                           Lecture 1

In first lecture you will be told about the course outlines of financial accounting and reporting. 
                           Course Outlines
1. A conceptual and regulatory framework
2. Introduction to published accounts 
3. Accounting concepts and policies
4. Tangible non-current assets 
5. Intangible assets 
6. Impairment of assets           
7.  Reporting financial performance 
8.  Leases 
9.  Substance over form 
10.   Financial assets and financial liabilities
11.   Inventories and construction contracts
12.   Provisions, contingent liabilities and  
13.   Contingent assets                            
14.  EPS 
15.  Interpretation of financial statements 
16.  Statement of cash flows 
17.  Principles of consolidated 
18.  FS Consolidated 
19.  SFP Consolidated IS

Introduction of FRA
Introduction of financial accounting and reporting, for example, what is financial accounting and reporting means? Who is it for? What is the importance of FRA?
Financial reporting is presenting financial data of a company's position, operating performance, and funds flow for an accounting period.
     Financial statements together with related information may be contained in various forms for external party use such as in the annual reports. It is basically financial information that companies give about their activities, including how they prepare and show it.
  Objectives of FRA
· -Usefulness
· -Understandability
· -Target audience: investors and creditors
· -Assessing future cash flows
· -Evaluating economic resources
· -Primary focus on earnings





          Meaning of the following accounting concepts;

Some important accounting concepts will be discussed, for example, Going concern, Prudence, Materiality, Consistency and Accruals. All these accounting concepts are important generally for accounting and also for financial reporting too.
1. Going concern
The assumption that the business will continue in operation for the foreseeable future without significantly curtailing its activity. 

2. Prudence
Prudence is the inclusion of a degree of caution when making estimates under conditions of uncertainty.

3. Materiality
Materiality is a threshold quality that is demanded of all information given in the financial statements, i.e. information that is material should be given in the FS but information that is not material need not be given.

4. Consistency
Items should be treated in the same way year on year. This will enable valid comparisons to be made. However, if circumstances change then a business is allowed to change policies to give a fairer representation of the financial statements. 

5. Accruals 
To calculate the profit for the period, one must include all the revenue and expenditure relating to the period, whether or not the cash has been received or paid.
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The regulatory system
The regulatory framework of accounting in each country which uses IFRS is affected by a number of legislative and quasi-legislative influences as well as IFRS 
· National company law
· EU directives
· Security exchange rules 

Why a regulatory framework is necessary?
    Regulation of accounting information is aimed at ensuring that users of financial statements receive a minimum amount of information that will enable them to make meaningful decisions regarding their interest in a reporting entity. 



A conceptual framework 
· Principles-based framework 
                Principles-based framework
Based upon a conceptual framework such as the IASB’s framework
Accounting standards are set on the basis of the conceptual framework

· Rules-based framework
Rules-based framework
· ‘Cookbook’ approach
· Accounting standards are a set of rules which companies must follow
     
     In the UK there is a principles-based framework in terms of the statement of principles and accounting standards and a rules-based framework in terms of the companies Acts, EU directives and stock exchange rulings. 



Harmonization of accounting standards
There are a number of reasons why the harmonization of accounting standards would be beneficial.
    
 Businesses operate on a global scale and investors make investment decisions on a worldwide basis. There is thus a need for financial information to be presented on a consistent basis

  The Standard Setting Process
· IFRS Foundation
· IASB
· IFRS Interpretations Committee
· IFRS Advisory Council
· 
IFRS Foundation
· The IFRS foundation (Formerly known as the International Accounting standard committee foundation IASC)
· Is the supervisory body for the IASB
· Is responsible for governance issues and ensuring each body is properly funded 

International Accounting Standard Board (IASB)

· Is solely responsible for issuing International Accounting Standards
· Standards now called International Financial Reporting Standards (IFRSs)
· Has the same objectives as the IFRS foundations 

IFRS Interpretations Committee

· Issues rapid guidance on accounting matters where divergent interpretations of IFRSs have arisen
· Issues interpretations called IFRIC 1, IFRIC 2 etc 
IFRS Interpretations Committee

· The IFRIC addresses issues of reasonably widespread importance, not issues that are of concern to only a small minority of entities. The interpretations cover both;
· Newly identified financial reporting issues not specifically dealt with in IFRSs or
· Issues where unsatisfactory or conflicting interpretation have developed or seem likely to develop in the absence of authoritative guidance, with a view to reaching a consensus on the appropriate treatment 
IFRS Interpretations Committee
· The IFRIC addresses issues of reasonably widespread importance, not issues that are of concern to only a small minority of entities. The interpretations cover both;
· Newly identified financial reporting issues not specifically dealt with in IFRSs or
· Issues where unsatisfactory or conflicting interpretation have developed or seem likely to develop in the absence of authoritative guidance, with a view to reaching a consensus on the appropriate treatment 


                     The IFRS Advisory Council

· The IFRS advisory council (formerly known as the standards advisory council) provides a forum for the IASB to consult a wide range of interested parties affected by the IASB’s work, with the objective of;
· Advising the board on agenda decisions and priorities in the board’s work 
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Generally Accepted Accounting Practice (GAAP)
· You may come across the expression generally accepted accounting practice (GAAP).
· This means the set of accounting practices applied in combination of legislation, accounting standards, stock exchange requirements and in area where detailed rules do not exist, other acceptable accounting practices. 
· Thus one may speak of ‘UK GAAP’ or ‘US GAAP’. In an international context ‘GAAP’ means accounting practice as defined in IASs, with each country adding its own local requirements and practices.    


When do financial statements show fair presentation?
  FS will generally show a fair presentation when:
1. They conform with accounting standards
2. They conform with the any relevant legal requirements
3. They have applied the qualitative characteristics from the Framework 

User groups
     FS is useful to a wide range of users in making economic decisions
1. Equity investors (existing & potential)
2. Existing lenders and potential lenders
3. Employees
4. Stock market analysts and advisers
5. Business contacts including customers
6. Suppliers and competitors
7. The government, including tax authorities
8. The general public 

Qualitative characteristics of FS
    
· The qualitative characteristics of FS are set of attributes which together make the information in the FS useful to users.
    
