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Note to constituents

IFRS 10 includes consequential amendments to IFRS 9 Financial Instruments, which has not yet been endorsed in the EU. Those consequential amendments are not addressed in this Draft Endorsement Advice and will be considered together with the related requirements in IFRS 9.
Appendix 1

summary of IFRS 10 Consolidated Financial Statements

Background
1 Existing IFRSs provide two sets of guidance that an entity should apply to assess control of an entity – IAS 27 Consolidated and Separate Financial Statements (IAS 27) uses ‘control’ as the basis for consolidation, while SIC-12 Consolidation – Special Purpose Entities focuses on ‘risks and rewards’. Some believe that there is a perceived conflict between the guidance in IAS 27 and SIC-12, which has resulted in diverge application of the control definition in IAS 27.  
2 The IASB’s effect analysis explains on page 9 that the IASB’s outreach work confirmed that there are several causes for the potential inconsistent application of IAS 27 and SIC-12. In some cases, entities found it difficult to determine which investees are within the scope of IAS 27 and which are within the scope of SIC-12. As stated by the IASB, entities also noted that because the requirements are different in IAS 27 and SIC-12, they could reach different consolidation conclusions depending on which guidance is applied. 
3 In addition, the existing literature lacks specific guidance with regard to some situations involving less than the majority of voting rights in investees (such as de facto control situations) and agent/principal relationships. 
4 The recent financial crisis has highlighted the importance of the information provided in the notes to the financial statements, including transparency about the risks to which an entity is exposed from its involvement with other entities. These risks are mainly related to ‘off-balance sheet vehicles’ which an entity has set up or sponsored. 
Objective of IFRS 10
5 IFRS 10 Consolidated Financial Statements considers the concerns expressed by users on consolidation and aims to address the diversity in practice (of assessing which consolidation model applies), by introducing a model for consolidation based on an ‘ability to control’ approach and provides guidance for applying that model.
6 In its Effect analysis (page 8), the IASB explains that the reason it issued IFRS 10 and the related disclosure requirements in IFRS 12 Disclosure of Interests in Other Entities is to articulate more clearly the principle of control. IFRS 10 defines control as consisting of three elements: power, exposure to variable returns, and the investor’s ability to use that power to affect its amount of variable returns. The IASB discusses these three elements in detail throughout the standard. Existing IAS 27 and SIC-12 do not contain a detailed discussion of the concept of control, nor do they provide application guidance. 
7 IFRS 12 sets out the disclosure requirements for an entity’s relationships with interests in other entities (including unconsolidated structured entities) which include assumptions and judgement applied to assess control and risks an entity is exposed to through its involvement in another entity. The objective is primarily to address the concerns raised by users about lack of transparency in information about interests in other entities. 
8 Taken together, IFRS 10 and the more comprehensive disclosures in IFRS 12, aim to ensure consistent application of the control definition and improve transparency of information.  
What has changed?

9 IFRS 10 builds on the requirements and concepts in IAS 27 and SIC-12 with regard to the concept of control and sets out a consolidation model that applies to all investees including entities that are accounted for under SIC-12. In doing so, IFRS 10 provides additional context, explanations and application guidance on how to assess control, without changing the fundamental concept of control in IAS 27, which is based on the ability the control. 
10 IFRS 10 provides guidance and illustrative examples regarding situations in which control might exist without a majority of voting rights, including situations of de facto control, agent/principal relationships and relationships with entities that are designed so that voting rights are not the dominant factor in assessing control (structured entities). 
11 Under IFRS 10, assessment of control may not be the same compared to IAS 27 and SIC-12; in some cases ‘more’ entities might be consolidated and in other cases ‘fewer’ entities might be consolidated. This is primarily because of the shift in focus from ‘majority of risks and rewards’, to ‘ability to control’, and introducing a control model that applies to all investees. 
12 IFRS 10 explains that there are different ways in which an investor can have power (ability to control) over an investee. In the most straightforward cases, control arises by owning more than 50 per cent of the voting rights. However, the standard explains that it is also possible that an entity controls another entity even though it has less than a majority (or half) of voting rights over the investee. This possibility depends on the assessment of all facts and circumstances affecting the investor and investee relationship. 
13 Based on its initial assessment of the new requirements, EFRAG has considered the following new elements in the way entities will be consolidated:
(a) Ability to direct the investee’s relevant activities.
(b) Power without a majority of voting rights of an investee (de facto control).
(c) Circumstances when the existence of potential voting rights give an investor power.
(d) Agent/principal relationships. 
(e) Consolidation of structured entities (previously called special purpose entities ‘SPEs’). 
Each of these new elements is discussed in turn below.
Ability to direct the investee’s relevant activities 
14 For control to exist over an investee under IFRS 10, an entity must have the ability to direct the investee’s relevant activities through its ability to use power to affect its amount of variable returns. 
15 The concept of ‘relevant activities’ is generally broader than the reference to operating and financing activities in existing IAS 27, although IFRS 10 indicates that operating and financing activities can (in some cases) be relevant activities.  

16 The standard explains that for an entity to be able to apply the control model to all investees, there was a need to broaden the focus on the activities that an investor can direct (or has the ability to do so), as looking only at the operating and financing activities might not always be helpful when assessing control of some investees (such as structured entities). 

17 For example, IFRS 10 explains that relevant activities include: sale of goods or services, management of financial assets, selection and acquisition or disposal of assets, management of research and development activities, and determination of funding structures. Typically, such activities are common in more conventional types of entities governed by voting rights, but perhaps less common in structured entities, which might be created with a predetermined purpose. In those entities, it might be that more than one party has decision making authority over different activities of an investee and each activity may significantly affect the investee’s returns. Examples of these activities include multiple seller conduits, multi seller securitisations, and investors for which the assets are managed by one party and the funding is managed by another. 

18 Furthermore, the relevant activities of an entity can change over time; and investors will need to reconsider their assessment when facts and circumstances change. 
De facto control
19 Existing IAS 27 does not include guidance on de facto control, and different interpretations exist in practice. IFRS 10 extends the ‘ability’ to control approach to include other situations that would result in controls without a majority of voting rights. Contractual rights must be included in the assessment of control, and all substantive rights are considered by the holder of those rights in relation to an investee. Factors to consider include: 
(a) Whether there are any barriers that prevent the holder from exercising the rights or, when the rights are held by more than one party.
(b) Whether the party or parties that hold the rights would benefit from the exercise of those rights (e.g. synergies). 
20 To assess the existence of de facto control, IFRS 10 requires a two-step approach; in the first step, an investor should consider:
(a) size of the investor’s holding of voting rights relative to the size and dispersion of the holding of other vote holders;

(b) potential voting rights held by the investor, other vote holders or other parties; and 
(c) other contractual arrangements.
21 In the second step, if the above factors alone are not conclusive to determine de facto control, the following additional facts and circumstances are considered:
(a) voting patterns at previous shareholder’s meetings;
(b) evidence of power;
(c) any special relationships; and
(d) level of investor’s exposure to variability in returns. 
22 IFRS 10 explains that, the smaller the size of the investor’s holding of voting rights and the less dispersion of the holding of other vote holders, the more reliance is placed on the additional facts and circumstances, for example agreements between shareholders other than the dominant shareholder.
23 In addition, when considering the voting patterns at previous shareholder’s meetings, an entity should consider the usual quorum in shareholders’ meetings, and how the other shareholders vote (e.g. whether they usually vote the same way). 

Potential voting rights 
24 An investor might own options, convertible instruments or other instruments that, if exercised, would give the investor voting rights. These are referred to as ‘potential voting rights’. 
25 Similar to IAS 27, the existence of potential voting rights must be considered in assessing control under IFRS 10. However, IFRS 10 focuses on rights that are substantive in nature and does not refer to voting rights that are ‘currently exercisable’ at the reporting date. 
26 Assessment of control is based on the purpose, design and terms of the potential voting rights and an entity’s reasons for agreeing to those terms (e.g. whether the holder of such potential voting rights has the contractual right to ‘step in’ and exercise its voting power to direct the relevant activities). 

