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Abstract 

According to the International Financial Reporting Standards (IFRS) and the Italian 
local Gaap, a parent company shall present consolidated financial statements in which it 
consolidates its investments in subsidiaries.  

In this context, it’s essential to determine which entities the consolidation area should 
include: that is to say, it’s essential to understand when the control exists and when 
consolidation is required. 

As control assessment process determines which entities are consolidated in a parent 
company’s financial statement, it affects a group’s financial and economical results, cash 
flows and financial position. 

In May 2011 IASB introduced new requirements on assessing control by issuing IFRS 
10 - Consolidated Financial Statements: this new standard replaces IAS 27 (Consolidated and 
Separate Financial Statements) and SIC-12 (Consolidation - Special Purpose Entities) and 
applies both to traditional entities and to SPE. IFRS 10 redefines “control” and provides 
extensive new guidance on applying the new definition. 

The key principle in this new standard is that control exists only if the investor has 
power over the investee, has exposure to variable returns from its involvement with the 
investee and has the ability to use its power over the investee to affect its returns. 

Thus, the purpose of this paper is to analyze the new control definition provided by 
IFRS 10, pointing out the main differences between the new standard and the IAS 27 and 
highlighting the main practical and theoretical implications of this new definition. 

This paper also provides an example of practical applications of IFRS 10 in specific 
circumstances. 

 
Introduction and research problem 

 
The global economic market, characterized by a growingpartnershipbetween 

companies, is leading to an increasingchoiceof the group asthe most effective 
organizationalformfordoing business. 

In this context, the consolidated financial statementis becoming increasingly 
importantas it is thefinancial reporting documentaimed at therepresentationof the economical 
and financial situationof thegroup as asingle entity[1]. 

According to the IAS 27, a group is a parent and all its subsidiaries [2] and a parent 
company shall present consolidated financial statement in which it consolidates its 
investments in subsidiaries [3]. In this regard it is essential to understand when the control 
exists in order to determinate which entities the consolidation area should include. 

Identify the consolidation area means identifying the entities of the group whose 
financial statements must be submitted to the consolidation process [4]; using a mandatory 
exclusion or optional exclusion process of certain entities within the group we can define the 
consolidation area [5]. 
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Identify this area is not a simple process, that’s why different regulations of different 
countries have provided different solutions. In spite of these different solutions, it is still 
possible to define some conditions in order to define the area.  

In accordance with the International Accounting Standards, the key principle through 
which define the consolidation area is the control concept, therefore the focus of our attention 
should be on this concept and on the different meanings that it acquires. 

In May 2011 IASB introduced IFRS 10 - Consolidated Financial Statements; this new 
standard (effective for annual periods beginning on or after 1 January 2013) replaces the  
previously consolidation guidance provided by IAS 27 and SIC-12. 

Thus the purpose of this paper is to analyze the main differences about the control 
definition provided by IAS 27 and IFRS 10 in order to highlight the main practical and 
theoretical implications that may arise from the application of this new standard. 

The first step of our research is focused on a description of the control concept 
according to the IAS 27, in order to point out the main concepts that results from it. 

The second one is focusedon a deep analysis of the new control definition and of the 
new control basics. In this phase the paper also provides a short description of the reasons that 
has led to this change. 

Lastly the paper analyze the main differences between IAS 27 and IFRS 10, 
highlighting the theoretical and practical implications of this new standard, pointing out the 
qualitative/quantitative impact of this new definition and providing examples of practical 
applications. Is this impact significant for what concerns the group’s result? Is it significant 
for what concerns thedisclosures provided to the investors? What are the efforts that the 
companies will face in adopting IFRS 10? 

 
Control in accordance with IAS 27 

 
The meaning of a group of companies is best explained by reference to IAS 27 [2], 

where it is defined as a parent and all its subsidiaries. The standard also provides the 
definition of control in accordance with the substance over form principle, since that control 
is the power to govern the financial and operating policies of an enterprise so as to obtain 
benefits from its activities [6].Therefore, this definition contains both the notion of 
governance as well as the economic consequence of that governance[7]. 

