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1.1 Tabular analysis of current accounting policies

As non-bank financial institutions we have selected 6 company models, which are the most common financial institutions owned by banks in Turkey. These companies and the regulatory bodies they are reporting to are as follows:

Company
Regulation
Regulatory body

Leasing companies
Leasing law dated 28.06.1985
Treasury (listed and non-listed)




Capital Market Board (listed)

Factoring companies
Factoring law dated 21.12.1994
Treasury (listed and non-listed)




Capital Market Board (listed)

Brokerage firms
Capital Market Board Law
Capital Market Board 


dated 30.07.1981


Investment companies
Capital Market Board Law
Capital Market Board 


dated 30.07.1981


Portfolio management companies
Capital Market Board Law
Capital Market Board 


dated 30.07.1981


Insurance companies
Insurance Supervisory Law
Treasury (listed and non-listed)



dated 30.12.1959
Capital Market Board (listed)

Presentation of financial statements

	Banks
	Leasing companies
	Factoring companies
	Brokerage firms / 

Investments companies / 

Portfolio Management companies
	Insurance companies

	· Banks (both listed and unlisted) prepare their financial statements in accordance with the Banking Law and the principles explained in the Uniform Chart of Accounts for banks.

· Financial statements of banks consist of balance sheet, income statement, cash flow statement and statement of shareholders’ equity as well as a series of specified disclosure notes. The financial statements issued by banks are submitted to the Central Bank of Turkey and the Banking Regulation and Supervision Agency on a quarterly basis.


	· Leasing companies are regulated by the Financial Leasing Law which does not include any specific set of accounting standards. Therefore, leasing companies prepare their statutory financial statements in accordance with the relevant Tax Law and Turkish Commercial Code.

For regulatory purposes only, leasing companies should also submit to the regulators (Undersecreteriat of the Treasury and Central Bank of Turkey) a separate set of financial statements, which have been prepared in accordance with the IAS 17- International Accounting Standard on Leases.

· Listed leasing companies should also comply with the Capital Market Board (CMB) regulations and should prepare their financial statements according to the accounting standards issued by this Board.
	· Factoring companies are regulated by the Factoring Law, which does not include any specific set of accounting standards. Therefore, factoring companies prepare their statutory financial statements in accordance with the relevant Tax Law and Turkish Commercial Code. Factoring companies are required to send their financial statements, including a set of financial data to the regulators (Undersecretariat of the Treasury and Central Bank of Turkey) on a quarterly basis.

· Listed factoring companies should also prepare their financial statements according to the rules of the Capital Market Board (CMB).


	· These companies prepare their financial statements in accordance with the rules set out by the CMB and in conformity with the Uniform Chart of Accounts designed for brokerage firms.

· Financial statements of these companies consist of balance sheet, income statement and cash flow statement together with the specified disclosure notes.


	· Insurance and reinsurance companies maintain their books and prepare their financial statements in accordance with the Insurance Supervision Law and the Uniform Chart of Accounts designed for insurance and reinsurance companies. Insurance companies are regulated by the Insurance Supervision Department within the Undersecretariat of the Treasury.

· Listed insurance companies should comply with the CMB regulations in areas which are not regulated by the Insurance Supervisory Law.


The principal accounting policies adapted by banks and each of the financial institutions are set out below:-

1.
Marketable securities - Equity stocks traded in a stock exchange and mutual funds

	Banks
	Leasing companies
	Factoring companies
	Brokerage firms / 

Investments companies / 

Portfolio Management companies
	Insurance companies

	· Equity stocks are valued at the average of the weighted average market prices of 30 working days prior to the balance sheet date, whereas mutual funds are valued at their market prices as at the balance sheet date.

· Unrealised gains are recorded in a reserve account under shareholders’ equity. Subsequent decreases in the value of equity stocks are initially charged to reserves until the balance of this reserve account reaches zero. Any further decreases in value are charged to the income statement.

· On the other hand, if the cost of the equity stocks or mutual funds is less than the market price, they can be stated at cost. In such a case, the market values should be disclosed in the notes accompanying the financial statements.
	· There are no specific rules with respect to the accounting treatment of equity stocks. In general, companies may choose to account for equity stocks at cost value in accordance with the Tax Laws.

· Listed leasing companies should follow the CMB rules (pls. refer to listed companies or brokerage firms), in which case unrealised gains and losses are recognised in the statement of income.
	· As for leasing companies, there are no specific rules with respect to the accounting treatment of equity stocks. The companies may choose to apply the Tax Laws, in which case equity stocks are carried at cost.

· The listed factoring companies should follow the CMB rules (pls. refer to listed companies or brokerage firms).


	· In accordance with CMB rules, the companies should value their equity stocks using the average of the weighted average market prices of 5 working days prior to the balance sheet date. The mutual funds are valued at market prices as at the balance sheet date.

· Unrealised gains and losses are recognised in the statement of income.
	· Equity stocks are generally stated at cost. If companies choose to remeasure equity stocks at market prices, unrealized gains are not recognized in the income statement and they are held in a liability account until realized.

· The value decrease is charged to income if there is a permanent diminution in the market value of the equity stocks. (It is more discretionary). Generally, a decrease of more than 10% is considered significant.




2.
Marketable securities - Government bonds and Treasury bills (Fixed income securities)

	Banks
	Leasing companies
	Factoring companies
	Brokerage firms / 

Investments companies / 

Portfolio Management companies
	Insurance companies

	· When initially acquired, government bonds and treasury bills are recorded at purchase cost. They are subsequently valued according to their classification.


Government bonds and treasury bills are classified either as trading or investment securities. 


Trading securities are measured at fair value, which is usually their market value if a market exists. Where there is no market, other appropriate valuation methods are used to calculate fair value.

· Fixed income securities can be classified as trading securities and carried at market value if 

(i) the bank has no ability or intention to hold the security until maturity,

(ii) there is less than a year from their acquisition date to maturity,

(iii) management’s intention to hold the securities until maturity is not formally documented at the date of purchase,

(iv) the fixed income security was sold under a repurchase agreement.

· Investment securities are either carried at fair value or at cost. The amortization of discount or premium is recognised evenly on a straight-line basis. 

· If government bonds and bills are pledged, blocked or given as a guarantee, they are classified as investment securities and valued at amortized cost.

· The difference (positive or negative) between the cost and remeasured value is recognised in the income statement.
	· No specific accounting rules exist for the classification and valuation of fixed income securities. Companies may carry bonds and bills either at amortized cost or market value. If Tax Laws are applied, these securities are stated at market value.

