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				Introduction

				Welcome to IFRS For Dummies. This book introduces you to the complex world of international financial reporting that’s now gathering faster pace as International Financial Reporting Standards (IFRS) become more prevalent around the globe. Many countries still use their own domestic accounting standards, such as UK Generally Accepted Accounting Practice (GAAP) and US GAAP. However, many countries are also considering the switchover from their own national standards to IFRS. 

				If you’re a student accountant, you may have financial reporting papers on your syllabus that examine IFRS. If you’re an accountant in practice, you may have a client, or a number of clients, that choose to, or already, report under IFRS. And if you work for a company that’s considering becoming listed, the company may be mandated to prepare its financial information using IFRS. 

				The method of preparing financial reports has evolved considerably over the last few years and this evolution has led to an increasing demand for more transparent reports to meet the needs of investors, analysts, employees, tax authorities and other stakeholders – users of the financial statements. The principles contained in IFRS and International Accounting Standards (IAS) recognise these needs.

				About This Book

				I’ve written IFRS For Dummies to convey the complex world of international financial reporting in an easy-to-understand, fun and down-to-earth manner. I look at the way the standards work and the objectives each standard is trying to achieve, and illustrate the standards in operation by looking at practical examples to demonstrate how an IFRS or IAS works in real life. I believe the only way to show people how something works is to put it into practice. 

				This book has a practical approach. In other words, chapters don’t run in order of each IAS or IFRS, but instead each chapter is self-contained. You may read the book from cover to cover, or you may jump to the chapters you consider are more relevant than others; whichever method suits you, I advise that you have a quick glance at each chapter in isolation to make sure that you don’t miss any important points that may apply to your circumstances.

				Conventions Used in This Book

				Because the world of financial reporting is complicated and some points throughout the book are more important than others, I’ve set up a few conventions to help you on your way through this book:

				[image: check.png] I use italics to emphasise key points and terms.

				[image: check.png] I use bold type to highlight keywords. Such terminology is vital to ensure correct application of the standards.

				[image: check.png] I alternate pronouns between chapters.

				[image: check.png] The double underlining you find in illustrative statements of financial position (balance sheets) and statements of comprehensive income (income statements) shows a final monetary amount; for example, net assets. Single underlining demonstrates that I’m completing a calculation.

				[image: check.png] Numbers in brackets are negative numbers that you subtract from totals or sub-totals. 

				[image: check.png] The currency unit used in this book is the dollar (simply a currency unit; not a US or other specific dollar), other than when I make a country-specific reference. 

				What You’re Not to Read

				Throughout this book, I include information that may be of interest to some readers but may not be appropriate to others. The grey boxes (sidebars) contain information that you can ignore without incurring any serious consequences. But I do encourage readers to digest the information contained in the sidebars – they explain some country-specific issues, illustrate why an accounting standard was introduced and show you how a standard interacts with other standards, legislation or taxation issues.

				Foolish Assumptions

				While writing this book I kept in mind some assumptions about you, the reader, and what I want you to get out of this book:

				[image: check.png] I assume that you’ve knowledge of double-entry concepts and that you’re comfortable with some accounting jargon, such as depreciation, amortisation, net assets, retained earnings and so on. The Glossary at the back of the book defines terms I use; and if you need a basic grounding, take a look at Bookkeeping For Dummies by Paul Barrow and Lita Epstein (Wiley).

				[image: check.png] I assume that some of you have worked in some areas of accountancy, whether it be in industry, commerce or general practice. I also assume that you’ve had some sort of involvement in the preparation of financial statements, even if limited to areas such as accruals and prepayments.

				[image: check.png] I assume that some readers of this book may never have worked in accountancy, but may be considering a career change or starting out in accountancy and be enrolled on an accountancy course (whether for professional qualifications or at degree level). If so, this book is very much for you.

				[image: check.png] I assume that you’ve a knowledge of the importance of accounting standards. Although I don’t assume that you’ve detailed knowledge of how IFRS and IAS work, I’ve worked on the premise that you know why accounting standards exist and why they’re important in the preparation of financial information.

				[image: check.png] I assume that the main reason for you reading this book is to gain a basic understanding of IFRS and IAS. I’ve kept in mind the fact that students may read this book to help them in their financial reporting papers, which examine IFRS and IAS. I’ve considered that professional  accountants may want to broaden their understanding of IFRS and  IAS. Therefore, my assumptions have led me to write this book at an introductory–intermediate level of understanding, rather than striving to make users of this book technical experts in what is a hugely complex subject.

				How This Book Is Organised

				IFRS For Dummies is split into five major parts. Each part looks at a different area in the world of financial reporting under IFRS and IAS. I divide each part into chapters that relate to the part’s theme; each chapter then sub-divides into individual sections. You can see how this division works by referring to the Table of Contents at the start of the book.

				Part I: Concepts and Basic Standards

				This part introduces you to the world of IFRS. I look at who creates the standards and how, and which countries have decided to take the plunge and adopt IFRS as their framework for financial reporting. What you start to see quite soon in IFRS For Dummies is that the standards are very much principles-driven, and for this reason I also look at why you must stick to the principles to keep people like the auditors and tax people happy, but I also look at instances in which you may depart from a principle. Finally, I take you through how to prepare financial statements under IFRS and look at some of the simpler standards in an attempt to ease you into the book.

				Part II: Looking at the Key Components  of Financial Statements

				In this part, I examine some important characteristics of the financial statements: assets, liabilities, income, equity and expenses. I examine how you account for various assets and liabilities and when you account for income in the financial statements. And in this part, you also get an insight as to what a company’s equity is made up of and how equity arrives in the financial statements.

				Part III: Consolidating and Investing

				This part looks at some of the more complicated areas of financial reporting. Many companies own other companies, or have an investment in other companies, and they have to prepare consolidated financial statements for their subsidiary companies, or deal with the complex accounting for companies they’ve invested in but aren’t subsidiaries. This part considers what gives rise to a subsidiary, an associate or a joint venture as well as how the parent or the investor must account for them.

				Part IV: Disclosing Information  in the Financial Statements

				If you’ve ever read a set of financial statements, or been involved in the preparation of general purpose financial statements, you know that companies have to make extensive disclosures in addition to the usual primary financial statements such as the statement of comprehensive income (income statement), statement of financial position (balance sheet), statement of cash flows (cash flow statement) and the statement of changes in equity. In this part, I take you through some of the most important disclosure issues, covering related parties, segmenting information and earnings per share. And I give you an idea as to why users place a huge amount of emphasis on disclosure notes.

				Part V: The Part of Tens

				One characteristic of For Dummies books that distinguishes them from other books is the Part of Tens. IFRS For Dummies contains three chapters, each of which considers ten ‘need-to-know’ points. I tell you about ten pitfalls you must avoid, and ten of the most important disclosure requirements you need to know about when preparing financial statements under IFRS. Finally, because nothing stands still in the world of accountancy, I take a look at ten future IFRS developments to keep an eye on to make sure that you’re up to speed.

				Part VI: Appendixes

				Here I include some additional material you may find useful. First, I give guidance on websites and books to check out for further information on IFRS. Then, I take a look at IFRS for SMEs – the mini IFRS for small and medium-sized organisations. And finally, I include a handy glossary offering simple-to-grasp definitions for key IFRS terminology.

				Icons Used in This Book

				As you go through each chapter, you see various icons I use to help you understand the book and its contents more succinctly:

				[image: warning_bomb.eps]	This icon marks warnings that you must heed; failing to do so may land you in hot water.

				[image: remember.eps]	Signals a friendly reminder of points that you must keep in mind. I use this icon quite a lot in this book, primarily because in the real world many standards interact with other standards. The knowledge I impart here is important.

				[image: technicalstuff.eps]	This icon indicates that the text to follow is somewhat technical, and if you’re struggling to grasp the detail, you can move on.

				[image: example.eps]	A key feature of IFRS For Dummies is the examples I use to bring technical issues to life. When you see this icon, you know that I’m about to show you how to apply a particular concept.

				[image: tip.eps]	This icon helps you identify a time-saving mechanism or something that helps in your accounting studies or professional life.

				Where to Go from Here

				You can use this book in many different ways. Some readers may choose to start from the beginning and work their way through it at their own pace, and doing so is a good way to get a sound understanding of how IFRS works.

				Some of you may already have some knowledge of IFRS and just simply want to refresh your memory on certain issues, or simply look up a particular subject. I’ve structured this book in such a way that you can skip straight to the relevant section. For example, if you’re not sure about consolidated financial statements, you can simply jump to Part IV. If you’ve just adopted IFRS for the first-time (or are about to), you may want to understand about first-time adoption and the process you’ve got to go through; in this case, flick over to Chapter 3.

				I’ve written this book for you – to guide you through the murky world of IFRS, and I try to make it a fun subject even though it’s a crucially important topic. I’ve really enjoyed writing this book and I sincerely hope that you find it provides useful insights and helps you in your day-to-day working life. 

			

		

	
		
			
				
					
				

				
					Part I

					Concepts and Basic Standards

					
						
							[image: 9781119963080-pp0101.eps]
						

					

					In this part . . .