In this context the presentation of consolidated financial statements is required to all 
parent companies [3], and the driver through which define the consolidation area is then the 
control concept. 

However the standard, under certain circumstances, introduces an exception to this 
general principle. In accordance to this exception a parent need not to present consolidated 
financial statements if, and only if: 

- the parent is itself a wholly or partially-owned subsidiary in which all owners do not 
object to non consolidation; 

- the parent’s debt or equity instruments are not traded in a public market; 
- the parent did not file, and is not filing, its financial statements to issue publicly- 

instruments; and 
- the ultimate or any intermediate parent of the parent entity produces IFRS consolidated 

financial statements that are available for public use [8]. 
 

- There are no other bases of excluding a subsidiary from consolidation than those 
mentioned above. In particular the Standard does not allow exclusion of subsidiary 
from consolidation onthe followings grounds: when the subsidiary’s business activities 

 



 

are dissimilar from those of other entities in the group and when the investor is a 
venture capital organization, mutual fund, unit trust, or similar entity. 
This statement confirms that a subsidiary can not be excluded from the consolidation 

area due to the features of its parent [9]. 
The consolidated financial statement presented by a parent, as mentioned previously, 

must include all subsidiaries under its control. For this purpose, control is presumed to exist 
when the parent owns, directly or indirectly through subsidiaries, more than half of the voting 
power of an entity, unless, in exceptional circumstances, it can be clearly demonstrated that 
such ownership does not constitute control. 

However, there are situations where control also exists even though a parent owns half 
or less of the voting power of an entity. This occurs when that parent has: 

- Power over more than half of the voting rights by virtue of an agreement with other 
investors; 

- Power to govern the financial and operating policies of the entity under a statue or an 
agreement; 

- Power to appoint or remove the majority of the members of the board of directors and 
control of the entity is by that board; or 

- Power to cast the majority of votes at meetings of the board of directors and control of 
the entity is by that board [10]. 
 
The standard also sets that it is essential to consider the potential voting rights in 

assessing whether an entity has the power to govern the financial and operating policies of an 
enterprise. An entity may own share call options, debt or equity instruments that are 
convertible into ordinary shares, or other similar instruments that have the potential, if 
exercised or converted, to give the entity voting power over the policies of another entity. 

IAS 27 specifies that these potential voting rights must be currently exercisable or 
convertible (not conditional on the occurrence of a future event or exercisable at a future date) 
and they must include those held by another entity. 

 
From IAS 27 to IFRS 10: new control definition 

 
IFRS 10 supersedes IAS 27 and SIC-12 and is effective for years beginning on or after 

1 January 20131.  
The main intention of the IASB in issuing this standard was to deal with divergence in 

practice in applying IAS 27 and SIC-12. 
In that context the real issue was a perceived conflict of emphasis between IAS 27 and 

SIC-12 that had led to inconsistent application of the control concept. This because IAS 27 
required the consolidation of entities that are controlled by a reporting entity and, as 
mentioned, defined control as the power to govern the financial and operating policies of an 
entity so as to obtain benefits from its activities. SIC-12, which interpreted the requirements 
of IAS 27 in the context of special purpose entities, placed grater emphasis on risk and 
rewards. 

As a result of the global financial crisis started in 2007, which highlighted the lack of 
the transparency about the risk to which investors were exposed from their involvement with 
“off balance sheet vehicles”, the Board reviewed the accounting and disclosure requirements 
for such “vehicles”. 

IFRS 10 redefines the principle of control and establishes control as the basis for 
determining which entities are consolidated in the Consolidated Financial Statements. 

1Earlier application is permitted. 

 

                                                            



 

The new definition of control, based on the relationship between the investor and the 
investee, predicts that control of an investee exists when an investor is exposed, or has rights, 
to variable returns from its involvement with the investee and has the ability to affect those 
returns through its power over the investee [11]. 