· In accordance with CMB rules, listed companies carry fixed income securities at cost plus amortization of discount (or premium) from acquisition to maturity on a straight-line basis. Accrued interest income is recorded in the statement of income. As an exception to the general rule, the CMB required listed companies to remeasure fixed income securities at market value due to the extraordinary market conditions at 
31 December 2000.
	· As for leasing companies no specific rules exist for the classification and valuation of fixed income securities. Companies may value these securities either at amortized cost or market value. According to the Tax Law, government bonds are stated at market value. 

· Listed companies follow the same rules as brokerage firms.
	· The CMB does not specify any rules for the classification (trading or investment) of fixed income securities. All fixed income securities are valued at cost plus amortization of discount (or premium) from acquisition to maturity on a straight-line basis. Accrued interest income is recorded in the statement of income. As in other listed companies, the CMB required the brokerage and other similar firms to remeasure their fixed income securities at market value due to the extraordinary market conditions at 31 December 2000.
	· There are no specific rules for the classification of fixed income securities into the categories of trading or investment. The securities which are placed as collateral in favour of the Undersecretariat of the Treasury are shown separately on the balance sheet.

· For companies in the general insurance business, fixed income securities are stated at the lower of amortized cost or market value.




3.
Investments in subsidiaries and associates

	Banks
	Leasing companies
	Factoring companies
	Brokerage firms / 

Investments companies / 

Portfolio Management companies
	Insurance companies

	· In stand-alone financial statements, local subsidiaries and associates are stated at cost. Foreign subsidiaries and associates (denominated in foreign currency) are translated into Turkish lira by using the foreign exchange rates prevailing at the balance sheet date. The foreign exchange difference resulting from translation is recognised in the income statement.
· Alternatively the banks may book the foreign exchange difference resulting from translation of foreign subsidiaries and associates in a reserve account under shareholders’ equity.
	· There are no specific rules with respect to the accounting treatment of investments in subsidiaries and associates. According to the Tax Law subsidiaries and associates (local and foreign) are stated at original cost.


	· There are no specific rules with respect to the accounting treatment of investments in subsidiaries and associates. According to the Tax Law, subsidiaries and associates (local and foreign) are stated at original cost.


	· According to the CMB rules local subsidiaries and associates are stated at cost.


	Subsidiaries and associates are stated at cost.

If the shares of the subsidiaries or associates are listed, the companies should apply the same accounting treatment explained for “Equity stocks traded on stock exchange”.


3.
Subsidiaries and investments in associates (Continued)

	Banks
	Leasing companies
	Factoring companies
	Brokerage firms / 

Investments companies / 

Portfolio Management companies
	Insurance companies

	· Banks may also account for their subsidiaries and associates using the equity method of accounting, or remeasure them with their fair values. The positive difference between the cost and fair value (or the value arising from the equity method) is recognised in equity accounts as a reserve. If the difference is negative, first it is deducted from the amount booked to equity accounts in prior periods and then the remaining portion, if any, is charged to the income statement.
· The banks also should consolidate their financial subsidiaries and issue their consolidated financial statements on a quarterly basis.
	· Listed companies have the option of remeasuring the subsidiaries and associates at their fair values. The positive difference between the fair and cost values is booked to equity. If the difference is negative, first it will be deducted from the amount booked to equity in prior periods and then the rest, if any, will be recognised as expense in the income statement.
Listed companies should translate their foreign subsidiaries and associates into Turkish lira using the foreign exchange rates prevailing at the balance sheet date. The difference between the original cost and revalued amounts is recognized in the income statement
	· Listed factoring companies should comply with CMB regulations (pls. refer to listed leasing companies or brokerage firms).
	· Alternatively, the companies can also remeasure their subsidiaries and associates at their fair values. The positive difference between the fair value and cost is recorded under equity as a reserve. If the difference is negative, it is netted-off against the reserve until the reserve is fully utilised. The remaining portion of value decrease is recognised as expense in the income statement.

· The companies should translate foreign subsidiaries and associates into Turkish lira using the foreign exchange rates prevailing at the balance sheet date.
	


4.
Deferred taxes

	Banks
	Leasing companies
	Factoring companies
	Brokerage firms / 

Investments companies / 

Portfolio Management companies
	Insurance companies

	· Deferred tax asset and liability is calculated for all temporary differences between the tax base and carrying amount of assets and liabilities according to the Uniform Chart of Accounts.
	· There are no specific requirements for the accounting treatment of deferred taxes. The companies may or may not account for their deferred taxes.

· According to CMB rules, listed companies should account for their deferred tax liabilities only. CMB rules are more conservative in this respect, and therefore deferred tax assets are not recognized.
	· There is no specific requirement for the calculation of deferred taxes.

· Listed companies should follow CMB rules.
	· The companies should calculate deferred tax liabilities for all temporary differences. However, deferred tax assets are not recognized in the financial statements.
	· Both listed and unlisted companies should calculate deferred tax liabilities for all temporary differences. Recognition of deferred tax assets is not adressed.




5.
Employment Termination Benefits and Retirement Payments

	Banks
	Leasing companies
	Factoring companies
	Brokerage firms / 

Investments companies / 

Portfolio Management companies
	Insurance companies

	· The Banks estimate their liability under the employment termination benefit using simple statistical methods based on past experience (previous 5 years). The Banks are not required to record their full liability under the benefit plan.
	· The companies are not required to make provision for employment termination benefits unless they are listed.

· Listed companies are required to calculate and record the full employment termination benefit liability at the balance sheet date.
	· The companies are not required to make provision for employment termination benefits unless they are listed.

· Listed companies are required to calculate the full employment termination benefit liability at the balance sheet date.
	· The companies are required to calculate the full employment termination benefit liability at the balance sheet date.
	· The companies are required to calculate the full employment termination benefit liability at the balance sheet date.


6.
Loan loss provisions and allowance for doubtful receivables

	Banks
	Leasing companies
	Factoring companies
	Brokerage firms / 

Investments companies / 

Portfolio Management companies
	Insurance companies

	· General and specific loan loss provisions are established in the financial statements according to specific banking decrees and regulations. The level of the provision is also based on applicable banking regulations.
	· The accounting for provision for doubtful receivables is not subject to specific regulations. They are mainly provided for, in line with the Tax Law. A specific allowance for doubtful receivables is provided for receivables under legal follow-up only.

· The listed companies should make provision for doubtful receivables in a more discretionary way. They recognise provisions when management believes that factors such as economic conditions, the position of the customer or other relevant situations render the receivable doubtful.
	· The applications are similar to leasing companies.
	· The companies make provision for doubtful receivables in a more discretionary way. The level of provision can be based on different factors such as the economic climate and the realisable value of collateral acquired against outstanding exposures.
	· The companies should make provisions for the full amount of premium receivables which are overdue for more than two months. 

· Other provisions are mainly made according to the Tax Law.


