their
group’s financial statements. These reforms continue to the present day where recent high-profile
corporate collapses and the GFC revealed certain inadequacies in accounting regulations relating
to consolidation. This section details a history of the development of regulation associated with
consolidation as a means of demonstrating how managers have tried to use entity structures
inappropriately. It also highlights some of the key methods used to structure groups of related
entities. Understanding this history will provide a better understanding of why the current standard,
AASB 10, contains the requirements that it does and why it employs a definition of a group based
on the principle of ‘control’ rather some other more clear-cut definition such as, for example,
percentage of voting shares owned by the investor.
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1.5.1 The historical development of consolidation reporting regulations

The concept of ‘holding company’ (now described as a parent company) existed in the US prior
to 1850. In Australia, holding companies have been traced back to 1882 when Elder Smith and
Co Ltd acquired a subsidiary (Spence, 1949). Whittred (1987a) argues that changes in Australian
taxation laws provided one of the incentives for the growth in the formation of Australian groups.

In the US, the preparation of consolidated accounts as a means of financial reporting on the
activities of a group can be traced back to the beginning of the 20th century. During the period
from 1900 to 1940, consolidated accounts appear to have become increasingly popular. Similarly,
in the UK, consolidation accounting was widely adopted by the late 1940s (Bircher, 1988). Walker
(1978) attributes the UK’s adoption of consolidated reporting to the inadequacies of conventional
accounting methods for accounting for inter-corporate investments, specifically in relation to asset
measurement and revenue recognition.

The development of groups and consolidated reporting in Australia largely follows the
experience of the US and the UK. Table 1.2 builds on a chronology prep y Walker and
Mack (1998) and provides a summary of the evolution of Australian %requirements
encouraging or requiring the presentation of consolidated financial stat t

TABLE 1.2 Development of Australian regulatory requireme ;?A idated reporting

Reporting development

Sydney and Melbourne stock exchanges require lis w panies to provide statements of
iaries as supplements to reports of holding

financial position and profit and loss accounts of sub
companies

1927 Melbourne Stock Exchange (MSE)
aggregate statements of subsidiari

choice of either separate accounts of subsidiaries or
ments to the reports of holding companies

e use of aggregate statements (as above)

ire newly listed companies to provide consolidated statements or
bsidiaries

orations Law requires holding companies to provide consolidated accounts
for all subsidiaries

1971 AASE require annual accounts to be in consolidated form (unless an alternative presentation has
been approved by the AASE)

1987 The Australian Accounting Research Foundation (AARF) issued ED 40 Consolidated Financial
Statements

1990 The Accounting Standards Review Board (ASRB) issued ASRB 1024 Consolidated Financial
Statements; ASRB 1024 did not take effect because of legal impediments in the Companies Code
at that time

1990 AAS 24 Consolidated Financial Statements issued

1990 AASB 1024 Consolidated Accounts issued (gazetted in 1991)

1991 The Corporations Law (as it was then called) was amended so that it did not conflict with the

requirements of AASB 1024—particularly the definition of a subsidiary for the purpose of financial
reporting and the requirement to produce group accounts, which, prior to this amendment, did not
necessarily mean consolidated accounts. These amendments were necessary before AASB 1024
could be gazetted

1992 AASB 1024 and AAS 24 were revised and reissued, requiring a consolidated cash flow statement
instead of a consolidated funds statement

CHAPTER 1 Text objectives and introduction to consolidation
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Continued

Year Reporting development

2002 ED 139 Business Combinations was issued; it prescribed the accounting treatment of goodwill

2004 AASB 127 Consolidated and Separate Financial Statements and AASB 3 Business Combinations
were issued

2005 ED 141 Proposed Amendments to AASB 127 and ED 139 Proposed Amendments to AASB 3 were
issued in July

2008 Revised AASB 3 and IAS 27 were issued. These revisions allowed for the use of the full goodwill
approach as an alternative to the purchased goodwill approach

2010 ED 171 Consolidated Financial Statements was issued

2011 AASB 10 Consolidated Financial Statements was issued

2013 AASB 10 amended to exempt certain ‘investment entities’ from consolidating their subsidiaries

2013 AASB 10 amended to include new Appendix E to provide implementation guidance for not-for-profit
entities

The issue of Accounting Standard AASB 1024 Consolidated Accou 91 is pivotal to the

history of consolidation accounting in Australia. From the comm of AASB 1024, group
accounts were legally required to be in the form of a single set.& ated financial statements

that covered all members of the group. It was no longer poss @ onsolidate some members of

the group but selectively omit to consolidate others.

1.5.2 The debate over voluntary con

Table 1.2 indicates that in the decades prior to 1991, when AASB 1024 mandated accounting

requirements for consolidated financial s ts, there had been a progressive strengthening of
the regulatory requirements and a narrowi reporting options available to holding companies.
It is interesting to note that man lian holding companies prepared consolidated accounts

re introduced. The 1966 Australian Associated Stock
st formal requirement for consolidated reporting. However,
6) and Walker and Mack (1998), the provision of consolidated
tralian listed companies was commonplace by the 1950s.

before legal requirements t

Exchanges listing rules w
as documented by Whitt
financial informatio
Whittred(1987b). a tes the evolution of consolidated reporting and its voluntary adoption
by Australianparent gntities as, in part, a result of the emergence of an innovative debt market that
used cross-guarantees for debt obligations among the members of a corporate group. Typically,
a cross-guarantee would involve each company in the group becoming jointly and severally liable
for the debt obligations of some or all of the other companies in the group. This meant that a
debt provider could claim against the assets of other companies in the group if the borrowing
company defaulted on its loan payments. In addition, the debt obligations of the other companies
in the group became relevant to the debt provider because of the possibility of claim dilution (a
reduction in the probability of payment to a debt holder). Therefore, the effect of cross-guarantees
was to remove the advantage of limited liability of the individual companies within the group.
Consequently, the constraints in debt covenants, such as leverage ratios, were defined on a group
basis by including the assets and debt obligations of other group companies that were guarantors.
It follows that the most relevant financial information for the debt provider concerned not the
individual company to whom the loan had been made but the combined financial information
of the group (i.e., the consolidated financial statements). This assumes that all companies in the
group are parties to the cross-guarantee. In practice, the situation can be more complex as debt
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might be guaranteed by some, but not all, members of the group, in which case consolidated data
for this sub-group becomes relevant to the lender.

In addition to the incentives to consolidate relating to lending contracts, Whittred (1987b) also
argues that the level of management ownership affected the incentives to prepare consolidated
financial statements. The profits of a parent entity are likely to be an inferior measure for
monitoring managerial performance relative to the consolidated profits. This is because the profits
of the parent company include dividends that are received from subsidiaries and may also be
affected by other transactions with group companies that are not at arm’s length. Therefore,
management can opportunistically manipulate the profits of the parent company by exercising
control over intragroup dividend transactions and the terms and conditions of other transactions
(e.g., management fees and inventory transfers). In contrast, the combined or consolidated profits
of the group are based solely on transactions with parties that are external to the group. The
effects of intragroup dividends and other intragroup transactions are removed.