Thus, an investor controls an investee if, and only if, the investor has all of the 
following three elements: 

a. power over the investee 
b. exposure (or rights) to variable returns from involvement with the investee and 
c. the ability to use power over the investee to affect the amount of the investor's  

returns. 

These three elements together significantly broaden the control definition and, 
therefore, are intended to result in more instances of consolidation (including instances of de 
facto control)[12].  

IFRS 10 includes guidance on each of the these three key control elements (see 
below). It is worth noting that the three factors are inter-related and that all three must be 
present to confer control. The Standard also recommends to reassess whether the control 
persists iffacts and circumstances indicate that there are changes to one or more of these three 
elements2[13].  

 
(a) Power 

IFRS 10 explains that power arises from rights and rights grant power when they are 
sufficient to give the investor the “current ability” [14] to direct the “relevant activities” 
[14]unilaterally. In this context “current ability” does not necessarily require the rights to be 
exercisable immediately but it’s important to assess when the rights can be exercised before 
decisions about relevant activities need to be taken (in other words an investor could have 
power even if its rights to direct have yet to be exercised [15]). 

Assessing power is a simple process for conventional investee where voting rights, 
usually conferred by share ownership, are the key factor. In such cases ownership of a 
majority of the voting rights confers power and control. 

An investor mainly evaluates four factors in order to determinate if it has power over 
the investee: (i) relevant activities, (ii) how the relevant activities are directed, (iii) the rights 
that the investor and other parties have in relation to the investee, (iv) the purpose and the 
design of the investee. 

IFRS 10 introduces the concept of “relevant activities” clarifying that relevant 
activities are activities of the investee that significantly affect the investee’s returns [14]. In 
this regard, the Standard seems to be focused more on the substance of the relationship than 
on the form[16]. 

Some of these activities are, for example, selling and purchasing of goods or services, 
managing financial assets during their life, researching and developing new products or 
processes.  

Assessing relevant activities could be critical when an investor has the current ability 
to direct only some of an investee’s activities and the decisions about other activities are taken 
by other parties. In such cases the only entity that has power is the investor with current 
ability to direct the activities that most significantly affect the returns.  

2The principle of continuous reassessment is broad, including a wide variety of circumstances: changes to the 
investor’s decision-making rights, investor becomes or ceases to be entitled to variable returns, lapse of decision-
making rights held by other parties.  

 

                                                            



 

It’s also important to notice that it is not necessary to identify relevant activities when 
there are entities with traditional ownership and governance structures whose returns depend 
on a wide range of financial/operating activities. This is because directing these activities, 
such as appoint the majority of the Board of Directors, grants power.  

Once identified an investee’s relevant activities the next step is to determinate how 
they are directed. This requires, first of all, understanding the decisions about those activities3 
and, secondly, identifying rights that confer ability to direct those decisions. In this context, 
according to IFRS 10, there are two types of rights that may confer this kind of ability: voting 
rights granted by equity instruments and contractual rights [17]. In a lot of cases that involve 
entities with conventional governance structure, power arises from voting rights. On the other 
hand the control assessment is less straightforward when power arises from more specific 
contractual rights (such as cases that involve Special Purpose Entities). 

Moreover, in assessing whether it has power, an investor should analyze the rights that 
it has in relation to the investee. In this regard it should not consider rights (that it or others 
held) that are “not substantive” and “purely protective”. A right is substantive when an 
investor has the practical ability to exercise that right4, conversely protective rights are 
designed to protect the interest of the party holding those rights without giving that party 
power over the entity to which those rights relate. Thus, an investor cannot have control if it 
only holds non-substantive or protective rights and, on the other hand, if other parties hold 
non-substantive or protective rights which does not necessary mean that an investor could not 
have control. 

IFRS 10 takes into account other factors that can help assessing if an investor’s rights 
grant power. For example, the current ability to direct relevant activities grant power even if 
the rights to direct have yet to be exercised and the evidence that the investor has been 
directing relevant activities can help determining if the investor has power5 [15]. 