7.
Financial leasing transactions

	Banks
	Leasing companies
	Factoring companies
	Brokerage firms / 

Investments companies / 

Portfolio Management companies
	Insurance companies

	· When a bank (investment or commercial) acquires an asset under a financial lease agreement (as a lessee), the accounting treatment of the transaction is similar to IAS 17 except that the asset acquired is recorded under the other assets account.

· Unlike commercial banks, investment banks (banks which are not allowed to collect deposits) can also act as a lessor. The financial leasing transactions carried out by investment banks (as a lessor) are accounted for in accordance with the applicable Tax Law in the statutory accounts of these banks, and the assets sold under the financial lease agreements are recognized in the statutory balance sheet of the lessor. This application is not in line with the requirements of IAS 17. However, the investment banks which act as lessor should also present a separate set of financial statements prepared in line with IAS 17 as an appendix to their statutory financial statements. These financial statements are presented to regulators only.
	· According to the Financial Leasing Law dated 28 July 1985 the ownership of the goods subject to financial lease agreements belongs to the financial leasing company. Therefore, leasing companies record their financial leasing transactions in accordance with the operational method. All of the goods sold to customers under financial leasing agreements are recognized as fixed assets on the balance sheet of the lessor and are depreciated in accordance with the Tax Law. The principal and interest collections are recorded as income. On the other hand, leasing companies should also report their IAS 17 adjusted financial statements to the Undersecreteriat of the Treasury on a quarterly basis.

· Listed leasing companies follow the same rules explained above.
	· When a factoring company acquires an asset under a financial lease agreement (as a lessee), the transaction is accounted for under the applicable Tax Law. Accordingly, the assets acquired are not recognized on the balance sheet of the lessee and the interest and principal repayments made during the year are charged to income. This application is not in line with IAS 17. Listed factoring companies follow the same rules explained above under the CMB regulations.

· The factoring companies are not allowed to act as lessors.
	· Under the CMB regulations,when  the company is the lessee, the principles of IAS 17 are not applied, and the interest and principal payments made during the year are charged to income.

· These companies are not allowed to act as lessors.


	· The related applications under the Insurance Supervisory Law is similar to CMB regulations and the Tax Law.


8.
Factoring transactions

	Banks
	Leasing companies
	Factoring companies
	Brokerage firms / 

Investments companies / 

Portfolio Management companies
	Insurance companies

	· Generally, the banks do not provide factoring services. If they are engaged in factoring transactions, the advances to the customers are treated as collateralised loans under the Uniform Chart of Accounts for banks.
	· Not applicable.
	· Factoring companies record their accounts in accordance with the Uniform Chart of Accounts with small variances. The factoring receivables are recorded as trade receivables.


	· Not applicable.
	· Not applicable.


9.
Transactions in foreign currency

	Banks
	Leasing companies
	Factoring companies
	Brokerage firms / 

Investments companies / 

Portfolio Management companies
	Insurance companies

	· Transactions denominated in foreign currencies are translated into Turkish lira at the foreign exchange rates declared by the bank prevailing at the transaction dates. 

· At period-ends, foreign currency denominated assets and liabilities are translated at the foreign exchange bid rates of the bank prevailing at period/year-end. These rates can be different from the rates announced by the Central Bank of Turkey. The effect of the foreign currency difference is reflected in the results of current operations.
	· The transactions of the leasing companies denominated in foreign currencies are translated into Turkish lira at the foreign exchange rates of the Central Bank of Turkey prevailing at the transaction dates.  

· At period-ends, foreign currency denominated assets and liabilities are translated into Turkish lira at the foreign exchange bid rates of the Central Bank of Turkey prevailing at the period/year-end, the effect of the foreign currency difference of which being reflected in the results of current operations.


	· The applications are similar to those of leasing companies.


	· The transactions of these companies denominated in foreign currencies are translated into Turkish lira at the foreign exchange rates of the Central Bank of Turkey prevailing at the transaction dates.

· At period-ends, foreign currency denominated assets are translated into Turkish lira at the foreign exchange bid rates of the Central Bank of Turkey prevailing at the period/year-end. Foreign currency denominated liabilities are translated into Turkish lira at the foreign exchange offer rates of the Central Bank of Turkey prevailing at the period/year-end. The effect of the foreign currency difference is reflected in the results of current operations.


	· The transactions of the insurance companies denominated in foreign currencies are translated into Turkish lira at the foreign exchange rates of the Central Bank of Turkey prevailing at the transaction dates.

· At period-ends, foreign currency denominated assets and liabilities are translated into Turkish lira at the foreign exchange bid rates of the Central Bank of Turkey prevailing at the period/year-end. The effect of the foreign currency difference is reflected in the results of current operations.




10.
Derivative instruments (Forward foreign currency agreements)

	Banks
	Leasing companies
	Factoring companies
	Brokerage firms / 

Investments companies / 

Portfolio Management companies
	Insurance companies

	· Forward foreign currency buying and selling commitments are recorded in the memorandum accounts.

· Unrealised gains and losses on forward foreign exchange contracts are calculated using spot to spot valuation methodology. Such gains and losses are included in foreign exchange gains and losses of the period.
	· There are no specific rules with respect to the recognition of derivative financial instruments and their valuation. The companies may or may not record their commitments in the memorandum accounts. Similarly, the companies may or may not value these instruments.
	· The application is similar to that applicable to leasing companies..
	· There are no specific regulations under the CMB with respect to the recognition and measurement of derivative financial instruments.
	· There are no specific regulations under the Insurance Supervisory Law with respect to the recognition and measurement of derivative instruments.


1.2 Proposals for eliminating inconsistencies and for streamlining

accounting policies of financial institutions over time

Substantial differences exist between banks and non-bank financial subsidiaries in the accounting treatment for significant number of items as identified in section 1.1 of this report. In our opinion the inconsistencies which need most urgent attention are summarized below:

Marketable securities

Equity securities

Banks have the choice of measuring listed equity securities either at the lower of cost and market value (with market value adjustments taken through income), or at market value with unrealised gains recognised in equity and unrealised losses taken to income.  Market value is based on a weighted average of 30 days prior to the balance sheet date.

Unlisted leasing and factoring subsidiaries may use either cost or market value.  Brokerage, investment and portfolio management subsidiaries are required to mark-to-market through income, using a 5-day weighted average market price. Insurance companies measure marketable securities at cost, with the possibility of measuring at fair value with gains and losses recognised as liabilities. Losses are recognised for permanent impairments.

Investments in government bonds

Banks classify government bond investments as either trading or investment securities.  Trading assets are marked-to-market through income.  Investment securities may be measured either at market value or at amortised cost.  Gains and losses are recognised in income.

Leasing and factoring companies may use either amortised cost or market value, with gains and losses recognised in income. Brokerage, investment and portfolio management companies use amortised cost. Insurance companies record these securities at the lower of amortized cost or market value. The definitions of trading and investment securities differ depending on the nature of the subsidiary.