					Financial reporting has become increasingly complicated over the years. Many trainee and professional accountants find the sheer size of the accounting standards, as well as trying to figure out just exactly what the standards want you to do, problematic.

					In this part, I introduce you to the conceptual framework and examine some of the more basic standards. Understanding how and why the standards are created is crucial in actually understanding the world of financial reporting. I start with the basics, introducing you to the standard-setting process, and then move on to how a company develops its accounting policies and how a first-time adopter of IFRS deals with the switchover from domestic accounting standards to IFRS.

				

			

		

	
		
			
				Chapter 1

				Introducing IFRS

				In This Chapter

				[image: arrow] Seeing how standards are set, and amended 

				[image: arrow] Rolling out IFRS globally

				[image: arrow] Presenting IFRS financial statements

				Many organisations use International Financial Reporting Standards (IFRS) and International Accounting Standards (IAS) in preparing their general purpose financial statements – the year-/period-end statements prepared for users: shareholders and external stakeholders like employees, tax authorities, banks and financiers. The IFRS and IAS tell accountants and other preparers of financial statements how to account for transactions and events, and what to disclose, within the accounts. 

				Over recent years, the IFRS have become more and more prevalent throughout the world, but a frequently asked question is why? Well, many countries like the idea of being able to produce financial information comparable to that of other companies that report under IFRS – for example, comparing against other companies in the same industry but in a different country. Think from a potential investor’s point of view: if you’re planning to pump money into a company, you need to see clear and comparable financial information. And because IFRS is now gathering pace all around the world, you can compare financial information far more easily now than, say, 20 years ago.

				In this chapter, I move beyond telling you what standards are to helping you understand what they do. To start, I explain how the standards are created and amended, and then I take a look at the scope of IFRS worldwide. Finally, I introduce you to the important financial statements that you must present to conform with IFRS: the statement of financial position, statement of comprehensive income and the statement of changes in equity. By the end of this chapter, you’ve a good grounding in IFRS.

				Creating and Amending the Standards

				The standards don’t create themselves – someone has to produce them – and this unenviable job belongs to the International Accounting Standards Board (IASB). The Board began work in 2001 and took over from the International Accounting Standards Committee (IASC), which was originally set up in 1973. The IASB doesn’t have the authority to impose its standards on any country – this decision is left to the various countries themselves. A major breakthrough came in 2002 when the European Union (EU) adopted legislation that requires listed companies in Europe to apply IFRS in their consolidated financial statements and this applied to more than 7,000 companies in 28 countries. 

				When the IASB sets the accounting standards, it has a clear objective in mind: that companies reporting under IFRS and IAS produce general purpose financial statements that are of a high quality, clear and transparent nature and allow the financial statements to be comparable. The objective is that the user (the shareholder or the external stakeholder) can make rational decisions about the company based on the information contained in the financial statements. The IASB also promotes the IFRS and IAS globally with the aim that eventually all countries report under the standards. The Board works with other national standard-setters (for example, the US Financial Accounting Standards Board) to converge national accounting standards to IFRS. 

				The following sections take you through the IASB’s Conceptual Framework, and how it sets and amends standards.

				Understanding the Framework

				When the IASB develops or changes an accounting standard, it does so with reference to their Conceptual Framework for Financial Reporting. The Conceptual Framework considers the theoretical and conceptual issues that surround financial reporting and its objective is to form a coherent and consistent basis upon which accounting standards are developed. 

				The differences between IFRS and IAS 

				A common question I hear is, ‘Why are there IFRS and IAS?’ When the IASB had its first meeting, it took on all the IASC’s standards (which were all IAS). The IASB amended quite a lot of the standards, but also issued new standards, known as IFRS. The abbreviation IFRS has become a generic term to refer to all the standards (for example, when you hear people say ‘the company reports under IFRS’ what they mean is that they adopt all the IFRS and IAS in preparing their financial statements). Throughout this book, I refer to IFRS and IAS for consistency and simplicity.

				
Knowing who does what at the IASB

				The structure of international financial reporting isn’t exactly straightforward. You don’t just find one senior person at the head of the IASB directing a load of accounting standard writers/editors underneath. Instead, you find a fairly complicated structure consisting of:

				[image: check.png] Advisory Committee (appointed by the IASC Foundation, advises on activities of the IASB)

				[image: check.png] Director of operations and non-technical staff (report to the IASC Foundation)

				[image: check.png] Director of technical activities and technical staff (report to the IASB and IFRIC)

				[image: check.png] International Accounting Standards Committee Foundation (22 trustees)

				[image: check.png] International Financial Reporting Interpretations Committee (IFRIC, appointed by the IASC Foundation)

				[image: check.png] National standard-setters and other interested parties (link to the Standards Advisory Council and the Advisory Committee)

				[image: check.png] Standards Advisory Council (advises on activities of the IASB)

				[image: check.png] The IASB itself (16 Board members appointed by the IASC Foundation)



				The Conceptual Framework is a vital tool used by the IASB in setting and updating standards. Its purpose is to:

				[image: check.png] Assist in the development of future IFRS as well as assist the IASB when it reviews existing standards by setting out the underlying concepts

				[image: check.png] Promote harmonisation of accounting regulation and standards by reducing the number of permitted alternative accounting treatments

				[image: check.png] Assist other standard-setters in setting their own national standards

				[image: check.png] Assist auditors to form an opinion as to whether (or not) financial statements have been prepared in accordance with IFRS

				[image: check.png] Assist users in interpreting financial information contained in a set of IFRS financial statements

				[image: check.png] Allow those interested in the work of the standard-setting process at the IASB to have an insight as to the IASB’s approach to standard-setting

				[image: remember.eps]	The Conceptual Framework itself is not an accounting standard. If conflicts exist between an IFRS or IAS and the Conceptual Framework, the standard always prevails.

				The Conceptual Framework deals with various aspects of a set of IFRS financial statements as well as setting out the overall objective of why general purpose financial statements are prepared. In a nutshell, the objective of financial reporting is to help users to make informed decisions about a  company – in particular whether (or not) to invest in it. 

				The evolution of the Conceptual Framework 

				Back in July 1989, the IASC Board published The Framework for the Preparation and Presentation of Financial Statements. In 2001, the IASB took over from the IASC and adopted the Framework. Over the years, financial reporting has become more and more complicated. The way financial statements were prepared and presented back in the late 1980s has changed considerably because the needs of users have changed considerably. So, in September 2010, the IASB decided to revise the Framework to take into account the revised objectives of general purpose financial reporting and the qualitative characteristics of useful information. 



				Setting out qualitative characteristics 

				The Conceptual Framework sets out certain characteristics of useful financial information. These characteristics are split into two bits:

				[image: check.png] Fundamental qualitative characteristics: Financial information is:

					•	Relevant: The information is capable of making a difference in the decisions made by users.

					•	Faithful in its presentation: The information is complete, neutral and free from error.

				[image: check.png] Enhancing qualitative characteristics: Financial information is enhanced when it is comparable, verifiable, timely and understandable.

				[image: remember.eps]	The Conceptual Framework also includes materiality as a sub-section of relevance. An item is material if the financial information’s omission or mis-statement may cause the user of the financial statements to arrive at the wrong conclusion. For example, if you forget to make an accrual for a late invoice amounting to $20, the chances are that this omission is immaterial and the user will still make the same conclusions he would have done had the $20 accrual been made. However, in contrast, if you missed a $20,000 accrual then this mistake may lead the user to the wrong conclusion about the company.

				[image: warning_bomb.eps]	Where materiality is concerned, be especially careful. Sometimes (particularly in auditing), you can calculate materiality using a variety of methods. Something that may be immaterial in numerical terms may become material in nature; for example, if it turned a profit into a loss.

				Laying out the elements of the financial statements

				A key feature of the Conceptual Framework document is that it outlines the elements of the financial statements: 

				[image: check.png] Assets: Basically, things that belong to the organisation. The full definition of assets is quite complex; turn to Chapter 4 for details.

				[image: check.png] Capital maintenance adjustments: Occur when a company revalues a building or another non-current asset, which is an asset not easily turned into cash and not expected to be turned into cash within a year (see Chapter 4 for more on revaluations). They’re essentially gains and losses and you don’t take them directly to the income statement but to the equity section of the statement of financial position as ‘capital maintenance adjustments’ or ‘revaluation reserves’.

				[image: check.png] Equity: The bit left over in the assets of a company when you deduct all its liabilities (flick to Chapter 9 for more on equity).

				[image: check.png] Expenses: Cost of sales, payroll costs, bank charges, depreciation and the like. Expenses can also include things like exceptional items, such as if a building burns down, and you usually show these expenses as a separate line item in the income statement so the user is aware of them.

				[image: check.png] Income: Relates to funds received from the selling of goods or rendering of services (revenue, which I cover in Chapter 8). Income also relates to gains: things that don’t usually occur in the ordinary course of business, such as when a company sells a non-current asset (for example one of its buildings) at a profit; the profit on disposal is the gain.

				[image: check.png] Liabilities: Basically, what a company owes to another person or another company. Chapters 6 and 7 explore liabilities in detail.