Lastly, as mentioned above, an investor should considers all fact and circumstances 
when it assesses control. In this context it also includes the substance and intended purpose of 
specific structures and arrangements. For this reason IFRS 10 refers to the assessment of the 
investee’s “purpose and design” in order to identify the relevant activities, how the decisions 
about the relevant activities are made, who has the current ability to direct those activities, 
who receives returns from those activities. 

 
(b) Exposure, or rights, to variable returns 

IFRS 10 defines variable returns as returns that are not fixed and have the potential to 
vary as the result of an investee’s performance. The Standard also establishes that these 
returns can be only positive, only negative or both positive and negative [18].  

It is clear that this definition is extensive and it is not limited to the benefits obtained 
thorough equity shares. In fact, even the right to receive fixed interest can beconsidered a 
variable return if the payment of interests and the repayment of the debt securities are subject 
to default risk. Thus the concept of variable returns is linked to the investee’s performance 
and includes all the circumstances wherein the returns are not guaranteed for sure[19]. 

For example variable returns could include dividends, changes in value of an investee, 
tax benefits, access to future liquidity, interest from debt securities and many others. 
(c) Ability to use power to affect returns 

3These decisions include, for example, establishing operating/capital decisions of the investee, appointing and 
remunerating an investee’s key management personnel. 
4Assessing whether rights are substantive can require judgement, considering all facts and circumstances. 
5This type of evidence is not, in itself, determinant in assessing whether an investor has power. 

 

                                                            



 

Even with power and exposure to variable returns for there to be control the investor 
must still be able to use that power (current ability) to affect the amount of returns of the 
investee. 

The linkage between power and returns primarily depends on the decision-making 
rights. In other words it depends on whether the investor has the current ability to direct the 
relevant activities on its own (as a “principal”) or on behalf of other investors that have 
delegated their power to it (“as agent”).  

The basic principle is that an agent does not control the investee when it exercise 
decision-making rights delegated to it [20],by virtue of the fact that itis a party engaged to act 
on behalf and for benefit of other party (the principal).Thus, if the investor is using its 
delegated power for the benefit of others, then the investor is acting as agent even though it 
may be the decision-maker. In such cases the third element (link power-returns) of control is 
not present and, consequentially, the definition of control is not achieved[21]. 

In a conventional parent-subsidiary relationship based on majority share equity, the 
linkage we are  talking about doesnot require detailed analysis. In other circumstances, such 
as those in which an investor has some/all of its decision-making rights in the capacity of 
agent, a more detailed analysis is required. In these cases those rights delegated to investor by 
other principal do not count towards the control assessment, but only the investor’s decision-
making rights held directly and those delegated by that investor to an agent are taken into 
account for IFRS 10 purposes. 

Concluding, IFRS 10 requires the presentation of consolidated financial statements to 
all entities, but there are some circumstances in which a parent need not to present 
Consolidated Financial Statements. This happens when a parent meets all the following 
conditions: 

− it is a wholly or partially-owned subsidiary in which all owners do not object to non-
consolidation; 

− its debt or equity instruments are not treated in a public market; 
− it did not file, and is not filing, its financial statements to issue publicly-traded 

instruments; and 
− its ultimate or any intermediate parent of the parent entity produces IFRS  

consolidated financial statements that are available for public use [22]. 
 

New control concept: theoretical aspects and business impact 

IFRS 10 replaces IAS 27 and introduces a new approach to determine which investees 
should be consolidated, providing a new model to be applied in the control assessment 
process. 

As described previously, IFRS 10 does not imply substantial changes to the main 
principles stated by IAS 27: the new control model is based upon concept and principles that 
already existed in IAS 27 (and in SIC-12 too), but the new standard more fully explains them, 
also proving more guidance about how to apply them. 

Because accounting requirements are not changing dramatically, is more difficult to 
isolate effect of the new rules in IFRS 10.  