(a) The intention of the writer or buyer of the instrument would be considered, while under IAS 27, the intent was irrelevant.
(b) Market conditions relating to the potential voting rights are taken into account (e.g. whether or not the option is in the money), while in IAS 27 this was not considered, unless, the options lacked economic substance. 
Agent/principal relationships 
27 Sometimes an investor is appointed as an agent and acts on behalf of a principal. Typical examples are investment managers, asset managers and fund managers that act on behalf of a fund (e.g. real estate funds, mutual funds, pension funds and other types of investment funds). 
28 Neither existing IAS 27 nor SIC-12 provide specific guidance about situations in which power is delegated to an agent and about how to assess whether a decision maker is an agent or principal. On page 27 of its effect analysis the IASB explains that the lack of guidance has resulted in diversity in practice as investors with decision making rights arrived at different interpretations about whether or not they control an investee or the fund which they manage. The IASB explains that it was often difficult to determine whether such situations were within the scope of IAS 27 or SIC-12, and a different consolidation outcome could be reached depending on which guidance was applied. 
29 IFRS 10 introduces the concept of delegated power and provides a range of factors to consider when determining whether a decision maker is using its power as a principal (to generate returns for itself) or an agent (and uses the delegated power for the benefit of others).
30 When a single party holds substantive removal rights and can remove the decision maker without cause, this is alone sufficient to conclude that the decision maker is an agent. In the absence of such unilateral removal rights, investors would have to consider the following factors:
(a) Scope of the decision-making authority.
(b) Rights held by other parties (does any single party holds substantial removal rights).
(c) Remuneration (whether it is at market rates).
(d) The decision maker’s exposure to variability of returns from other interests that it holds in the investee.
Consolidation of structured entities
31 IFRS 10 reduces the use of ‘bright-lines’ and increases the degree of judgement by requiring an assessment of the relevant activities of an investee rather than which investor, if any, obtains a majority of the risks and rewards of the investee. This assessment applies to all investees, including structured entities. IFRS 12 defines a structured entity as an entity where voting rights are not necessarily dominant to the assessment of control.
32 Similar to the requirements described above in relation to agent/principal relationships, in order to control a structured entity, an investor would need to have the ability to direct its relevant activities, have exposure to significant risks and rewards or rights to variable returns and the ability to affect those returns. Therefore, control conclusions could be different from those of SIC-12, which focused on which investor, if any, obtained a majority of the rewards or was exposed to a majority of the risks of the investee. 
When does IFRS 10 become effective?

33 IFRS 10 becomes effective for annual periods beginning on or after 1 January 2013. Earlier application is permitted. If an entity applies IFRS 10 earlier, it shall disclose that fact and apply IFRS 11 Joint Arrangements, IFRS 12, IAS 27 Separate Financial Statements (IAS 27 (2011)) and IAS 28 (2011) at the same time.

34 There are no specific transitional requirements. Therefore, in accordance with IAS 8 Accounting Policies, Changes in Accounting Estimates and Errors, retrospective application is required. Although relief is provided in situations where retrospective application is impracticable.
Appendix 2

EFRAG’s TECHNICAL assessment of the NEW ELEMENTS against the endorsement criteria
In its comment letters to the IASB, EFRAG points out that such letters are submitted in EFRAG’s capacity of contributing to the IASB’s due process. They do not necessarily indicate the conclusions that would be reached by EFRAG in its capacity of advising the European Commission on endorsement of the definitive IFRS in the European Union and European Economic Area.

In the latter capacity, EFRAG’s role is to make a recommendation about endorsement based on its assessment of the final IFRS or Interpretation against the technical criteria for the European endorsement, as currently defined. These are explicit criteria which have been designed specifically for application in the endorsement process, and therefore the conclusions reached on endorsement may be different from those arrived at by EFRAG in developing its comments on proposed IFRSs or Interpretations. Another reason for a difference is that EFRAG’s thinking may evolve.
Does the accounting that results from the application of IFRS 10 meet the technical criteria for EU endorsement?

1 EFRAG has considered whether IFRS 10 meets the technical requirements of the European Parliament and of the Council on the application of international accounting standards, as set out in Regulation (EC) No 1606/2002, in other words that IFRS 10:

(a) is not contrary to the principle of ‘true and fair view’ set out in Article 16(3) of Council Directive 83/349/EEC and Article 2(3) of Council Directive 78/660/EEC; and 

(b) meets the criteria of understandability, relevance, reliability and comparability required of the financial information needed for making economic decisions and assessing the stewardship of management.

EFRAG also considered whether it had any evidence that it would not be conducive to the European public good to adopt the new elements. 
Approach adopted for the technical evaluation of IFRS 10 

2 EFRAG observed that some requirements in the existing consolidation model are carried forward from existing IFRSs without a significant change and therefore do not need to be assessed in relation to the endorsement criteria. In performing its initial assessment, EFRAG focused on the impact of the new requirements introduced by IFRS 10 that involves a significant change to the current consolidation requirements. 
3 As explained in Appendix 1, IFRS 10 introduces new elements that affect the following areas when assessing control: 

(a) Ability to direct the investee’s relevant activities.  
(b) De facto control. 

(c) Potential voting rights. 

(d) Agent/principal relationships. 

(e) Consolidation of structured entities. 

4 EFRAG initial assessments of IFRS 10 are discussed below. 
5 In order to get evidence to support its initial assessment of IFRS 10, EFRAG considered the effect analysis published by the IASB, held meetings with the various groups of constituents and conducted field-testing activities. This is described in more detail in the document titled ‘Methodology of EFRAG’s Initial Assessments of IFRS 10, IFRS 11, IFRS 12, IAS 27 (2011) and IAS 28 (2011)’, which is issued as part of EFRAG’s invitation to comment on the five standards. The results of the various consultations have been reflected in this initial assessment of IFRS 10.

Relevance

6 Information is relevant when it influences the economic decisions of users by helping them evaluate past, present or future events or by confirming or correcting their past evaluations. 
7 EFRAG considered whether IFRS 10 would result in the provision of relevant information – in other words, information that has predictive value, confirmatory value or both – or whether it would result in the omission of relevant information. 
8 In EFRAG’s view, the relevance of information is affected by each of the five areas mentioned in paragraph 3, each of which is assessed separately below. 
Ability to direct the investee’s relevant activities

9 IFRS 10 introduces the concept of ‘relevant activities’ and requires an entity to identify the relevant activities of an investee when assessing control of the investee.  Relevant activities are defined by the standard as those activities of an investee that significantly affect its returns and can exist, even if those activities occur only when particular circumstances arise. 
10 IFRS 10 takes a broad view about what activities of the investee should be considered, and indicates that ‘operating and financing’ activities can sometimes be considered to be relevant activities that significantly affect returns, but that is not the only factor. 
11 EFRAG agrees that in order for an entity to be able to apply a uniform control model to a wider range of investees, it is necessary and appropriate to broaden the focus on the activities of the investee that significantly affect its returns and which an investor can direct (or has the ability to do so). 

12 EFRAG notes that the reference to ‘relevant activities’ that significantly affect the returns of the investee, aims to provide guidance on which activities of an investee should be considered when assessing control. The term ‘relevant activities’ requires a more comprehensive analysis of an entity’s relationship with an investee and understanding of the way it engages with other investors in the activities of the investee, and assists entities to identify which investees they control.   

13 In EFRAG’s view, identifying the relevant activities of an investee will be straightforward in some cases; however in other cases it will not, particularly when an entity is involved with structured entities or in cases in which several investors separately have the ability to direct different relevant activities. EFRAG considered the following situations in which determining ‘relevant activities’ might be challenging:
(a) The involvement of ‘multiple’ investors which split the responsibility for specific operations or activities of the investee among themselves. In such cases, determining which relevant activities significantly affect the returns of the investee might be challenging. 
(b) When an entity is set up with predetermined activities (e.g. an ‘autopilot’ entity), the design of the entity is an important factor to evaluate power. In the banking and insurance industry it is common practice for an entity to be set up with predetermined activities, for example to securitise receivables, with all activities and responsibilities laid out in the set up agreement. Using an example of a simple securitisation vehicle, the only activity that can affect returns is the management of the receivables on default. 
(c) If the terms and conditions of the contractual agreements between investors determine the possible range of business activities of an investee at inception, it might be difficult to identify what should be considered as relevant activities and how to evaluate whether the features of the involvement provide the investor with rights that are sufficient to give it power.

14 In the above cases, it is not always obvious which activities could significantly affect the returns of the investee and will require judgement which might, if applied incorrectly, have a negative impact on the relevance of information provided. Some constituents believe that the level of judgement might be high in some cases, and that the requirement to focus on relevant activities when assessing control represents one of key challenges introduced by IFRS 10. 
15 Particularly, in the case of investees that involve entity structures set up for tax, regulatory and similar purposes, or involve investees that are created with a predetermined purpose, relevant activities might occur only when particular circumstances arise or an event has taken place. These constituents argue that although the term ‘relevant activities’ is broader than ‘financial and operating policies’. In their view, IFRS 10 does not provide a clear dividing line between those two concepts. Due to the broader focus, and a lack of a clear definition of the terms used, judgement is required to apply the concept of relevant activities appropriately in light of the specific business operations of an investee, which may affect relevance of the information produced. 
16 EFRAG agrees that in the cases described above, identifying which activities should be considered relevant activities that affect the returns significantly in the assessment of control can be challenging. The challenges will particularly arise when entities are still trying to understand which activities should be considered as part of their assessment in the first year of application.  
17 EFRAG also notes that, in cases where the evaluation is subjective, the disclosure required by IFRS 12 about assumptions and judgement used to determine ‘relevant activities’ should be helpful to explain decisions reached in those more challenging scenarios and thereby will either enhance relevance of information or limit the loss of relevance that might result from applying inappropriate judgement. 
De facto control

18 IFRS 10 introduces a uniform control principle, and reduces the reliance on ‘bright lines’ that, strictly applied, would, require control to be based on an absolute majority of the voting rights. Rather the standard focuses on an ‘ability to control’ model and provides application guidance on factors to be considered to determine de facto control.  
19 EFRAG notes that the issue of de facto control is not a new one and has been implicitly embedded in existing IFRSs. The IASB has in previous debates recognised the existence of de facto control in the existing consolidation model. Companies that already consolidated subsidiaries under existing IAS 27 based on de facto control will not be affected by IFRS 10. However, those companies that did not do so, will be required to do so under IFRS 10. 