     Main qualitative characteristics are;
1. Relevant
2. Reliable
3. Comparable
4. Understandable

              Advantages of historical cost accounting
1. Records are based on objectively verifiable amounts (actual cost of assets, etc.
2. It is simple and cheap.
3. The profit concept is well understood.
4. Within limits, historical cost figures provide a basis for comparison with the results of other companies for the same period or similar periods, with the results of the same company for previous periods and with budgets. 

           Disadvantages of historical cost accounting
 It overstates profits when prices are rising through inflation. Several factors contribute to this.
· For example, if assets are retained at their original cost, depreciation is based on that cost. As inflation pushes prices up, the true value to the enterprise of the use of the asset becomes progressively more than the depreciation charge. 

A complete set of financial statements comprises:
1. A statement of financial position (SFP)
2. A statement of comprehensive income
3. A statement of changes in equity
4. A statement of cash flows
5. Accounting policies and explanatory notes 

IAS 1 Presentation of financial statements requires that you prepare either;
1. A statement of comprehensive income showing total comprehensive income or
2. An income statement showing the realized profit or loss for the period PLUS a statement showing other comprehensive income 
Not-for-profit and public sector entities
 The main aim of not-for-profit and public sector entities are very different to those of profit-orientated entities 
Profit-orientated sector
Financial aim is to make profit and increase shareholder wealth
Not-for-profit / Public sector
Financial aim is to achieve value for money / provide service 
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  The accounting cycle 
The sequence of accounting procedures completed during each accounting period is called the accounting cycle. 
A broad summary of the steps of the accounting cycle includes;
1. Recording transactions
2. Recording adjusting entries
3. Preparing the financial statements 

Auditor’s opinion
     An auditor conducts an independent examination of the accounting information presented by the business and issues a report.
    
    An auditor’s report is the formal statement of the auditor’s opinion of the financial statement after conducting an audit 
                          Auditor’s opinion
Audit opinions are classified as follows;
1. Unqualified opinion
2. Qualified opinion
3. Adverse opinion
4. Disclaimer of opinion 
Unqualified opinion
This opinion states that the financial statement present fairly, in all material respects, the financial position, results from operations and cash flows of the entity, in conformity with generally accepted accounting principles 

Qualified opinion
A qualified opinion states that, except for the effects of the matters to which the qualification relates, the FS present fairly, in all material respects, the financial position, results from operations and cash flows of the entity, in conformity with generally accepted accounting principles. 

Adverse opinion
    This opinion states that the FS do not present fairly the financial position, results from operations and cash flows of the entity, in conformity with generally accepted accounting principles. 

Disclaimer of opinion
     A disclaimer of opinion states that the auditor does not express an opinion on the financial statements. A disclaimer of opinion is rendered when the auditor has not performed an audit sufficient in scope to form an opinion. 

The SEC’s integrated disclosure system
    The SEC has the authority to prescribe external financial reporting requirements for companies with securities sold to the general public. Under this jurisdiction, the SEC requires that certain FS information be included in the annual report to shareholders.   
Ethics
    Ethics and morals are synonymous. While ethics is derived from Greek, morals are derived from Latin. They are interchangeable terms referring to ideals of character and conduct.
Ethics affect all individual, from the financial clerk to the high-level financial executive. 
· Ethics can be a particular problem with financial reports. Accepted accounting principles leave ample room for arriving at different results in the short run. 
· Highly subjective estimates can substantially influence earnings. What provision should be made for warranty costs? What should be the allowance for doubtful accounts? 
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International accounting standard 8 

The main issues covered by IAS 8 are:
1. Selection of accounting policies
2. Changes in accounting policies
3. Changes in accounting estimates


1. Selection of accounting policies
· Accounting policies are the principles bases, conventions, rules and practices applied by an entity which specify how the effects of transactions and other events are reflected in the financial statements. 
IAS 8 requires an entity to select and apply appropriate accounting policies complying with International Financial Reporting Standards (IFRSs) and interpretations to ensure that the financial statements provide information that is:
· Relevant to the decision-making needs of users
· Reliable in that way:
· Represent faithfully the results of financial position of the entity
· Reflect the economic substance of events and transactions and not merely the legal form
· Are neutral, i.e. free from bias
· Are prudent
· Are complete in all material respects 

2. Changes in accounting policies
The general rule is that accounting policies are normally kept the same from period to period to ensure comparability of financial statements over time.
IAS 8 requires accounting policies to be charged only if the change:
1. Is required by IFRSs or
2. Will result in a reliable and more relevant presentation of events or transactions
A change in accounting policy occurs if there has been a change in:
1. Recognition, e.g. an expense is now recognized rather than an asset
2. Presentation, e.g. depreciation is now included in cost of sales rather than administrative expenses, or
3. Measurement basis, e.g. stating assets at replacement cost rather than historical cost 

3. Changes in accounting estimates
An accounting estimates is a method adopted by an entity to arrive at estimated amounts for the financial statements.
Most figures in the financial statements require some estimation: 
· The exercise of judgment based on the latest information available at the time
· At a later date, estimates may have to be revised as a result of the availability of new information, more experience or subsequent developments
The requirements of IAS 8 are:
· The effects of a change in accounting estimate should be included in the income statement in the period of the change and, if subsequent periods are affected, in those subsequent periods
· If the effect of the change is material, its nature and amount must be disclosed.
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      Historical cost accounting
Under historical cost accounting, assets are recorded at the amount of cash or cash equivalents paid, or the fair value of the consideration given for them
Liabilities are recorded at the amount of proceeds received in exchange for the obligation.

· The objective of FS is to provide information about the reporting entity’s financial performance and position that is useful to a wide range of users for assessing the performance of management and for making economic decisions. 
· Whilst being both easy to ascertain and objective, the historical cost basis of measurement fails to relate directly to any of the three decisions that might reasonably be made about an asset: 

1. Another, similar asset might be purchased. Management need to know the current replacement cost which might have changed substantially since the present asset was purchased at its historical cost.