However, it’s quite clear that this new standardintroduces - from a theoretical point of 
view - little but significant changes, that could have – in practice - a deep business impact on 
reporting entities. Here below are briefly illustrate both the main theoretical and practical 
aspects of adopting the new standard. 

Regarding the theoretical aspects, the adoption of IFRS 10 impliesthe need to 
reconsider the assessments made in accordance with IAS 27/SIC-12, especially for what 
concerns the following main aspects: 

 



 

a) De facto control 
b) Potential voting rights 
c) Special Purpose Entities (SPE) 
d) Agency relationships 
e) Different investors that have rights to direct different relevant activities 

 
Below we will shortly analyze all of these aspects, providing examples of practical 

applications in order to highlight the different treatment under IAS 27/SIC-12 and IFRS 10. 
 
a) De facto control 

An investor might have control over an investee even when it has less than a majority 
of the voting rights of that investee6. This concept, known as ”de facto control”, has led to 
controversy under IAS 27, since this standard makes no direct reference to this type of 
control, neither provides an application guidance on how to assess control when no single 
investor holds more than 50% of the voting rights of the investee. By consequence, many 
commentators took the view that IAS 27 is based more on a legal approach than on an 
economic one, (even if the IASB has publicly stated that, in its view, IAS 27 also 
contemplates effective control).Furthermore, this has sometimes led to different accounting 
outcomes for similar or identical fact patterns. 

On the other side, IFRS 10 includes explicit guidance on “de facto control”, pointing 
out that minority voting rights are sometimes sufficient to confer control, as control depends 
on a reporting entity’s practical ability to direct the relevant activities of an investee 
unilaterally. 

This should reduce diversity in practice. 
 

SCENARIO IAS 27 IFRS 10 
 
An investor holds 46% of the equity 
(and related voting rights) of an 
investee. The remaining 54% of the 
equity and voting rights are owned 
by numerous of other shareholders, 
none of whom own more than 1% 
individually. None of the 
shareholders has arrangements to 
consult any of the others or make 
collective decisions.  
Moreover, past experience indicated 
that few of the others owners actually 
exercise their voting rights at all. 
 

 
Under a legal control 
interpretation,  the investor does 
not control the investee because 
more than half of the voting 
rights is required to confer 
control. 
In these circumstances, if the 
investor consolidated the 
investee, it would be required to 
make disclosures about the nature 
of its relationship with the 
investee. 

 
Under IFRS 10, given the level of 
shareholders participation and 
considering the size and dispersion 
of shareholdings, the investor 
control the investee; its voting 
rights are sufficient to provide it the 
practical ability to direct the 
relevant activities of the investee 
unilaterally, it has exposure to 
variable returns and the ability to 
affects those returns thorough its 
voting rights. 

 
 
 
b) Potential voting rights 

When assessing whether it has power over an investee, an investor also considers the 
potential voting rights that it holds, as well as potential voting rights held by others. While 

6An investor with less than a majority of voting rights can also gain power through: contractual arrangements 
with other vote holders, rights arising from other contractual arrangements, ownership of the largest block of 
voting rights in situation where the remaining rights are widely dispersed, potential voting rights, a combination 
of the previous. 

 

                                                            



 

IAS 27 makes clear that potential voting rights have to be «currently exercisable» and that 
management‘s intention is not considered, IFRS 10 is silent about it, but clarifies that a 
potential voting right is considered, in control assessment, only if it is substantive. 

This will require considerably more judgment than under IAS 27, and could change the 
control conclusion in some cases:currently exercisable potential voting rights might not be 
considered substantive, and vice versa. 

 
SCENARIO IAS 27 IFRS 10 

 
Investor A holds 40% of the 
voting rights of Investee B as 
well as an option to acquire 
another 20% of the voting 
rights from Investor C, who 
holds 30% of the voting rights. 
Investor A’s option has been 
acquired recently and it is 
exercisable in 30 days’ time 
and then at any time in the 
following 12 months.  
The exercise price is based on 
a formula that is designed to 
approximate fair value of the 
underlying shares at each 
exercise date. 
 