20 Explicitly extending the ‘ability to control’ approach to situations where an entity controls an investee with less than the majority of voting rights, requires a degree of judgement because it requires an entity to consider all relevant facts and circumstances that can lead to control. In some cases, particularly situations involving more ‘conventional’ investees without complex transactions and simple shareholder structures, the assessment is likely to be a straightforward one. 

21 In other cases, EFRAG acknowledges that it might be challenging to make the assessment, in particular: 
(a) Determining whether other shareholders are widely dispersed and understanding whether they would be able to form a blocking interest.
(b) Determining whether there is a possibility of agreements between other shareholders. 
(c) Access to information and gathering evidence on whether rights held by other investors (through agreements between them) are substantive and obtaining information on ownership structures of other investors. 

(d) Assessing what are substantive rights – for example would financial covenants contain substantive rights and therefore lead to de facto control.
(e) Assessing whether rights held by others are only protective in nature and whether or not they impact the control assessment.  

22 EFRAG notes that similar situations as those described above may arise when an investor assesses control in agent/principal relationships, which is discussed later in this appendix.  
23 EFRAG believes that in some cases, where other shareholders are dispersed, it would seem reasonable to conclude that they would not be able to form a blocking interest, without having to conduct a very detailed analysis to assess whether the entity has de facto control.
24 Other constituents disagree that the application guidance will be helpful in all cases, particularly when it is difficult to obtain the necessary information about ownership by other investors and existing agreements between them. This information is necessary to assess the impact these will have on another entity’s control rights. EFRAG has learned that some banks and insurers will have difficulties in monitoring and collecting such information, because these entities are not always the ‘record keeper’ of certain investment products and do not have the legal rights to access the records for monitoring the ownership structure. In situations where agreements between other shareholders are concluded without the involvement of the entity, it could be challenging to obtain the information about those agreements and the rights they convey to others. For non-publicly traded companies, the necessary shareholder information is not publicly available. Furthermore, in some jurisdictions disclosure of such information might not be legally permitted (e.g. limited partnerships). 
25 EFRAG acknowledges that IFRS 10 requires an entity to consider additional facts and circumstances, and making the decision about whether control exists difficult and complex in some cases. Even though IFRS 10 provides guidance it might still be difficult to assess the situation described in the paragraphs above, and IFRS 10 does not go ‘far enough’ to address these more complex situations and provide ‘real-life’ illustrative examples of complex cases. 
26 EFRAG notes that if inappropriate judgements are made when conducting the assessment and considering facts and circumstances, the information obtained might be incomplete or misrepresent the rights of other investors, and lose its predictive value. This will have a negative effect on relevance. However, the guidance in IFRS 10 (which includes a range of factors to access control – such as voting rights and potential voting rights held by the investor, along with other facts and circumstances), should provide a helpful starting point to allow an entity to assess and consequently draw a conclusion about whether it controls an investee. Preparers that were applying the de facto control notion under the current IFRS guidelines have not reported fundamental issues in applying the de facto guidance in IFRS 10.
27 EFRAG further notes that consideration of facts of circumstances is already required in existing IFRSs and that the use of judgement is inherent in a 
principles-based environment. In EFRAG’s view, an alternative to a principles-based control model would be a ‘bright-line’ control approach that is based on a threshold of at least half the voting rights of an investee. EFRAG notes that the existing control model in IAS 27 is already based on an ‘ability’ model and this model has proved to work appropriately in practice. 
Potential voting rights

28 The existence of potential voting rights must be considered in assessing control under IFRS 10, which requires an entity to consider all the rights that it and other investors hold, including the purpose and design of the rights, when assessing control. IFRS 10 shifts the focus from the ‘exercise date’ in existing IAS 28 to the economic characteristics of potential voting rights, which inherently requires the use of judgement. 
29 In general, EFRAG acknowledges that operational difficulties may arise to assess whether the rights are substantive or not, which may affect the relevance of information. In some cases, this assessment might be complex, particularly when differentiating between substantive and protective rights of the investors. EFRAG notes that the assessment should be supported by an analysis of the purpose and design of the instrument giving rise to potential voting rights. The assessment also considers regarding investor’s relationship with the investee. This includes an assessment of the terms and conditions of such rights as well as the apparent expectations, motives and reasons for agreeing them, which should assist in appropriate assessment of the rights conveyed by the underlying instruments.  
30 Some constituents argue that IFRS 10 and IAS 28 are interrelated and cannot be considered on a stand-alone basis. Given this interrelationship, there is a need for a consistent use of definitions in prescribing the principles underlying the consolidation or non-consolidation of entities in which a reporting entity has an interest.

31 Some constituents also argue that by only changing the definition of potential voting rights in IFRS 10 and not in IAS 28, the IASB has created an inconsistency between these standards. Absent a consistent definition of terms, they believe there is a risk that the resulting financial statements may not meet the relevance criterion, because relevant information might be omitted or irrelevant information might distort otherwise relevant information. 
32 While EFRAG generally supports consistency of definitions, it notes that IFRS 10 and IAS 28 apply to different types of investments and these differences in definitions do not cause inconsistencies in the accounting for the same class of holdings. Furthermore, EFRAG notes that the IASB did not reconsider the equity method of accounting, including the impact of potential voting rights when assessing significant influence, when it developed IFRS 10. 
33 Overall, EFRAG believes that the requirement to focus on economic characteristics will enhance relevance of information. 
Agent/principal relationships 

34 Existing IFRS literature does not contain requirements or guidance to assess whether a decision maker is an agent or a principal. IFRS 10 provides criteria and guidance for an entity to evaluate whether a decision maker is using its power as a principal or as an agent. These criteria would affect the assessment of whether an entity is a principal and, if so, whether the entity should consolidate the investee being evaluated.
35 EFRAG believes that some of the aspects about the requirements to assess control of an investee in an agent/principal relationship are covered in the discussion above about de facto control. However, EFRAG considered other arguments which are relevant specifically to situations involving agent/relationships, which are discussed below. 

36 As a general principle, when assessing control under IFRS 10, only substantive rights held by the entity and other shareholders are considered. Similar to the control assessment regarding de facto control, if an entity holds less than the majority of the voting rights, it is required to consider both substantive rights that it holds and substantive rights held by others. IFRS 10 requires an entity to consider a range of factors (that include substantive rights, and other facts and circumstances) when assessing whether a decision maker is acting as an agent or a principal, including whether any single party holds substantive rights to remove the decision maker without cause. The existence of a single party with substantive rights to remove the decision maker alone would be sufficient to conclude that the decision maker is an agent. In the absence of unilateral removal rights involving various parties, an entity must consider a range of other factors including: 
(a)
the scope of authority entrusted to the decision maker; 
(b)
the rights held by other parties; 
(c)
remuneration; and 

(d)
its rights and its exposure to variability of returns from the investee. 
37 EFRAG understands that the need to apply judgement in assessing control in a situation involving agent/principal relationships poses a significant challenge in practice. 

(a) EFRAG has learned that determining which rights are substantive, and specifically understanding the combined effect of variability of returns from an investment fund and ownership interest in the fund, which can be very subjective and difficult to determine. In many cases, the assessment of whether ‘removal rights’ are substantive or not involves significant judgement because if there are removal rights, they are normally not held by one party alone or a relatively small group of investors. 
(b) Furthermore, EFRAG has learned that some constituents believe that assessing ‘exposure to variability of returns’ is highly judgemental and believe that it is often difficult to determine whether an entity acts as an agent or as a principal. They believe that IFRS 10 does not contain clear guidance on which factors a fund manager has to consider in the determination of the ‘exposure to variability of returns’. These constituents also argue that IFRS 10 lacks clear guidance on how to proceed in more complex cases when rights to remove the fund manager held by more than one party should influence the control decision, in particular when information on the dispersion of rights held by other parties is missing. 
38 EFRAG notes that a counterargument to the concerns expressed above in paragraph 37, is that the requirement to consider a broad range of factors and circumstances that focus on control and economic interest, rather than on majority of rewards and benefits, offers a principles-based approach to consolidation. As noted in the discussion about ‘relevance’ of de facto control approach, the consideration of facts of circumstances is already required in existing IFRSs and that it is inherent in a principles-based environment the use of judgement.  
39 EFRAG acknowledges that similar to the concern described in assessing de facto control, gathering information from a widely dispersed group of investors is not always an easy task as the entity does not always have access to the ownership records of other investors and does not have access to agreements between them. EFRAG agrees that lack of important information might lead to incorrect consolidation decisions and thus diminish the relevance of information produced. Overall, EFRAG believes that, despite the need to apply judgement, over time entities will be able to gather the required information which might not be currently readily available. 