2. The asset might be sold. Management need to know the amount which would be realized from sale, less any costs involved in disposal, i.e. the NRV. Again this may bear no relationship to historical cost.


3. The asset might be used in the business. Management need to estimate the future cash flows arising from the asset and discount these to their present value, i.e. their economic value. Clearly there is no direct link with historical cost in this case. 

Advantages of historical cost accounting
1. Easy to understand
2. Straightforward to produce
3. Historical cost accounts are objective and free from bias
4. Historical cost values are reliable and original values can be confirmed based on original invoices / accompanying documents
5. Historical cost accounts do not record gain until they are realized 

Disadvantages of historical cost accounting 
In periods in which prices change significantly, historical cost accounts have grave deficiencies:

1. Carrying value (CV) of non-current assets is often substantially below current value

2. Stock in the SFP reflects prices at the date of purchase or manufacture rather than those current at the year end 


3. Income statement expenses do not reflect the current value of assets consumed so profit in real terms is exaggerated

4. No account is taken of the effect of increasing prices on monetary items


5. The overstatement of profits and the understatement of assets prevent a meaningful calculation of return on capital employed (ROCE) 

Alternative to historical cost accounting
The alternative to historical cost accounting is a form of current value accounting, either:

Constant purchasing power (CPP) or
1. Accounts figures are adjusted to show all figures in terms of money with the same purchasing power

2. A general price index is used for this


3. Figures in the IS and SFP are adjusted by the CPP factor

4. CPP factor =    Index at the reporting date / Index at the date of entry in accounts 

Current cost accounting (CCA) 

1. It is based on deprival values or value to the business

2. Stock and non-current assets are valued at deprival value


3. Monetary assets (cash, receivables, payables, loans) are not adjusted

4. Assets are stated at their value to the business


5. Holding gains are eliminated from profit

6. Users will be able to assess the current state or recent performance of the business 
Disadvantages of CCA

1. Possibility greater subjectivity and lower reliability than historical cost

2. Lack of familiarity


3. Complexity

4. CCA only adjust values for non-monetary asset not all assets and liabilities 
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Intangible assets 

The objective of IAS 38 is to prescribe the specific criteria that must be met before an intangible asset can be recognized in the accounts 

Definition

· An intangible asset is an identifiable non-monetary asset without physical substance.

· To meet the definition the asset must be identifiable, i.e. separable from the rest of the business or arising from legal rights. 


It must also meet the normal definition of an asset:
· Controlled by the entity as a result of past events (normally by enforceable legal rights)

· A resource from which future economic benefits are expected to flow (either from revenue or cost saving) 

 Recognition
    To be recognized in the financial statements an intangible asset must

· Meet the definition of an intangible asset, and

· Meet the recognition criteria of the framework:


· It is probable that future economic benefits attributable to the asset will flow to the entity.

· The cost of the asset can be measured reliably. 


Purchased intangibles
· If an intangible asset is acquired in a business combination, the fair value of that asset at the date of acquisition is taken.
 
· The determination of that fair value is easy if an active market exists, otherwise it may be necessary to take the price the entity would have paid in an arm’s length transaction.

· Any intangible which cannot be measured reliably in an acquisition has to be included in goodwill. 
· It is impossible to separate the costs of internally-generated intangibles from the normal costs of running and developing a business, so these intangibles cannot be measured reliably.

Brands:
1. The accounting treatment of brands has been a matter of controversy for some years.

2. IAS 38 intangible assets has now ended the controversy by stating that internally-generated brands and similar assets may never be recognized 
3. Expenditure in internally-generated brands cannot be distinguished from the cost of developing the business as a whole, so should be written off as incurred.

4. Where a brand name is separately acquired and can be measured reliably, then it should be separately recognized as an intangible non-current asset and accounted for in accordance with the general rules of IAS 38. 

Measurement after initial recognition
  There is a choice between
1. The cost model
The intangible asset should be carried at cost less amortization and any impairment losses
This model is more commonly used in practice 

2. The revaluation model 
The intangible asset may be revalued to a carrying value of fair value less subsequent amortization and impairment losses.
Fair value should be determined by reference to an active market. 
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· Research and development (IAS 38) – How to report?

Definitions:

· Research can be defined as original and planned investigation undertaken with the prospect of gaining new scientific or technical knowledge and understanding 

· Development can be defined as the application of research findings or other knowledge to a plan or design for the production of new or substantially improved materials, devices, products, processes, systems or services before the start of commercial production or use. 

Accounting treatment of research and development

·     Where a company undertakes research and development, expenditure is being incurred with the intention of producing future benefits.

·      The accounting issue is therefore whether these costs should be expensed to the income statement or capitalized as an intangible asset on the statement of financial position to match to future benefits arising. 


· All research expenditure should be written off to the income statement as it is incurred. This is compliance with the prudence concept.

· Research expenditure does not directly lead to future benefits and therefore it is not possible to follow the matching concept.
· Any capital expenditure on research equipment should be capitalized and depreciated as normal.

Accounting treatment of development
Development expenditure must be capitalized as an intangible asset provided that certain criteria are met:
1. Separate project

2. Expenditure identifiable and reliably measured


3. Commercially viable

4. Technically feasible


5. Overall profitable

6. Resources available to complete 

If the above criteria (SECTOR) are not met, development expenditure must be written off to the income statement as it is incurred.


Subsequent treatment of capitalized development expenditure

1. The asset should be amortized over the period that is expected to benefit. This ensures that costs are matched to the revenue in the income statement.
2.  Amortization should commence with commercial production. It should be charged over the period of benefit, and also in proportion to the revenue generated 

3. Each project should be reviewed at the year end to ensure that the ‘SECTOR’ criteria are still met. If they are no longer met, the previously capitalized expenditure must be written off to the income statement immediately.


4.  If a policy of capitalization is adopted, it should be applied to all projects that meet the criteria.

Amortization

· Development expenditure should be amortized over its useful life as soon as commercial production begins.

· If the useful life of an intangible asset is finite, its capitalized development costs must be amortized once commercial exploitation begins.