 
In accordance with a “literal” 
interpretation of IAS 27, the 
potential voting rights should 
not be included in the 
assessment of control because 
they are not currently 
exercisable at the reporting 
date.  
As a result, Investor A should 
not consolidate Investee B 
because it holds only 40% of 
the voting rights of Investee B 
at the reporting date. 

 
Under IFRS 10, Investor A 
should consider if the exercise 
price provides a deterrent or a 
barrier. For this purpose, 
Investor A should take into 
account, first of all, if a 20% 
premium is reasonable in the 
context of expected synergy 
benefits and a typical control 
premium and, secondly, if the 
premium is a substantial 
disincentive at present.  
In circumstances such as those 
of the example, Investor A has 
an economic incentive to 
exercise since the potential 
voting rights are not out-of-
the-money (the fee is not a 
barrier to exercise and 
exercising would be beneficial 
to Investor A) and, 
consequently, it should be 
considered as “holder” of an 
influence’s power. 
 

 
c) SPE 

IAS  27 and SIC-12 provided two different consolidation models: “risk and rewards” 
for SpecialPurpose Entities (SPEs) and the “power to govern the financial and operating 
policies” for all other entities.   

More in detail, SIC-12 provided a control model including four indicators of control of 
a SPE, but the interpretation did not provide any guidance about the weighting of this 
indicators.By consequence, different reporting entities made different judgments in similar 
fact patterns about how to apply those indicators. 

IFRS 10 provides a single consolidation modelbased on control, regardless the nature 
of the investee: according to the new standard, the exposure to risk and rewards is only an 
indicator and is not determinative on its own.   

IFRS 10 also provides an application guidance on how the requirements are applied in 
many situations, including the assessment of control of investees previously within the scope 
of SIC-12. 

 
 
SCENARIO IAS 27 IFRS 10 

 
Investor A transfers receivables to 
Investee B, which is an entity 

 
The assessment of control 
under SIC-12 would have 

 
In accordance with IFRS 10, 
Investor A would conclude that it 

 



 

created just for purchasing and 
servicing those receivables. 
Investee B fully funds the 
acquisition of the receivables by 
issuing two different tranches of 
debt: the first one (85% of the 
debt) to the market and the second 
one (15% of the debt) to Investor 
A. In this context, Investor A 
retains the customer relationships 
and is responsible for managing 
those receivables in the event of 
default.  
A third-party servicer collects the 
cash flows from the receivables 
and passes them to the investors. 

 

focused principally on whether 
Investor A retained a majority 
of the risks and rewards of 
Investee B. 
If investor A it is exposed to a 
majority of the risks and 
rewards of Investee B by virtue 
of the tranche that it holds, A 
would have consolidated  B.  
If A consolidated B, it would 
be required to make 
disclosures about the nature of 
its relationship with B. 

has power over Investee B because 
it has the ability to manage the 
receivables upon default (this is the 
only relevantactivity that 
significantly affect Investee B’s 
returns).  
Investor A would also have 
exposure to variable returns from 
Investee B because of the holding 
of its tranche of debt and its ability 
to use its power to affect those 
returns. Thus, A would conclude 
that it controls B and should 
consolidate it irrespective of 
whether it is exposed to the 
majority of risks and rewards of B. 

 
d) Agency relationships 

Neither IAS 27 nor SIC-12 contained specific guidance about situations in which 
power is delegated to an agent, therefore it was quite difficult to evaluate such agency 
relationships within the context of assessing control. 

On the other side,IFRS 10 provides several indicators to analyze whether a decision-
maker acts as a principal or as an agent when directing the activities of an investee.  