40 Consolidation of investment funds (including mutual and other types of investment funds) will require some preparers to include some funds on a line by line basis in the income statement and statement of financial position instead of accounting for the fund in some other way - at either fair value or the equity method. It could be argued that line by line consolidation, fair value accounting and equity accounting offer different perspectives of how investees affect an investor’s financial performance and position, and that all three perspectives provide useful information for some investment funds. As a general principle, EFRAG believes that it is conceptually the correct principle to apply the control principle to all investees that an investor controls and will therefore lead to appropriate financial reporting. 
41 EFRAG notes that some constituents argue that applying the guidance in IFRS 10 on agent/principal relationships to investment funds (or to some funds) does not lead to meaningful financial information. These constituents argue that the characteristics of some funds are such that it is doubtful that the control model in IFRS 10 is always appropriate and produces relevant information. EFRAG understands that the following concerns have been raised: 
(a) The application of the new control model results in the consolidation of financial assets that ‘belong’ to third parties (the policy holders) and that do not result in risks and rewards for the entity (generally an asset or a fund manager). In many cases, an entity might control an investment fund under IFRS 10, yet hold substantially less than the majority of the interest in the fund (e.g. 30 per cent), in which case it will need to present a 70 per cent non-controlling interest, either in equity or as a liability (in the case of an open-ended fund with puttable units). This is consequence of replacing the “risks and rewards” model in existing IFRSs with a uniform control approach for all investees. These constituents argue that the issue becomes more challenging in funds with puttable units where the investor has no control over its percentage holding in the fund, which might question whether the decision maker has power over risks and rewards associated with the fund. Therefore, some constituents are of the view that such funds should not be consolidated. 
(b) Some constituents have raised concerns about consolidation of mutual funds in which fund managers operate under strict regulatory provision. The strict regulatory requirements limit the decision-making authority of fund managers regardless of their holding in the fund. In such cases, these constituents question the power of the fund manager over the fund. Therefore, they argue that such funds should not be consolidated as the fund manager does not ‘actually’ have control over the fund. Furthermore, they argue that the IASB has not appropriately defined agency relationships in IFRS 10. In particular, the need to consider the level of interest that a fund manager holds in an investment fund should not be a deciding factor in assessing whether such fund should be consolidated. This is especially the case when a fund manager is subject to strict regulation and must operate according to narrowly defined operating and financing policies, to ensure that the entity is operated in the best interests of all investors.
(c) A further concern arises when an entity acquires its own shares in a fund that it needs to be consolidated under IFRS 10. Current IFRSs require own shares to be eliminated against equity on consolidation, and some constituents (particularly banks and insurers) have expressed concern with the impact this might have on the reporting entity’s equity.  
42 The concerns in paragraph 41 are mainly expressed by banks and insurers with involvement in particular funds. In their view, those funds should not be assessed for control under IFRS 10. 
43 Despite the challenges of implementing IFRS 10 for agency relationships, EFRAG supports in principle a single model to assess control with reduced reliance on ‘bright lines’ and believes that IFRS 10 offers a robust solution to address at least some of the concerns users expressed about lack of transparency and omission of relevant information. 
44 The application of a uniform consolidation principle based on ability to control (which incorporates risks and rewards but requires power over those risks and rewards to have control) and applies to all investees could help prevent non-consolidation when control exists, because there are situations in which an entity can control an investee even though it does not have the majority of the voting rights and does not have other contractual rights relating to the activities of the investee. In principle, this should lead to appropriate financial reporting. EFRAG notes that jurisdictions have different legal and regulatory environments relating to the protection of shareholders and investors, which often determine or influence the rights held by shareholders and therefore affect whether or not an entity controls an investee. Therefore, drawing a line at 50 per cent in terms of voting power and the key to determining control, might lead to inappropriate consolidation decisions and diminish the relevance of the information.
45 Overall, EFRAG believes that a control model based on a uniform set of principles together with comprehensive application guidance and examples to illustrate the principles will result in relevant financial reporting. 
Consolidation of Structured Entities  

46 As noted earlier, IFRS 10 applies to all investees, including structured entities as defined in IFRSs. 
47 EFRAG acknowledges that challenges may arise to determine which investees are structured entities, and it can be difficult to determine whether an investor has power over investees that do not require substantive continuous decision-making. 
48 In some cases, it could be argued that the application of a single control model (based on the ability of an entity to use its power over an investee to affect the amount of the investor’s returns), may result in some true ‘autopilots’ remaining unconsolidated, because there are no decisions to be taken by its investors.  
49 Similar to the arguments discussed above on de facto control and agent/principal relationships, EFRAG believes that a uniform principles-based approach to consolidation will over time help entities assess which investees they control, and reduce inappropriate deconsolidation decisions or off-balance sheet treatment. In particular, these situations would include when an entity has the power to direct an investee’s relevant activities, even though it is not exposed to the majority of risks and rewards of the investee. In other cases, the uniform approach would reduce inappropriate consolidation decisions when an entity is exposed to the majority of risks and rewards but has no control over an investee.  
50 Overall, EFRAG believes that, the requirement in IFRS 10 to consider a range of facts and circumstances regarding an investee, rather than focusing only on the risks and rewards of the investee, would provide relevant information. 
Conclusion

51 EFRAG acknowledges that in some cases identifying relevant activities of an investee and performing the control assessment where an entity holds less than the majority of voting rights, can be challenging and involve considerable judgement. EFRAG notes that IFRS 12 requires disclosures about the significant judgements and assessments made by entities, which should help users understand the underlying decisions taken by management and therefore enhance relevance. 
52 The guidance in IFRS 10, serves as an appropriate starting point that helps entities in determining which investees they control. For more challenging cases, the guidance provides direction for entities to make an assessment based on facts and circumstances. 
53 On balance, EFRAG’s overall assessment is that the requirements in IFRS 10 on relevant activities, de facto control, potential voting rights, agent/principal relationships and consolidation of structured entities would result in the provision of relevant information, and therefore satisfy the relevance criterion.
Reliability

54 EFRAG also considered the reliability of the information that will be provided by applying the new elements. Information has the quality of reliability when it is free from material error and bias and can be depended upon by users to represent faithfully what it either purports to represent or could reasonably be expected to represent, and is complete within the bounds of materiality and cost. 
55 There are a number of aspects to the notion of reliability: freedom from material error and bias, faithful representation, and completeness. 
56 In EFRAG’s view, the reliability of information is affected by each of the five areas mentioned in paragraph 3, which are assessed separately below. 

Ability to direct the investee’s relevant activities

57 For most investees it will be clear that one party or body has decision-making authority to direct the activities of an investee that significantly affect the investee’s returns. In these cases, identifying relevant activities will be a straight forward exercise. 

58 However, EFRAG notes that in some other cases it is possible that more than one party has decision making authority over different activities of an investee and that each activity may significantly affect the investee’s returns. Examples include structured arrangements such as multiple seller conduits, multi seller securitisations, and investors for which the assets are managed by one party and the funding is managed by another. In these cases, identifying the relevant activities requires judgement and might affect the reliability of information.  
59 Overall, EFRAG understands that the introduction of the concept of relevant activities will not have a significant impact on the way control is assessed and as a result does not believe reliability of information will be affected in a significant way. 
60 EFRAG notes that IFRS 12 requires investors, as part of their control assessment, to disclose the assumptions made in determining relevant activities that significantly affect an investee. This would faithfully represent management’s reasoning in making its assessment of control especially in cases where an investor is involved in investees with complex ownership structures. 
De facto control

61 EFRAG notes that the assessment of ‘de facto control’ requires consideration of all facts and circumstances, for example, determining the exact point and about when other investors are sufficiently dispersed. In some cases, it will be challenging for some investors to determine the date when they obtain de facto control. Nevertheless, EFRAG believes that in order to faithfully represent the activities of a group of companies, the consolidated information would need to be based on the substance of the arrangements and the careful exercise of judgement is inherent in such a principles-based approach.
62 In addition, IFRS 12 requires disclosure in respect to the judgement exercised and assumptions used to determine control, when an entity owns less than half of the voting rights. In EFRAG’s view, these disclosures provide information that reduces the degree of uncertainty introduced by the use of judgement in the assessment of de facto control.

Potential voting rights

63 EFRAG acknowledges that, in some cases, determining whether potential voting rights are substantive or not may be challenging. In particular, the assessment of control requires an analysis of various factors including the purpose and design of the instruments that provide potential voting rights and any other involvement that an entity has with the investee. This includes an assessment of the terms and conditions of such rights as well as an entity´s motives and reasons for agreeing to them. 
64 EFRAG notes that some difficulty in performing this analysis might arise in cases of ‘dead lock’ clauses between the investors inherent in some of these instruments. In such cases, there may be a negative impact on reliability of information if the primary (dominant) investor has limited access to information to appropriately perform its evaluation of control. This might occur because, even though an entity might have the ‘ability’ to control an investee, it might not have legal rights to control under local laws, and might need to undertake additional procedures to gather information to meet its reporting obligations. 