Derivatives

Banks are required to value forward foreign exchange contracts using a spot-to-spot valuation, with gains and losses recognised in income.  Other financial subsidiaries are not required to accrue for gains and losses on such contracts, but may choose to use the method used by banks.

Deferred tax

Banks recognise deferred tax assets and liabilities using the balance sheet liability method. Unlisted leasing and factoring subsidiaries do not recognise deferred tax. Brokerage, investment, portfolio management and insurance subsidiaries use the balance sheet liability method but do not recognise deferred tax assets.

Provisions for losses on loans and receivables

Specific regulations for banks determine the amounts provided for specific and general loan losses.  Leasing and factoring companies recognise specific allowances only for receivables under ‘legal follow-up’.  Brokerage, investment and portfolio management companies make allowances based on economic factors using subjective judgement.  Insurance companies apply their own specific requirements.

Other significant differences exist in the areas of:

· Presentation of financial statements – cash flow statements, statements of changes in equity and the line items required to be used for various items in the income statement;

· Foreign exchange translation – for example on the translation of investments in subsidiaries and associates and the precise requirements for which the closing rate is to be used for translation purposes;

· Employment termination benefits and retirement benefits;

· Leasing transactions;

· Depreciation rates for fixed assets – useful lives versus the rates determined under the Tax Law; and

Short-term recommendations

1. Harmonise accounting requirements in critical areas in line with IAS 39

In the short-term (say within 1-2 years) it will be difficult to make significant changes to harmonise the accounting requirements for the different types of financial subsidiaries. The possibilities for harmonisation are dealt with in more detail under long-term recommendations below.  However, in the short term we believe it is essential to eliminate the most significant differences described above, particularly those related to financial investments and derivatives. We recommend that the regulators for banks and for each category of financial subsidiary should amend their requirements as soon as possible to bring them broadly in line with the requirements in IAS 39. That would represent a first step towards the longer-term objectives discussed below. Specifically, financial investments should be categorised and measured in the following way:

	Category
	Balance sheet measurement
	Fair value changes recognised in …
	Income statement reflects …

	Trading assets
	Fair value
	Income
	All changes in fair value.  Interest and dividend income shown in separate lines.

	Originated loans and receivables
	Amortised cost
	-
	Accrued interest on amortised cost basis plus foreign exchange differences

	Held-to-maturity
	Amortised cost
	-
	Accrued interest on amortised cost basis plus foreign exchange differences

	Available for sale (residual category)
	Fair value
	Equity – revaluation reserve
	Same as held-to-maturity plus realised gains and losses on disposal


Each category of asset should be defined ( following the principles in IAS 39) to achieve a consistent presentation between companies for assets held for similar purposes.

Implementing this short-term recommendation would eliminate many of the differences that are likely to be most significant for financial groups operating in Turkey. At the same time, it may be possible to implement other aspects of IAS 39 dealing with derivatives (treat as trading assets) and repurchase agreements (treat as financing transactions). On the other hand, these secondary changes might be considered as part of a medium-term harmonisation programme. Progressing towards the medium-term, however, it may be appropriate to consider harmonising in these areas and others such as deferred tax, leasing and retirement benefits, in order to begin to reduce the consolidation adjustments required.

2. Design uniform chart of accounts for all banks and financial subsidiaries

In the short-term, until the medium-term solutions can be put in place, accurate and consistent accounting data can be best achieved if each type of company presents similar income statement and balance sheet items in the same line in the financial statements.  The first step in achieving this would be to undertake a project to map the charts of accounts used by non-bank financial subsidiaries to the chart of accounts used by banks.  The next step would be to amend the various charts of accounts, where possible, to begin to eliminate the inconsistencies.  The regulators may wish to harmonise charts of accounts based around the standard layouts presented in both the EU Bank Accounts Directive and IAS 30, Disclosures in the Financial Statements of Banks and Similar Financial Institutions.

With this mapping in place, and later with harmonised charts of accounts, it would be relatively straight-forward for banks with non-bank financial subsidiaries to develop computer systems that would ensure income statement and balance sheet items for all subsidiaries are presented in a consistent way in the consolidated financial statements.

3. Parent Banks prepare group accounting policy manuals;

Consistency in consolidated financial statements will require more than mapped or consistent charts of accounts, however.  The approach adopted by most large banks in the EU is to prepare a group reporting manual that sets out the group’s accounting policies for all significant transactions undertaken throughout the group. Those policies need to be distributed to the accounting departments in each subsidiary.  Appropriate training will also be necessary to ensure that management at each subsidiary understands the accounting policies applied at the group level.

4. Parent banks require subsidiaries to complete the financial reporting consolidation package in accordance with group accounting policy manuals and according to deadlines for group reporting;

In order to prepare reliable and consistent financial statements for the group to meet reporting deadlines for the group, group management will need to put in place processes that will collect the necessary financial information from each subsidiary.  The mapping systems and the group accounting policies, with training, as described above, will provide the foundations for this process.  Each group will also need to develop a standard reporting package to be completed by each subsidiary, using group accounting policies and the group chart of accounts.  It will also need to establish timetables and deadlines for each subsidiary to collect the data and complete the package.  To ensure the reliability of data provided by each subsidiary, the auditors of each subsidiary should audit the consolidation packages and report to group management and/or to group auditors on their findings.  To encourage management at each subsidiary to focus on the group reporting requirements, management’s performance might be measured, in part, based on results under the group accounting policies.

There may be some subsidiaries, perhaps including insurance and reinsurance companies, that will be unable to complete all year end data gathering, estimation and closing processes in time to meet reporting deadlines for the group. Group management will need to consider how to address this issue on a case-by-case basis.  Depending on the size of the subsidiary relative to the group, it may be possible, for example, for the subsidiary to complete the full consolidation package one month before the group balance sheet date and then to update the information for the last month using some high-level assumptions about significant changes in the business, but without gathering all the data necessary for full financial statements until it is able to do so.

Alternatively, a group might consider changing the reporting dates of certain subsidiaries to enable them to prepare the information in time for group reporting deadlines.  To comply with existing regulations in Turkey (and with IAS) each subsidiary’s balance sheet date must be dated within three months of the parent company’s reporting date.

5. Parent banks begin to invest in IT infrastructure necessary to enable timely and accurate preparation of consolidated financial statements.

Given the size and complexity of certain financial groups existing in Turkey, it is unlikely that the information received from each subsidiary could be reliably transformed into consolidated financial statements using only a manual process.  Therefore banking and financial groups, and other groups, will need to purchase or develop IT systems that will collate the information from each subsidiary and perform the necessary eliminations and consolidation adjustments.  Appropriate controls should be built into the system to allow management to review the accuracy and reliability of the consolidation process.

