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	International Accounting Standards (IAS)/International Financial Reporting Standards (IFRS) and Enterprise Groups


The IFRS Reference Environment

The International Accounting Standards Board (IASB), based in London, is committed to developing a set of high quality, global accounting standards that require transparent and comparable information in general purpose financial statements. It is a private body with international composition. The International Financial Reporting Interpretations Committee (IFRIC) is a committee of the IASB which helps establishing and improving standards of financial accounting.

IASB publishes its standards in a series of pronouncements called International Financial Reporting Standards (IFRSs) which comprise the IFRIC Interpretations (before 2002 SIC Interpretations from the Standing Interpretations Committee) and International Accounting Standards (IAS). In addition to its main objectives of unifying and standardizing it also aims at convergence with other standards like US GAAP.

From an enterprise group point of view, IAS have become increasingly important especially after the adoption by the European Parliament of the so-called IAS Regulation requiring all European Union companies listed on a regular market – such as stock exchange – in the European Union to use IAS for their consolidated accounts from 2005 onwards. Beside the 7 000 immediately concerned enterprises with a large amount of subsidiaries (in France e.g. this concerns 800 enterprise groups with 30 000 subsidiaries), unlisted companies may use IAS for the preparation of individual annual accounts, in accordance with national legislation.

In the first part of the paper we shall compare IAS and the Recommendation manual in how they treat enterprise groups. It is important to underline the fact that IAS standards are evolving continuously and that the accounting reference environment may change significantly over time. We are interested in analyzing recent IAS developments with the eye of a statistician collecting data and using administrative or public available sources. Till the end of 2003 IAS 27 was entitled “Consolidated Financial Statements and Accounting for Investments in Subsidiaries”. The standard superseded IAS 3 Consolidated Financial Statements except for investment in associates (dealt with in IAS 28 Accounting for Investment in Associates). Also relevant are SIC 12 on Special Purpose Entities and SIC 33 Consolidation and Equity Method – Potential voting Rights and Allocation of Ownership Interests.

IAS 27 was revised in December 2003 and afterwards amended in 2004 as a consequence of changes in IFRS 3 Business Combinations. The heading was changed into “IAS 27 Consolidated and Separate Financial Statements” and the new version also replaced SIC 33. The Board’s main objective was to reduce alternatives in accounting for subsidiaries in consolidated financial statements and in accounting for investments in the separate financial statements of a parent, venturer or investor.

IAS Standards have been adopted by the European Parliament in Regulation 1606/2002. As the regulation will only be applicable to consolidated accounts for listed companies in the EU after 2005, it is too early to assess the benefits of IAS/IFRS standards for enterprise group delineation. Today we do not know how many enterprises who are not obliged to use IAS/IFRS, nevertheless will use the standards for their reporting. Some major pro-active groups use already these standards and we’ll examine the case of Arcelor and some others part 2 of this paper.

1. IAS – Recommendations Manual: a comparison

First we shall compare enterprise groups in IAS (as defined mid-2004) and Enterprise groups in the Recommendations manual of Eurostat. Whenever possible we give the reference to the texts (e.g. 27.4 means paragraph 4 of IAS 27, a similar reference for a paragraph 38 in chapter 21 will read 21.38.

IAS 27 deals with consolidated financial statements. Those financial statements shall include all subsidiaries of the parent (27.12). In other words financial statements present financial information about the group as that of a single economic entity (27.4 and 27.22). 

IAS 27 also deals with separate financial statements, which are those presented by 

a parent, an investor in an associate or

a venturer in a jointly controlled entity.

An associate is an enterprise (entity) in which the investor has significant influence and which is neither a subsidiary nor a joint venture of the investor. In other words the investor holds between 20 and 50% of the voting power under normal circumstances.

A venturer is a party to a joint venture and has joint control over that joint venture (50% of the voting power). 

Separate financial statements are of course of less interest in the context of enterprise groups. Therefore we shall concentrate on the part of consolidated financial statements.
	IAS/IFRS
	Recommendations Manual

	Definitions in 27.4

A group is a parent and all its subsidiaries.

A parent is an entity that has one or more subsidiaries.

A subsidiary is an entity, including an unincorporated entity such as a partnership, that is controlled by another entity (known as the parent).


	An enterprise group is an association of enterprises bound together by legal and/or financial links. (...) It constitutes an economic entity which is empowered to make choices, particularly concerning the units which it comprises.

An enterprise group is a set of enterprises controlled by the group head. 

The group head is a parent legal unit which is not controlled either directly or indirectly by any other legal unit. 