65 On balance, EFRAG does not expect such cases to have a significant impact on reliability of information, because if an entity simply cannot obtain information about the rights of other shareholders and the agreements entered into by other parties, it might be that the entity does not in fact have the ‘ability’ to control the underlying investee. 
Agent/principal relationships 

66 IFRS 10 provides criteria and guidance for an entity to evaluate whether a decision maker is using its power as a principal or an agent. As noted earlier in the discussion about ‘relevance’, entities need to consider a range of factors, when making this evaluation. In some cases, obtaining the information needed for the assessment of control might be challenging and involve significant judgement to analyse the information, and raise concerns about reliability. 

67 In particular, EFRAG believes that the following situations are likely be the most challenging when assessing control in an agent/principal scenario: 
(a) Determining whether (and which) rights are substantive (particularly in the absence of unilateral removal rights). 

(b) Obtaining information on ownership structures and monitoring how the interests of other investors will change over time. In particular, it would include situations when a preparer is involved in complex ownership structures or (and) many structured entities.
(c) Determining at what point the exposure and variability of an investor’s returns change from insignificant to significant. 
(d) Determining whether the investor’s remuneration is commensurate with that of other service providers.
68 EFRAG notes that making judgements is inherent in a principles-based environment and that the level of judgment required by IFRS 10 should not so exceptional in nature that it would be impracticable to apply IFRS 10. In fact, in this particular case the guidance in IFRS 10 explains what type of evidence to look for when assessing the existence of control, and sets of a range of factors an entity should consider, without specifying whether a single factor in isolation will lead to conclusive evidence of control. The weighting of factors will depend of the relevant facts and circumstances that are appropriate to the entity conducting the assessment. 
69 Furthermore, the disclosures required by IFRS 12 will assist users in understanding the assumptions made by management and the degree of judgement exercised to apply the requirements and reach a conclusion on control in situations involving agency/principal relationships. 
Consolidation of structured entities  
70 IFRS 10 includes application guidance followed by examples to assist preparers to apply the requirements in IFRS 10 for consolidation of structured entities. The examples illustrate that some investees may not be consolidated under IFRS 10, whereas they were consolidated under current IAS 27. This may be the case when an investor receives the majority of risks and rewards but does not have the ability (power) to affect the returns of the investee.  

71 EFRAG notes that the revised control definition may be difficult to apply in some cases and might require a significant amount of judgement in order to assess whether an investor has control over a structured entity. For example, assessing control over structured entities when there is a change in the business purpose (from ongoing activity to termination).
72 However, as previously mentioned, like other IFRSs, IFRS 10 involves judgement and requires careful analysis of facts and circumstances. This is likely to ensure a more rigorous analysis of an entity´s involvement with another entity and consideration of facts and circumstances associated with the purpose and design of a structured entity. 
Conclusion

73 For the above reasons explained above, EFRAG’s initial assessment is that the requirements in IFRS 10 on relevant activities, de facto control, potential voting rights, agent/principal relationships and consolidation of structured entities satisfy the reliability criterion.
Comparability

74 The notion of comparability requires that like items and events are accounted for in a consistent way through time and by different entities, and that unlike items and events should be accounted for differently.
75 EFRAG has considered whether the changes introduced by IFRS 10 result in transactions that are:
(a) economically similar being accounted for differently; or 
(b) transactions that are economically different being accounted for as if they are similar. 
76 EFRAG has noted that comparability of information about the areas mentioned in paragraph 3 is determined more by the provision of a general objective and overall application of the control model in IFRS 10. For this reason, EFRAG decided to assess comparability of IFRS 10 in its entirety.
Uniform control model for all investees including situations of de facto control, agent/principal relationships and structured entities
77 When determining control of an investee under IFRS 10, entities will apply a uniform ‘ability’ to control model to all investees. IFRS 10 considers the rights held by an entity, as well as the rights held by other investors, when assessing control, which, in principle, will be applied in a similar way when other investors hold potential voting rights, kick-out rights or similar rights, and therefor enhance comparability of information. 

Application of judgement and assumptions 
78 In EFRAG’s view, the main concern regarding comparability arises from the degree of judgement required by IFRS 10 in some areas, particularly when the evaluation requires various factors to be considered and those factors might contain uncertainty or the information to support them might be difficult to obtain. 
79 In general, EFRAG acknowledges that in some cases the guidance and examples provided in IFRS 10 might be interpreted in different ways which may lead to inconsistency and diverse application within group entities. In particular, to assess de facto control and assess control in agent/principal relationships (which involves determining substantive rights, rights of other parties and other challenging assessments), IFRS 10 might not provide detailed answers in the form of specific guidance and examples. 
80 EFRAG notes that in a principles-based control model, the use of judgement is an inherent factor, and the disadvantage of applying principles instead of rules, is that there might be divergence in practice. As noted earlier in the discussion about ‘relevance’ and ‘reliability’, EFRAG believes that the level of judgment required by IFRS 10 is not so exceptional in nature that it would be impracticable to apply the standard in a consistent manner. 
81 Furthermore, EFRAG understands that the issue of consistent application is most prominent upon initial application, as entities will become more familiar with the guidance and the assessments that they are required to make.
82 IFRS 10 requires entities to consider a broad range of facts and circumstances in determining control. It provides application guidance and examples on how to apply the new requirements that articulate the principles in a simple way without making the fact patterns overly complex. This is helpful to ensure that entities apply the control model and the requirements in a similar way and, therefore, lead to comparable information between investees. 
83 In some cases, IFRS 10 does not provide a definition of the terms used (e.g. sponsored entity). EFRAG believes that relevant terms in an IFRS should be defined to avoid divergent interpretations in practice. However, on balance EFRAG notes that it is not possible to define every term that is necessary in applying IFRS 10. Therefore, the existence of undefined terms should not raise significant concerns about comparability, because management would have enough knowledge to interpret the terminology in a consistent manner or use other IFRS literature for interpretation where necessary.
84 Taken together, the requirements in IFRS 10 and the enhanced disclosures in the new IFRS 12 is likely to result in consistent application of the requirements in IFRS 10 and improve comparability of information amongst entities over time.
Conclusion

85 For the above reasons, EFRAG’s overall initial assessment is that the requirements in IFRS 10 on relevant activities, de facto control, potential voting rights, agency/principal relationships and structured entities satisfy the comparability criterion.
Understandability

86 The notion of understandability requires that the financial information provided should be readily understandable by users with a reasonable knowledge of business and economic activity and accounting and the willingness to study the information with reasonable diligence.

87 Although there are a number of aspects to the notion of ‘understandability’, EFRAG believes that most of the aspects are covered by the discussion above about relevance, reliability and comparability. 
88 As a result, EFRAG believes that the main additional issue it needs to consider, in assessing whether the information resulting from the application of IFRS 10 and in particular whether the information about the areas mentioned in paragraph 3 is understandable, is whether that information will be unduly complex. 
89 EFRAG acknowledges the argument that the increase in application guidance and clarifications provided by IFRS 10 will be useful to allow entities to assess better the cases in which ‘de facto’ control exists, and IFRS 12 will also assist with relevance of information by requiring an entity to disclose the assumptions and judgement used in determining ‘de facto control’. Therefore, the guidance and disclosure would make the financial information understandable by users. 
90 IFRS 10 does not alter the fundamental nature of the consolidated financial information. Therefore EFRAG does not expect any new issues about understandability to arise. 
Conclusion

91 For the above reasons explained above, EFRAG’s initial assessment is that the requirements in IFRS 10 on relevant activities, de facto control, potential voting rights, agency/principal relationships and structured entities satisfy the understandability criterion.
True and Fair

92 EFRAG’s initial assessment is that the information resulting from the application of IFRS 10 would not be contrary to the true and fair view principle. 

European public good

93 EFRAG is not aware of any reason to believe that it is not conducive to the European public good to adopt IFRS 10.

Conclusion

94 For the reasons set out above, EFRAG’s initial assessment is that IFRS 10 meets the technical criteria for EU endorsement and EFRAG should therefore recommend its endorsement. 
Appendix 3

EFRAG’s evaluation of the costs and benefits of IFRS 10
1 EFRAG has also considered whether, and if so to what extent, implementing IFRS 10 in the EU might result in incremental costs for preparers and users, and whether those costs are likely to be exceeded by the benefits to be derived from its adoption.

Approach adapted for the costs and benefits assessment of IFRS 10
2 In performing its initial analysis, EFRAG focused on the impact of the changes introduced by IFRS 10. As explained in Appendix 1, EFRAG has considered the following areas as the main changes in the way entities will be consolidated:  

(a) Ability to direct the investee’s relevant activities;
(b) Power without a majority of voting rights of an investee (de facto control);

(c) Circumstances when the existence of potential voting rights give an investor power;

(d) Agent/principal relationships, and 
(e) Consolidation of structured entities (previously called special purpose entities ‘SPEs’).
3 In order to gather additional evidence on the costs and benefits of implementing the changes described above, EFRAG considered the effect analysis published by the IASB, held meetings with the various groups of constituents and conducted field-testing activities. This is described in more detail in the ‘Methodology of EFRAG’s Initial Assessments of IFRS 10, IFRS 11, IFRS 12, IAS 27 (2011) and IAS 28 (2011)’. The results of the various consultations have been reflected in this initial evaluation of the costs and benefits of IFRS 10.