Medium-term recommendations

The short-term solutions proposed above will eliminate some of the significant differences in accounting requirements for the different types of financial subsidiary, but a significant number of differences remain.  The proposal for groups to require their financial subsidiaries to prepare consolidation packages in accordance with group policies will essentially mean that each subsidiary will need to prepare two sets of financial information – one for group reporting purposes and one for its own statutory reporting.  Clearly there is a cost involved in duplicated systems which may not be justified in terms of the benefits derived by the regulators from separate statutory financial statements.  We have two main recommendations to address this problem in the medium-term:

1.
The supervisory bodies should consider whether it is essential for their purposes to continue to require financial statements to be presented in accordance with specific regulatory rules.  In other countries, in the EU, for example, the approach taken by supervisory bodies is quite different.  Typically the supervisor would use information from a range of sources to assess each company under its jurisdiction. This would include published consolidated financial statements prepared for general financial reporting purposes, in many cases using IAS.  It would also include capital adequacy and other numerical information that is not publicly available but which the supervisor specifically requires the company to provide on specially designed forms with their own reporting instructions. In addition the supervisor would have access to qualitative information provided by management on its plans, objectives, etc and would meet with management to discuss issues arising from its reviews.  Typically, however, supervisory bodies in the EU would not require special purpose consolidated financial statements prepared in accordance with their own rules

2.
In the medium term it will also be important to harmonise the accounting requirements relating to each type of financial subsidiary, and indeed to harmonise requirements for financial and non-financial subsidiaries. This will reduce the requirement to make complex policy adjustments for consolidation purposes, but it will also have much wider benefits for Turkish companies as discussed in more detail below. The aim would be to establish a single set of requirements for general purpose consolidated financial statements to be used by all companies (perhaps initially all listed companies) reporting in Turkey.  In deciding what standards should be applied, it will be important to bear in mind:

(a) recent proposals that all listed companies in EU Member States should present consolidated financial statements in accordance with International Accounting Standards; and

(b) the possibility that Turkey may join the EU in the medium – term.

One potential solution in the medium-term is to develop standards for consolidated financial statements for all companies in Turkey that are consistent with IAS.  Indeed many countries have recently amended their legislation to allow or require companies to present consolidated financial statements in accordance with IAS. In certain countries in Central and Eastern Europe, including Russia, the first step has been to require all banks to report using IAS.  In other countries, notably Switzerland, Germany and France, all listed companies, including banks, are permitted to report using either IAS or established national accounting standards.  Other countries, notably Australia, Hong Kong, Singapore, Malaysia and South Africa, have adopted IAS as their national accounting standards for use by all companies, usually with some form of endorsement mechanism and certain minor changes to take account of local factors.

In the medium-term, the use of IAS in preparing and presenting consolidated financial statements for all listed companies in Turkey could significantly enhance the credibility of Turkish banks and other groups internationally. With appropriate regulatory controls and training in place to ensure a consistently high quality in IAS financial statements published by Turkish companies, those companies could obtain easier access, and in the medium-term low cost capital in debt and equity markets in the EU and even in North America. 

It is interesting to note the conclusions of a recent report by the Basel Committee on Banking Supervision to G7 Finance Ministers and Central Bank Governors on International Accounting Standards.  The Basel Committee reviewed IAS from a banking supervisory perspective, concentrating on 15 Standards that have a significant effect on banks.  The Committee expressed its support for the standards.  In seven standards, it found no significant issues of supervisory concern.  Those included standards on business combinations and investments in subsidiaries.  In a further six standards it found only a few issues of supervisory concern and those relate to:

· Measurement of deferred tax assets and liabilities (use of discounting);

· Leases;

· Consolidated financial statements;

· Joint ventures;

· Financial instrument disclosures; and

· Provisions (use of discounting);

The issues related to consolidated financial statements are discussed further in the deliverable for task 1(b). The Committee had more fundamental concerns related to standards on disclosures for banks - the standard is out of date - and measurement of financial instruments.  The concerns on financial instruments relate primarily to:

· Hedge accounting for derivatives that increases volatility in income and may not reflect underlying risk management strategies; and

· The reliability of fair values in markets that may not be deep and liquid.

The report noted that in two of the G7 countries, IAS are permitted to be used for group accounts without reconciliation to national requirements, that at least one other G7 country allows overseas companies to list using IAS, and that IAS are widely used in emerging countries and countries in transition.

The Committee expressed its support for the use of IAS from a supervisory perspective, while expressing its concerns in a few areas noted above.  It recognised, at the same time, that supervisors may still wish, for capital adquacy purposes, to make adjustments to accounting treatments prescribed for published financial statements.

Summary and Conclusions

The existence of significant inconsistencies in the way that financial information is measured and presented in the regulations for banks and their non-bank financial subsidiaries creates major difficulties and significant cost to banks in preparing consolidated financial statements.

In the short-term there are a number of ‘quick-fix’ solutions that would ease the difficulties.  These solutions involve:

(a) some harmonisation of the regulations on investments;

(b) mapping and standardisation of charts of accounts;

(c) development of group accounting policy manuals with appropriate training;  and

(d) developing standard group reporting packages and supporting IT infrastructure with appropriate controls over accuracy.

Both the Supervisory Board and the Bankers’ Association could assist banks in achieving (b), (c) and (d) by developing standard charts, manuals and packages which could be tailored by each bank as necessary.  The short-term harmonisation in (a) will require the agreement of supervisory bodies for each sector that consistent requirements are in the interests of their own jurisdictions and of the Turkish financial sector as a whole.

However, these short-term solutions do not fully address the issues and may not support reliable, consistent consolidated financial information in the medium-term.  In the medium term it is important both that:

(a) the accounting requirements are fully harmonised to require consolidated financial statements for all banks, and other listed companies, in accordance with a single set of internationally acceptable accounting requirements such as IAS. The Basel Committee is supportive of the use of IAS (with limited exceptions) from a bank supervisory stand point. Consolidation for financial reporting purposes would include all subsidiaries, both financial and non-financial. The proper use of IAS may also enhance Turkey’s long-term interests in relation to the EU, Worldbank and IMF; and

(b) the supervisors in each sector undertake a full review of their regulatory processes and consider whether it is necessary for those processes to include requirements for additional prudential reports designed to assist with consolidated supervision (in addition to the general purpose financial statements in (a).  In undertaking this review, they may wish to consider the approached adopted by regulators in Germany and in the UK as described elsewhere in the deliverables from this project.