Walker and Mack (1998) contest Whittred’s (1987b) conclusions about the importance of debt
and management contracts to the evolution of consolidated reporting. They e instead that
the wider adoption of consolidated reporting in Australia was explain tattory and other
forms of regulation. @

The differences between the analyses of Whittred (1986, 1987k @ Nalker and Mack (1998)
result from, at least in part, different interpretations of the ea ck ange rules. Hence, the
extent to which consolidation accounting in Australia w %}/ adopted versus externally

imposed remains contentious.

ices ofPthe 1980s

onsolidated financial reporting in Australia
grew out of a 1980s perception that a legally
porting was essential to ensure that relevant and

1.5.3 Lessons from the corporate

Arguably the most important event in the hi
was the issue of AASB 1024 in 1990.
backed accounting standard on congeli
reliable aggregate financial infor
The use of certain con

P

ilable to capital market participants.
usiness practices in the 1980s brought the matter of
consolidated reporting to particular, several high-profile Australian companies were

circumventing the xisting companies’ legislation and avoiding a full consolidation

of all controlled a his was possible at that time because the Companies Act 1981 (and

the Companies Act 19 ore it) defined a group of companies subject to consolidation as one
comprising a holding company and one or more other companies that were its subsidiaries. Three
practices developed in the 1980s to avoid the consolidation of certain types of subsidiaries. Each

of these avoidance practices was justified by arguments relying on legal form rather than economic

substance and the three practices were described collectively as “one of

Australia’s great accounting loopholes” (Blue, 1990, p. 81). ‘ A Ltd
The first avoidance practice was to interpose a non-corporate entity “ A Ltd holds 100% of the
between a holding company and a subsidiary company. For example, a ¢
holding company could set up a unit trust in which it held all the units, ‘ B unit trust
with the unit trust used to hold the shares in a controlled company. This ~ * ~
practice relied on the Companies Act 1981 defining the group in terms of ¢
corporate entities only. Under the prevailing legislation, a trust was not | C Lid
a ‘subsidiary’ (because a trust is not a company) so it did not have to  « J

units in the B unit trust

B unit trust holds 100%
of the shares in C Ltd

be consolidated and any companies in which the trust held shares also  FIGURE 1.3 The case of the interposed unit trust
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escaped consolidation. Figure 1.3 illustrates the use of an interposed unit trust to break the nexus
between a holding company and a subsidiary company.

If A Ltd had held the shares in C Ltd directly, then A Ltd would have been a holding (parent)
company and C Ltd its subsidiary company, resulting in C Ltd being included in the consolidated
group. However, the interposition of the B unit trust meant that C Ltd no longer qualified as a
subsidiary company of A Ltd and did not have to be included in the group consolidation. The
interposed unit trust technique would often be applied to a controlled company that had high
gearing and/or was loss-making. This was because the consolidation of such a company could
significantly increase the debt ratios (e.g., debt-to-equity ratio) of the group. In some cases, the
extent of the impact of the controlled company on the overall group position may have been so
damaging as to put the holding company in default of its borrowing agreements with banks and
other lenders (Sullivan, 1985).

The second avoidance practice was based on the fact that the term ‘consolidation” under the
1981 Companies Code (and in the Corporations Law briefly until July 1991) did not necessarily

mean consolidated accounts. As a consequence, it was common practi€ejto omit subsidiaries
with operations in the finance industry from the group as long as ¢ 9» 13 stification was given.
Their omission was justified on the dubious grounds that théir Operations were fundamentally

different from other companies in the group. The omitted fin:

@ bsidiaries were typically highly

geared and their inclusion in the consolidated accou ave significantly worsened the

e

statements. This position continued in all successWe consolidation accounting standards until

reported gearing of the group. The introduction o 4 Consolidated Financial Statements,

in June 1990, struck down this practice of excl ance entities from consolidated financial

2013 when the International Accountin ards Board (IASB) issued amendments to IFRS
10 Consolidated Financial Szmemen&' exemptions to certain investment entities from

consolidating their subsidiaries. alian Accounting Standards Board (AASB) was not

supportive of this change as it yi ﬁ exception as being without conceptual basis and that the

exemption could lead to i porting practices (AASB, 2011). However, given Australia’s
ards, the AASB was obliged to amend AASB 10 nonetheless.

limited and most entities are not able to use it.

policy of adoption of 1A
Happily, the exemption

The third@voidanc ctice relied on a legalistic interpretation of the definition of ‘subsidiary’
in the Comp ct 1981. That interpretation required ownership of more than half of the ordinary
voting shares of"@nother company for that company to be a ‘subsidiary’ as defined. In practice,
it became generally accepted that a company holding 50% or (say) 49.8% of the ordinary voting
shares in another company did not have to classify that other company as a subsidiary. Whether
one company had de facto control over another company was frequently treated as being irrelevant
to the subsidiary definition. Majority share ownership was central to consolidation practice and
corporate managers with incentives to exclude or remove a company from the consolidation
needed only to arrange a shareholding of 50% or less.

Sometimes a company would use a series of interlocking shareholdings in order to achieve its
control over other companies and, at the same time, protect them from being taken over by an
external party. None of these companies would be deemed subsidiaries because of the absence
of majority share ownership. Of particular notoriety was the Adelaide Steamship Company
(Adsteam’), which, in the 1980s, was one of Australia’s major conglomerate organisations. The
structure of the 1980s Adsteam group is shown in Figure 1.4. It should be noted that Adsteam’s
group structure has been simplified by the omission of a number of subsidiaries.
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FIGURE 1.4 The Adsteam case

The interlocking shareholdings conveyed the impression that the Adsteam,group had lower

tralian Stock
s for 1991 and
t into a dramatic

gearing and higher profits than was actually the case (Hadden, 1992). When
Exchange finally demanded that Adsteam prepare consolidated financi
the financial position of the Adsteam group was revealed, the conipa

much reduced in size—as Adsteam Marine Ltd until 2007. ®
1.5.4 Overcoming consolidation loopholgé

In order to remedy the loopholes in the Companies Act 195
of consolidated financial statements, the A accounting profession issued AAS 24
i\
a p

decline that was halted only by the systematic disposal of major a dsteam survived—very

d generally improve the usefulness
Consolidated Financial Statements in June 24 made three fundamental changes to
consolidation accounting. First, it substi ﬁ nt entity’ for ‘holding company’ and redefined
ily e pany) controlled by another entity. This meant
trusts and partnerships, had to be consolidated in

‘subsidiary” as an entity (not necessa
that controlled non-corporate enti
addition to companies controllediby a‘parent entity. Therefore the interposed unit trust technique
could no longer be used tofav onsolidating less performing and/or highly geared companies.
Second, AAS 24 reduire subsidiaries be consolidated. There were to be no exceptions to
this basic principle. d, AIAS 24 stated the criterion that control, rather than majority ownership,
would become the majoFtrigger to determine whether consolidation would take place. The control
criterion established economic substance rather than legal form as determining the boundaries of
the consolidated group.