Cost for preparers

4 The significance of the costs to preparers of implementing IFRS 10 will depend on various factors such as the number of investees, the complexity of the ownership structures of the investees with which the preparer is involved, and the preparer’s involvement in structured entities. 

One-off costs
Reading and understanding IFRS 10
5 Preparers will incur one-off costs to familiarise themselves with the new requirements and to train their employees accordingly. Those costs could also include consultations with other parties (e.g. peers and auditors) in order to establish a common understanding and consistent application of the requirements, especially in terms of new terminology used in the standard (e.g. ‘relevant activities’, ‘significant’, ‘protection rights’).

6 For certain types of transactions, the implications of implementing IFRS 10 are relatively easy to understand. However, for other types of transactions – that require assessing control in situations involving less than the majority of voting rights including agency/principal relationships and applying a principles-based model to complex structured entities – the changes resulting from IFRS 10 will have a significant effect on the assessment of control and result in more (or less) consolidation. In these cases preparers may need to use additional resources to read and understand the elements of IFRS 10. 

7 Overall, EFRAG believes that there are not likely to be any significant costs involved for preparers or users in reading and understanding IFRS 10.  

Ability to direct the investee’s relevant activities
8 EFRAG notes that the term ‘relevant activities’ is broader than ‘financial and operating policies’ in existing IAS 27. Preparers will need to identify the relevant activities of their investees that significantly affect the investee’s returns, and judgement will be required in doing so.

9 The initial identification of the relevant activities of entities will be straightforward in some cases. However, when entities are involved in complex ownership structures or structured entities, the assessment can be complex and involve certain costs. These cases include situations where the relevant activities of an investee are split between multiple investors. Other cases may include situations when an entity has an interest in a structured entity and the relevant activities are set out in agreements between other investors, but where the entity does not have access (or has limited access) to that information. These more difficult situations are likely to impact banks and insurers, and have little or no impact on other preparers. 

10 Some banks and insurers that engage in complex ownership structures and hold interests in many structured entities will initially need to identify the relevant activities for each type of arrangement that they are involved in. For some of those preparers, the total initial costs might be significant.

11 The term ‘relevant activities’ indicates a broader range of activities that goes beyond the term ‘financial and operating policies’; however, IFRS 10 does not provide a clear dividing line between those two approaches and neither does it define some of the terms used in the standard. For example, ‘significant’ and ‘substantive’ are not defined. As a result, preparers will need to exercise judgement and their own definitions that are consistent with the underlying principles on control, which in some cases might be difficult and time consuming, and result in preparers incurring costs. 

12 To the extent that preparers need to consolidate additional entities as a result of the broader focus on which activities need to be considered in the control assessment, they will incur additional costs to set up financial systems and procedures in order to consolidate those investees. Those costs will depend on the size, complexity and number of the investees; and involve costs of issuing internal guidelines and preparing reporting packages. The complexity will vary and will depend to what extent the challenges identified in paragraph 9 affect the underlying investees. 

De facto control

13 EFRAG understands that the assessment of de facto control may require a detailed review of the relevant facts and circumstances that might give an entity ability to control an investee. In some cases, the assessment will be straightforward and consideration of facts and circumstances will not entail significant judgement. 
14 However, in other cases, the assessment might be challenging particularly when other shareholders are widely dispersed and have entered into agreements without the involvement of the entity making the assessment. EFRAG has learned that the main challenge will arise from obtaining the information required to assess control in situations where an entity might not legally control an entity. This challenge will generally arise when determining whether the rights held by others are substantive for the purpose of assessing control.  

15 In particular, those preparers that currently do not consolidate on the basis of de facto control will need to obtain new information the first time when they make the assessments. Therefore, in some cases they will and incur additional costs. The explicit requirement that entities need to consolidate based on an ‘ability to control’, even though an entity holds less than the majority of voting rights, will mean a change in the scope of consolidation for some entities. 

16 To the extent that preparers need to consolidate additional interests in entities on the basis of de facto control, they will incur certain additional costs to set up systems and procedures to consolidate those interests. Those costs will depend on the size and complexity of the investee, and may in individual cases be significant. EFRAG believes that to some extent the costs of interpreting and consequently implementing the requirements will be alleviated by the application guidance and the examples provided in IFRS 10, which should help with developing a common interpretation of the analysis required.  

Potential voting rights 
17 Similar to existing IFRSs requirements, the existence of potential voting rights must be considered in assessing control which requires preparers to collect information about the existence, terms and potential impact of the ‘ability to control’ another entity based on potential voting rights. Therefore, EFRAG does not expect preparers to incur significant initial costs to collect the required information. 

18 However, IFRS 10 includes new requirements on whether or not potential voting rights are considered to give rise to control, and specifically requires determining whether the rights are substantive or not. Existing guidance does not focus on ‘substantive’ rights. Therefore, preparers will incur certain costs in reassessing the impact of existing potential voting rights when they implement IFRS 10. Overall, EFRAG does not believe that the costs of this reassessment when first implementing IFRS 10 will be significant. 
19 To the extent that preparers will no longer need to consolidate certain investees, the one-off costs of this change are not expected to be significant. In situations where additional investees need to be consolidated, the costs will depend on the size and complexity of the investee. These costs would include costs of issuing internal guidelines and preparing reporting packages 
20 Overall, EFRAG believes that these requirements will not have a significant impact on the work preparers undertake to assess the effect of potential voting rights. 

Agent/principal relationships 

21 IFRS 10 provides guidance in relation to areas involving less than the majority of voting rights and whether an entity acts as an agent or principal when exercising decision-making authority over an investee. Current IFRSs provide limited guidance in this area. If the requirements in a standard are not clear or there is no guidance, preparers will often turn to independent advice and engage with their auditors to resolve uncertainty on how to account for a particular type of transaction. These costs would decrease if the requirements on agent/principal relationships are clearer. 
22 IFRS 10 requires an entity to consider various factors when assessing control when it has decision-making rights but holds less than the majority of the voting rights. The absence of guidance in existing IFRSs will mean that currently entities might apply different accounting practices, and will need to conduct a one-off assessment to implement the new requirements. This assessment might lead to consolidation of previously unconsolidated entities and vice versa. A preparer may incur costs to determine whether it is an agent or a principal as a result of:
(a) collecting and evaluating the information about the scope of its decision-making authority, rights held by other parties, remuneration to which it is entitled and its exposure to variability of returns; 

(b) conducting the analysis; and

(c) if it acts as a principal, consolidating the investee.

23 EFRAG understands that for many preparers that are banks or insurers holding interests in mutual funds, investment funds and similar entities, it might not be obvious whether the link between the power granted in the decision-making process and the returns generated indicates that they act as an agent or as a principal. Preparers will need to collect the information required to make the assessment and conduct an analysis based on various factors set out in the standard. In some cases, this might be a challenging and costly exercise. 
24 For some of those preparers, particularly those that hold interests in a large number of different types of investees and/or complex structures, the total initial costs are likely to be significant. The costs are higher if an entity needs to consolidate previously unconsolidated funds.  
Consolidation of structured entities 
25 Additional one-off costs may be incurred by preparers to the extent that the requirement to apply a uniform basis for consolidation in IFRS 10, results in consolidation of additional structured entities. 

26 Similar to the assessment of one-off costs for agent/principal relationships, the level of costs incurred will depend on the complexity of the structure of the underlying entities and the number of investees that need to be analysed. Banks and insurers are likely to be the most affected by this new requirement. 

27 The change introduced by IFRS 10 in respect to the accounting for structured entities will not always result in more consolidation. In some cases, structured entities will no longer be consolidated, and therefore reduce costs for these preparers. 

Transition requirements

28 IFRS 10 is required to be applied retrospectively. EFRAG notes that in some cases it can be difficult for preparers to obtain all the information about facts and circumstances, including the related financial data for prior periods. Collation of information would be more challenging when mergers and acquisitions have taken place in the past, in which case applying acquisition accounting under IFRSs might be challenging as reliable information may not always be available. Due to these factors and because of others, information for full retrospective application might not be readily available. 

29 EFRAG notes that the transition requirements in IFRS 10 contain various relief provisions that reduce the cost of initial application of IFRS 10. In particular, no restatements are required regarding entities that remain consolidated and regarding entities that remain unconsolidated. Furthermore, where restatement is impracticable (as defined in IAS 8 Accounting Policies, Changes in Accounting Estimates and Errors), IFRS 10 provides relief when an entity needs to consolidate an investee that was previously not consolidated. A similar relief is available in respect of investees that are no longer required to be consolidated under IFRS 10.