The subsidiary enterprises of a subsidiary enterprise are considered to be subsidiaries of the parent enterprise.




	Control is the power to govern the financial and operating policies of an entity so as to obtain benefits from its activities. (27.4)


	21.26 The enterprise group can only be observed through links between legal units (parent and its subsidiaries). These links are links of control.

21.38 Deriving control links from ownership structure between legal units defines an operational hierarchical structure of the enterprise group with one legal unit at the top (the group head), which is not controlled by any other legal unit and which controls all other legal units in the hierarchy.

21.28 Control refers to the dominant influence of a parent unit over the medium and long-term strategies of one or more other legal units (subsidiaries).



	27.13 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.
	21.28 For control, the parent unit must be able to influence (directly or indirectly) the decision in ordinary or extraordinary meetings of all the subsidiaries.

21.29 The acquisition of an absolute majority (50%+1) of shareholdings with voting rights is the main instrument used to take control over a legal unit.



	Control also exists when the parent owns half or less of the voting power of entity when there is:

a) power over more than half of the voting rights by virtue of an agreement with other investors;

b) power to govern the financial or operating policies of the entity under a statute or an agreement

c) power to appoint or remove the majority of the members of the board of directors or equivalent governing body and control of the entity is by that board or body; or

d) power to cast the majority of votes at meetings of the board of directors or equivalent governing body and control of the entity is by that board or body.
	Absolute majority of ownership is neither a necessary nor a sufficient condition to have control.

21.30 Not necessary:

a) absenteeism in the meetings on the part of the other shareholders;

b) contracts or agreements affecting control.

21.31 Not sufficient:

a) shareholdings with limited voting rights;

b) statutory provisions that limit the transferability of shares;

c) temporary suspension of voting rights.

21.32 Effective minority control means having effective control of a unit without holding the majority of voting stock.

21.34 Control can be a de facto situation (captive without being owned)




	27.15 In assessing whether potential voting rights contribute to control, the entity examines all facts and circumstances (including the terms of exercise of the potential voting rights and any other contractual arrangements whether considered individually or in combination) that affect potential voting rights, except the intention of management and the financial ability to exercise or convert.


	

	27.20 A subsidiary is not excluded from consolidation because its business activities are dissimilar from those of the other entities within the group.


	21.42 To delineate an enterprise group add majority-controlled units whose accounts are not included in the overall consolidating by virtue of application of one of the criteria allowed by the Seventh Directive, i.e. difference in the type of activity or small relative size;



	IAS 27 does not require consolidation of a subsidiary acquired when there is evidence that control is intended to be temporary (i.e. within 12 months and that management is actively seeking a buyer). This is specified in BC14. - Basis for Conclusions (BC) accompanies, but is not part of, IAS 27.


	21.42 To delineate an enterprise group discount temporary links of less than 1 year.

	IAS 14 Segment reporting gives rough information on activity segmentation (to a certain extent comparable to ISIC and country segmentation.
	21.40 The group head can be either resident in the country that compiles the business register or abroad. “Group head” always refers to the ultimate (global) group head, not to a local group head, which has a foreign parent.




From this almost line by line comparison it can be seen that concepts of Enterprise groups in the Recommendations manual are very similar to the ones in IAS, which encompasses restrictions of the Seventh Directive. The “substance over form principle” of IAS seems to accommodate well the view of the statistician. To a certain extent the statistician only has to know the constituent subsidiaries of the enterprise group. Some requirements on disclosure help in this context. Otherwise IAS requirements are such that the Enterprise group has to have an extensive list of consolidated entities, even if not all are listed in published financial statements. Before turning to disclosure requirements we’ll examine the treatment of Special Purpose Entities in IFRS.

2. The treatment of Special Purpose Entities (SPEs) ) SIC - 12

An entity may be created to accomplish a narrow and well-defined objective (e.g. to effect a lease, research and development activities or as securisation of financial of financial assets). Very often such entities have very limited decision-making powers (they operate on so-called “autopilot”). SIC 12.1

An SPE should be consolidated when the substance of the relationship between an enterprise and the SPE indicates that the SPE is controlled by that enterprise SIC 12.8.

One of the problems of the SPE is the difficulty to detect relations of control between the enterprise and the SPE and the particular role of the latter units. 

As says SIC 12.14 SPEs frequently operate in a predetermined way so that no entity has explicit decision-making authority over the SPE’s ongoing activities after its formation (i.e. they operate on “autopilot”. (…) However, the predetermination of the activities of the SPE through an “autopilot” mechanism often provides evidence that the ability to control has been exercised by the party making the predetermination for its own benefit at the formation of the SPE and is being perpetuated.