Following the introduction of the Corporations Legislation Amendments Act 1991, AASB 1024
Consolidated Accounts was gazetted on 20 September 1991 and made effective for financial years
ending on or after 31 December 1991. For the corporate sector, this gave the force of law to the
consolidation principles first issued as AAS 24, including the group concept and the control criterion.

Hazelton (1994) compared the consolidated financial statements of Australian parent
companies listed on the Australian Stock Exchange pre-AASB 1024 and post-AASB 1024. As
shown in Table 1.3, Hazelton found that AASB 1024 was accompanied by a significant increase
in the number of listed companies consolidating non-corporate entities and less-than-majority-
owned companies.

The information in Table 1.3 shows that there was only a 2% increase in the number of majority-

owned companies consolidated between 1990 and 1992. However, in the same period, there was
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TABLE 1.3 Consolidation of non-corporate entities and less-than-majority-owned companies

1993 1992 1990 1989
Number of entities consolidated
NoncorporateenUUeS ................................................. 205186 ...................... % ...................... 92 ...........
Majontyownedcompames7037725370946894 ...........
. Lessth anmajomyowned Co m pa mes ............................. 93 ...................... 87 ...................... 23 ...................... 21 ............
. Numb e r of |.sted Compam es consoh da t. n g ................................................................................................................
Noncorporateenm@s ................................................... 37 ...................... 37 ...................... 17 ...................... 18 ...........
MaJontyoWnedcompames190’]90’]87186 ...........
. Lessth anmajor | tyowned Co m pa mes ............................. 40 ...................... 41 ....................... 1(, ...................... 14 ...........

an increase of 278% in the number of less-than-majority-owned companies consolidated and an
increase of 94% in the number of unincorporated entities consolidated. Both these increases
were largely attributable to the introduction of AASB 1024. AASB 1 introduced greater
uniformity to consolidation accounting practices.

1.5.5 Special purpose entities

Although AASB 1024 represented a major improveme
developments in financial engineering and innovati
in AASB 1024 and other similar accounting stan@ards around the globe. The 1990s onwards saw
an exponential growth in the use of so-called ‘special purpose entities’ (SPEs) that were created
to give effect to various new forms of fi risk management. SPEs had various names and

forms including ‘structured entities” a iable interest’ entities. One major objective of the

o essentially move debt or risk ‘off-balance sheet’ by
putting in place arrangement d give the appearance (and sometimes the substance) that
bis, the SPE was not ‘controlled’ by the group and so could
be ‘de-consolidated’. This ean that the SPE’s financial statements would not appear in the
group’s consolidate ial statements and, in turn, this would make it difficult for users of the
group’s finan€ial s s to fully assess any potential risks faced by the group.

Theuse o Es wvas not entirely new. For example, the Australian property developer Hooker
Corporation had“created a special trust as an SPE in the late 1980s as a means to implement a
debt defeasance arrangement. The objective was to transfer to the trust a large amount of the
liabilities of Hooker Corporation and some financial assets such as accounts and loans receivable.
It was hoped that the cash flows generated from the receivables would be sufficient to pay off
the liabilities. The management of Hooker Corporation argued that the company had effectively
transferred responsibility for the liabilities to the SPE trust and so the liabilities could be taken off
the statement of financial position of Hooker Corporation, thus improving the company’s leverage
position. Such a practice would be legitimate provided that the company no longer had any
responsibility for repaying the liabilities if the SPE trust could not meet the obligations. Ultimately,
Hooker Corporation collapsed leaving huge losses for investors and creditors.

Since that time the use of SPEs has become widespread and controversial. One of the largest
corporate collapses in history, Enron Corporation (Enron), took the use of SPEs to unprecedented
extremes as described in Exhibit 1. Enron was able to exploit the rules-based consolidation

accounting standards in the US to keep its SPEs off-balance sheet. It has been argued that Enron
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ENRON'S USE OF 'RAPTOR" SPEs

The failure of the US company Enron was one of the world's most high-profile corporate collapses.
The company entered into bankruptcy in December 2001 causing widespread losses to thousands of
employees, investors and others. Enron employed many misleading accounting practices to boost its
revenues and hide risks. One of these practices was the use of SPEs. From 1993-2001 Enron created
over 3000 SPEs (in Australia at August 2015, the whole Australian Stock Exchange consisted of only 2205
listed entities). It was determined that Enron’s use of these SPEs led to an overstatement of its net assets
by $US1.2 billion. One sub-set of these SPEs was the so-called ‘Raptor’ SPEs (named after various birds
of prey). Essentially, the Raptor SPEs were created to act as a hedge against falls in Enron’s portfolio
of e-commerce investments but the assets transferred to the SPEs to act as if the hedge were Enron'’s
own shares. That is, Enron was using the SPEs to hedge itself. Not surprisingly, when the market value
of Enron's portfolio of e-commerce investments ultimately fell, so did the value of Enron’s own shares,
making the hedge ineffective. This led to losses of $US700million. The financial position of the Raptor
SPEs was largely unknown outside Enron because the company exploited the ‘bright line’ rules used by

the relevant US consolidation accounting standard. Enron structured the ownership interests in the Raptor
SPEs in such a way that a sufficient portion of that ownership was held by a par controlled by
Mr Andrew Fastow, the Chief Financial Officer of Enron! As a result, the Rapt ents were not
presented in Enron’s consolidated financial statements. Critics of the US acgo andards pointed to
Enron’s ability to put ‘form over substance’ as an example of the limita of ‘rules-based’ accounting

standards. It was argued that ‘principles-based’ standards that em stifor consolidation based

on ‘control’ would be superior standards because they emphasisedit ing of the substance of such

EXHIBIT

structured arrangements. Source: Adapted from Baker and Hayes, 20
would not have been able to do this if the h@ted a ‘control’-based test such as that now
found in AASB 10 (Baker and Hayes, 2004

ive growth'in SPEs has been the practice of ‘securitisation’.

One of the key reasons for the exten
In brief, securitisation is a process in hfimdncial assets are bundled together in saleable parcels
(i.e., they are ‘securitised’), whic ensold’to an SPE, which in turn sells them to investors. In
practice, securitisation arra s can be highly complex but a simplified example is provided

in Figure 1.5.