Disclosure

The financial statements should disclose the following for capitalized development costs:

1. The amortization method used and the expected period of amortization 

2. A reconciliation of the carrying amounts at the beginning and end of the period, showing new expenditure incurred, amortization and amounts written off because a project no longer qualifies for capitalization 
Amortization during the year.
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Impairment of assets – IAS 36

Excluded assets
·     IAS 36 applies to all assets other than:
· Inventories
· Construction contracts
· Deferred tax assets
· Assets arising from employee benefits
· Financial assets IAS 32
· Investment property measured at fair value
· Non-current assets classified as held for sale 

Definition of impairment
What is impairment?
· An asset is impaired if its recoverable amount is below the value currently shown on the statement of financial position, the asset’s current carrying value (CV)


Recognition and measurement of impairment

· Where there is an indication of impairment, an impairment review should be carried out:
1. The recoverable amount should be calculated
2. The asset should be written down to recoverable amount
3. The impairment loss should be immediately recognized in the income statement 

Indication of impairment
· The only exception to this is if the impairment reverses a previous gain taken to the revaluation reserve.
· In this case, the impairment will be taken first to the revaluation reserve until the revaluation gain is reversed and then to the income statement. 

What is a CGU?
   When assessing the impairment of assets it will not always be possible to base the impairment review on individual assets. 
Cash generating units (CGUs)
· The value in use calculation will be impossible on a single asset because the asset does not generate distinguishable cash flows.
· In this case, the impairment calculation should be based on a CGU.  


Definition of a CGU
    A CGU is defined as the smallest identifiable group of assets which generates cash inflows independent of those of other assets
· Example:
 In a restaurant chain, the smallest group of assets might be the assets within a single restaurant, but with a mining company, all the assets of the company might make up a single cash generating unit. 

The impairment calculation
The impairment calculation is done by:
· Assuming the cash generating unit is one asset

· Comparing the carrying value of the CGU to the recoverable amount of the CGU


    CV of CGU        > Recoverable amount CGU

·     As previously, an impairment exists where the CV   
        exceeds the RA 
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Provisions, contingent liabilities and assets (IAS 37) 

Problem of provisioning
   
· Until the issue of IAS 37 provisions, contingent liabilities and contingent assets, there was no accounting standard covering the general topic of provisions. This led to various problems. 

· Provisions were often recognized as a result of an intention to make expenditure, rather than an obligation to do so.


· Several items could be aggregated into one large provision that was reported as an exceptional item (the ‘big bath’).

· Inadequate disclosure meant that in some cases it was difficult to ascertain the significance of the provisions and any movement in the year. 

The historical problem of provisioning
·     The making of provisions was an area of accounting abuse prior to the introduction of any relevant accounting standards.

·     Users of financial statements found it very difficult to understand profit figures arrived at after the charging or releasing of provisions at management’s discretion. 


The objective of IAS 37 provisions, contingent liabilities and contingent assets is to ensure that:
· Appropriate recognition criteria and measurement bases are applied to provisions, contingent liabilities and contingent assets

· Sufficient information is disclosed in the notes to the financial statements to enable users to understand their nature, timing and amount 

What is a provision?
· A provision is a liability of uncertain timing or amount

· A liability is a present obligation of the entity arising from past events, the settlement of which is expected to result in an outflow from the entity of resources embodying economic benefits. 

A provision should be recognized when

1. An entity has a present obligation (legal or constructive) as a result of a past event

2. It is probable that an outflow of resources embodying economic benefits will be required to settle the obligation

 
3. A reliable estimate can be made of the amount of the obligation
If any of these conditions is not met, no provision may be recognized 



A provision may be necessary as a result of
· A legal or

· A constructive obligation 
A legal obligation is an obligation that derives from:
1. A contract

2. Legislation


3. Other operation of law 


Constructive obligation
  A constructive obligation is an obligation that derives from an entity’s actions where:
· By an established pattern of past practice, published policies or a sufficiently specific current statement, the entity has indicated to other parties that it will accept certain responsibilities 

· As a result, the entity has created a valid expectation on the part of those other parties that it will discharge those responsibilities 


Question:
A retail store has a policy of refunding purchases by dissatisfied customers, even though it is under no legal obligation to do so. Its policy of making refunds is generally known.
 Should a provision be made at the year end? 
Answer
· The policy is well known and creates a valid expectation.

· There is a constructive obligation.


· It is probable some refunds will be made.

· These can be measured using expected values.


Conclusion: A provision is required 

Measuring provisions

The amount recognized as a provision should be:
· A realistic-estimate

· A prudent estimate of the expenditure needed to settle the obligation existing at the reporting date


· Discounted whenever the effect of this is material




Warranty provisions

A warranty is often given in manufacturing and retailing businesses.
It is either an:
1. Express (legal) or

2. Implied (constructive)
   Obligation to make good or replace faulty products.

A provision is required at the time of the sale rather than the time of the repair/replacement as the making of the sale is the past event which gives rise to an obligation.

Guarantees
· In some instances (particularly in groups) one company will make a guarantee to another to pay off a loan, etc. if the other company is unable to do so.

· This guarantee should be provided for if it is probable that the payment will have to be made.


· It may otherwise require disclosure as a contingent liability. 
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Onerous contracts
· An onerous contracts is a contract in which the unavoidable costs of meeting the obligations under the contract exceed the economic benefits expected to be received under it. 


Onerous leases
· An onerous lease is an onerous contract, i.e. one where the unavoidable costs under the lease exceed the economic benefits expected to be gained from it.
· If leased premises have become surplus to requirements but the lessee cannot find anyone to sublet the premises to, the lessee will still have to make the regular lease payments, without being able to use the premises.

Question 1 – Onerous contracts
A company has 10 years left to run on the lease of a property that is currently unoccupied. The present value of the future rentals at the reporting date is Rs50,000. Subletting possibilities are limited but the directors feel that likely future subletting rental could have a present value of Rs10,000.
What is the accounting treatment?