Appendix (a) of SIC -12 gives following examples from an activity point of view: the SPE is principally engaged in providing a source of long-term capital to an enterprise or funding to support an enterprise’s ongoing major or central operations. The SPE might also provide a supply of goods or services that is consistent with an enterprise’s ongoing major or central operations, which, without the existence of the SPE, would have to be provided by the enterprise itself.

In the first case we have financial units, whereas in the second case we are confronted to ancillary units of a enterprise or an enterprise group, that from a statistical point of view belong to the enterprise or group of enterprises. The use of non-consolidated SPEs to hedge certain Enron investments were one of the major manipulations of Enron, generating profits when needed and hiding assets in other occasions.

We are confronted here with power of SPEs as financial engineering tools for balance sheet and income manipulation, a world where is not always easy to find its way out through a web of complicated financial structures and where even complex regulations cannot prevent actions of villains or transparency for investors or statisticians.

3. Disclosure aspects for enterprise groups in IAS

One of the main purposes of IAS is to provide reliable and transparent information from an economic point of view to the investor or to the market. Hence a number of disclosures are explicitly foreseen in IAS. Disclosures are sometimes hidden in a non structured text document in published financial statements, but are nevertheless of interest to statisticians. 

In consolidated financial statements the most interesting aspect was in version 2000 of IAS 27.32: a listing of significant subsidiaries including the name, country of incorporation or residence, proportion of ownership interest and, if different, proportion of voting power held was to be disclosed. 

We shall examine application of such disclosure principles later on, but what strikes at first sight is the fact that the new version of IAS 27 (December 2003) dropped these disclosure requirements for parents and subsidiaries. They reappeared nevertheless somewhere else in a new version of IAS 24 on Related Party Disclosures, though not with the same clarity. 24.12 An entity shall disclose the name of the entity’s parent and, if different, the ultimate controlling party. 24.13 To enable users of financial statements to form a view about the effects of related party relationships on an entity, it is appropriate to disclose the related party relationship when control exists (…). In 24.14 there seems to be some contradiction, as it says that the identification of related party relationships between parents and subsidiaries is in addition to the disclosure requirements in IAS 27, IAS 28 and IAS 31, which require an appropriate listing and description of significant investments in subsidiaries, associates and jointly controlled entities. It seems logical to require a listing of significant subsidiaries, when one requires a listing of associates and jointly controlled entities.

In 27.40 (c) IAS requires the disclosure of the relationship between the parent and a subsidiary when the parent does not own more than half of the voting power. In point (d) the reasons why the ownership of more than half of the voting or potential voting power of an investee does not constitute control.

4. Statistics versus Accounting

The Recommendations manual reads in paragraph 21.42: The statistical concept of the enterprise group is different from the accounting concept as can be derived from the Seventh Council Directive.

A statistical unit known as ‘enterprise group’ based on the ‘accounting group’ concept must be defined by applying the following changes:

-  consider group head

- include those units whose accounts are entirely integrated into those of the consolidating company;

- add majority-controlled units whose accounts are not included in the overall consolidation by virtue of application of one of the criteria allowed by the Seventh Directive, i.e. difference in the type of activity or small relative size;

-  discount temporary links of less than one year.

These changes were appropriate for the accounting concept according to the Seventh Directive, but the accounting concept according IAS seems to have moved closer to the concepts of statisticians, who often prefer substance over form when analyzing economic entities.

One difference may arise from the exhaustiveness of the statistical concept. The enterprise group according to statisticians is meant to be a census of all entities controlled by the group head. This coincides with IAS 27.12 stating that “Consolidated financial statements shall include all subsidiaries of the parent. Disclosure requirements are less strict and seem to be limited to the significant subsidiaries. In pratice this may lead to some contradiction with the spirit of 27.12. There is a cost of gathering information on fairly small units, which only contribute to a very small percentage to the group’s financial results. Is it statistically relevant to cover the small units? The cost of collecting this information is high at least compared to the results. This was one of the reasons the Seventh Directive excluded them. IAS 27 (2004) and US GAAP seem to be more in line with the statistical concept as they take into consideration all enterprises, whatever their size.

We are here confronted with the incidence of a threshold (when is a subsidiary significant and when is it not?) which might affect comparison of group sizes from a cardinality point of view between countries. It would help if IAS could provide some guidance in this respect.

5.  Arcelor - A Case study

Arcelor, a multinational group in the steel industry, was created by a merger of Aceralia (Spain), Arbed (Luxembourg) and Usinor (France), three European groups that mobilized their technical, industrial, and commercial synergies to create a major player in the steel industry.