A a )

O
—> —>

Bank X SPE Trust investors
— —>
-

(0

FIGURE 1.5 A simple securitisation arrangement

Various

In Figure 1.5 Bank X transfers some financial assets such as mortgage or credit card
receivables to a trust that the bank has created as an SPE (this is shown as arrow A in Figure
1.4). Bank X treats the transfer as a ‘sale’ of the financial assets, taking them off its statement of
financial position and potentially recognising a gain or loss on the sale. The SPE then bundles
these receivables into saleable packages and, in turn, sells them to various investors (shown as
arrow B). The cash flows received from the investors are used by the SPE to pay Bank X for the
receivables (shown as arrow C). The SPE then manages the cash flows from the receivables (i.e.,
it collects the payments made by the mortgagees or credit card holders as they pay their debts)

CHAPTER 1 Text objectives and introduction to consolidation

17



18

and transfers these cash flows to the investors, which is their return on their investment (shown
as arrow D). It can be seen that, in principle, Bank X is able to transfer the credit risk associated
with the receivables to the investors. By ‘selling’ the receivables to the SPE, Bank X has no
obligations to the investors if the receivables become impaired. In addition, Bank X enjoys a cash
flow advantage in that it does not have to wait the life of the receivables to collect the associated
cash flow. The key issue with regard to consolidation accounting is that the SPE must not be
a subsidiary of Bank X, that is, Bank X must not ‘control’ the SPE otherwise it would have to
consolidate the SPE’s financial statements with its own and the financial reporting advantages of
creating the SPE would be lost. In practice, a variety of arrangements are put in place to try to
ensure that the SPE is not perceived to be ‘controlled’ by the bank. In any specific securitisation
arrangement, it is a question of fact as to whether the terms and conditions result in an effective
separation between the bank and the SPE or whether the SPE in substance remains controlled by
the bank. For instance, if the investors could obtain recourse from the bank in the event that the

receivables became impaired, then this would indicate that the bank hasnot been able to transfer

associated SPEs were a major component of the lack of trans garding financial risk

during the GFC and this was a key motivation for accountingss setters around the world
to revise consolidation accounting standards. These revisio
10. It is worth noting that the use of SPEs is not restni o"financial institutions. In 2013, for

example, it was reported that the Australian supermar ain Coles was able to use an SPE

ut alerting its rival Woolworths. It was

AASB 127 and AASB 3

‘consolidated accounts'—the financial statements of the
consolidated group. nsolidated and Separate Financial Statements extended the scope

of AASB 1024 by in h group financial statements and the ‘separate’ financial statements

from similar pro ns in AASB 1024. While in AASB 127 basic consolidation procedures did not
change from those in AASB 1024, there were changes in more advanced consolidation issues.
AASB 1024 relied on AASB 1013 Accounting for Goodwill and AASB 1015 Acquisition of Assets
for (i) the measurement of the cost of acquisition, (ii) the measurement of net identifiable assets
acquired, and (iii) the measurement of and the accounting treatment for goodwill or discount (later
labelled ‘excess’) on acquisition.

From 2005, the role of AASB 1013 and AASB 1015 was superseded by AASB 3 Business
Combinations. AASB 3 introduced marked changes to former consolidation procedures and
resulted in the recognition of more identifiable intangibles (such as patents and trademarks) that
are acquired as part of a business combination. Chapters 2 and 3 examine issues relating to the
recognition and measurement of assets acquired as part of a business combination.

AASB 127 took the view that consolidated financial statements were prepared to enable
reporting on the activities of a group to external users. In line with this emphasis, consolidated
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financial statements include the consolidated assets and liabilities of a// members of the group, and
group equity shows the respective shares attributable to the two categories of owners—the parent
interest and the non-controlling interest. This is known as the ‘entity concept’ to consolidation
accounting. AASB 10 continues AASB 127’s approach of adopting the entity concept.

It was noted in Section 1.5.5 that the GFC exposed limitations to consolidation accounting
standards such as AASB 127. Consequently, the IASB revised its consolidation standard and
Australia followed suit in 2011 with AASB 10 Consolidated Financial Statements. These changes
resulted in the guidance on consolidation being removed from AASB 127 and that standard
was renamed Separate Financial Statements. The objective of the revised AASB 127 is to set
out the requirements for accounting and disclosure of a parent or an investor entity’s interests
in a joint arrangement or associate where that parent or investor entity prepares its own
financial statements rather than consolidated financial statements. These requirements are
explored further in Section 1.6.3. AASB 10 now contains the relevant accounting requirements
for consolidation. The basic consolidation procedures are largely unchanged, from those that
were originally in AASB 127 but AASB 10 introduced a revised definiti ‘control’ and
provided extensive guidance on the practical implementation of that ioA®Unlike its IASB
counterpart, AASB 10 was also amended in 2013 to add impleme d@
in the not-for-profit sector as described in Section 1.7.7. Discld @
investments in subsidiaries, joint arrangements and associat SE tin AASB 12 Disclosure
of Interests in Other Entities. The requirements of AASB %xplained where relevant in

other chapters of this book.

dance for entities

equirements relating to

Before considering the underlying concepts and techifiiques of consolidation accounting
it is necessary to understand the scope A@; that 1s, which companies must prepare

consolidated financial statements and the the term ‘separate financial statements’.

This is considered below in Section 1.6.Q
1.6 Applicati cope of AASB 10

The application of AAS is governed by paragraph 5 of AASB 1057 Application of
Australian Accountifig St In relation to such compliance it is worthwhile remembering

that the applicatio AASB standards not only applies to companies but also to entities
other than companies,‘ncluding not-for-profit organisations and public sector entities. AASB
10.E provides direct guidance on the application of the concept of control in the not-for-
profit sector. Although the emphasis in this text is on the application of AASB standards to
companies, the application of the control concept in the not-for-profit sector is briefly revised
in Section 1.7.2.

AASB 10 refers to consolidated financial statements and AASB 127 refers to separate financial
statements. Previous sections of this chapter outlined the nature of consolidated financial
statements, but there has been no discussion of ‘separate’ financial statements; this concept will
be explained in Section 1.6.3.

1.6.1 The requirement to prepare consolidated financial statements

Australian accounting regulations embrace the concept of differential reporting as described in
SAC 1 Definition of the Reporting Entity, paragraphs 34—37.2 The idea behind differential reporting is
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that it is unreasonable to expect the same level of accounting disclosure in the financial statements
of a private family company as would be required in the report of a publicly listed company. The
implementation of differential reporting depends on the interaction between the requirements
of the Corporations Act 2001 (hereafter referred to as the Corporations Act or ‘the Act’) and the
application provisions in AASB accounting standards.

CORPORATIONS ACT

Provisions of the Corporations Act include:

@ Part 2M.3, s. 292 specifies the entities that must prepare annual financial reports. In general,
small proprietary companies are exempted from the requirement to lodge financial reports.
Section 292 applies to various types of individual companies.

@ Section 295 outlines the content of the annual financial report prepared by the companies
specified in s. 292. The required content of a financial report includes the financial statements
required by AASB accounting standards or, where required by acc i
statements of the consolidated entity (s. 295(2)(b)). The ‘finan
notes to the financial statements (consisting of notes requi

standards, financial

1s defined to include
ccounting standards, the

regulations and other information necessary to give a t @ d fair view) and the directors’

declaration about the financial statements and note atled requirements about format and
content of financial statements and notes thereto scribed by AASB standards rather

than by the Act.