Question 1 – Answer
· A provision of Rs 50,000 would be required in respect of this onerous contract.
The Rs10,000 should be:
1. Disclosed if possible
2. Booked as an asset if virtually certain 



Environmental provisions
· A provision will be made for future environmental costs if there is either a legal or co constructive obligation to carry out the work.

· This will be discounted to present value at a pre-tax market rate. 



Restructuring provisions

A restructuring is a programme that is planned and controlled by management and materially changes either:
· The scope of a business undertaken by an entity, or

· The manner in which that business is conducted. 
   A provision may only be made if:

· A detailed, formal and approved plan exists
· The plan has been announced to those affected
    The provision should:

· Include direct expenditure arising from restructuring

· Exclude costs associated with ongoing activities 
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Contingent liabilities and contingent assets IAS 37
 
A contingent liability is:

1. A possible obligation that arises from past events and whose existence will be confirmed only by 

one or more uncertain future events not wholly within the control of the enterprise  OR

A present obligation that arises from past events but is not recognized because:

· It is not probable that an outflow of resources embodying economic benefits will be required to settle the obligation;  or

· The amount of the obligation cannot be measured with sufficient reliability. 

A contingent assets is:
· A contingent assets is a possible asset that arises from past events and whose existence will be confirmed only by the occurrence or non-occurrence of one or more uncertain future events not wholly within the control of the enterprise. 

Example of  contingencies
· A common example of contingencies arises in connection with legal action. If company A sues company B because it believes that it has incurred losses as a result of company B’s fault products, then company B may be liable for damages. Whether or not the damages will actually be paid depends on the outcome of the case. 

Solution:
· Until this is known, company B has a contingent liability and company A has a contingent asset. 

Accounting for contingent liabilities
· Should not be recognized in the statement of financial position itself.

· Should be disclosed in a note unless the possibility of a transfer of economic benefits is remote. 


Accounting for contingent assets
· Should not generally be recognized, but if the possibility of inflows of economic benefits is probable, they should be disclosed.

· If a gain is virtually certain, it falls within the definition of an asset and should be recognized as such, not as a contingent assets. 

The requirements of IAS 37 as regards contingent liabilities and assets are summarized in the following table: 





Note that the standard gives no guidance as the meaning of the terms in the left-hand column (probable, possible, remote). One possible interpretation is as follows:

· Virtually certain  > 95%

· Probable 51% - 95%


· Possible 5% - 50%

· Remote  < 5% 
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Events after the reporting period date IAS 10 
Events after the reporting period are those events, both favorable and unfavorable, which occur between the reporting date and the date on which the financial statements are approved for issue by the board of directors 

What are adjusting events and non-adjusting events? 

 Adjusting events
· Adjusting events are events after the reporting date which provide additional evidence of conditions existing at the reporting date. 
· These events provide additional evidence of conditions existing at the reporting date. For example, irrecoverable debts arising one or two months after the reporting date may help to quantify the allowance for receivables as at the reporting date. 
· Adjusting events may, therefore, affect the amount at which items are stated in the reporting. 


Examples of adjusting events
· The settlement after the reporting date of a court case which confirms a year end obligation.
· The receipt of information after the reporting date that indicates that as asset was impaired at the reporting date.

Non-adjusting events
· These are events arising after the reporting date but which do not concern conditions existing at the reporting date. Such events will not, therefore, have any effect on items in the reporting or income statement.

Examples of non-adjusting events:
1. Announcing a plan to discontinue an operation.
2. Major purchases of assets.
3. The destruction of assets after the reporting date by fire or flood 
4. Entering into significant commitments or contingent liabilities
5. 5. Commencing a court case arising out of events after the reporting date. 

Proposed dividends:
· It is not acceptable to include dividends declared after the reporting date as liabilities at the year end.
· If dividends are declared before the year end, they must be shown in the statement of changes in equity and accrued for in the reporting period update. 
Disclosure:
    Where there are material non-adjusting events, a note to the financial statements should explain:
1. The nature of the event
2. An estimate of the financial effect or a statement that such an estimate cannot be made. 
3. The date on which the financial statements were authorized for issue, and who gave the authorization, should be disclosed in the financial statements.
4. If the owners or others have the power to amend the financial statements after issue, that fact should be disclosed. 
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Exceptional items

· Exceptional items is the name often given to material items of income and expense of such size, nature or incidence that disclosure is necessary in order to explain the performance of the entity. 

The accounting treatment is to:

1. Include the item in the standard income statement line.
2. Disclose the nature and amount in notes. 
In some cases it may be more appropriate to show the item separately on the face of the income statement.

Examples include:
1. Write down of inventories to net realizable value (NRV)

2. Write down of property, plant and equipment to recoverable amount 


3. Restructuring

4. Gains / losses on disposal of non-current assets


5. Discontinued operations
6. Litigation settlements

7. Reversals of provisions



IFRS 5 Non-current assets held for sale and discontinued operations

The objectives of IFRS 5 are to set out:
· Requirements for the classification, measurement and presentation of non-current assets held for sale, in particular requiring that such assets should be presented separately on the face of the statement of financial position.

· Updated rules for the presentation of discontinued operations, in particular requiring that the results of discontinued operations should be presented separately in the income statement. 


Classification as held for sale
· A non-current asset should be classified as ‘held for sale’ if its carrying amount will be recovered principally through a sale transaction rather than through continuing use. 

· For this to be the case, the following conditions must apply:


1. The asset must be available for immediate sale in its present condition.

2. The sale must be highly probable, meaning that:

3. Management are committed to a plan to sell the asset

4. There is an active programme to locate a buyer


5. The asset is being actively marketed

           6.  The sale is expected to be completed within 12 months of its  
               classification as held for sale

8. It is unlikely that the plan will be significantly changed or will be   
 withdrawn. 
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Measurement of non-current assets held for sale 

For this to be the case, the following conditions must apply:
· 1. The asset must be available for immediate sale in its present condition.
· 2. The sale must be highly probable
Non-current assets that qualify as held for sale should be measured at the lower of:
· Their carrying amount
· Fair value less costs to sell

Held for sale non-current assets should be:

· Presented separately on the face of the statement of financial position under current assets
· Not depreciated 
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Discontinued operations
· A discontinued operation is a component of an entity that has either been disposed of, or is classified as held for sale, and:

· Represents a separate major line of business or geographical area of operations


·   Is a part of a single co-ordinated plan to dispose of a separate major line of business or geographical area of operations 

·  Is a subsidiary acquired exclusively with a view to resale.