				[image: check.png] Performance: Relates to income and expenses and the measure of income and expenses through the resulting profit (or loss as the case may be), the calculation of gross profit margins (gross profit/revenue), net profit margins (net profit/revenue) and trade receivables days (trade receivables/revenue x 365, or 366 if a leap year). (Trade receivables are customers who still owe you money.)

				Going through the IFRS-setting steps

				Here’s what happens when a new accounting standard is about to hit the streets. The IASB follows these six steps to setting an IFRS:

					1.	Set the agenda.

					2.	Plan the project.

					3.	Develop and then publish the discussion paper.

					4.	Develop and then publish the Exposure Draft.

					5.	Develop and then publish the standard.

					6.	Meet with interested parties and other standard-setters after the standard is issued, to weed out any unanticipated issues. 

				[image: remember.eps]	When the IASB issues an Exposure Draft (which sets out a specific proposal in the form of a standard), anyone can comment on the proposals. The comment period for international Exposure Drafts is generally 120 days, though (in exceptional circumstances) this comment period may be reduced to 60 days or less if the matter is urgent. The IASB publishes all comment letters received on its website (www.ifrs.org) as well as detailing how it has responded to comments in the ‘Basis for conclusions’ section, which is attached to the published standards.

				Changing the standards

				After a standard has been issued, that’s not necessarily the end of the story. The IASB often needs to amend standards for a variety of reasons, and it makes necessary but not urgent changes through the Annual Improvements Project (IFRIC deals with the more pressing issues; see the next section).

				The IASB looks at feedback from the IFRS Interpretations Committee, which interprets any ambiguities in the IFRS/IAS, and feedback from staff at the IASB and accountancy practitioners. The IASB focuses on areas of inconsistency within the standards themselves, or looks at the wording of the standards to see whether it needs to be clarified in any way to make the standard more transparent and easier to apply.

				During the third quarter of every year, the IASB publishes an Exposure Draft of all the proposals for public comment (the comment period is open for 90 days). When the comment period closes, the IASB goes through all the comments it has received and then aims to issue the amended standards in their final form in the following second quarter (usually with an ‘effective from’ date of 1 January of the next year). 

				[image: remember.eps]	Generally, the IASB makes two types of amendments to IFRS/IAS:

				[image: check.png] To clarify a standard, usually because of ambiguous wording within the standard or because gaps appear in it. The effectiveness of a new standard is only apparent when the standard is put into practice.

				[image: check.png] To correct a minor (and unintended) consequence, conflict resolution and deal with any oversights. The correction doesn’t introduce, or change, the existing principles.

				Understanding IFRIC

				IFRIC is an abbreviation for the IFRS Interpretations Committee. It was previously known as the Standing Interpretations Committee (SIC), which is why on the IASB website (www.ifrs.org) you see reference to IFRIC and SIC interpretations (described as IFRIC-1, IFRIC-2 and SIC-1, SIC-2 and so on).

				Sometimes when an IFRS is put into practice, issues emerge. It may also be the case that an IFRS is worded in such a way that clarification is needed. The IASB can’t deal with all these emerging issues when they suddenly arise; so IFRIC must give the emerging issues attention before the standard can be amended, or even issued. IFRIC deals with conflicting or unsatisfactory interpretations of the standards when they emerge, and issues its interpretations of the standards.

				[image: remember.eps]	IFRIC doesn’t issue standalone standards, but IFRICs are authoritative as per IAS 1 at paragraph 7. 

				The IFRIC Handbook outlines the seven-stage process for how it applies the requirements of transparency and consistency:

					1.	Identify the issues.

					2.	Set an agenda.

					3.	Hold the IFRIC meeting and vote.

					4.	Draft an interpretation.

					5.	The IASB releases the draft interpretation.

					6.	Comment period and deliberation.

					7.	The IASB releases the interpretation.

				[image: remember.eps]	When the IFRIC Committee issues draft interpretations for comment, the comment period isn’t less than 60 days, and anyone can comment.

				Spreading IFRS Worldwide

				IFRS is fast becoming one of the most used financial reporting frameworks around the world. Many countries adopt IFRS because they want consistency in financial reporting and believe that adopting IFRS gives access to more sources of capital because investors, creditors, financial analysts and other users of the financial statements welcome standards that require high-quality, transparent and comparable information. Without common standards, it’s inherently difficult to compare financial information prepared by companies located in different parts of the world, particularly in an increasing  global economy. 

				The following sections outline which countries are on board with IFRS, and which are on their way.

				Countries that have taken the  plunge and adopted IFRS

				More than 120 countries around the globe are reported to be allowing, or mandating, the use of IFRS. The following must report under IFRS:

				[image: check.png] All domestic listed companies in the European Union and European Economic Area member states 

				[image: check.png] All listed companies, including domestic companies, in Estonia, Brazil, Bangladesh, the Czech Republic and Canada (private sector companies in Canada are permitted to use IFRS, including those in the not-for-profit sector)

				[image: check.png] Banks in Russia, Ukraine, Kazakhstan and the United Arab Emirates

				[image: remember.eps]	IFRS is gathering momentum at a rapid pace and the number of countries that permit, or mandate, organisations to use IFRS as a financial reporting framework is constantly changing. The list highlights just exactly how quickly IFRS is gathering momentum throughout the world.

				Countries that are planning  to take the plunge

				Some countries do not permit IFRS (at present), including Pakistan, Saudi Arabia and Malaysia. But many other countries are aware of the existence of IFRS and are considering adopting it, purely because of the consistency it offers. 

				What usually happens is that countries ‘converge’ their standards to IFRS so that no fundamental gaps exist between domestic standards and IFRS (a bit like the UK has done). A convergence project is currently ongoing with Indonesia and convergence over to IFRS is expected in 2012. China has undertaken a convergence project to substantially converge all its domestic standards to IFRS, so China will probably take the plunge eventually.

				Mexico is going to require all listed companies to report under IFRS in 2012, whereas Japan has introduced a roadmap for adoption of IFRS and is to decide on this roadmap in 2012, with adoption likely to occur in 2015 or 2016.

				The country that seems to hold the key to the vast majority of countries converging to IFRS is the US. The US Securities and Exchange Commission (US SEC) is a prominent member of the International Organisation of Securities Commissions (IOSCO). The members of IOSCO are securities commissions and other stock exchange regulators. The global harmonisation of financial reporting standards has been high on their agenda for quite a long time. However, the US has been reluctant to adopt IFRS because of the major gaps between IFRS and US Generally Accepted Accounting Practice (GAAP), some of which still exist, as shown in Table 1-1. 

				Table 1-1	Conflicts between IFRS and US GAAP

				
					
						
								
								IFRS

							
								
								US GAAP

							
						

						
								
								Prohibits the last-in, first-out method of inventory valuation

							
								
								Permits the last-in, first-out method of inventory valuation

							
						

						
								
								Uses a single-step method for write-offs in respect of impairment losses

							
								
								Uses a two-step method (so impairments are more likely for US companies if they adopt IFRS in its current form)

							
						

						
								
								Permits a breach of a loan covenant to be recognised as non-current provided the lender gives their agreement and a covenant breach is unlikely to occur again within 12 months from the end of the reporting period

							
								
								Requires current presentation in such cases

							
						

					
				

				The IASB and the US standard-setters (the Financial Accounting Standards Board (FASB)) are working to come to an agreement so that eventually the US may adopt IFRS, but for now it’s just a case of sitting back and seeing what happens.

				Dealing With the Numbers: The IFRS Financial Statements

				The following sections explain the different types of performance and position statements that a company reporting under IFRS has to present in their general purpose financial statements (not to be confused with internal financial statements, such as internal management accounts, which may be produced monthly). The complete set of IFRS financial statements is as follows:

				[image: check.png] A statement of financial position as at the end of the accounting period

				[image: check.png] A statement of comprehensive income

				[image: check.png] A statement of changes in equity

				[image: check.png] A statement of cash flows (see Chapter 2 for more on the statement of cash flows)

				[image: check.png] Notes to the financial statements that summarise the company’s significant accounting policies, break down the information contained within the primary financial statements and show other disclosures required under the IFRS/IAS

				At the heart of these statements is the numbers, which convey a lot of information to the user, some of which isn’t always immediately apparent (for example, the gross profit margin of a company and whether the gross margins have fluctuated from one year to the next). You may prepare management accounts for internal use that follow a company-specific style (a house style). However, you have to prepare IFRS financial statements in a specified way to comply with the principles in IFRS.

				IAS 1 Presentation of Financial Statements deals with the presentation of financial statements. It requires a minimum amount of information, but in general the standard is fairly permissive and offers great flexibility in terms of the order and layout.

				Translating terminology 

				Back in September 2007, the IASB issued a revised IAS 1, which changed the names of the primary financial statements as accountants have always known them.

				The following table outlines the differences between the old and new terminology.