Moreover, the new standard requires an investor to consider its relationship with other 
parties and whether they might be acting on the investor’s behalf, using its judgement to 
assess the nature of the relationship and how it operates in practice. Such parties are known as 
“de facto agents”. When the asset manager (or those that direct the manager’s activities) has 
the ability to direct another party, it should consider the decision-making rights and exposure 
to returns of its de facto agent along with its own when assessing control. 

Entities in the funds sector, as well as asset managers, are likely to be particularly 
impacted by this guidance. 

 
SCENARIO IAS 27 IFRS 10 

 
Fund Manager A has a 43% 
shareholding in Fund B, which 
it also manages within defined 
parameters.  
The constitution of the fund 
defines the fund’s purpose, the 
investment parameters within 
which the fund manager can 
invest and, lastly, requires Fund 
Manager A to act in the best 
interests of the shareholders.  
Within the defined parameters, 
however, the investment 
manager A has discretion about 
the assets in which Fund B will 
invest. 

 

 
In this context there were differing views 
on whether this relationship would be 
within the scope of IAS 27 or SIC-12. 
Under IAS 27 Fund Manager A should 
consolidate Fund B because it had the 
power to govern the operating and 
financing activities of Fund B so as to 
obtain benefits from those activities. 
Moreover, if A consolidated B, it would be 
required to make disclosures about the 
nature of its relationship with B (because it 
consolidated B without a majority of 
voting rights). 
Under SIC-12 Fund Manager A would not 
consolidate Fund B because it was not 
exposed to the majority of the risks and 
rewards arising from Fund B. 

 
According to IFRS 10, Fund 
Manager A controls Fund B 
because it has the power to 
direct Fund B’s relevant 
activities through directing the 
investment decisions, has 
exposure to variable returns 
from Fund B, and can use its 
power to affect the amount of 
its returns. 

e) Different investors that have rights to direct different relevant activities 
Assessing relevant activities could be a critical process when an investor has the 

current ability to direct only some of an investee’s activities and, consequently, 

 



 

decisionsabout other activities are taken by other parties. But when two (or more) investors 
have rights to direct different relevant activities, who has the power? In accordance with IFRS 
10  it’s required to identify the activities that most significantly affect the returns because is 
the investor with current ability to direct those activities who has power.    
 

Regarding  thepractical impacts, firstly we have to consider that an effect analysis has 
several restrictions. 

Since IFRS 10 has not been applied yet (it’s effectivefor years beginning on or after 1 
January 2013), no empirical researches are possible, so we cannot be certain about the effects 
of adopting the standard. Secondly, since IFRS are applied all around the world, we must be 
borne in mind that the social and the legal context in which entities operate could have a deep 
impact on the effects of this new rules. 

At any rate, we can try to evaluate (i)the business impact of adopting the new standard 
and (ii) the costs and benefits of application of IFRS 10, focusing on the areas where the 
changes are expected to be most significant. 

Regarding the business impact, a reporting entity should consider several different 
aspects: first of all, the effect on financial statements. 

We have to start by saying that if a group contains all wholly-owned entities, then no 
change will result, and this also will be the case for groups where ownership of all entities 
exceeds 50%. 

But if a group has unconsolidated entities (as determined under the control model 
provided by IAS 27), then the IFRS 10 could produce significant changes in the consolidation 
area,for example, if new entities shall be consolidated, or if formerly consolidated entities are 
de-consolidated.  

In other words, total asset and liabilities, revenues, expenses and – obviously – profit 
or loss may undergo significant changes. Thus, a reporting entity shall considerhow key 
financial and economical results can be affected by this change, considering first of all, how 
such changes could be presented to stakeholders and secondly several other implications, 
among which loan covenant compliance, bonuses, share-based payment and other 
compensation plans based on financial results.  

Moreover, this new standardimplies a significant increase in the use of judgment.  
IFRS 10 points out several indicators of control, but gives little guidance on how to 

weight different indicators, which are likely to be highly judgmental areas.  
For example, the standard emphasizes the need to understand «the purpose and design 

of the investee», or «what the relevant activities are and understand how decisions about 
those activities are made» [23], but no further indications are provided, so that management is 
required to analyze all facts and circumstances in order to evaluate if control exist.  

