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Abstract

Motivated by the recent Discussion Paper (DP) issued by the Financial Accounting Standards
Board (FASB) and the International Accounting Standards Board (IASB) on how to define reporting
entities, this study investigates the value relevance of consolidated statements under the ownership-
based approach of U.S. Accounting Research Bulletin No. 51 (ARB 51) and the control-based
approach of International Accounting Standard No. 27 (IAS 27). The results show that consolidated
financial statements based on a broader definition of control provide more useful accounting informa-
tion than those based only on majority-ownership control. We also address one concern raised in the
DP, namely, whether a reporting entity should use the common control model to include entities that
are under common control of an individual investor or family. The results suggest that accounting
standard boards should include the common control model in defining the group reporting entity
for firms with complex ownership structures.
© 2012 University of Illinois. All rights reserved.
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1. Introduction

The objective of this study is to evaluate whether consolidated financial statements
under the control-based approach exhibit higher value relevance than statements under
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the ownership-based approach. On May 29, 2008, the International Accounting Standards
Board (IASB) issued a Discussion Paper (DP), “Preliminary Views on an Improved Con-
ceptual Framework for Financial Reporting: The Reporting Entity.” This DP was jointly
developed by the Financial Accounting Standards Board (FASB) and IASB as part of de-
liberations on the reporting entity concept for the two boards' common conceptual frame-
work. In the DP, the two boards consider whether they should define the composition of a
group reporting entity based on a broader definition of control than ownership.1 The rea-
soning is that, if a group reporting entity comprises the controlling entity (the parent)
and its controlled entities (i.e., subsidiaries), majority ownership (i.e., over 50%) is not a
necessary condition for attaining control. Instead, they propose defining control based on
a “controlling entity model,”2 which defines control as the parent's power over another en-
tity and the ability to obtain benefits (or to reduce the incidence of losses). To obtain feed-
back on these proposals, the FASB and IASB presented a series of questions and called for
comments.

As an alternative way to respond to the “call for comments,” our study attempts to pro-
vide some direct and empirical evidence using field data on whether consolidated state-
ments based on different reporting entity criteria affect investors' decisions. Prior
literature (Abad et al., 2000; Goncharov, Werner, & Zimmermann, 2009; Harris, Lang,
& Möller, 1994; Niskanen, Kinnunen, & Kasanen, 1998) has generally agreed that consol-
idated statements are more value-relevant than unconsolidated statements or parent infor-
mation. However, it has not examined whether the definition of the reporting entity's
boundaries can affect the value relevance of consolidated statements.3

We examine the issue using a unique setting in Taiwan, where all listed firms were re-
quired to use the ownership-based approach to define group reporting entities before 2005
and the control-based approach from 2005 on. All listed firms in Taiwan have been re-
quired to prepare consolidated statements since Taiwan's SFAS No. 7, Consolidated Fi-
nancial Statements (TSFAS 7), was issued in 1985. When first issued, TSFAS 7 was
equivalent to U.S. Accounting Research Bulletin No. 51, Consolidated Financial State-
ments (ARB 51), which defines the reporting entity based on ownership. Under Taiwan's
project to align its standards with IAS (currently IFRS), however, TSFAS 7 was revised to
follow IAS No. 27, Consolidated Financial Statements (IAS 27), effective since 2005.4

IAS 27 defines group reporting entities based on the controlling entity model, in which

1 The DP raises specific questions for respondents. Q5 in the DP: “Do you agree that the composition of a group
reporting entity should be based on control? If not, why? For example, if you consider that another basis should be
used, which basis do you propose and why?”
2 Q6 in the DP: “Assuming that control is used as the basis for determining the composition of a group reporting

entity, do you agree that the controlling entity model should be used as the primary basis for determining the com-
position of a group entity? If not, why?”
3 Some studies investigate the exception rules to consolidation of “non-homogeneous subsidiaries” under ARB

51 before the introduction of SFAS No. 94, Consolidation of All Majority-Owned Subsidiaries. They generally
conclude that the limitation of excluding a significant subsidiary from consolidation makes assessment of future
cash flows more difficult (Benis, 1979; Heian & Thies, 1989; Mohr, 1988).
4 The focus of the paper is on the IAS 27 (2003) revision. Although IAS 27 has been amended as results of

amendments in other IFRSs in 2004, 2006, 2007, and revised in 2008, no change is made to the criteria of
control-based approach. Throughout the paper, reference is made to IAS 27 (2003) as TSFAS 7 was amended fol-
lowing IAS 27 (2003).
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