Officially launched on February 19, 2001, the merger became effective on February 18, 2002, when the Arcelor share was listed on several stock exchanges. The choice of the name Arcelor was announced on December 12, 2001.


The Arcelor group is developing its activities in 4 core businesses: it is the world's biggest producer of Flat Carbon Steel and Long Carbon Steel, among the leaders in Stainless Steel production, and among the largest firms in Europe for Distribution, Transformation and Trading.

	The group’s crude steel production reaches 40.2 million tons 

  Flat carbon shipments
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	25.6 million tons 

	  Long carbon shipments
	[image: image2.png]



	12.2 million tons 

	  Stainless steel shipments
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	  2.4 million tons


turnover 26 billion euros in 2003. It employs 98 000 persons in more than 60 countries and has a global market share of 14%.
Arcelor’s Corporate offices and principal establishment are situated in Luxembourg. Arcelor S.A. is a “Societé Anonyme” incorporated under Luxembourg Law. Arcelor is registered at the Luxembourg Register of Trade and Commerce. It counts subsidiaries, associates and joint ventures all over the world, even in China, e.g. Baosteel-NSC/Arcelor Automotive Steel Sheets Co., Ltd was launched end of August this year in Shanghai. The Chinese joint-venture between Arcelor, Bao Steel and Nippon Steel Corporation will start production of galvanized steel for automotive and industrial applications in March 2005. 
The Arcelor group’s consolidated financial statements for the financial year ending December 31, 2003 were prepared in accordance with IFRS international accounting standards current on that date. Arcelor has adopted a proactive approach in order to anticipate these changes in progress and adapt its accounting policies accordingly.

We shall concentrate on the Notes to the consolidated financial statements and especially on note 31 Listing of Group companies. This listing is divided into three parts:

A. Companies under consolidation scope 

442 companies fully consolidated (in addition to Arcelor S.A.)
223 companies consolidated using the equity method
B. Non-consolidated related companies (292 companies)

C. Affiliated companies not consolidated under the equity method.

The notes give the name of the company, the country and the percentage of capital held by Arcelor. For the consolidated companies (A) it also gives an indication of the consolidation method and a rough indication on economic activity:

Flat Carbon Steel

Long Carbon Steel

Stainless Steel

Distribution, Processing and Trading

Other Activities

What strikes first is the number of companies, one third, in the consolidated scope where the percentage of capital held is less than 50%.


Consolidation method by Percentage of capital held

	
	
	Percentage of capital
 held
	Total

	
	
	< 50%
	> 50%
	

	Consolidation method
	Equity method
	187
	36
	223

	
	Full consolidation
	10
	433
	443

	Total
	
	198
	468
	666

	
	
	
	
	


We see here the difference between majority of ownership and the ability to control the company. Though there is a clear correlation between the consolidation method and the majority of ownership, Arcelor considers controlling companies independently of the consolidation method. The high number of companies consolidated under the equity method and owned by less than 50% comes from consolidated subgroups. These 9 subgroups referenced in the listing account for 150 companies. 

On the other hand we also see that 10 companies owned by less than 50% are fully consolidated. Here we find enterprises controlled by Arcelor though not owned in majority. One example is Paul Wurth, a company from Luxembourg, specialized in the blast furnaces technology and setting up of steel industries. An example in this area is Luoyang: A company producing cooling systems for blast furnaces was established in Luoyang in conjunction with a local copper producer.

Paul Wurth is only owned by 48%, the remaining 52% being owned by 4 banks of Luxembourg. Those banks have no special skill in the domain Paul Wurth is working. Hence Arcelor controls the medium and long term strategy of this company, or subgroup to be more precise. This seems clearly in line with IAS and the Recommendations manual.

As a conclusion one might say that all enterprises in the consolidation scope should be registered as belonging to the enterprise group Arcelor.

The consolidation scope as seen by the enterprise group doesn’t correspond to a rigid definition. At the time of the merger almost all units of the consolidation scope of the 3 groups were added to Arcelor. Shortly afterwards, at the beginning of this year the group decided together with the group auditor to downsize the consolidation scope and to exclude 61 enterprises not significant in their eyes (contribution of less than 0.10 % to the financial statements of the group, less than 0.5% to the net result of the group though this represents 1 million euro). These excluded enterprises will increase the sets of enterprises outside the consolidation scope.

The reference year for these figures is 2003 at a moment where IAS standards were not the same as they are today. In IAS 27 (2004) the equity method is no more allowed in full consolidation. The only two valid methods are at cost or in accordance with IAS 39 Financial Instruments.