30 EFRAG believes that the reliefs mentioned above will reduce the initial costs for preparers of applying IFRS 10 although for some other preparers the costs to restate prior periods will be high. 

Ongoing costs

31 As explained below, the magnitude of the ongoing costs will vary from preparer to preparer and is likely to affect preparer entities that have a large number of structured entities and investees with complex ownership structures. Similar to one-off costs, preparers operating in the insurance and banking industries are most likely to be affected by the new requirements. 
Ability to direct the investee’s relevant activities 

32 On an ongoing basis, preparers will need to monitor any changes in relevant activities of the entities in which they hold an interest. However, the relevant activities of investees are generally not expected to change often and therefore unlikely to result in significant costs to preparers. 
33 In addition, preparers will need to assess the relevant activities of new interests in investees. EFRAG notes that once preparers have applied the new requirements and analysed their investees, the costs of applying the notion of relevant activities subsequently will diminish over time.  

Power without a majority of voting rights of an investee (de facto control)

34 The assessment of de facto control may require, on an ongoing basis, judgement and a detailed review of the relevant facts and circumstances. However, over time preparers will develop internal guidelines necessary to collect information that is necessary to assess de facto control. Such guidelines will help preparers to address challenging situations regarding de facto control that require a high degree of judgement. 

35 While preparers would incur certain costs in making these assessments, it is unlikely that there will be many business combinations on the basis of de facto control in any particular reporting period. Therefore, ongoing costs are unlikely to be significant to preparers. 

Potential voting rights 
36 Under current IAS 27, preparers are already required to collect information about, and assess the impact of, potential voting rights on an ongoing basis. In addition, EFRAG notes that the ongoing costs relate mainly to those arising from new potential voting rights and the reassessment of change in facts and circumstances regarding existing potential voting rights. Overall, the ongoing cost to implement this requirement is unlikely to be significant. 

Agent/principal relationships 

37 IFRS 10 provides new guidance on agent/principal relationships. The new guidance would mean that preparers need to incur costs to monitor their existing relationships with investees to determine whether their role as an agent or a principal remains unchanged. In EFRAG’s view, these costs should decrease over time and are unlikely to be significant as entities will develop internal guidelines to apply the requirement in a consistent manner.
38 Preparers will also incur ongoing costs from new relationships with investees. However, even for preparers in the financial services industry and insurance industry, the number of new agent/principal relationships that arise each year, is likely to be relatively small compared to the total number of such investees that they are involved with. However, entities that engage in high volumes of agent/principal relationships will need to undertake additional work in assessing whether they control the underlying funds in each relationship and should consolidate those funds based on the outcome of their assessment. 
Consolidation of structured entities 

39 Additional ongoing costs may be incurred by preparers that are involved in many structured entities because a preparer would need to assess whether it acts as a principal or agent in a structured entity. There would be perceived costs if their assessment would result in the consolidation of additional structured entities. Similar to the assessment of ongoing costs for agent/principal relationships, the level of costs incurred will depend on the complexity of the underlying structures and the number of investees that need to be monitored each year. 

Costs for users

40 EFRAG has carried out an initial assessment of the cost implications for users resulting from IFRS 10.
41 Users will need to understand why the numbers in the financial statements are different and what this means when performing their analysis. They will also need to amend their models. However, these costs are unlikely to be significant.

Initial conclusion on costs for preparers and users 

42 Overall, EFRAG’s initial assessment is that all preparers will incur additional costs to implement the requirements in IFRS 10, and for some preparers (particularly companies operating in the financial industry and insurance industry), the initial costs of implementation and conducting the required analysis will be significant, with ongoing costs being less significant and decreasing over time. 
Benefits for preparers and users

43 EFRAG has carried out an initial assessment of the benefits for users and preparers resulting from the IFRS 10.
Preparers

44 One of the reasons that the IASB developed IFRS 10, was to more clearly articulate the principle of control and establish a common control approach that can be applied to all investees. This would benefit preparers because they would be able to apply the requirements in a consistent manner across investees. 

45 Overall, the main benefit from the new control model in IFRS 10 for preparers is expected to be the improvement in financial communication. This should result in increased credibility of the entity’s financial statements and improve the accessibility to capital markets. 
46 Having a uniform basis of consolidation (based on control) will allow preparers to apply the same requirements to all investees (including structured entities) and therefore enhance comparability of information for users, which will benefit preparers. If a uniform basis of consolidation proves to result in more appropriate consolidation decisions over time, preparers will benefit from enhanced user confidence in the information presented in the financial statements, and benefit from a decrease in the cost of capital. 
47 The additional guidance on de facto control, potential voting rights and agent/principal relationships is expected to reduce the existing divergence in practice, and benefit preparers. 
Users
48 The main objective of IFRS 10 is to address a number of concerns expressed by users. These concerns, in particular, include divergence in the scope of consolidation (IAS 27 versus SIC 12) and lack of explicit guidance on situations involving less than majority voting rights including agent/principal relationships. 

49 EFRAG acknowledges that there will be one-off costs for users. These costs particularly include time and resources to be spent to modify existing financial models to incorporate the new requirements of IFRS 10. 

50 Users would have an appropriate understanding of the basis to consolidate or not to consolidate an investee because preparers will usea uniform control basis for consolidation, together with the requirement to conduct a thorough analysis of facts and circumstances that might lead to control.
51 It is likely that, overall, the usefulness of consolidated information will improve, given that consolidation will be based on a uniform basis that applies to all investees and is complemented by comprehensive application guidance to assist entities with the assessment of control. In particular, this would be the case, when entities do not have the majority of voting rights over the investee. The new requirements involving situations without the majority of voting rights (including de facto, agency/principal relationships) build on the existing control principles and extend these principles to all investees that an entity controls. Similarly, the development of a uniform control basis (based on control) that applies to structured entities, will enhance comparability of information as entities will conduct the control assessment for all their investees using the same requirements. 
52 However, the uniform basis of consolidation will entail a higher degree of judgement and use of assumptions, which might impact comparability and diminish the usefulness of information. In this respect, IFRS 12 requires comprehensive disclosure about the use of judgements and assumptions made by management in reaching consolidation conclusions. This should help users in understanding the consolidation decisions reached by management, particularly in situations involving less than a majority of the voting rights or situations involving complex ownership structures. 

53 Furthermore, the disclosures required by IFRS 12 with regard to consolidated and unconsolidated structured entities help users in making a comprehensive analysis of the investor’s involvement in such entities and understanding the risks and support obligations associated with those interests. EFRAG believes this will provide significant benefits for users. 

Initial conclusion on benefits for preparers and users 

54 Overall, EFRAG’s initial assessment is that preparers and users are likely to benefit from IFRS 10. In particular in areas where current IFRSs was silent or contained limited guidance, the new requirements should enhance consistency of application and increase comparability for users, in a significant way. 
Overall initial assessments about the costs and benefits of implementing IFRS 10 in the EU

55 To summarise, EFRAG reached the following individual initial conclusions on each of the areas discussed above. The following initial assessment combines the effects of one-off and ongoing costs to preparers and users with the benefits expected from the new requirements in IFRS 10. 
(a) Reading and understanding the new elements – No significant costs or benefits are likely. 

(b) Transition requirements – The requirements are likely to result in some increased costs for preparers and users. However, the relief provisions provided will reduce the initial costs for preparers in applying IFRS 10, although for some preparers the costs will remain high. 
(c) Ability to direct the investee’s relevant activities – The requirements will not necessarily broaden the scope of consolidation for preparers in a significant way and the level of judgement required will not be so significant that it will affect costs in a significant way. Overall, the costs and benefits will probably balance out.
(d) De facto control – The costs will depend on the size and complexity of the investee, and may in individual cases be significant, particularly for those entities that did not previously consolidate de facto controlled investees. 
(e) Potential voting rights – No significant costs or benefits are likely. 
(f) Agency/principal relationships – For some entities (particularly banks and insurers) the costs are likely to exceed the benefits in the first year of implementation. However, the costs to monitor existing relationships will unlikely to be significant as entities will develop internal guidelines to apply the requirements in a consistent manner.
(g) Structured entities – The benefits derived are likely to exceed the costs.   

56 EFRAG’s initial assessment is that de facto control, agency/relationships and structured entities are the main factors listed above which need to be assessed by EFRAG as part of its initial assessment of IFRS 10. EFRAG believes that the net benefits arising from the application of a uniform consolidation basis for structured entities and having clearer guidance on the accounting for transactions involving less than a majority of the voting rights (de facto control) and agency/principal relationships, exceed the net costs arising from implementing these new requirements for the first time and on an ongoing basis. 
57 Therefore, EFRAG’s overall initial assessment is that, on balance, the benefits that are expected to arise from the implementation of IFRS 10 in the EU will exceed the costs expected to be incurred. 

APPENDIX 4
DISSENTING OPINIONS
1 Two EFRAG TEG members dissent from the endorsement of IFRS 10, for the reasons explained below.