				
					
						
								
								Traditional Terminology

							
								
								IFRS Calls It

							
						

						
								
								Balance sheet

							
								
								Statement of financial position

							
						

						
								
								Cash flow statement

							
								
								Statement of cash flows

							
						

						
								
								Debtors/creditors

							
								
								Receivables/payables

							
						

						
								
								Fixed assets

							
								
								Non-current assets

							
						

						
								
								Minority interest

							
								
								Non-controlling interest

							
						

						
								
								Movement on reserves

							
								
								Changes in equity

							
						

						
								
								Profit and loss account

							
								
								Statement of comprehensive income/income statement

							
						

						
								
								Profit and loss reserves

							
								
								Retained earnings

							
						

						
								
								Stock

							
								
								Inventories

							
						

						
								
								Turnover (or sales)

							
								
								Revenue

							
						

					
				

				
[image: warning_bomb.eps]	Be careful with the layouts – many jurisdictions have legislation that governs the way you lay out financial statements. So although IAS 1 may be fairly relaxed, legislation may dictate how a company sets out its financial statements. 

				[image: tip.eps]	If your company is adopting IFRS for the first time, then, as well as reading the following sections, take a look at Chapter 3. This chapter is an important one if your company (or one of your clients) is adopting IFRS for the first time because you’ve a lot (and I mean a lot) of extra things to take into consideration. 

				Presenting the statement  of financial position 

				The statement of financial position is a snapshot of the financial state of a company at any one point in time. Many companies produce monthly management accounts, in which case the statement of financial position is at the close of business on the last working day of the month. The statement of financial position at the year-end shows details of the company’s assets, liabilities and equity at the close of play as at the year-end or period-end.

				IAS 1 says that, as a minimum, the statement of financial position should include the line items that present the following amounts:

				[image: check.png] Property, plant and equipment

				[image: check.png] Investment property

				[image: check.png] Intangible assets

				[image: check.png] Financial assets, excluding amounts shown under:

					•	Trade and other receivables

					•	Cash and cash equivalents

					•	Investments accounted for using the equity method

					[image: check.png] Investments accounted for using the equity method

				[image: check.png] Biological assets

				[image: check.png] Inventories

					[image: check.png] 	Trade and other receivables

					[image: check.png] 	Cash and cash equivalents

				[image: check.png] The total of assets classified as held for sale and assets included in disposal groups classified as held for sale in accordance with IFRS 5 Non-Current Assets Held for Sale and Discontinued Operations

					[image: check.png] Trade and other payables

					[image: check.png] Provisions

				[image: check.png] Financial liabilities, excluding amounts shown under:

					• Trade and other payables

					• Provisions

				[image: check.png] Liabilities and assets for current tax, as defined in IAS 12 Income Taxes

				[image: check.png] Deferred tax liabilities and deferred tax assets, as defined in IAS 12

				[image: check.png] Liabilities included in disposal groups classified as held for sale in accordance with IFRS 5

				[image: check.png] Non-controlling interests, presented within equity

				[image: check.png] Issued capital and reserves attributable to the owners of the parent

				[image: remember.eps]	IAS 1 says that the statement of financial position must contain the items in the list ‘as a minimum’. So, for example, if a company has investment property, it needs to report it. It’s worth pointing out that not every company that reports under IFRS has every one of those items, but if it does it must report them under the relevant line.

				Figure 1-1 shows how a typical statement of financial position looks.

				[image: remember.eps]	When you first started out as a novice in the world of accountancy, you probably discovered the accounting equation:

				Assets = Liabilities + Owners’ equity

				However, if you look at the format of the statement of financial position, you see that it starts with assets, then equity and finally liabilities, so under IAS 1 the equation becomes:

				Assets = Owners’ equity + Liabilities

				At the end of the day, the presentation of the equation may be slightly different, but the objective under IAS 1 is still the same as in any other GAAP – the statement of financial position shows the state of the company’s financial position as at a point in time; in other words, a snapshot of the financial  position.

				Understanding the statement  of comprehensive income

				The statement of comprehensive income shows the trading/financial performance of the company during the accounting period. For example, a company’s year-end may be 31 December 2011. This means that the accounting period starts on 1 January 2011. The statement of comprehensive income, therefore, shows the trading/financial performance of a company from the start of the year (1 January) to the end of the year (31 December).

					

				
					Figure 1-1: A statement of financial position.

				

					[image: 9781119963080-fg0101.eps]

				Under the revised IAS 1, you can split the statement of comprehensive income into two separate statements, showing:

				[image: check.png] The income statement itself

				[image: check.png] A second statement starting with profit (or loss) for the year from continuing operations (or loss for the year from discontinuing operations as the case may be) and then disclosing the separate components of other comprehensive income

				So, what exactly is other comprehensive income? Well, essentially this income is any gains or losses that you take directly to the equity section of the statement of financial position (for example, a gain on revaluation of property, plant and equipment, which I cover in Chapter 4). You can also put in other comprehensive things like actuarial gains (or losses) when a company has a defined benefit pension plan (I explain actuarial gains and losses in Chapter 7). The upshot of other comprehensive income is that anything that goes here is a re-measurement as a result of movements in a price or valuation. 

				[image: remember.eps]	The objective of the statement of comprehensive income is to show the inflows (resources coming into the company) from the company’s assets from sales of goods or services during the period. It also shows the outflows (resources going out of the company) of those assets that occur due to expenses, which is how you arrive at profit (or loss, as the case may be). 

				Figure 1-2 shows how a typical statement of comprehensive income prepared under IAS 1 looks.

				[image: tip.eps]	You don’t have to have the statement of comprehensive income running all in one statement if you prefer not to. The standard allows you to present the normal income statement in the traditional way and then show the bottom bit (the other comprehensive income bit) in a separate statement. 

				Unravelling the statement  of changes in equity

				In addition to the statement of comprehensive income, the statement of financial position and the statement of cash flows (see Chapter 2 for more on the statement of cash flows), a company also has to produce a statement of changes in equity. The statement of changes in equity shows the capital that has been invested in the business from the shareholders as well as the profit earned by the business from its ordinary course of business and the amount of profit it has retained. 

					

				
					Figure 1-2:  A statement of comprehensive income.

				

					[image: 9781119963080-fg0102.eps]

				[image: remember.eps]	When a company has worked out its post-tax profit, this profit is then ‘distributable’ to the shareholders in the form of a dividend. I say ‘distributable’ because in real life many companies won’t distribute the entire amount of post-tax profit to its shareholders, but instead pay a certain amount in dividends and then retain some of this profit. The bit that’s retained is called the retained profit and is put into retained earnings and you see it in the equity section of the statement of financial position. It consists of accumulated retained profits from when the company first started in business, and provided the company has sufficient funds available in this account, a company that makes a loss in one year may still be able to pay a dividend because of sufficient retained earnings.

				For companies that are stand-alone companies and have a simple structure (usually referred to as owner-managed businesses or OMBs), the statement of changes in equity is a fairly straightforward statement to make. However, the statement itself gets complicated and more detailed when the company is large, quoted on a recognised stock market and has hundreds of shareholders.

				[image: remember.eps]	The statement of changes in equity isn’t just about the changes that have arisen directly through profits and dividends. If you look at the other comprehensive income section of the statement of comprehensive income (see ‘Understanding the statement of comprehensive income’, earlier in this chapter), you see that other matters affect the statement of changes in equity, such as gains that arise when a company revalues some of its property, plant and equipment or when a defined benefit pension plan has an actuarial gain or loss. You don’t report these items directly through the income statement as profits or losses; you report them in the statement of changes in equity.

				Figure 1-3 shows how the statement of changes in equity may look.

					

				
					Figure 1-3:  A statement of changes in equity.

				

					[image: 9781119963080-fg0103.eps]

				Figure 1-3 shows a simple illustration that is applicable to a small, stand-alone company (though larger companies may also have a statement of changes in equity as simple as this one). 

				When a company is an owner-managed business, the only things that may affect the statement of changes in equity are the resulting profit or loss that is transferred to retained earnings and any dividends that the directors may have taken in their capacity as shareholders. So, in this situation, the statement of changes in equity simply consists of:

				[image: /mt0101]

				
				
			

		

	
		
			
				Chapter 2

				Getting to Grips with Some Basic IFRS

				In This Chapter

				[image: arrow] Understanding the statement of cash flows and how to prepare it

				[image: arrow] Deciding upon – and changing – accounting policies

				[image: arrow] ’Fessing up to mistakes in the accounts

				[image: arrow] Adjusting and approving your accounts

				In this chapter I get you started by examining some of the more routine, day-to-day standards that affect all companies reporting under IFRS. These are the standards that you can expect to come across frequently, so understanding them is important.

				More businesses fail because of cash flow issues than because they can’t achieve a profit, which is why the first basic standard to get to grips with is IAS 7 Statement of Cash Flows. Cash is king, and understanding the statement of cash flows is essential so that you can be sure that cash is backing profit. 

				Next, I take you through IAS 8 Accounting Policies, Changes in Accounting Estimates and Errors, which covers big issues governing a company’s financial statements. I examine what to do if IFRS doesn’t permit a company’s policies and show you how to deal with changes in accounting policies, accounting estimates and (deep breath) errors. 

				And because many companies find year-end accounting tricky, I finish up with IAS 10 Events After the Reporting Period, and show you what to do about events that occur after the company’s year-end but whose conditions existed already at the year-end.