@ Since revisions to the Act in 2010, annual finaneial statements are required to be prepared
@equire consolidated financial statements. In this

for a company unless accountingysta
case only consolidated financial sta

parent company.

are required to be provided to shareholders of the

@ Section 296 requires th ialystatements comply with accounting standards and s. 297

nts and notes must give a true and fair view, but does not allow
any departure fro uirements of accounting standards. This means that any additional
informati ce r a true and fair view is included in notes to financial statements

(s. 295(3)

AASB ACCOUNTING STANDARDS

Provisions of the AASB accounting standards include the following:

@ The Corporations Act requires that financial statements comply with accounting standards.
The application of an accounting standard to a particular class of entity is stated in
AASB 1057.5.

@ Generally AASB standards apply only to ‘reporting entities’ (as defined in Table 1.4). The
application provisions in AASB standards implement differential reporting in accordance with
the AASB’s Reduced Disclosure Requirements (RDR).

@ Reporting entities are defined in terms of the financial information needs of external users so that
closely held, equity-financed, unlisted public companies and/or large private family companies
are not normally reporting entities.

@ Only reporting entities are exposed to the full weight of accounting disclosure.
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TABLE 1.4 Relevant definitions®

Term Definition Reference
Parent An entity that controls one or more entities AASB 10A
Entity Any legal, administrative or fiduciary arrangement, organisational structure = SAC 1.6

or other party (including a person) having the capacity to deploy scarce
resources in order to achieve objectives

Subsidiary An entity that is controlled by another entity AASB 10A
Group A parent and its subsidiaries AASB 10A
Reporting entity An entity (including an economic entity) in respect of which it is reasonable = SAC 1.40

to expect the existence of users dependent on general purpose financial
reports for information which will be useful to them for making and
evaluating decisions about the allocation of scarce resources. A reporting
entity prepares general purpose financial statements

General purpose Financial statements that are intended to meet the needs of users who are  AASB 101.7
financial statements = not in a position to require an entity to prepare reports tailored to their
particular information needs

tatements:

The financial statements required by s. 295 are prescribed in AAS . he following
financial statements must be included as part of the content of a set of fimancial s

@ A statement of financial position. Q

A statement of profit or loss and other comprehensive inc

A statement of changes in equity.

A cash flow statement.

Notes.

An additional statement of financial pe
a retrospective accounting policy ch

The standard with the power
(pursuant tos. 295)is AASB 10. Si
consolidated financial statergéen

10 must be read in conjunction with other AASB standards,
herefore required under AASB 101.10. Only companies caught

by the application p ns B 10 need to prepare consolidated financial statements.
In determining plication of AASB 10, an understanding of the terms ‘parent entity’,
‘group’, ‘subsidiary’, r ng entity’ and the related terms ‘entity’ and ‘general purpose financial

statements’ is necessary. Most of these terms were introduced in Section 1.2 but formal definitions
are given in Table 1.4.

While it is clear that AASB 10 applies to entities other than companies, the discussion here
concerning the application of AASB 10 is restricted to companies since parent entities in this
text will be companies. More generally, the application of AASB 10 is governed by AASB 1057
Application of Australian Accounting Standards. AASB 1057.5 requires AASB 10 to be applied to:

a. each entity that is required to prepare financial reports in accordance with Part
2M.3 of the Corporations Act and that is a reporting entity;

b. general purpose financial statements of each other reporting entity; and
c. financial statements that are, or are held out to be, general purpose financial statements.

The general requirement to prepare consolidated financial statements arises where the entity
is a parent (AASB 10.4). A limited exemption is provided by AASB 10.4(a). This is the special case
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where the parent is itself a subsidiary (i.e., part of a larger group), its securities are not publicly
traded, the entity is not in the process of filing statements for the purpose of issuing instruments
in a public market and its parent produces consolidated financial statements that comply with
International Financial Reporting Standards (IFRS). This would generally exempt, for example, an
unlisted parent company that was a subsidiary of a parent listed on the London Stock Exchange
(but generally not if the parent was listed on the New York Stock Exchange). There are two other
exemptions that relate to long-term employee benefit plans that are subject to AASB 119 Employee
Benefits (AASB 10.4A) and investment entities if they measure all of their subsidiaries at fair value
through profit or loss (AASB 10.4B).

There is significant international variation in the requirement to prepare consolidated financial
statements. In Australia, the requirement to present consolidated financial statements is stated in
AASB 10.Aus4.2:

Notwithstanding paragraphs 4(a) and Aus4.1, the ultimate Australian parent shall

present consolidated financial statements that consolidate 4 investments in
subsidiaries in accordance with this Standard when either ent or the group
is a reporting entity or both the parent and the group ar ting entities.

The interaction of paragraph Aus4.2 in AASB 10 req that either the parent company

or the group be reporting entities for the standard to rare case where the parent

is a non-reporting entity but the group is a repor " AASB 10 does not apply to

either the parent or the group in the strict le ¥In this case, the parent company is
not obliged to present either separate general se financial reports (GPFRs) for itself
or consolidated financial statements fo roup, though there is no barrier to the parent

t to disclose more than the minimum information

voluntarily submitting GPFRs for t nt/and for the group in the form of consolidated
financial statements. It is never 4

required by accounting regulati

If the parent entityisar . it would be unusual for the group to be classified as a non-

reporting entity. It could all subsidiaries were wholly owned and the parent’s investments

in subsidiaries were 1, nimportant to other activities of the parent—that is another way of

saying the inf ti solidated financial statements is not material (see AASB 108.5).
In practi al situation would be for both the parent and the group to be either reporting
Or non-reporti ties. Where both the parent and the group are non-reporting entities, the

parent will prepare either special purpose financial reports or GPFRs and can also present special
purpose or general purpose consolidated financial statements if it chooses to do so. In all practical
illustrations and end-of-chapter exercises in this text, both parent and group will be reporting
entities required to prepare GPFRs. We will also assume that the effect of consolidation is material
and that consolidation adjustments are material.

1.6.2 A group that is a reporting entity

A group is classified as a reporting entity when it meets the definition of ‘Teporting entity’ given
in Table 1.4. In determining whether a group is a reporting entity, it is necessary to ask: Are there
users who require regular financial reports about the entity?

If the answer to the above question is yes, then ask: Are some of these users unable to command
the financial information they require for decision-making and accountability purposes?

If the answer is yes to this second question as well, then the group is a reporting entity.
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To assist in deciding whether a group is a reporting entity, SAC 1 Definition of the Reporting
Entity provides the following factors, which should be considered in determining whether the entity
is a reporting entity.

@ Separation of management from economic ownership interest—tightly held and controlled
entities (e.g., private family companies) are normally not reporting entities. Widely held companies
will normally be reporting entities as shareholders of such companies are normally not in a
position to demand financial information specific to their own needs and therefore must rely on
GPFRs (SAC 1.20).