2.1 Tabular analysis of discrepancies between IAS 27 consolidation requirements 

and current consolidation rules for banks in Turkey

The significant discrepancies between consolidation requirements as described in IAS 27 (‘IAS’) and current consolidation rules for banks and financial institutions in Turkey (‘Turkish legislation’) are summarised below:

1.
Definition of subsidiary and the issue of control, joint-ventures, associates and control

	IAS
	
	Turkish legislation



3 -
The parent bank is entitled to appoint the majority of the members of the Boards of Directors and auditors, or to remove them from office, and to appoint high level executives,

	4 -
The parent bank has the power to impact the financial and operating policies of the enterprise under a statute or an agreement


1.
Definition of subsidiary, joint-ventures, associates and control (continued)

	IAS
	
	Turkish legislation


	4.
power to cast the majority of votes at meetings of the board  of directors or equivalent governing body.

The definition of control is based on the substance of the relationship - does one company have the ability of governance to determine the financial and operating policies of another?

· An ASSOCIATE is an enterprise in which the investor has significant influence and which is neither a subsidiary nor a joint venture of the investor. If an investor holds, directly or indirectly through subsidiaries, 20% or more of the voting power of the investee, it is presumed that the investor does have significant influence, unless it can be demonstrated that this is not the case.

Again, significant influence is based on the substance of the relationship – does one company have the power to ‘participate in’ financial and ‘operating policies’ decisions of another?
	
	5.
The state of the majority of the members of the Board of Directors and auditors and high level executives of the subsidiary being appointed by the parent bank, and thereby, the majority of the members on the Board of Directors and auditors and high level executives of the subsidiary by exercising its voting right based on in the preparation of the consolidated financial tables in the current operating year and the operating year that preceded the said year,

6.
The parent bank is the sole controller of the majority of the voting rights of the subsidiary with which it has a shareholders relationship based on the agreement made with the other  shareholders, or pursuant to a legal arrangement.

· An ASSOCIATE is a bank or a financial institution, the shares or the voting rights of which are held by an enterprise by more than 10% and less than 50%.




2.
Periodicity of consolidation

	IAS
	
	Turkish legislation


	· There are no requirements under IAS with respect to periodicity of consolidation. IAS would not interfere in the policies of regulators on such issues.


	
	· Banks and financial institutions have to prepare and submit their consolidated accounts on a quarterly basis and within 60 days after the balance sheet date.


3.
Scope of consolidation

	· Consolidation applies to all companies that have one or more subsidiaries, except for parents that are wholly owned subsidiaries, or are virtually wholly owned if the parent obtains approval of the owners of the minority interest in case of virtual ownership.


	
	· Consolidation applies to parent banks. Only financial subsidiaries are consolidated.


4.
Subsidiaries not consolidated

	IAS
	
	Turkish legislation


	· All subsidiaries are consolidated except for subsidiaries where control is intended to be temporary or which operate under severe long-term restrictions that impair the subsidiaries’ ability to transfer funds to the parent.
	
	· Only investments in banks and financial companies are  consolidated if they qualify as subsidiaries. Non-financial subsidiaries are exempt from consolidation.  Other criteria for exemption are:

1.
Turkish legislation based on actual period of control.

2.
Temporary control means that the subsidiary was acquired and held exclusively for disposal in the near future -i.e based on intention at the date of the acquisition. Temporary control is defined as the control that cannot be exercised more than 6 months uninterruptedly.

3.
Restrictions on exercising control.

4.
Restrictions on obtaining the necessary financial information for the consolidation.

5.
Total assets being less than 1% of the total assets of the parent.


5.
Special Purpose Entities (SPEs)

	IAS
	
	Turkish legislation


	· According to the Interpretation SIC-12 of the Standing Interpretations Committee (SIC), a 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. SPEs are created to accomplish a narrow and well defined objective (ie.: a securitisation of financial assets). Such SPEs may take the form of a corporation, trust, partnership or unincorporated entity. The sponsor (or enterprise on whose behalf the SPE was created) frequently transfers assets to the SPE while outside investors provide the funding to the SPE.
	
	· The consolidation of SPEs is not addressed in the Turkish legislation.


6.
Consolidation method of subsidiaries

	· Line-by-line consolidation is applied for subsidiaries included in the scope of consolidation.
	
	· Same as IAS.


7.
Segment reporting

	IAS
	
	Turkish legislation


	· Exclusion of subsidiaries from consolidation on the grounds of dissimilarity of business activities is not acceptable because better information is provided by consolidating such subsidiaries and disclosing additional information in the consolidated financial statements about the different activities of subsidiaries. IAS 14 ‘Reporting Financial Information by Segment’ is the related standard.
	
	· This issue is not addressed in the Turkish legislation.


8.
Consolidation method of joint-ventures

	· According to the benchmark treatment proportionate consolidation is required. However, the equity method is also an allowed alternative treatment.
	
	· Proportionate consolidation is the only method.


9.
Consolidation method of associates

	IAS
	
	Turkish legislation


	· An investment in an associate should be accounted for in the consolidated financial statements under the equity method except when the investment is acquired and held exclusively with a view to its disposal in the near future, in which case it should be accounted for under the cost method.
	
	· Associates should be accounted for under the equity method. On the other hand, if a parent has neither subsidiaries nor joint-ventures, but associates only, such associates can be stated at cost.




10.
Determination of goodwill

	· Any excess of the cost of the acquisition over the acquirer's interest in the fair value of the identifiable assets and liabilities acquired as at the date of the exchange transaction should be described as goodwill and recognised as an asset.

The rule applies for both subsidaries and associates.

· Goodwill arising on acquisition represents a payment made by the acquirer in anticipation of future economic benefits. The future economic benefits may result from synergy between the identifiable assets acquired or from assets which, individually, do not qualify for recognition in the financial statements, but for which the acquirer is prepared to make a payment in the acquisition.
	
	· Goodwill is simply the difference between the book value of investments in the parent’s records and the book value of the subsidiary’s paid-in capital. Fair value is not addressed in the Turkish legislation.


11.
Treatment of positive goodwill

	IAS
	
	Turkish legislation


	· Goodwill should be amortised over its useful life. In amortising goodwill, the straight-line basis should be used unless another amortisation method is more appropriate in the circumstances. There is a refutable presumption that useful life does not exceed 20 years ie. in exceptional circumstances it may be possible to justify a longer period.
	
	· Positive goodwill is amortised within 5 years. There is no consideration of useful life in this respect.


12.
Treatment of negative goodwill

	· When the cost of the acquisition is less than the acquirer's interest in the fair values of the identifiable assets and liabilities acquired as at the date of the exchange transaction, the fair values of the non-monetary assets acquired should be reassessed to ensure they are correct.

The excess which remains should be described as negative goodwill and treated as deferred income. It should be recognised as income on a systematic basis over a period that reflects either specific future losses (e.g. a restructuring) or losses over the life of depreciable assets.
	
	· Negative goodwill should be included within the shareholders’ equity. Negative goodwill is not amortised.