				Finding Out Where the Money Has Gone in the Statement of Cash Flows

				You often hear accountants referring to the primary financial statements, which comprise:

				[image: check.png] The statement of comprehensive income (the income statement) 

				[image: check.png] The statement of financial position 

				[image: check.png] The statement of changes in equity 

				[image: check.png] The statement of cash flows (also known as the cash flow statement, especially in the UK)

				This section looks at the statement of cash flows. (If you want to have a look at how the other primary statements are typically laid out, flip to Chapter 1.) 

				In certain Generally Accepted Accounting Practices (known as GAAP), for example UK GAAP, the statement of cash flows is optional if you’re classed as a ‘small’ company in the eyes of legislation. But if you’re reporting under IFRS, you’ve no option – the statement of cash flows is mandatory (boo!).

				[image: remember.eps]	You prepare financial statements using the accruals basis of accounting; that is, you account for goods or services as they’re received even if the bill hasn’t arrived yet. The accruals concept allows users of the financial statements to understand the profitability (or loss) and the financial position of the company at the end of the accounting period. When I talk about users of financial statements, I mean anyone looking at the accounts: shareholders, financiers, potential investors, suppliers, employees – basically, any stakeholders. You also find this terminology in the IFRS Conceptual Framework, which is the document the International Accounting Standards Board (IASB) uses when developing accounting standards or amending existing standards. 

				Seeing the importance of the  statement of cash flows

				An organisation prepares the statement of cash flows so that users of the accounts can see both how the organisation has generated and spent its cash. Now, that description sounds like an income and expenditure statement, but actually the statement of cash flows is different because it takes account of different things. The statement of cash flows can reveal things in the financial statements that may not be apparent due to the accruals concept (I show you how this works in the later section ‘Preparing the statement of cash flows’). So, the statement of cash flows is the only primary financial statement that you prepare on a cash (receipts and payments) basis.

				The statement of cash flows is an extremely useful primary statement. It can tell the user an awful lot about the company that the statement of financial position and the statement of comprehensive income may not. For example, if a company has run into difficulties and is paying its tax in instalments, the income statement merely shows the tax charge on that year’s profit and the statement of financial position shows the total liability due to the tax authority, but the statement of cash flows actually shows the taxation paid in the year. Therefore, anyone who has an awareness of how the statement of financial position, statement of comprehensive income and the statement of cash flows all interact can easily conclude that a company may (or may not) have cash flow difficulties. 

				A lot of people also like to look at the statement of cash flows because it simply shows how a company has generated and spent cash; as a result, it eliminates a lot of the weird accounting treatments found in the statement of comprehensive income and the statement of financial position.

				[image: warning_bomb.eps]	Negative operating cash flows always signal that danger is ahead! A company can make profits but still go bust. Profits must be cash backed, so watch out if the operating cash flows are negative, because if they are then clearly problems exist.

				Preparing the statement of cash flows

				The IAS that tells you how to prepare the statement of cash flows is IAS 7 Statement of Cash Flows. The standard itself is fairly user-friendly and goes into a lot of detail about how to go about preparing the statement. So here I stick to the basics.

				Choosing between the direct and indirect method

				The starting point is to decide how you’ll prepare the statement of cash flows. You choose between two methods: the ‘direct’ method and the ‘indirect’ method.

				[image: tip.eps]	The direct method isn’t as popular as the indirect method, and I think that the indirect method is actually easier. 

				[image: example.eps]	With the direct method, you take the major classes of gross receipts (such as money in from your customers) and payments and disclose them on the main body of the statement of cash flows. IAS 7 actually encourages companies to use the direct method, but on the grounds that it provides information that’s not available under the indirect method and that may be useful in estimating future cash flows. Here’s an illustrative example of how the direct method works:

				[image: /mt0201]

				
				Net cash inflow is how much cash you’ve had in purely from your day-to-day trading. 

				The indirect method works differently. First, you take your operating profit (the net income or loss reported in the income statement). Then, you  adjust the operating profit, which means adding back non-cash expenses  and deducting non-cash gains. You adjust for:

				[image: check.png] Non-cash items: such as depreciation

				[image: check.png] Changes in:

					•	Working capital: inventory, trade receivables (customers) 

					•	Trade payables (suppliers)

				An illustrative example of how this works is as follows:

				[image: /mt0202a]

				[image: /mt0202b]

				
				[image: tip.eps]	If the inventory value had increased from the previous year, you’d deduct this increase from the operating profit because this means more money is tied up in inventory, which equates to a cash outflow. If the trade receivables had decreased, you’d add this decrease onto the operating profit because this means more money has been collected in from receivables, giving rise to a cash inflow. Finally, if trade payables had decreased you deduct this decrease from operating profit because this means that you paid out more to payables than the previous year, which equates to a cash outflow.

				[image: remember.eps]	Select the method that allows your financial statements to present fairly the state of your company’s affairs. Don’t simply select one method because you’re more comfortable with it than the other – users want to see relevant and reliable information, and if you can supply such info by adopting the direct method as opposed to the indirect method then you must prepare the statement of cash flows under the direct method.

				Understanding the format for preparation

				After you master the method you’re going to prepare the statement of cash flows by, you need to prepare it in accordance with IAS 7 requirements. Many companies have their own house style when it comes to preparing management information (such as management accounts), but when it comes to preparing the annual financial statements, you have to follow a set format.

				IAS 7 prescribes the format in which you must prepare the statement of cash flows. You split the statement into three sections as follows:

				[image: check.png] Operating activities: Your day-to-day revenue-producing activities that aren’t investing or financing activities (see the examples in the previous section). This category is essentially a default category, encompassing all cash flows that don’t fall within the investing or financing classifications.

				[image: check.png] Investing activities: Those activities that involve the acquisition and disposal of long-term assets; for example, you include monies used for purchasing non-current assets (those not easily turned into cash and not expected to be turned into cash within a year), cash receipts when you sell non-current assets and cash payments for buying another company.

				[image: check.png] Financing activities: Those activities that change the equity and borrowing composition of the company. So, for example, if a company issues shares in the year to raise cash, you classify the proceeds from this issue as a financing activity. Similarly, if the company takes out a loan, this is a financing activity.

				Working through an example

				In this section, to help you get to grips with preparing your statement of cash flows, I work through an example, taking each section of the statement (operating, investing and financing activities) in turn.

				Right, so I’m going to assume that you’ve decided that the indirect method of preparing the statement of cash flows is the best one for you (see the earlier section ‘Choosing between the direct and indirect method’). What you need now is the following:

				[image: check.png] The statement of comprehensive income for the current year

				[image: check.png] The statement of financial position for both the current and the previous financial year

				[image: example.eps]	When you’ve got your hands on the statements, you’re ready to start. Here’s your income statement for the year ended 31 December 2011:

				[image: /mt0203]

				
				And here’s your statement of financial position as at 31 December 2011:

				[image: /mt0204]

				
				The next step is to turn all this into a statement of cash flows under IAS 7. What you’re essentially doing is taking the operating profit and the two statements of financial position and showing how your opening cash balance of $587 (see the statement of financial position for 2010) has turned into a closing cash balance of $64 (see the statement of financial position for 2011).

				[image: remember.eps]	IAS 7 states that you have to prepare the statement of cash flows in the order of operating activities, then investing activities and then financing activities.

				Step 1: Calculating cash flow from operating activities

				You need to reconcile the operating profit to the net cash inflow from operating activities. 

				[image: remember.eps]	You’re doing this calculation under the indirect method so you take profit from operations (operating profit) from the income statement and adjust this for the non-cash items you’ve included within this operating profit. See the earlier section ‘Choosing between the direct and indirect method’ for clarification of the indirect method.

				First, take the income statement and find the ‘profit from operations’ line (sometimes known as operating profit), which shows a profit of $5,630. Included in this figure is stuff like depreciation and the loss on disposal of non-current assets – these aren’t cash transactions, they’re simply ‘paper’ transactions to arrive at an operating profit.

				[image: example.eps]	To reconcile operating profit to the net cash inflow from operating activities, you take your operating profit (profit from operations) and add back the non-cash transactions, such as depreciation and the loss on disposal of non-current assets. You then compare the current year’s inventory, receivables and payables to the previous year and work out whether these have increased or decreased (check out the previous section ‘Preparing the statement of cash flows’ to see when you add or deduct increases or decreases in these amounts). Here’s an example:

				[image: /mt0205a]

				[image: /mt0205b]

				
				You’ve done the hardest bit. After you reconcile your operating profit to net cash from operating activities, the other bits are fairly simple. 

				Step 2: Considering investing activities

				Work out how much cash you’ve spent on investing activities (things like buying new non-current assets such as a van, or selling a non-current asset). Keep in mind the following:

				[image: check.png] Increases in inventories mean that more cash is locked up in inventory, representing a cash outflow. So be sure to deduct cash outflows. You add decreases to operating profit to represent cash inflows because you’ve turned inventory into receivables (trade receivables, also known as debtors, are amounts owed to you by your customers) or receivables have paid you, representing an increase in cash. 

				[image: check.png] Increases in trade receivables mean less cash has been brought in from customers than the prior year, representing an outflow, so deduct these from operating profit.

				[image: check.png] Decreases in trade receivables represent an inflow of cash because you’ve collected more cash in than the prior year so be sure to add decreases on to operating profit. 