·  Discontinued operations are required to be shown separately in order to help users to predict future performance, i.e. based upon continuing operations. 



IAS 17 Leases 
 
· A leasing agreement is an agreement whereby one party, the lessee, pays lease rentals to another party, the lessor in order to gain the use of an assets over a period of time. 


Types of leases
There are two types of lease:

1. A finance lease

A finance lease is a lease that transfers substantially all the risks and rewards incidental to ownership of an asset to the lessee. 

2. An operating lease

An operating lease is any lease other than a finance lease 


Classification of leases
To decide whether a lease is finance or operating, the first step is to assess whether the risks and rewards of ownership have transferred to the lessee. 

Risks and rewards
Risks and rewards of ownership include:

Risks:
1. Lessee carries out repairs and maintenance

2. Lessee insures asset


3. Lessee runs the risk of losses from idle capacity

4. Lessee runs the risk of technological obsolescence 

· IAS 17 provides guidance as to the classification of leases as finance leases or operating leases.
· It gives the following list of situations in which a lease would normally be classified as a finance lease. 
· The lease transfers ownership of the asset to the lessee by the end of the lease term.
· The lessee has the option to buy the asset at a price expected to be lower than the fair value at the time the option is exercised.
·  The lease term is for the major part of the economic life of the asset even if title is not transferred. 
· At the beginning of the lease, the present value of the minimum lease payment (MLP’s) is approximately equal to the fair value of the asset.
·  The leased assets are of a specialized nature so that only the lessee can use them without major modification. 
· If the lease gives the lessee the right to cancel the lease, the lessor’s losses associated with the cancellation are borne by the lessee.
·  Gains or losses from fluctuations in fair value are borne by the lessee.
· The lessee has the ability to continue the lease for a secondary period at a rent below the market rent. 
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Reporting the substance of transactions

The meaning of substance over form

 In many types of transactions there is a difference between the commercial substance and the legal form: 
1. Commercial substance reflects the financial reality of the transaction
2. Legal form is the legal reality of the transaction

· Accounts are generally required to reflect commercial substance rather than legal form. 

Substance over form with a finance lease
· When an asset is leased under a finance lease there is a difference between the legal form of that transaction and its commercial substance:

Legal form:
The asset remains legally  owned by the party leasing it out (the lessor)

Commercial substance:

The party making the lease payments (the lessee) has the use of the asset for most or all of its useful life. The lessee has effectively purchased the asset by taking out a loan (the finance lease commitments). 



Accounting treatment of the commercial substance of a lease
As the commercial substance of finance leases is that the lessee is the effective owner of the asset the required accounting treatment is to:

1. Record the asset as a non-current asset in the lessee’s statement of financial position.

2. Record a liability for the lease payments payable to the lessor. 

IAS 17 is mainly concerned with regulating the accounting for finance leases. The IAS 17 treatment follows the definition of an asset in the IASB Framework for the preparation and presentation of financial statements:
‘an asset is a resource controlled by the entity as a result of past events and from which future economic benefits are expected to flow to the entity’
Ownership is not necessary, control is the essential feature. 

IAS 17 thus argues that an asset leased under a finance lease must be recorded as an asset and a corresponding liability in the lessee’s accounting records

Accounting for a finance lease
There are 2 main methods of allocating the finance charge each period:

1. Actuarial method

2. Sum of  the digits method


· The actuarial method is used mostly in practice 


Reporting the substance of transactions
IAS 1 requires that financial statements:

· Must represent faithfully the transactions that have been carried out.

· Must reflect the economic substance of events and transactions and not merely their legal form.

· 
Examples of accounts reflecting economic or commercial substance are:

1. The capitalization of a finance lease

2. The production of consolidated accounts 

 
Off balance sheet finance
Why companies might wish to keep financing liabilities off their statement of financial position? 

Answer

There are number of reasons why companies might wish to avoid showing financing liabilities on their statement of financial position:

1. To maintain a level of gearing similar to their counterparts in other countries.
2. To maintain the share price on the basis that the market would place a lower value on a company whose borrowings are considered by the analysts to be high. 

3. To maintain ROCE by keeping the asset and the related liability out of the statement of financial statement until the asset starts to produce income.


4. In groups of companies to keep activities which have different characteristics (e.g. high gearing ratio) separate by keeping them off the SFP in order not to distort the financial ratios of the remainder of the group. 

Determining the substance of a transaction

Key to determining the substance of a transaction is to identify whether assets and liabilities arises subsequent to that transaction by considering:
· Who enjoys the benefits of any asset?

· Who is exposed to the principal risks of any asset? 


Assets and liabilities should be recognized in the statement of financial position where:
1. It is probable that any future economic benefit associated with the item will flow to or from the entity.

2. The item has a cost or value that can be measured with reliability.
When either of these criteria are not met the item should be derecognized. 
Examples where substance and form may differ
Factors to consider are:
1. Who bears the risks of the inventory?
2. Who has the benefits or rewards of the inventory? 
        




                     

                      



                       Lecture 27

IAS 18 Revenue

What is revenue?

· Revenue is the gross inflow of economic benefits during the period arising in the course of the ordinary activities of an entity.

· Revenue is measured by the fair value of the consideration received or receivable 


Measurement of revenue
The term revenue could apply in any of the following situations:
1. The supply of goods on cash or credit sale terms

2. The provision of services on cash or credit terms

 
3. Rent received or receivable from equipment or property hired out

4. 4. Interest or dividends received or receivable on a trade investment 
Revenue should be measured at the fair value of the consideration received or receivable

1. If the sale is a cash sale, then the revenue is the immediate proceeds of sale. Allowance may be made for expected returns.