Dissenting opinion 1
2 One EFRAG TEG member dissents from the endorsement of IFRS 10 for two reasons, each of which separately would warrant a dissenting opinion in the view of this EFRAG TEG member:
(a) The IASB changed the definition of potential voting rights in IFRS 10 such that it is no longer aligned with the definition of potential voting rights in IAS 28.

(b) The definition of agency relationships as interpreted in the application guidance to IFRS 10.

Definition of potential voting rights in IFRS 10 versus IAS 28

3 This EFRAG TEG member considers that IFRS 10 and IAS 28 are part of a package of interrelated standards and cannot be considered on a stand-alone basis. Given this interrelationship, this EFRAG TEG member believes that there is a need for a consistent use of definitions in prescribing the principles underlying the consolidation or non-consolidation of entities in which a reporting entity has an interest.

4 The definitions determine the boundaries between cases in which a reporting entity concludes it should (1) not consolidate (i.e. when it has a pure ownership interest without control or significant influence), (2) apply one-line consolidation (i.e. when it applies the equity method on the grounds that it has significant influence) and (3) consolidate (i.e. when it has control).

5 This EFRAG TEG member believes that, by only changing the definition of potential voting right in IFRS 10 and not in IAS 28, the IASB has created an inconsistency in the chain of definitions. Absent a consistent definition of terms between IFRS 10 and IAS 28, this EFRAG TEG member believes there is a risk that the consolidated financial statements may not meet the relevance criterion, because relevant information might be omitted or irrelevant information may distort otherwise relevant information. Therefore this TEG member believes that IFRS 10 may also fail the reliability criteria since the degree of control that an entity have over different entities may not be faithfully represented in the consolidated financial statements. In particular, this EFRAG TEG member is concerned about the potential risk that the difference in the definition of potential voting rights may in theory create a situation in which IFRS 10 requires consolidation, even when a reporting entity would not be considered to have significant influence as defined in IAS 28.

6 This EFRAG TEG member does not recommend the endorsement of IFRS 10, because the above case clearly illustrates that the relevance criterion will possibly not be met.

The definition of agency relationships as interpreted in the application guidance to IFRS 10

7 This EFRAG TEG member considers that the IASB has not appropriately defined agency relationships in IFRS 10. In particular, the definition is too broad and results in the consolidation of not just those SPEs that are worthwhile, but also in the consolidation of holdings in traditional mutual funds and similar transactions in which there exist neither economic or legal rights nor market risks. According to this EFRAG TEG member, the definitions combined with the application guidance will in those circumstances result in financial reporting that does not faithfully represent the economic substance of the holdings in the investees in the statement of financial position and in the income statement.

8 This EFRAG TEG member understands that this issue is of concern to the financial services industry and more specifically life insurance companies and a significant proportion of universal banks and investment banks. This EFRAG TEG member believes that this issue on its own would warrant a reconsideration of the requirements of IFRS 10 before its effective date.

9 This issue appears most starkly in the case of a reporting entity that manages a mutual fund that is strictly governed by law or regulation to ensure that the fund is operated in the best interests of all investors; the law requires the reporting entity to have holdings in the mutual fund that exactly correspond to the amount of the liability of the customers (e.g. policyholders in a life insurance agreement); and the holdings of those mutual funds are protected if the reporting entity were to be liquidated. Although the reporting entity, in its capacity as fund manager, has some discretion both in choosing the type of fund, and in making investment decisions, it does so within narrow parameters that have been determined and are governed by regulation.

10 This EFRAG TEG member considers that the fund manager is subject to strict regulation that restricts its decision-making authority to narrowly defined operating and financing policies, and make decisions on behalf of the investors/customers. Irrespective of its direct investment, the fund manager cannot use its decision-making powers ‘so as to benefit itself’ due to regulatory oversight. Hence, the fact that the fund manager holds direct interests in such a mutual fund on its own account, it does not provide it with the power to manage the fund for its own benefit.

11 This EFRAG TEG member, therefore, believes that regardless of the ownership interest (e.g. whether it holds 0%, 40% or 80% or not), such a mutual fund should not be consolidated. Given that IFRS 10 would require consolidation of the funds in such cases, this EFRAG TEG member does not believe the standard meets the relevance criterion. In addition, this EFRAG TEG member considers that the standard would not meet the reliability criterion as there is a lack of faithful representation in the statement of financial position and the income statement.

12 Finally, this EFRAG TEG member believes that the conclusion that IFRS 10 should not be recommended for endorsement is also supported by the following:

(a) In the case of open-ended investments funds that are required to redeem shares/units that are offered by its investors, the fund manager would not have any form of control over its ownership percentage. Consequently, those shares/units not owned by the fund manager would be classified as a liability that would change constantly as investors enter and leave the fund. That means the fund manager would be required to capture the percentage of its ownership interest continuously to be able to prepare its financial statements in accordance with the requirements of IFRS 10.

(b) In the case of a mutual fund that hold shares in the reporting entity (e.g. index funds that include the reporting entity in the index), the reporting entity would be required to eliminate those ‘treasury shares’ on consolidation, even if the reporting entity has no market risk regarding its interests in the mutual fund (e.g. the share/units are used in unit-linked investment products). This results in an imbalance between mutual funds’ assets and liabilities as those treasury shares would need to be eliminated on consolidation.

Dissenting opinion 2

13 A second EFRAG TEG member dissents from the endorsement of IFRS 10 for the following reasons:

14 This EFRAG TEG member believes that contrary to the IASB’s objective to clarify and provide guidance on existing consolidation requirements, IFRS 10 is highly complex and unclear to implement in practice and requires significantly more judgement compared to IAS 27 and SIC 12. The principles based approach in IFRS 10 removes “bright lines” and requires the application on a case by case basis considering numerous factors and broad terms. The practical examples provided in IFRS 10 lack a definite understanding of the control concept, which implies the risk of different interpretation in financial reporting practice. Contrary to its aim, IFRS 10 is not suited to improve relevance and comparability in financial reporting. In the asset management industry, instead, it would lead to inappropriate consolidation of a potentially large number of investment funds and thereby inappropriately grossing up balance sheets of companies. 

In particular:

Clear rationale for distinguishing between an agent and a principal is missing in IFRS 10

15 The distinction of agent and principal under IFRS 10, whilst useful in considering other types of investments, is not appropriate to deciding whether consolidation is required for investment funds. Such a distinction presumes that the level of holdings of the fund manager in investment funds is decisive for consolidation. Consolidation requires the inclusion of all of the funds’ assets, even if third party investors can always redeem their interests in the investment funds at any time. Thus, the inclusion of funds’ assets not effectively controlled by the fund manager would not represent the economic reality and would reduce the relevance of consolidated financial statements because of a significantly grossed up balance sheet and the consolidation of non-controlling interest. This would lead to non-decision useful information for capital markets.
16 The criterion “exposure to variability of returns” (paragraphs B71 and B72 of the application guidance in IFRS 10) is highly judgemental and not practicable to distinguish between a fund manager and a principal. IFRS 10 does not contain clear guidance which factors a fund manager has to consider in the determination of the “exposure to variability of returns”. Different fee structures, a large variety of transactions and fee splits across different jurisdictions, performance guarantees and fluctuations in the markets complicate the assessment of “exposure to variability of returns” and require a continuous assessment as returns for a fund manager usually vary disproportionally higher than investors’ return.
17 IFRS 10 lacks clear guidance on how to proceed when rights to remove the fund manager held by more than one party should influence the control decision, in particular when information on the dispersion of rights held by other parties is missing and when it can not be assessed whether those rights are “substantive” (paragraph B65 of the application guidance in IFRS 10).
IFRS 10 implementation is highly complex

18 Companies need to review all investments directly or indirectly held to assess if the ultimate parent has the ability to exercise control on a case by case basis. In particular for financial institutions holding a large amount of investment funds, the implementation of IFRS 10 is expected to be very complex and costly.
19 In the asset management business there is typically involvement with a large number of products with different agents to monitor information. Data collection will be challenging, as the fund manager is not the record keeper of certain investment products and there are no legal rights to access the records for monitoring the ownership structure. There are no mandatory notifications to the fund manager in place once the ownership structure in an investee changes. Information about ownerships held by other investors and possible agreements between other shareholders might be impossible to obtain.
Parts of IFRS 10 are still under consideration and might reverse a consolidation decision

20 The IASB’s Exposure Draft Investment Entities, which is currently under consultation, proposes an exemption from consolidation for investment entities in accordance with specific criteria. Any resulting amendments are expected to be included in IFRS 10 prior to its effective date of application. These amendments to IFRS 10 cause considerable uncertainty and raise the concern that companies might be required to start consolidation of certain investment funds under the current version of IFRS 10, but may have to change to fair value through profit or loss accounting once the amendments as a result of the Exposure Draft Investment Entities are incorporated in IFRS 10.
In summary

21 This EFRAG TEG member supports the IASB’s objective to develop a principle based control model as a basis for consolidation, however believes that the above described conceptual flaws in IFRS 10 must be corrected to ensure that the IASB achieves its original intentions. 
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