				[image: check.png] Increases in trade payables (also known as creditors, these are amounts you owe to your suppliers) represent an inflow of cash because you’ve paid less to your suppliers than in the prior year, so you add increases in payables, but you deduct decreases because more cash has gone out to pay trade payables than the prior year. 

				[image: example.eps]	Now you’re ready to work out how much cash you’ve used in investing activities, like disposing of non-current assets and buying property, plant and equipment. You need to work out how much cash you’ve received in when you sell a non-current asset, and then work out how much cash you’ve paid out when you buy a non-current asset. Here’s how it works. (I bring forward the net cash from operating activities to keep a running total.) 

				[image: /mt0206]

				** Workings for purchases of property, plant and equipment:

				Opening balance = $19,100 less depreciation of ($2,172) less net book value of assets sold (W2) ($692) plus additions (?) = closing balance of $29,882, therefore (?) = $13,646.

				Step 3: Focusing on financing activities

				[image: example.eps]	You’re nearly there. The third step is to work out how much you’ve raised and spent in the year on financing activities – things like raising bank loans, or raising finance from a share issue. Here’s the example. Again, I bring forward your running total so you know where you’re up to.

				[image: /mt0207]

				
				Step 4: Balancing the figures

				Phew! You’re not quite there yet, but nearly. Now you need to see whether the numbers actually balance. (I bet you can feel the nerves kicking in.) 

				[image: example.eps]	Remember, the whole point of the statement of cash flows is to reconcile the opening cash position with the closing cash position in the statement of financial position to see how you’ve generated and spent cash. The opening cash at bank balance was $587 and you closed at the end of December 2011 with $64. Does the figure you’ve generated in Steps 1 to 3 balance with the figures from the statement of financial position for 2010 and for 2011? (See the introduction to this section ‘Working through an example’ for these statements.)

				[image: /mt0208]

				
				Deducting the cash and cash equivalents (short-term, highly liquid investments that are readily convertible into a known amount of cash) at the start of the year ($587) from the cash and cash equivalents at the end of the year ($64) exactly equals the net increase (decrease) in cash and cash equivalents ($523) that you calculated in Steps 1 to 3. 

				Hooray! So what you’ve done here is shown how your day-to-day operations have generated an operating profit and how this profit has contributed to the cash you’ve generated and spent. 

				Coming Up with Appropriate  Accounting Policies

				In the world of accountancy, you’re not given free reign and told to come up with numbers that suit your particular circumstances. In fact, this couldn’t be farther from the truth! IFRS is very much a principles-based framework and you have to stick to those principles because otherwise everyone would be in a complete mess. Principles-based (as opposed to rules-based) means that accountants make their own judgements. So an organisation must select suitable accounting policies (the specific principles, bases, conventions, rules and practices applied by an organisation in preparing and presenting its financial statements) that are in line with IFRS principles.

				The good news is that the IFRS provides specific guidance on accounting policies in IAS 8 Accounting Policies, Changes in Accounting Estimates and Errors, and in this section I look at what IAS 8 has to say about selecting appropriate policies. (I address the other part of the IAS 8 – errors – in the later section ‘Putting Mistakes Right’).

				Selecting policies best suited  to individual circumstances 

				IAS 8 requires an organisation to select accounting policies appropriate to its individual circumstances, not simply because one policy may be easier to apply than another alternative policy (remember that you prepare general purpose financial statements for the user, not the management). 

				[image: example.eps]	Here’s an example of policy that focuses on the method of inventory valuation (IAS 2 Inventories deals with this subject; flick to Chapter 4 for more information on this topic). Badger Inc operates in the retail clothes industry and has a large retail outlet in the middle of a vibrant city centre. The directors of Badger Inc have decided that it would be a good idea to value their inventory (their stock) using the retail method (this method converts the selling price of a retailer’s inventory back to cost by using a ratio known as the cost-to-retail ratio, which is calculated by dividing the cost of goods available for sale by the retail value of the goods available for sale), which gives a more relevant and reliable inventory valuation at their financial year-end. Badger Inc’s accounting policy is therefore to use the retail method of inventory valuation (rather than other methods such as first-in, first-out (FIFO) or a weighted average basis of inventory valuation; see the later section ‘Knowing how to change accounting policies’ for definitions of these methods). 

				Some accounting policies are critical (and also require disclosure, by the way), which means that they’ve a material effect on the financial statements. A typical example of a critical policy is the policy of revenue (turnover) recognition. Usually, in a set of financial statements, revenue is the biggest number and is therefore vital, so organisations need to have an accounting policy for revenue recognition. Surely that’s perfectly simple? Well, yes – but think beyond sales in general. 

				[image: example.eps]	Different companies have different sorts of sales; a restaurant, for example, recognises a sale when the customer pays, so this accounting policy may be relatively straightforward to disclose in the financial statements. However, consider a mail-order company that may receive payments in advance before the customer receives her goods. Can the company recognise the payment in advance as a sale? Well, not really because the mail-order company has to prepare the goods for despatch and then despatch the goods, which may take a few weeks. So until the goods have been despatched and signed for by the customer, the mail-order company can’t recognise the payment as a sale (the payment in advance is a liability by the mail-order company that represents the goods owed to the customer). The mail-order company’s policy is therefore to recognise payments in advance as a liability until such time as the goods have been despatched and signed for by the customer, at which point the policy is to recognise the payment in advance as revenue.

				[image: remember.eps]	You’ve a lot to think about when it comes to accounting policies, but the main objective is that the organisation selects the policies best suited to its individual circumstances.

				Dealing with transactions and events  not covered by an IFRS/IAS

				Only two certainties exist in life: death and taxes! Life is otherwise uncertain, and sometimes unexpected things crop up that you have to deal with. Transactions and events that aren’t covered by an IFRS/IAS are quite rare, but they do occur occasionally. 

				So, you’ve gone through the painstaking process of selecting your accounting policies, you’re plodding along just nicely and then along comes a transaction or event that isn’t covered by an accounting standard. How do you deal with that? Well, burying your head in the sand is one option, but that won’t solve the problem. The good news is that IFRS does recognise that the path of true accounting doesn’t always run smoothly and it tells you what to do when the unexpected lands on your desk. The bad news is that IFRS doesn’t spoon-feed you the solution – you have to use the old grey matter.

				When something isn’t covered by an IFRS/IAS, management has to come up with an appropriate accounting policy to deal with the transaction or event. Now, this situation isn’t an excuse to just write the transaction off to profit or loss or to ignore disclosure of a certain event; no, management develops an appropriate accounting policy in accordance with the IFRS Conceptual Framework. 

				Management needs to look at the transaction and consider whether it meets the definition of an asset, a liability, income, expense or equity and treat it accordingly. For an event, management needs to decipher the impact on the financial statements; for example, could it be an adjusting or a non-adjusting event (see the later section ‘Adjusting your accounts’)? 

				Knowing how to change  accounting policies

				Nothing stays the same and the world of accountancy moves at a fast  pace – no sooner is there a new accounting standard than another one appears to replace it or it gets changed to meet the needs of the world. And even at individual company level, things change frequently. What people working in accountancy have to consider is the effect that such changes have on a company’s accounting policies. 

				[image: example.eps]	Consider a company that has always used UK GAAP to prepare its financial statements and has always used the last-in first-out (LIFO) inventory method (it sells, uses or disposes of the most recently produced items first) as a basis for arriving at a cost formula. This is permissible under the UK’s accounting standard SSAP 9 Stocks and Long-Term Contracts, though admittedly SSAP 9 doesn’t really like this method of cost formula. The company has now decided to report under IFRS, but immediately the company stumbles upon a problem. Under IAS 2 Inventories, a company is prohibited from using LIFO as a cost formula. It can only use first-in first out (FIFO; inventory produced or acquired first are sold, used or disposed of first) or weighted average cost (which divides the total cost of goods available for sale by the total amount of goods from opening inventory and purchases). As a consequence, the company has to change its accounting policy to comply with IFRS.

				So, as you can see, change can substantially affect your accounting policies – and not just mandatory change. A company reporting under IFRS is required to change its accounting policies if the revised policies are going to result in more relevant and reliable information being provided in the general purpose financial statements. Don’t forget – IFRS is all about the user!

				Changing a company’s accounting policy can be a bit fiddly. This is because you have to apply the change in policy retrospectively. In other words, you’ve got to go back to the earliest set of financial statements presented and apply the change to those, so it looks like the revised policy has always been in existence. Boo! So if you’ve two years’ financial statements presented (say 31 December 2011 and 31 December 2010), you go back to the 2010 financial statements and restate these. In some circumstances, a company may have three years’ financial statements presented; again, you go back to the earliest period reported (so the 2009 accounts if three years are presented). 

				The reason you have to go back to the earliest period presented in the financial statements is to achieve consistency. Think about how inconsistent it would look if you had a closing inventory figure in the current year valued under FIFO, but in the previous year it was valued under weighted average cost. That’s hardly a basis for users to make rational decisions on.