2. If the sale is a credit sale, i.e. a sale for a claim to cash, then anticipated cash is revenue.


· Allowance for irrecoverable debts and returns are usually computed as a separate exercise and disclosed separately.

Traditional approach to revenue recognition
Traditionally, two conditions must be met before revenue can be recognized:

1. The revenue must be earned, i.e. the activities undertaken to create the revenue must be substantially completed.
 
2. The revenue must be realized, i.e. an event has occurred which significantly increases the likelihood of conversion into cash. This also means that the revenue must be capable of being verifiably measured.


· In most cases, realization is deemed to occur on the date of sale. Thus, the date of the sale transaction is the moment that the revenue is recognized in the financial statements. 

Revenues from the sale of goods
· According to IAS 18 Revenue, the following conditions must be satisfied before the revenue from the sale of goods should be recognized:

1. The seller has transferred the significant risks and rewards of ownership to the buyer.

2. The seller does not retain continuing managerial involvement to the degree usually associated with ownership and does not have effective control over the goods sold.


3. The amount of revenue can be measured reliably

4. It is probable that the economic benefits associated with the transaction will flow to the seller. 


The cost incurred or to be incurred in respect of the transaction can be measured reliably. 


Revenue from services

Revenue from services should be recognized, according to the stage of completion at the reporting date, when all of the following conditions are:

1. The amount of revenue can be measured reliably

2. It is probable that the economic benefits associated with the transaction will flow to the entity. 


3. The stage of completion of the transaction at the reporting date can be measured reliably
4. 4. The cost incurred for the transaction and the costs to complete the transaction can be measured reliably 

If these conditions are met, revenue should be recognized only to the extent of the expenses recognized  that are recoverable 
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Interpreting financial statements 
Financial statements on their own are of limited use. In this lecture we will consider how to interpret the financial statements and gain additional useful information from them. 

Users of financial statements
When interpreting financial statements it is important to ascertain who are the users of accounts and what information they need.
· Shareholders and potential investors, primarily concerned with receiving an adequate return on their investment, but interpreting financial information it must at least provide security and liquidity. 
· Suppliers and lenders concerned with the security of their debt or loan.
· Management concerned with the trend and level of profits, since this is the main measure of their success.

Other potential users include:
· Bank managers
· Financial institutions
· Employees
· Professional advisors to investors
· Financial journalists and commentators 

Ratio analysis

     A number of ratios can be calculated to help interpret the financial statements.
Some important ratios need to be considered:
1. Choose those relevant to the situation
2. Choose those relevant to the party you are analyzing for
3. Make use of any additional information given the situation to help your choice
                            
Commenting on ratios

The following points should have as a useful checklist for commenting on ratios:
1. What does the ratio literally mean?
2. What does a change in the ratio mean?
3. What is the norm?
4. What are the limitations of the ratio? 




· Liquidity and working capital ratios 
Gross profit margin or percentage is
        Gross profit / Sales revenue * 100%
· This is the margin that the company makes on its sales, and would be expected to remain reasonably constant. 

ROCE ratio
ROCE = Profit / capital employed  * 100%

Profit is measured as:
Operating (trading) profit, or
The profit before interest and tax (PBIT)

Capital employed is measured as:
Equity + interest bearing finance

Gearing
Not all companies are suitable for a highly-geared structure. A company must have two fundamental characteristics if it is to use gearing successfully
1. Relatively stable profits
Suitable assets for security
There are two methods commonly used to express gearing as follows:
1. Debt / equity ratio
2. Interest cover ratio 

Investor’s ratios
1. EPS ratio
2. P/E ratio
3. Dividend yield ratio

Overtrading
Overtrading arises where a company expands its sales revenue fairly rapidly without securing additional long-term capital adequate for its needs. The symptoms of overtrading are:
1. Inventory increasing, possibly more than % to revenue
2. Receivables increasing, possibly more than % to revenue
3. Cash and liquid assets declining at a fairly alarming rate
4. Trade payables increasingly rapidly

Limitations of FS and ratio analysis
Ratios are tool to assist analysis
· They help to focus attention systematically on important areas and summaries information in an understandable form.
· They assist in identifying trends and relationships. 
However ratios are not predictive if they are based on historical information.
· They ignore future action by management
· They can be manipulated by window dressing or creative accounting
· They may be distorted by difference in accounting policies 
· Assets values shown in the SFP at historic cost may bear no resemblance to their current value or what it may cost to replace them. This may result in a low depreciation charge and overstatement of profit in real terms. As a result of historical costs the financial statements do not show the real cost of using the non-current assets. 
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· Related parties

Definition
· Two parties are considered to be related if one part has the ability to control the other party or exercise significant influence over the other party, or the parties are under common control 

Distortion of financial statements
· A related party relationship can affect the financial position and operating results of an entity in a number of ways.

1. Transactions are entered into with a related party which may not have occurred without the relationship existing 

2. Transactions may be entered into on terms different to those with an unrelated party


3. Transactions with third parties may be affected by the existence of the related party relationship 





Statement of cash flows – IAS 7 


Objective of the statement of cash flows IAS 7
· To ensure that all entities provide information about the historical changes in cash and cash equivalents by means of a statement of cash flows.
· To classify cash flows (i.e. inflows and outflows of cash and cash equivalents) during the period between those arising from operating, investing and financing activities. 

Usefulness of cash flow
· Users of financial statements need information on the liquidity, viability and financial adaptability of entities. Deriving this information involves the user making assessments of the future cash flows of the entity. 

· Future cash flows are regarded (in financial management theory and increasingly in practice in large companies) as the prime determinant of the worth of a business. 

· Although IAS 7 does not prescribe a format for statements of cash flows, it does require the cash flows to be classified into:
1. Operating activities
2. Investing activities
3. Financing activities 
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Principles of consolidated financial statements 


The concept of group accounts
                             
 What is a group? 
If one company owns more than 50% of the ordinary shares of another company:
· This will usually give the first company ‘control’ of the second company.
· The first company (the parent company, P) has enough voting power to appoint all the directors of the second company (the subsidiary company, S). 
     The key principle undertaking group accounts is the need to reflect the economic substance of the relationship.
· P is an individual legal entity.
· S is an individual legal entity.
· P controls S and therefore they from a single economic entity, the group. 