@ Economic or political importance/influence—economically large and politically significant
entities have a ‘public accountability’ function that may make them reporting entities
(SAC 1.21).

@ Financial characteristics—entities that are large by reference to value of assets or sales,
number of employees or level of indebtedness can also be deemed to be reporting entities.
In such cases there may be non-shareholder financial interests that n e served by

GPFRs (SAC 1.22).
The inclusive nature of the definition of a group should also be cén when determining
ted on a stock exchange,

if a group is a reporting entity. For example, if the parent entity
offers debt securities to the public or is a corporate subsidia oreign-listed company, then
the parent is a reporting entity and, as discussed previou p, by implication, is normally
also a reporting entity.

[t is important to remember that the factors noted in S are provided for guidance only and
should not be seen as a substitute for applying nition o all the available facts concerning
each potential reporting entity. \

As described in Section 1.2, a group @ eporting entity can take a number of different
of, asgroup with one subsidiary.
ity, A Ltd, and its subsidiary, B Ltd. If A Ltd or the

A Ltd must include consolidated financial statements

forms. Figure 1.6 depicts the simple

The A Ltd group comprises t
A Ltd group are reporting enti
prepared in accordance wi 0 as part of its annual financial reports.

Sometimes it isfpossi entify more than one parent entity and more than one group.
Figure 1.7 depicts a*€hain of companies similar to that in Figure 1.1 where this is the case.

As discussed in Se 1.2, a company like B Ltd is the parent entity of C Ltd and the B Ltd
group comprises B Ltd and its subsidiary, C Ltd. However, A Ltd controls B Ltd and, through it,

also C Ltd. Therefore, A Ltd is the parent entity of both B Ltd and C Ltd and the A

Ltd group comprises A Ltd and its subsidiaries, B Ltd and C Ltd. Where there is a The group

chain of companies or entities, the parent entity at the top of the chain (A Ltd in this r

case) is often referred to as the ‘ultimate parent entity’. Unlike the example in Section | AlLtd

1.2 we now extend our analysis by asking whether both the A Ltd group and the B Ltd ‘\ (parent enti)

group are reporting entities. The answer to this question will depend on the facts. If A Contmli

Ltd and B Ltd are both listed on the Australian Securities Exchange, both companies p

will be reporting entities and both the A Ltd group and the B Ltd group would usually l B Ltd
(subsidiary)

be reporting entities. The position would be different, for example, if A Ltd was a |

listed company and B Ltd was a non-listed, wholly (100%) owned subsidiary of A

Ltd. In this case, B Ltd and the B Ltd group are less likely to be reporting entities FIGURE 1.6 Parent entity in a

because B Ltd is not a listed company and A Ltd, as its only shareholder, will be able  group with one subsidiary
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FIGURE 1.7 A chain of controlled companies
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A Ltd

to command specific financial information. Of course the needs
of users other than shareholders must also be considered. In this

«——— economic ] ] ) )
entity situation, A Ltd would have to prepare consolidated financial
statements for the A Ltd group but B Ltd would not have to

report on the B Ltd group.

Accounting for investments in subsidiaries, jointly controlled

I —— E
B Ltd :
H B Ltd . . .
Control SR ccomomic1-6-3 Accounting for investments in separate
5 enity  financial statements
C Ltd H
.

entities and associates in separate financial statements are
addressed in AASB 127.9-127.14, which refers to the case
where the parent prepares financial statements for the parent in
addition to, or instead of, consolidated financial statements. Under

Australian legislation and accounting standards, in most cases a pare repare consolidated
financial statements alone. In this case, footnote disclosure is provi t the parent entity’s
financial position (e.g., total assets), performance (e.g., profit) an thods outlined below for
accounting for investments in the separate financial statem nvestor, which affect these

measures. These methods were described in Section 1.
‘Separate financial statements’, as defined in A e financial statements of a

parent, an investor in an associate or an investor i

controlled arrangement in which the
investments are accounted for on the basis of t t equity interest. The separate financial
statements (if prepared) show the financi formange, financial position and cash flows of the
parent entity as a single entity. On thgypa s Statement of financial position, equity investments
in other entities are treated as inve ts and must not be measured on a consolidated or

equity accounted basis.

‘Separate financial state is‘aterm that relates only to the parent entity—as opposed to

‘consolidated financial s ts’ that are based on the combined activities of every entity in

the group.

In the se e statements of a parent entity, investments in subsidiaries, jointly
controlled entiti ociates are accounted for in one of two ways:
1 Investments assified as held for sale are accounted for:

—at cost (the ‘cost method’)
—in accordance with AASB 9 Financial Instruments; or

2 Investments classified as ‘held for sale” are accounted for in accordance with AASB 5.

The fair value method provides information that is relevant to investors about the value of
investments. The [ASB has recently decided to allow the option to use the equity method for
an associate entity in separate financial statements. The use of the fair value method provides
information that might be relevant to the parent shareholders about the value of investments. The
fact that its use was not mandated is noteworthy as it emphasises the importance of consolidated
accounts (relative to parent entity accounts) to gain information about financial position and
management performance. The IASB acknowledged that the cost method might provide relevant
information where the accounts of the parent provide information about the ability of the parent
to pay dividends to its shareholders. In many jurisdictions the directors of the parent may be
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constrained to paying dividends out of realised earnings, which are a function of, for example,
dividends received (as opposed to capital gains). Note, however, that the case for the cost method
in providing relevant information is now weaker in Australia, as amendments to the Corporations
Act 2001 in the Corporations Amendment Act 2010 removed the ‘profit test” for the payment of
dividends and retained just the ‘solvency’ test.

Investments initially accounted for at cost may later be classified as ‘held for sale’. In this case
the investments are then measured at the lower of their carrying amounts and fair values less costs
to sell (AASB 5.15).

As discussed in Section 1.4.4, AASB 9 requires that financial assets be recorded at fair value.
One important exception is the case of equity instruments if there is insufficient evidence to
reliably measure the fair value (refer to AASB 9B.5.4.14). This is an important exception in the
context of corporate groups as, in most cases, the listed entity (if any) is the parent and the
subsidiaries are all unlisted.

As indicated in Section 1.4.4—and excluding investments where fair value_cannot be reliably
measured—AASB 9 requires changes in fair value to be reflected either in profi , Orin certain
circumstances the entity can choose to have these changes taken directl , omprehensive
income. In the latter case, gains and losses cannot be subsequently o profit or loss on
realisation (generally on disposal of all or part of the investment) ( 5.7.1).

In the consolidated financial statements, the amount recor rent’s separate statement
of financial position will be treated as shown below. m

INVESTMENTS IN SUBSIDIARIES

In the case of investments in subsidiaries; the ent’s recorded investment will be eliminated
in full (irrespective of its measurem is) and the underlying assets, liabilities and
post-acquisition equities of subsidia be included in the consolidated statement of
financial position in place of the ofiginal vestment asset. Subsequent chapters will illustrate
this procedure.