				[image: example.eps]	Here’s an example in practice of how you change your policy. In 2010, the Big Bed Company valued its inventory at $10,000 using the average cost method. But, during 2011, the directors decided that FIFO would produce more relevant and reliable accounting information, so they decided to adopt FIFO for inventory valuation. This is a change in accounting policy, so Bob, the company accountant, has to apply the change retrospectively (the financial year-end is December 2011). Bob has calculated that if FIFO had been used last year, the inventory valuation would have been $9,000 (instead of $10,000). To apply the change retrospectively, he reduces (that is, credits) the inventory in the 2010 financial statements by $1,000. Clearly, if the Big Bed Company had used FIFO last year the profit would have been $1,000 less, so the corresponding debit would go to retained earnings (net profit left in the company from accounting period to accounting period). Because the closing balances in 2010 become the opening balances in 2011, Bob has to reduce opening inventory (that is, credit) and debit retained earnings because otherwise the opening inventory and retained earnings won’t agree with last year’s closing inventory and retained earnings.

				Fiddly? Yes, but not rocket science and the key is to remember the reason that you’re applying the change retrospectively: to achieve consistency. 

				[image: remember.eps]	When you change an accounting policy, you must make various disclosures in the financial statements themselves such as:

				[image: check.png] The nature of the change in accounting policy

				[image: check.png] The reasons why the new policy provides more relevant and reliable information

				[image: check.png] The amount of the adjustment for each financial statement line item

				[image: check.png] The amount of the adjustment relating to periods before those presented (to the extent practicable)

				[image: check.png] (For each component of equity) the effect of changes in accounting policies, disclosed for each prior period and the beginning of the period

				Understanding estimation techniques

				Hand in hand with accounting policies are estimation techniques: management’s best estimate of various things in the financial statements, such as estimating how long an item of machinery used in the business will last (how long to depreciate the machine over, which means writing off the cost over its estimated useful life). 

				You can handle estimation techniques really easily, but like everything to do with general purpose financial statements, they must be appropriate to a company’s individual circumstances. It wouldn’t exactly be reasonable to depreciate a company van over 50 years when (realistically) 3 to 5 years is more like a best estimate. 

				In the previous section, ‘Knowing how to change accounting policies’, I explain that you apply changes to accounting policy retrospectively. But a change in estimation technique is not a change in accounting policy. As a result of this, you apply changes in estimation techniques prospectively (going forward).

				So how do you differentiate between a change in estimation technique and a change in accounting policy? 

				Depreciation is an estimation of how long an item of non-current asset is going to last – hence depreciation is an estimation technique. Management may think that a computer should last for three years, but it may only last for two. Changes in depreciation rates are the most common change in estimation technique. If a company decides that changing the depreciation of its plant from five years on a straight-line basis to three years on a straight-line basis is a more appropriate consumption of its plant (and therefore providing more relevant and reliable information), then the company applies this change prospectively because this is a change in estimation technique – it is still consuming the original cost of the asset, but at a faster pace than originally anticipated. 

				A change in accounting policy, however, typically occurs when a company changes from valuing its inventory from weighted average cost to FIFO. Here the policy of accounting has changed and to achieve consistency, management must go back to the earliest period presented and restate the company’s previous year’s inventory valuation to what it should be under FIFO. This is so that the financial statements are consistent because how odd would it look having two inventory valuations presented that have both been calculated under different valuation methods?

				Putting Mistakes Right

				Everyone makes mistakes – in life, and so of course in accountancy. What’s important is both learning from those mistakes and trying as hard as you can to put them right. IFRS recognises that accountants make mistakes and therefore it covers the issue within IAS 8. 

				As well as mistakes, you have adjustments to make. Financial statements always contain figures that are subject to varying degrees of estimation, such as inventory valuations, provisions, accruals and costs and revenues relating to construction contracts. In many cases, some may be under- or over-provided for in the current and/or previous year’s financial statements. If the under- or over-provisions are insignificant (that is, immaterial or trivial), then you simply adjust for the under- or over-provision in the current year and carry on as normal. But if they’re significant, you need to take action. 

				Correcting mistakes in previous  years’ accounts

				Unfortunately, when mistakes or under- or over-provisions occur, you can’t always just adjust for them in the current year and carry on as normal. Sometimes a mistake is so significant to the financial statements that it would be misleading to the user to simply correct it and not draw the user’s attention to the error. You make such a disclosure in the notes to the financial statements. These notes break down the information in the primary financial statements (statement of comprehensive income, statement of financial position, statement of cash flows and statement of changes in equity) and tell the reader extra things about the company.

				[image: example.eps]	Imagine that you work for an accountancy firm that’s putting together the end-of-year 2011 financial statements for a company called Lovely Lilos. A different firm prepared the 2010 financial statements, and you discover that the other firm made a mistake: it omitted the sales invoices from the last four months (all of which remained unpaid as at 31 December 2010) in the 2010 financial statements. You’ve totalled the sales invoices up and found that 2010 revenue was understated by $40,000 (which is significant to the financial statements). You can’t just uplift 2011 revenue by $40,000. Instead, you have to do more or less the same as you do when you instigate a change in accounting policy (see the earlier section ‘Knowing how to change accounting policies’). You have to go back to the previous year and adjust the financial statements to reflect how they should have looked had the mistake not been made. So you go back to the 2010 financial statements and add (credit) $40,000 to the retained earnings and increase (debit) trade receivables by $40,000. You increase retained earnings because the profits in 2010 should have been $40,000 higher than originally reported. (Note: this simple illustration ignores the tax effects of such an omission.)

				Disclosing your mistakes in the accounts

				The user of the financial statements has to be made aware of all material issues relating to the financial statements. Prior-period errors are no exception. Where you correct errors or under- or over-provisions by way of a prior-period adjustment, you have to make relevant disclosures to enable the user to understand the significance of the prior-period error and the effect such an error has had, not only on the prior year, but also on the current year (significant errors can have a double whammy by increasing/reducing retained earnings (and net assets) accordingly).

				IAS 8 requires that when you correct a prior-period error, you note the following in the disclosure notes in the financial statement:

				[image: check.png] The nature of the prior-period error

				[image: check.png] To the extent practicable, the amount of the correction for each financial statement line item affected

				[image: check.png] The amount of the correction at the beginning of the earliest prior period presented

				[image: check.png] If retrospective restatement is impracticable for a particular prior period, the circumstances that led to the existence of that condition, and a description of how and from when the error has been corrected

				Dealing With Events After  the Reporting Period

				In this section I look at IAS 10 Events After the Reporting Period, which deals specifically with events (favourable to the business, or not) that occur between the reporting date (the year-/period-end) and the date on which  the financial statements are approved. 

				Adjusting your accounts 

				Bolting the door after the horse is gone is pointless, right? Well, in the world of accountancy you do, actually, sometimes go back and apply present understanding to the past.

				Picture the scene. The clock strikes midnight and the office is empty, but you’re putting the finishing touches on the final draft year-end financial statements for the company, XYZ. You’ve been slaving over the figures for the last month to get them ready for the Board meeting in three weeks. You’re feeling pretty good because results are good, and so profit-related bonuses look healthy. Job done, and you’re off for a well-deserved fortnight in the Bahamas.

				You arrive back in the office after your holiday; everyone’s looking extremely sombre, but you put it down to the Monday blues. You check your emails and you find one there from the finance director requiring an urgent meeting. Off you go to the meeting.

				The finance director tells you that a major customer has gone into liquidation. This customer owes XYZ $100,000 and this amount is extremely material to the financial statements. The financial director asks you to do everything in your power to make sure that this year’s accounts don’t take the hit of a bad debt provision. 

				You’re facing Events After the Reporting Period, which calls into play IAS 10. The question you face now is: do you need to adjust your financial statements in light of this information? Is this an adjusting event or a non-adjusting event? 

				[image: check.png] An adjusting event occurs between the reporting date (the year-end) and the date on which the financial statements are approved and authorised for issue that provides evidence of conditions that existed at the reporting date. You have to adjust the financial statements accordingly. Examples include

					•	Discovery of fraud or errors that show the financial statements to be incorrect at the reporting date

					•	Settlement of a court case after the reporting date that confirms the company had a present obligation at the reporting date

					•	Receipt of information after the reporting date that indicates that the sale of inventory after the reporting date was below cost price (hence a write-down of inventory would be required)

				[image: check.png] A non-adjusting event is the opposite of an adjusting event. Such events arose after the reporting period but didn’t exist at the year-end. By definition, you don’t have to adjust financial statements to take account of non-adjusting events, which include 

					•	Announcing a plan after the reporting date to restructure the  business

					•	A change in tax rates or laws after the reporting date

					•	Commencing major legal cases arising solely out of events that occurred after the year-end

				In the example, a major customer has gone into liquidation while owing a material sum. The bankruptcy of a customer so soon after the reporting period is a condition that existed at the reporting date, and is now evidence that at the reporting date XYZ wasn’t going to get paid from the customer because of the customer’s financial difficulties. So you have to adjust the XYZ financial statements to take account of this potential bad debt (bad news for the financial director). If you failed to make a provision, you’d be overstating XYZ’s current assets (because trade receivables would still recognise the bad debt) and profitability (because you’d make no provision against the $100,000 bad debt). Not only would this be misleading to the user of the financial statements, but the auditors would also have a problem with XYZ not making a provision against the bad debt and they would almost certainly make reference to this issue in their auditors’ report – which would not be doing XYZ any favours at all. This is a typical adjusting event.