The single economic unit concept
    The purpose of consolidated accounts is to:
1. Present financial information about a parent undertaking and its subsidiary undertakings as a single economic unit.
2. Show the economic resources controlled by the group.
3. Show the obligations of the group.
4. Show the results the group achieves with its resources. 


IFRS 10 consolidated financial statements
    
IFRS 10 consolidated financial statements uses the following definitions:
· Parent: an entity that controls one or more entities

· Subsidiary: an entity that is controlled by another entity (known as the parent)


· Control of an investee: an investor controls an investee when the investor is exposed.

· IFRS 10 outlines the circumstances in which a group is required to prepare consolidated financial statements.


· Consolidated financial statements should be prepared when the parent company has control over the subsidiary (control is usually established based on ownership of more than 50% of voting power). 

Control is identified by IFRS 10 as the sole basis for consolidation and comprises the following three elements:

1. Power over the investee

2. Exposure, or rights, to variable returns from its involvement with the investee


3. The ability to use its power over the investee to affect the amount of the investor’s returns 


Exemption from preparation of group financial statements

· A parent need not present consolidated financial statements if and only if:
1. The parent itself is wholly owned subsidiary or a partially-owned subsidiary and its owners, have been informed about, and do not object to, the parent not preparing consolidated financial statements. 

· A parent need not present consolidated financial statements if and only if:

1. The parent itself is wholly owned subsidiary or a partially-owned subsidiary and its owners, have been informed about, and do not object to, the parent not preparing consolidated financial statements. 

2. The parent’s debt or equity instruments are not traded in a public market.


3. The parent did not file its financial statements with a securities commission or other regulatory organization for the purpose of issuing any class of instruments in a public market. 




Non-coterminous year ends
· Some companies in the group may have differing accounting dates. In practice such companies will often prepare financial statements up to the group accounting date for consolidation purposes.

· For the purpose of consolidation, IFRS 10 states that where the reporting date for a parent is different from that of a subsidiary, the subsidiary should prepare additional financial information as of the same date as the financial statements of the parent unless it is impracticable to do so. 


· If it is impracticable to do so, IFRS 10 allows use of subsidiary financial statements made up to a date of not more than three months earlier or later than the parent’s reporting date, with due adjustment for significant transactions or other events between the dates. 


Uniform accounting policies
· If a member of a group uses accounting policies other than those adopted in the consolidated financial statements for like transactions and events in similar circumstances, 

· Appropriate adjustments are made to that group member’s financial statements in preparing the consolidated financial statements to ensure conformity with the group’s accounting policies. 




Reasons for wanting to exclude a subsidiary

The directors of a parent company may not wish to consolidate some subsidiaries due to:
1. Poor performance of the subsidiary

2. Poor financial position of the subsidiary


3. Differing activities of the subsidiary from the rest of the group.
           These reasons are not permitted according to IFRSs. 
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Treatment of goodwill

· The value of a company will normally exceed the value of its net assets. The difference is goodwill.
 
·     This goodwill represents assets not shown in the statement of financial position of the acquired company such as the reputation of the business. 

Positive goodwill
1. Capitalized as an intangible non-current asset.

2. Tested annually for possible impairments.


3. Amortization of goodwill is not permitted by the standard. 


Impairment of positive goodwill
   If goodwill is considered to have been impaired during the post-acquisition period it must be reflected in the group financial statements. 





Negative goodwill
· Arises where the cost of the investment is less than the value of net assets purchased.

· IFRS 3 does not refer to this as negative goodwill (instead it is referred to as a bargain purchase), however this is the commonly used term.


· Most likely reason for this to arise is a misstatement of the fair values of assets and liabilities and accordingly the standard requires that the calculation is reviewed.

· After such a review, any negative goodwill remaining is credited directly to the income statement. 



Pre- and post acquisition reserves
· Pre-acquisition profits are the reserves which exist in a subsidiary company at the date when it is acquired.

· They are capitalized at the date of acquisition by including them in the goodwill calculation.


· Post acquisition profits are profits made and included in the retained earnings of the subsidiary company following acquisition.

·      They are included in group retained earnings. 


Group reserves
When looking at the reserves of subsidiary at the year end, e.g. revaluation reserve, a distinction must be made between:

1. Those reserves of S which existed at the date of acquisition by P (pre-acquisition reserves) and

2. The increase in the reserves of S which arose after acquisition by P (post-acquisition reserves)


  As with retained earnings, only the group share of post-acquisition reserves of S is included in the group statement of financial position. 

Non-controlling interests
· In some situations a parent may not own all of the shares in the subsidiary, e.g. if P owns only 80% of the ordinary shares of S, there is a non-controlling interest of 20%.

· Note, however, that P still controls S.


Accounting treatment of non-controlling interest
As P controls S
· In the consolidated statement of financial position, include all of the net assets of S (to show control)
· ‘Give back’ the net assets of S which belongs to the non-controlling interest within the equity section of the consolidated statement of financial position. 


Intra-group trading
P and S may well trade with each other leading to the following potential problem areas:
1. Current accounts between P and S

2. Loans held by one company in the other


3. Dividends and loan interest

4. Unrealized profits on sales of stock


5. Unrealized profits on sales of non-current assets 

· These are amounts owing within the group rather than outside the group therefore they need to adjust and must not appear in the consolidated statement of financial position 


Accounting for associates according to IAS 28

The equity method of accounting is normally used to account for associates in the consolidated financial statements.
The equity method should not be used if:

· The investment is classified as held for sale in accordance with IFRS 5 OR

· The parent is exempted from having to prepare consolidated accounts on the grounds that it is itself a wholly or partially, owned subsidiary of another company IFRS 10. 

· If the fair value of the associate’s net assets at acquisition are materially different from their book value the net assets should be adjusted in the same way as for a subsidiary. 
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