For 2003 we face the problem that a certain number of companies are consolidated according to the equity method. Hence it is highly probably that these enterprises will be consolidated by other parents in the same way and consequently we will lose additivity of enterprise groups, one of the criticism of the Recommendations manual of the accounting principle.

A second set of enterprises are those where Arcelor owns a majority of capital but that are not consolidated. Here we find some influence from the Seventh Directive. The 292 enterprises which constitute that set are small enterprises that account for less than 2% in the overall figures of the group. The distribution among countries shows a wide spread, beside Luxembourg, Belgium and Spain:

	
	Not consolidated majority owned enterprises by country
	

	
	
	
	
	
	
	
	
	

	 
	 
	 
	 
	 
	 
	 
	 
	 

	 
	Argentina
	1
	 
	Hungary
	3
	 
	South Africa
	1

	 
	Australia
	1
	 
	Ireland
	1
	 
	Spain
	5

	 
	Austria
	2
	 
	Italy
	12
	 
	Sweden
	4

	 
	Belgium
	28
	 
	Luxembourg
	30
	 
	Switzerland
	5

	 
	Brazil
	8
	 
	Mexico
	1
	 
	Tchèquie
	3

	 
	Canada
	3
	 
	Morocco
	1
	 
	Thaïlande
	2

	 
	China
	9
	 
	Norway
	2
	 
	The Netherlands
	18

	 
	Denmark
	4
	 
	Poland
	4
	 
	Turkey
	2

	 
	Finland
	1
	 
	Portugal
	3
	 
	United Kingdom
	20

	 
	France
	78
	 
	Rumania
	3
	 
	United States
	3

	 
	Germany
	31
	 
	Singapore
	1
	 
	
	 

	 
	Hong-Kong
	1
	 
	Slovenia
	1
	 
	Total
	292

	 
	 
	 
	 
	 
	 
	 
	 
	 

	
	
	
	
	
	
	
	
	


Those enterprises are mainly small units with 2 or 3 people occupied working in the field of sales, marketing or engineering. Arcelor finances most of the debts of these companies. The 30 enterprises in Luxembourg, show a fairly small total turnover in 2003. Arcelor says that beside their small size, the cost of integrating those companies is quite high, due to geographical spread and dissimilar data definition and formats used in such small units or that the cost benefit ratio of consolidating is not in favour of consolidation.

From a strict methodological point of view these units should be added to the enterprise group though they don’t enter into the consolidation scope. Although the impact from the cardinality point a view is important, they are not very relevant for economic and even statistical reasons. 

A third group of enterprises (74 units) are considered as affiliated companies not consolidated under the equity method. Here Arcelor has an influence since percentage of capital held varies between 20 and 50%. The overall impact of most these enterprises is low, depending nevertheless on countries (Shanghai Baosteel e.g.). 

Conclusion

If we apply strictly the recommendations manual and if accept the presentations from an IAS point of view (control), the Arcelor group in 2003 is a set of 958 companies. 

Although IAS compliant reporting will increase in the future, it is interesting to consider some other IAS compliant financial reportings and to examine convergence or divergence. We had a look at the figures of the Nestlé Group and BNP Paribas.

Companies of the Nestlé Group

Consolidated accounts of the Nestlé Group present a list of Companies of the Nestlé group. These companies operate in the food and water sectors, and the pharmaceutical sector. There is a restriction to IAS as in the context of the Swiss Exchange Directive on Information relating to Corporate Governance, the disclosure criteria are:

· operating companies are disclosed if their sales exceed CHF 10 mio or equivalent,

· financial companies are disclosed if either their equity exceeds CHF 10 mio or equivalent and/or the total balance sheet is higher than CHF 50 mio or equivalent.

Such as threshold (around 6.7 mio €) might lead to a loss of a great amount of operating companies. In this respect absence of precision in IAS gives Enterprise groups a fairly large power how to handle disclosure issues.

1. Affiliated companies with full consolidation. Nestlé doesn’t use equity method for this set of fully consolidated enterprises, unlike Arcelor. Disclosures provided:

% capital shareholdings more than 50%, name country, city, capital

2. Affiliated companies with proportionate consolidation (50% of capital shareholdings)

3. equity method

4. Technical assistance R&D

The BNP Paribas Group

High thresholds are also used by this financial group (8 mio € for the net banking product, 4 mio € for the EBITDA etc), but the same as Nestlé, Paribas, distinguishes between full consolidation, proportional consolidation and equity, the latter being only used for companies with significant influence.
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