				[image: remember.eps]	Although you only need to adjust for adjusting events, you need to disclose in the notes to the financial statements the following for both non-adjusting and adjusting events:

				[image: check.png] The circumstances and nature of the event

				[image: check.png] An estimate of the financial effect, or a statement that estimating the financial effect isn’t possible

				Dishing out dividends

				Shareholders are the people who own the company. Directors manage the company on behalf of the shareholders and the directors prepare the financial statements, but the shareholders expect a return on their investment (as would anyone who’d invested money into a company). The shareholders’ return on their investment is given in the form of dividends.

				Dividends are appropriations of profit and are always issued out of post-tax profits (the tax authorities won’t let you give dividends out of pre-tax profits, before they’ve had a slice of the pie). The company can also pay dividends out of accumulated profits: profits that have been made in previous years and have built up. So it may be the case that, in a particular year, the company has made a post-tax loss but has still paid out dividends. Provided the company has enough in accumulated profits (retained earnings), this isn’t really a problem. 

				The issue for financial reporting purposes concerns the timing of the proposed dividend. Consider the two examples below:

				[image: example.eps]	[image: check.png] Bricks and Mortar Inc has a year-end of 31 December 2011 and is in the process of preparing its financial statements for the year then ended. Today’s date is 4 April 2012 and the draft figures have been more or less finalised and the AGM is about to take place. In that meeting, the directors have decided to declare a dividend in the financial statements for the year ended 31 December 2011 amounting to $4 per share and this dividend is to be included in the 31 December 2011 year-end financial statements.

				[image: check.png] Sand and Ballast Inc also has a year-end of 31 December 2011 and produces monthly management accounts, which the Board discusses. The November 2011 accounts showed a healthy profit and the directors decided on 10 December 2011 that a dividend should be proposed in the year-end financial statements of $5 per share because there would be more than sufficient profit to meet the payment of this dividend to the shareholders.

				Bricks and Mortar Inc has approved the paying of a dividend after the year-end. The problem here is that there was no constructive obligation at the year-end to pay the dividend (a constructive obligation arises by way of a Board resolution that is documented and approved). Therefore, in this example, because no constructive obligation arises (as defined in IAS 37 Provisions, Contingent Liabilities and Contingent Assets; see Chapter 7), Bricks and Mortar Inc can’t go back and retrospectively recognise the dividend in the year-end financial statements. The dividend must be recognised in the 2012 financial statements.

				Sand and Ballast Inc has foreseen that profitability is more than sufficient in order to pay a dividend and they’ve passed the proposal in the Board meeting on 10 December 2011 (well before the year-end of 31 December 2011). A constructive obligation (as defined in IAS 37) arises because the passing of this resolution in the AGM gives rise to a liability to the shareholders. As a result, Sand and Ballast Inc is able to include the dividends in the financial statements as at 31 December 2011.

				[image: remember.eps]	Whether you can include dividends in the financial statements at, or after, the year-end depends on whether a constructive obligation has been met. In other words, dividends declared after the reporting date (in the eyes of IAS 10) are, in fact, non-adjusting events (see the previous section ‘Adjusting your accounts’).

				Approving your accounts

				The final stage in the financial statement preparation process is the approval of the financial statements, and in many cases the signing of an auditors’ report by the company’s external audit firm.

				You may think it obvious that the director(s) signs the financial statements to authorise them for issue and dates them. But don’t forget about IAS 10’s requirement to consider all events, both favourable and unfavourable, before approving the financial statements. 

				Given the definition of events after the reporting period, the date on which the financial statements are authorised for issue is clearly important. IAS 10 recognises two particular instances that give rise to differences in the meaning of authorised for issue:

				[image: check.png] An organisation may be required to submit its financial statements to its shareholders for approval (as in France, for example) after the financial statements have been issued. In such cases, the financial statements are considered authorised for issue on the date of issue, not the date when the shareholders approve them.

				[image: check.png] The management of an organisation may be required to issue its financial statements to a supervisory Board (made up solely of non-executive directors) for approval. Under IAS 10, such financial statements are considered authorised for issue when management authorises them for issue to the supervisory Board.

				So, you can see that the date on which the financial statements are signed and dated is fairly important. But what if a company re-issues financial statements because of errors? It may well be that a mistake is discovered fairly soon after the financial statements have been authorised for issue, as opposed to when the next year’s financial statements are being prepared. (I cover error correction in the section ‘Putting Mistakes Right’, earlier in the chapter.)

				[image: remember.eps]	If an organisation re-issues its financial statements because of error, or even to include events that occurred after the financial statements were originally authorised for issue, clearly you need a new date of authorisation for issue. The financial statements must then properly reflect all adjusting and non-adjusting events (as defined in IAS 10), which also includes those that occurred during the interim period between the original and the new date of authorisation.

				Considering whether the company  is a going concern

				The legwork has been done, the financial statements have finally been audited, the tax provisions have been calculated and agreed and the shareholders are laughing all the way to the bank following the approval of their dividend before the year-end. You’re not quite at the end of the story, though! Management must look to the future (that is at least, but not limited to, 12 months from the reporting date) and decide whether the company can continue in business for the foreseeable future or not (in other words whether the company is a going concern). 

				So what’s going concern all about then? 

				To be classed as a going concern, management must presume that a company is able to continue in business for the foreseeable future. IAS 1 Presentation  of Financial Statements considers the foreseeable future to be a period of  12 months after the reporting date, though in many jurisdictions this period is 12 months from the date of approval of the financial statements. Some countries require you to do the going concern assessment for a period of  12 months from your year-end. Other countries (like the UK) require you to do a going concern assessment for a period of 12 months from the date the financial statements are approved.

				Under IAS 1, companies must prepare financial statements on a going concern basis, provided that management doesn’t intend to liquidate the organisation, or to cease trading, or has no realistic alternative but to do so. If management is aware of material uncertainties (significant events that may occur in the future) that could cast significant doubt upon the organisation’s ability to continue as a going concern, the financial statements must include those uncertainties. For example, say that the organisation is dependent on a large contract being renewed and the renewal date is some months after the accounts are approved. You disclose the uncertainty in the notes to the financial statements, because if the contract isn’t renewed, the company may be forced to close. 

				In the event that financial statements are not prepared on a going concern basis, you disclose that fact, together with the reasons why the organisation isn’t considered a going concern and the basis on which the financial statements are prepared – for example, the break-up basis, which means that you restate all assets at the amounts they could be realistically sold for (net realisable value) and reclassify all non-current assets and liabilities to current.

				The going concern presumption is an assertion made by the management that the company is to continue in business for the foreseeable future. In assessing the going concern presumption, management need to consider 

				[image: check.png] The economic conditions the organisation is operating in

				[image: check.png] The state of the company’s cash flow

				[image: check.png] Whether borrowing facilities are going to be renewed

				[image: check.png] Whether external factors such as interest rates or customers’ abilities to pay are likely to affect the company as a going concern

				[image: remember.eps]	A company can’t prepare its financial statements on the going concern basis if events after the reporting period indicate that the going concern assumption isn’t appropriate. 

				Various conditions may indicate that a company isn’t a going concern, including:

				[image: check.png] A net liability or net current liability position on the statement of financial position

				[image: check.png] Adverse key financial ratios

				[image: check.png] Arrears or discontinued dividends

				[image: check.png] Deteriorating relations with suppliers

				[image: check.png] Inability to comply with terms of loan agreements

				[image: check.png] Loss of major market, franchise, license or principal supplier

				[image: check.png] Major debt repayments falling due where refinancing is necessary to the organisation’s continued existence

				[image: check.png] Major restructuring of debt

				[image: check.png] Significant operating losses or significant deterioration in the value of assets used to generate cash flows

				This list is by no means exhaustive: many other factors may indicate that a company isn’t a going concern. 

				Here are two examples to help you understand going concern.

				[image: example.eps]	Mark’s Mechanics has been in business for 40 years and has always been profitable. The financial statements for the year-end 31 December 2011 have been prepared and are going to be approved on 17 April 2012. On 16 April 2012, Mark received a huge contract to service the fleet of vehicles for a large, well-known supermarket chain. This contract is highly profitable and is going to last Mark five years.

				In this example, no going concern issues exist: the company is profitable and has secured a large contract for additional services for a period longer than 12 months (subject to any national requirements that require otherwise).Chris’s Caravans has also been in business for 40 years but over the last three years demand for caravans has fallen because of the recession. The financial statements for the year-end 30 April 2012 are about to be prepared. On 4 April 2012, Chris’s Caravans received notification that its major customer operating in the holiday home industry has ceased to trade because of financial difficulties. The customer owes Chris’s Caravans $175,000 and the liquidator isn’t hopeful that the debt is going to be recovered. The directors of Chris’s Caravans have decided that they’ve no alternative but to close down. 

				In this example, you’d prepare the financial statements of Chris’s Caravans on the break-up basis. You reclassify all non-current assets as current assets (because they will be sold off to generate some cash). You class all non-current liabilities as current liabilities and disclose that the going concern presumption isn’t appropriate and that the financial statements are prepared on the break-up basis. 
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