INVESTMENT LY CONTROLLED ENTITIES AND
ASSOCIATES
Investments classified eld for sale” will continue to be measured at the amount required by

AASB 5 Non-current Assets Held for Sale and Discontinued Operations. Consequently there will be
no difference between the carrying amount in the parent’s separate financial statements and the
group’s consolidated financial statements.

The equity method of accounting, described in Section 1.4.3, must be applied to investments
in associates other than those held for sale. The equity method, including the consequences of
adopting the fair value basis in the parent’s separate financial statements, is the basis of the
content of Chapter 8. Discussion of the accounting treatment of investments in associates
and jointly controlled entities held by a company that is not a parent entity is also covered in
Chapter 8.

Having specified the entities that must prepare separate financial statements and/or
consolidated financial statements and that the concept of control is used to identify parents and
subsidiaries, now let’s look at the definition of ‘control’ and discuss how the existence of control
is determined.

CHAPTER 1 Text objectives and introduction to consolidation

25



comprehensively addressed by IFRS 10 and AASB 10. One additional advantage that AASB 10 has
over the previous version of AASB 127 is that it now includes detailed implementation guidance
for the not-for-profit sector. AASB 127 had very little guidance for this sector and even that was
restricted to public sector entities only.

From the above discussion it would seem that the major criticisms in applying the control criteria
arise from the reliance upon accountants’ professional judgement. While these criticisms have some
merit, most accounting practitioners seem to acknowledge that the control criterion is effective and
accept that it is necessary to eliminate dubious consolidation practices. Indeed, the control criterion
for consolidation matches the generally accepted objective of consolidated accounts, which is to
show the resources under the control of the parent entity and how well the parent entity deploys
those resources. Further, it should be remembered that the experience from Enron and similar
examples of corporate misbehaviour suggests that a principles-based approach to consolidation
can be more difficult to circumvent than a rules-based approach.

1.8 SUMMARY 6
%

This chapter has provided an introduction to the methods
reporting upon investor-investee relationships. The chapte
relationships where the investor exercises control ove
relationships) but it has also been shown that suc
control, significant influence or, indeed, there ma p special relationship operating
between the investor and investee. The accounting ¥ethod applied depends upon the
nature and strength of the investor-investe ionship.

The chapter has shown that gettin ght’ accounting for investor-investee
relationships is vital to ensuring
information. This is because the
managers to structure their i
accounting standards. Some
losses and other ne

counting for and
pncentrated on those
2 (parent-subsidiary
ips can be based on joint

statement users receive decision-useful

a long history of attempts by unscrupulous
S¥in a way that exploits loopholes in relevant
corporate misbehaviour has resulted in enormous
s on investors, employees and other stakeholders and
dence in capital markets and the accounting profession.

A key factor i ifying parent-subsidiary relationships is the concept of control
and the chapter has €®¥plored how this concept is defined in AASB 10. Three components
must be identified for control to exist: the investor must have power over the investee; the
investor must be exposed or have rights to variable returns from the investee; and
the investor must be able to use its power to affect the amount of returns generated by the
investee. Applying the control concept demands the exercise of professional judgement
and each situation must be assessed based on its particular facts. The not-for-profit sector
can provide especially challenging contexts for assessing control because many of the
obvious mechanisms by which control is demonstrated in the for-profit sector are absent
in the not-for-profit sector (e.g., equity instruments are less frequently issued by not-for-
profit entities).

The remaining chapters build on this one and provide detailed information about the
methods of accounting for, and reporting upon, the investor-investee relationships that
were introduced here.

ati

seriously damage
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Q1.1 Important terminology in AASB 10 (Section 1.4.1)

Define what is meant by the terms ‘parent entity’, ‘ultimate parent entity’, ‘subsidiary’ and
‘group’. Construct a simple organisational design in which there is a parent entity, a subsidiary
directly controlled by the parent entity and a subsidiary indirectly controlled by the parent
entity. Identify the relationships and groups in this design.

Q1.2 Rationale for groups (Section 1.3)

Explain why some of Australia’s largest entities conduct their business activities through a
complex group structure of controlled entities, associates and JO ventures rather than
through a single corporate entity.

Q1.3 Consolidated financial statements (Section 1.4. f)@

Describe the objectives of consolidated financial stateme

Q1.4 Entity concept of consolidation (Section

Define the ‘entity’ concept of consolidation and - in how it has been incorporated into the
provisions of AASB 127.

Q1.5 Adoption of consolidatiox g in Australia (Section 1.5)

According to Whittred (1987b),
of consolidated financial repo by Australian companies? What is the contrary view
presented by Walker and Mack(1998)?

the dominant factor that explained the emergence

Q1.6 Consolidatio unting loopholes (Sections 1.5.3 and 1.5.4)

Describe so f ctices used by corporate managers during the 1980s to avoid
the consolidati subsidiary. Explain how Australian consolidation and other related
accounting sta have evolved in an attempt to close these loopholes.

Q1.7 Special Purpose Entities (SPEs) (Section 1.5.5)

What are SPEs and why is their use controversial? What challenges do SPEs create for the
preparation of consolidated financial reports?

Q1.8 When consolidated financial statements must be prepared (Section 1.6.1)

State which entities must prepare consolidated financial statements in order to comply with
Part 2M.3 of the Corporations Act and name the financial statements that must be included in
a consolidated financial report.

Q1.9 Preparation of consolidated financial statements (Section 1.6.1)

You are a manager within a firm of accountants. You have been approached for advice.
Determine whether or not consolidated financial statements need to be prepared in the
following scenarios:
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a. Mr P holds 100% of the voting shares in See Pty Ltd (See), which is a large proprietary
company. See owns 100% of the voting shares of Q Pty Ltd, which is a small proprietary
company. The directors of both companies are Mr P and his sons. The only external
user of the financial statements of See is BMI Ltd (BMI), the company’s bankers.
See owes a substantial amount to BMI and this is secured against the assets of See.
As part of the terms of the loan, See provides BMI with detailed monthly cash flow

information.

b. The Smith family owns 80% of the ordinary voting shares of A Ltd (A), a public company
listed on the Australian Securities Exchange. A owns 100% of the ordinary shares of B Pty
Ltd, a large proprietary company with no external borrowings and no known users of its
financial statements other than its holding company.

C. B Pty Ltd is a large proprietary company that is owned by Mr B and his three children. B Ltd
has 10 subsidiaries and is the largest building contractor in Victoria, employing a workforce
of over 700 people. B Ltd provides its bankers with special purpose finénciakreports.

d. B Ltd is an investment company that has entered into significant k@i arrangements

with several financial institutions. Owing to the current ecoho mate, it recently

defaulted on a principal payment of $500million and related i % payments to Northpac.
With the consent of the other financial institutions, Northpa acted under the terms
of the loan contract and appointed a receiver to protect @ nterest of Northpac and the

other secured creditors.