13.
Disclosure requirements

	IAS
	
	Turkish legislation


	· The following disclosures should be made: 

1.
In consolidated financial statements 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; 

2.
A venturer should disclose a listing and description of interests in significant joint ventures and the proportion of ownership interest held in jointly controlled entities. A venturer which reports its interests in jointly controlled entities using the line-by-line reporting format for proportionate consolidation or the equity method should disclose the aggregate amounts of each of the current assets, long-term assets, current liabilities, long-term liabilities, income and expenses related to its interests in joint ventures. 


	
	· The following disclosures should be made: 

1.
A listing of subsidiaries, associates and joint-ventures included in the scope of consolidation, 

· Names and types of legal entity,

· places where their head-offices are located, 

· their capital, shares held by the parent and minorities.

· the number of personnel employed by them,

· breakdown of the other external shareholders possessing the controlling power together with the parent and/or other members of the group of financial institutions.

2.
Changes that have taken place in the shareholdings structure of subsidiaries included in the scope of consolidation compared to the preceding accounting period. If important changes have taken place in the number and types and business structures of the subsidiaries whose financial statements are included in the scope of consolidation within the year of operation or reporting period, explanatory information to enable comparison of consolidated financial statements.


13.
Disclosure requirements (Continued)

	IAS
	
	Turkish legislation


	3.
an appropriate listing and description of significant associates including the proportion of ownership interest and, if different, the proportion of voting power held; and the methods used to account for such investments.

4.
in consolidated financial statements, the following should also be disclosed where applicable: 

· when a subsidiary is not consolidated the reasons for not consolidating the subsidiary;

· the nature of the relationship between the parent and a subsidiary of which the parent does not own, directly or indirectly through subsidiaries, more than one half of the voting power; 

· the name of an enterprise in which more than one half of  the voting power is owned, directly or indirectly through  subsidiaries, but which, because of the absence of  control, is not a subsidiary; and 

· the effect of the acquisition and disposal of subsidiaries  on the financial position at the reporting date, the  results for the reporting period and on the corresponding  amounts for the preceding period; and 
	
	3.
Subsidiaries included in the scope of consolidation;

· names, places where their head-offices are located,

· total assets,

· capital and share of Group in
subsidiaries’ capital

· interest received,

· revenue from securities,

· period profits (losses),

· prior years’profits (losses),

· total fixed assets,

· number of personnel,

· reasons for including these subsidiaries in the scope of consolidation.

4.
Subsidiaries, joint-ventures and associates in the state of bankruptcy or liquidation or whose head offices are located abroad.




13.
Disclosure requirements (Continued)

	IAS
	
	Turkish legislation


	5.
in the parent's separate financial statements, a description of the method used to account for subsidiaries.  

6.
If it is not practicable to use uniform accounting policies in preparing the consolidated financial statements. That fact should be disclosed together with the proportions of the items in the consolidated financial statements to which the different accounting policies have been applied.

7.
A parent that is a wholly owned subsidiary, or is virtually wholly owned, need not present consolidated financial statements, provided, in the case of a subsidiary that is virtually wholly owned, the parent obtains the approval of the owners of the minority interest. Such a parent should disclose the reasons why consolidated financial statements have not been presented together with the bases on which subsidiaries are accounted for in its separate financial statements. The name and registered office of its parent that publishes consolidated financial statements should also be disclosed.


	
	5.
The scope and conditions of the financial assistance restructuring project applied/to be applied in the case of the parent, either alone or together with members of the Group and other persons, of purchasing the stocks of a financial institution with a view to improving the financial and administrative structure of these subsidiaries, to providing this subsidiary, with financial assistance, to realising its reorganisation or restructuring or to relieving it of its financial distress, and/or to ensuring controlling power over this subsidiary in a manner such as to benefit the parent.

6.
Percentages of receivables and liabilities (separately) of subsidiaries included in the scope of consolidation (all receivables and payables including loans and deposits) - in total receivables and liabilities in the consolidated balance sheet.

7.
Methods of valuation used for different accounts or items of the consolidated financial statements and the methods used in the corrections made in financial statements for the purposes of consolidation,




13.
Disclosure requirements (Continued)

	IAS
	
	Turkish legislation


	
	
	The exchange rates used in the conversion into Turkish Lira of financial statements included in the scope of consolidation and prepared in foreign currency or accounts of foreign currencies included in the consolidated financial statements, the methods used in the conversion of financial statements prepared in foreign currency or accounts in foreign currencies for the purpose of consolidation.

8.
Detailed information on the accounts not adjusted or revalued if the accounts in the consolidated financial statements have been prepared by using a method different from the valuation methods to be taken as a basis of consolidation.

9.
If different accounting policies were applied in different accounting periods in the preparation of consolidated financial statements, the reasons and their financial effect.

10.
If it is impossible in the preparation of consolidated financial statements to determine the differences caused by the use of divergent accounting policies and to calculate the effect exactly, the assumptions and estimations made for the corrections.


13.
Disclosure requirements (Continued)

	IAS
	
	Turkish legislation


	
	
	11.
If the gap between the closing dates of the accounting period of the subsidiary and the parent exceeds three months, information regarding the interim financial statements of such subsidiaries.


If corrections were made in the financial statements as a result of not being able to prepare interim financial statements,  information about this fact, provided the difference between the date of closing of the accounting period or the date of preparation of the financial statements of the parent and subsidiaries whose financial statements are not relating to a period in excess of three months.

12.
If subsidiaries are exempted from consolidation on the grounds of materiality, detailed information on such exemptions applications and the effect of this on the consolidated financial statements.
13.
If subsidiaries are stated at cost, the difference between the parent’s share in the total equity of the subsidiary (net profit of the period is included in the total equity) and cost of this subsidiary. 




2.2 Proposals for amending the existing consolidation

rules for banks in Turkey.

The tabular analysis of discrepancies between IAS 27 consolidation requirements and current consolidation rules for banks in Turkey shows significant differences in the following areas:

1) Definition of subsidiaries to be consolidated – under Turkish legislation only financial subsidiaries are consolidated.  Under IAS all subsidiaries are consolidated, including non-financial subsidiaries.  Under IAS, separate information for financial and non-financial subsidiaries is provided by disclosure of segment information under IAS 14;

2) Definition of subsidiaries – IAS is more substance- based and therefore more subjective than Turkish legislation.  IAS defined control as the ability to determine financial and operating policies, regardless of how that is achieved.  Turkish legislation identifies six specific circumstances (for example 50% of voting rights) that lead to consolidation.  IAS uses similar circumstances as examples of relationships that indicate control;

3) Definition of associates – Turkish legislation is more specific in its definition.  IAS is based on substance and is therefore more subjective;

4) Exemptions from consolidation requirement – the requirements differ in several areas such as:

a) Definition of temporary control – IAS is based on the intention at acquisition; Turkish legislation is based on actual control in practice;

b) Turkish legislation provides an exemption where there are restrictions on obtaining necessary information; IAS assumes that control gives the ability to obtain the necessary information;

c) Materiality – there is no numerical guideline in IAS.