Since this new standard introduces certain judgemental areas(such as de facto control 
and principal-agent relationships), entities should consider the availability of resources and 
plan that make them able to handle the additional volume of work[23]. 

In this context it is also important to notice that the initial transition requirements of 
IFRS 10 and continuous reassessment of control may require changes to the existing 
processes and, in consequence, additional time and efforts depending on the number of 
investees that may require consolidation. In this regard, IFRS 10 may increase the costs of 
preparing the financial statements but reduce the costs to investor of understanding that group 
[24]. 

Regarding the cost-benefit analysis, we have to start by saying that IFRS 10 is 
expected to have economic effects, that could be beneficial for some entities and detrimental 
to others. The IASB itself in September 2011 issued a document illustrating the likely effects 
of adopting IFRS 10 an IFRS 12 (which sets out disclosure requirements for reporting entities 

 



 

that have an interest in other entities); the paper analyzes the costs and benefits of the main 
changes introduced by these new standards, focusing on the three areas where those changes 
are expected to be most significant: (i) improved disclosure, (ii) control assessment and (iii) 
transition provisions. 

Omitting the first area (which mainly concerns IFRS 12) and the third one (which only 
implies non-recurring cost/benefits, connected with the transition phase), below we will 
briefly analyze the second one, focusing on foreseen consequences from the point of view 
both of users and preparers of financial statements. 

In other words, we will consider the costs that preparers and users should bear when 
information is not available, and the advantage that preparers have in developing information 
that users would otherwise have to develop themselves [25]. 

Regarding the control assessment, users will probably enjoy the benefits arising from 
a significant increase in comparability and usefulness of information, since the single 
consolidation model provided by IFRS 10 should remove  different assessment on the basis of 
whether an investee is within IAS 27 or SIC-12. 

Users should also take advantage from an enhanced verifiability and understandability 
of the information provided by financial statements: consolidation decisions, under the new 
consolidation model, should reflect more faithfullythe underlying substance of the 
relationships, rather than the mere percentageownership interests. 

Preparers, on the other hand, will probably bear higher initial costsassociated with 
implementing the new standard. 

In fact, IFRS 10 requires that a reporting entity shouldconsolidate any investee that it 
controls: the standard also establishes a new control model, which applies to all entities. 
Despite this new model is based upon principles that already existed, there are several 
differences between the requirements of IFRS 10 andthe requirements of IAS 27 and SIC-12, 
and this will probably mean higher preparation costs when initially applying IFRS 10. 

At any rate, IASB believes that after initialimplementationthere will not be 
significantly higher costs, since these costs will primarily be “non-recurrent”.  

Preparers will also take advantage of the more consistent understanding of control and 
consolidation requirements: they will be no longer a need to initially assess whether an 
investee iswithin the scope of IAS 27 or of SIC-12. 

 
Conclusions 

In May 2011 IASB introduced a new standard, IFRS 10 – Consolidated Financial 
Statements, effective for annual periods beginning on or after 1 January 2013, that replaces 
the guidance on consolidation previously provided by IAS 27 and SIC-12. 

IFRS 10 establishes a new control model, which applies to all entities and focuses on 
the need to have both power and variable returns before control is present. The revised 
definition of control changes whether an entity is consolidated or not: in otherwords an 
investor will consolidate (under IFRS 10) more or fewer investees, as compared to IAS 27. It 
depends on the nature of the interest held in the investees. 

The new control definition provided by IFRS 10 will require management to apply 
significant judgment in order to decide which entities are controlled and which are not. This is 
why IFRS 10 seems to be a difficult standard to apply: especially the first-time application 
will probably imply time and significant efforts for reporting entities.  

Moreover, the introduction of this new standard could deeply affect a reporting entity’s 
financial statement, and management should doubtless consider the impact of IFRS 10 on 
entity’s key financial and economical results.   
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