Q1.10 Relevance of parent entity’s fina tements (Section 1.6.3)
Financial statement users ar: opinion a parent entity’s financial
statements are irrelevant uld not be included as part of the
consolidated financial stat

Evaluate this statement with regar the Corporations Amendment (Corporate Reporting

Reform) Act 2010.

Q1.11 Definitio indicators of control (Section 1.7.2)

Outline the elements of control as defined in AASB 10 and discuss the factors that are relevant

in determining whether one entity has the power to control another entity.

Q1.12 Determining the power to control (Section 1.7)

Target Ltd has recently made some strategic investments. The finance director is concerned
about whether AASB 10 will require the financial statements of some or all of the investee
entities to be consolidated. Details of these investments are as follows:

a. Target Ltd has a 30% interest in the issued capital of ABC Pty Ltd, which is a company
involved in the same industry as Target Ltd. The remaining 70% of the shares are owned by
Mr and Mrs M, who are the founding shareholders. Mr and Mrs M have given Target Ltd
five out of the seven seats available on the board of directors. Target Ltd takes the lead
on all decisions, but Mr and Mrs M hold the other two board positions and monitor the

business closely.
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b. Target Ltd has provided HHQ Pty Ltd with a substantial loan. Because of the current
economic climate, HHQ Pty Ltd has experienced significant trading problems. HHQ Pty

Ltd has failed to make its regular payments under the loan agreement. Target Ltd came to
an agreement with the management of HHQ Pty Ltd that Target Ltd executives will take
control of the company’s finances for a period of five years. Target Ltd now controls HHQ
Pty Ltd's chequebook and authorises all cash payments.

c. Target Ltd owns 50% of X Pty Ltd with the other 50% being owned by Y Pty Ltd. Both
companies have equal voting rights and an equal share of seats on the board of directors.
By agreement with Y Pty Ltd, Target Ltd supplies the finance to the company on normal
commercial terms. The loan is fully secured against the assets of the company. Y Pty Ltd
provides the management and entrepreneurial flair to X Pty Ltd. Under the agreement, Y
Pty Ltd receives a management fee in respect of the net profits of X Pty Ltd after allowing
for interest payments on the Target Ltd loan. In periods of no profits, the interest payments
will still be met, but Y Pty Ltd will not receive a management fee
d. Target Ltd operates as the trustee for the King Arthur trading %st is a discretionary
arget Ltd, Mr F, Mrs X and
of the trust deed, Target Ltd
sions of the trust, but acts in

ent year, Target Ltd distributed
r F70%, Mrs X 20% and Mr L 10%.

trust with the nominated beneficiaries being the directo
Mr L. Mrs X and Mr L are relatives of Mr F. Under the
has complete control over the operating and finapei

accordance with instructions from the settlor Mr F

@'

e. Target Ltd holds an 80% interest in BlJ Pty Ltd&§The interest was created when Target Ltd
converted a substantial loan it ma IJ Pty Ltd into equity. BIJ Pty Ltd has a large
deficiency in net assets. Target&‘ ssive investor, having no seats on the board of
directors and does not contrj e financial or operating decisions of BlJ Pty Ltd.

f. Target Ltd holds 40% of o shares of HTE Ltd and it has appointed four executive

d

directors to the boar E

the income of the trust in the following prop

addition, four independent directors of Target Ltd are
also independent directers of HTE Ltd. Under the articles of association of HTE Ltd, the total
number of bear a maximum of 13 and each director has one vote at board meetings.

REQ UIRE%

Advise the fina irector as to whether these investments satisfy the control criteria in AASB

10 and whether Target Ltd will need to consolidate the relevant entity in each case.

Q1.13 Determining the power to control (Section 1.7)

A Ltd is a Japanese entity that has successfully developed a scarce raw material called
‘Aquatan’. It is an essential input for B Ltd and C Ltd's manufacturing processes and both
of these companies are customers of A Ltd. Below are details of A Ltd's shareholders and
directors.

Neme of sarchlder e
B Ltd 30% 4
C Ltd 22%
D Ltd 25% 2
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The remaining shares of A Ltd are widely held by several independent unrelated individuals.
B Ltd is not related to C Ltd or D Ltd, but C Ltd is a wholly owned subsidiary of D Ltd. The
other three of the 11 seats on A Ltd’s board of directors are held by independent directors.

REQUIRED
PART A

On the basis of the above information and the requirements of AASB 10, discuss whether A
Ltd is a subsidiary of B Ltd. Provide reference to AASB 10 to support your answer.

PART B

Further to the above information, B Ltd has acquired call options over all of the shares held by
the individual shareholders (i.e., other than C Ltd and D Ltd). The call options are exercisable
at any time at a fixed price and, if exercised, would give B Ltd the voting rights relating to

the shares. Considering the shareholder spread in A Ltd and the need to ensure a continuous

uninterrupted supply of Aquatan, B Ltd management does not intend rcise the call
options even if D Ltd and C Ltd do not vote in the same manner as . the basis of
this further information, the information in Part A and the technical r efhents of AASB 10,
discuss whether A Ltd could be considered a subsidiary of B Lt v reference to AASB
10 to support your answer.

Q1.14 Control in the not-for-profit sector (Secti @

Like other Australian states, South Australia is divided number of local government (LG)

their particular region. Such services include,th ion and maintenance of roads, parks and

regions, which are responsible for providing @:fras cture and community services to
(o

gardens, drainage, libraries and rubbish ion. Funding for the operations of a LG come

from a mix of Commonwealth and sta ernment grants and from rates (taxes) levied upon

property owners in the LG region. The itions of each LG are overseen by a council consisting

of several local residents (councgillors). regular intervals, the members of a LG council are
elected to their position by, owners in the relevant LG region. The councillors perform
similar roles to tho on a company board. LG activities are regulated by an Act
of Parliament, the(lo ment Act 1999. Under Part 3 of the Act, the Minister for Local

Government has the ability to recommend to the State Governor that the members of a LG
council be dismissed under certain very limited circumstances (e.g., where the councillors have
breached an Act of Parliament or have acted improperly in their management of the council’s
affairs). Should the Governor accept the Minister’s recommendation, the councillors would be
replaced by an administrator who manages the LG's activities until local property owners can
vote for a new set of councillors. Apart from these requirements in the Act, the Minister does

not have a general power to overturn a decision that has been properly made by councillors.

REQUIRED

A matter of regular debate is whether local government councils are entities that are controlled
by the state government for the purposes of preparing the consolidated financial statements
of the Government of South Australia. Based on the facts provided above, provide an analysis
of whether local government councils are controlled by the state government in accordance
with the provisions of AASB 10. Your analysis must be supported by reference to relevant

paragraphs of AASB 10 and should address all the relevant criteria for assessing control.
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