5) IAS has specific requirements for the consolidation of Special Purpose Entities (SPEs);

6) Determination of goodwill – IAS requires adjustments to reflect the fair value of identifiable assets and liabilities.  Therefore goodwill is the difference between the fair values of identifiable assets and liabilities acquired and the cost of the investment.  Under Turkish legislation, goodwill is the entire difference between the cost of the investment and the book values of the assets and liabilities acquired;

7) Amortisation of goodwill – under IAS goodwill is amortised over its useful life, normally less than 20 years.  Under Turkish legislation it is amortised over 5 years;

8) Amortisation of negative goodwill – under IAS negative goodwill is amortised through the income statement.  Under Turkish legislation it remains indefinitely on the balance sheet;

Recommendations

1. In the medium-term we would recommend the adoption of IAS in full in Turkey, subject to minor changes to reflect local conditions.  For example, items 2 and 3 above reflect areas where Turkish legislation is more specific and less subjective that IAS.  While it may be appropriate in the medium-term to move some way towards IAS, it may remain appropriate in Turkey to retain more emphasis on quantitative rather than qualitative criteria.

2. In the short-term, the only significant change that is necessary in terms of IAS is to require the consolidation of non-financial as well as financial subsidiaries. Consequently, it may be appropriate to differentiate between consolidation for financial reporting purposes, and consolidation for prudential purposes. While the two forms of consolidation are often very similar and accounting consolidation is the point of departure for supervisors, supervisors around the world often depart from accounting consolidation when this is justified by supervisory objectives.  In particular,  the consolidation of non-financial subsidiaries is  problematic from a supervisory perspective. 

3. The purpose of general purpose consolidated financial statements for financial reporting purposes is different from the purpose of information for regulatory purposes. 

Consolidated financial statements for financial reporting purposes should provide readers with information about the results and position of the group as if it was a single enterprise, without regard for legal boundaries or the differing activities of subsidiaries within the group.  Information about the different business activities of the group is provided by disclosure of segment information. This is the approach taken in International Accounting Standards.  It is interesting to note that the EU Bank Accounts and the Consolidated Supervision Directives require the consolidation of only financial subsidiaries, and therefore conflicts with IAS in that respect. However, having been approved in 1986, the Bank Accounts Directive predates IAS 30 and the EU has recently decided to introduce IAS by 2005. The recent Basel Committee report to G7 Finance Ministers and Central Bank Governors on IAS supports consolidation of non-financial subsidiaries. The IASC Board has begun a project to revise and update IAS 30, and it would be worthwhile for the interested parties in Turkey to monitor developments over the next one to two years and perhaps provide input to the IASC project in this regard.

It is also interesting to note that complex group structures involving significant financial and non-financial subsidiaries are extremely rare except in Turkey and in Russia.  In most countries that we have reviewed, groups are either financial, with only relatively insignificant non-financial interests, or non-financial, with financial interests that are relatively insignificant.  We understand that this is partly due to regulatory pressure to discourage such ‘mixed’ groups in many countries, and this is referred to in more detail in the deliverables in other areas of this project.  In most cases, therefore, it is possible for banks to avoid consolidating non-financial subsidiaries based on materiality. That will clearly not be possible in all cases in Turkey, based on the current 1% materiality guideline.

Therefore, in addition to full consolidation of non-financial subsidiaries, we recommend the development of segment reporting requirements in the medium-term, following any new requirements that may result from the development of IAS 30.

Finally, any medium-term guidance should take into account the findings of the Basel Committee Report to G7 Finance Ministers and Central Bank Governors in areas related to consolidated financial statements under IAS.  The Committee had no significant concerns, from a bank supervisory standpoint, in respect of standards on business combinations and accounting for associates.  On accounting for joint ventures, the Committee believes that proportional consolidation is the appropriate method from a supervisory perspective (IAS also permits the equity method for joint ventures).  On consolidation of subsidiaries, the Committee had no concerns on the consolidation of non-financial subsidiaries.  However, it believed that regulated banks that are intermediate holding companies should be required to prepare group accounts.  It would apply different requirements to IAS on the consolidation of special purpose entities.

2.3 Guidelines for the treatment of financial subsidiaries where more than one parent bank owns a significant stake that would be subject to consolidation under IAS 27

There are three potential structures (taking only simple cases) where the requirements need to be considered.  In each case we have considered the accounting that might be appropriate under IAS 27, IAS 28 and (in case 1) IAS 31.

Case 1:

Bank A owns 50% of the voting shares of Bank C

Bank B owns the other 50% of voting shares in Bank C

In this case the initial presumption would be that neither A nor B is able to control C based on its voting shares.  One possibility is that A and B jointly control C – that is, policy decisions must be made jointly by A and B, and neither has the ability to make policy decisions without the other.  

If joint control is established by a formal contract between A and B, then Bank C will meet the definition of a joint venture under IAS 31.  The benchmark treatment under IAS 31 is that both A and B would proportionately consolidate their shares of the assets, liabilities, income and expenses of C.  There is an allowed alternative under IAS 31 where A or B, or both, could use equity accounting for the investment in C in their consolidated financial statements.

If joint control is not established contractually, but arises simply because A and B have equal voting rights and equal board representation, then C would be an associate of both A and B, and both would be consolidated in accordance with equity accounting, in their consolidated financial statements, for their respective shares of the net assets and net profit of C.  

However, in this case it will be important to look carefully at the arrangements covering voting at the board meetings, to ensure that control really is shared.  For example, it might be the case that board representation is equal, but the Chairman is from A and the Chairman has a casting vote to decide certain key policy decisions.  In that case, A would control C and should consolidate it.

Case 2:

Bank A owns 80% of the voting shares in C and has 4 board members including the Chairman and Chief Executive

Bank B owns the remaining 20% in C and has one Board member

Bank A clearly controls C.  Although bank B has a 20%  shareholding, it is unlikely, given the structure of the board, that it could exercise ‘significant influence’ in key policy decisions.  C would not qualify as an associate in the consolidated financial statements of B

Case 3:

Bank A owns 70% of voting shares in C and has 7 Board members including the Chief Executive;

Bank B owns the remaining 30% of the shares in C and has 3 Board members including the Chairman

Bank A clearly controls C.  However, because of its 30% shareholding combined with its representation as Chairman, it may be that B can exercise significant influence in key policy decisions and therefore C may be an associate of B.  Whether C is an associate of B will depend in practice on the level of knowledge and experience that the Chairman and the other board members from B bring to bear in influencing key policy decisions.

………………………..
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