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PARTA:Theroleandimportanceoffinancialreporting p2

Financial reporting is a process that provides entities with an important communication tool allowing the
management of an entity (preparers) to produce financial information for external stakeholders (users).

Theroleoffinancialreporting p2

Identification of target users of financial statements is critical
Effective financial reporting communicates the story of the entity during the period.
ThelASBisfocusedonimproving the communication effectiveness offinancial statements (IASB2016a).

Financial reports provide information about an entity’s financial position, and the effects of transactions and
other events that give rise to changes in financial position (Conceptual Framework, paras OB12—0OB16).

The importance of financial reporting p3

Financial reporting is important because of the level of resources under the care of managers and the
significance andfinancialimpactofthe decisionsmadebyusersthatare based onthisinformation.

Information needs of the user

Thefocus offinancial reporting is on the information needs of primary users, butthis does notmeanthat
financialreportswillbeirrelevanttootherusers. Althoughthereportsmaynotbe specifically tailoredtomeet
theirneeds, otherparties, suchasregulatorsand members ofthe public, mayfindgeneral purposefinancial
reports useful (Conceptual Framework, para. OB10).

The IASB’s approach to resolving conflicting user information needs is to seek to provide the information that
willmeetthe needs ofthe maximum numberofprimaryusers. However, itisnoted thatfocusingon common
information needs does not preventan entity from providing additionalinformation thatmaybe usefultoa
group of users (Conceptual Framework, para. OB8).

Understanding the international financial reporting standards p5

Theinformationincludedin GPFSs mustcomply withthe International Financial Reporting Standards (IFRSs)
andachievefair presentationinaccordancewith the definition and recognition criteriainthe Conceptual
Framework.

Ifa conflictisidentified between provisions of an IFRS and the Conceptual Framework, the IFRS will take
precedence.

There are two series of international accounting standards.

1. Thelnternational Accounting Standards (IASs), are those standards issued from 1973t0 2001, before
the new International Accounting Standards Board (IASB) was formed.

2. International Financial Reporting Standards (IFRSs), are those standards issued under the IASB since
2001 andreflect the changes in accounting and business practices since that date.

Who must prepare general purpose financial reports? p7

IFRS are silent on which entities should prepare GPFRs. This matter is left to governments and regulatory
agencies.

Australia:

s292 of the Corps Act states that financial reports must be prepared by all disclosing entities, public
companies, large proprietary companies and registered schemes.



Section 296 stipulates that the report must comply with accounting standards.

In addition to formal regulations, there are examples of guidance on who should prepare reports based on
professional judgmentlinked to the needs of external users (e.g. Statement of Accounting Concept (SAC) 1,
para. 41)

The objective of general purpose financial reporting is to provide useful financial information to various users
to support their decision-making needs. In addition, there is a stewardship function, which involves reporting
on how efficiently and effectively management has used the resources entrusted to it.

International initiatives to decrease financial reporting complexity P9

An ongoing criticism of financial reporting is the complexity of financial reports. Improving the communication
effectivenessoffinancial reportingisakeyfocusforthe IASB currently, and there are a growing number of
initiatives to help combat the issue, including:

- reducing differences in reporting standards between countries
e.g. working to converge US GAAP with IFRS

- reducing reporting requirements of specific organisations
e.g.smalland medium-sized entities per IASB OR entities with Reduced Disclosure Requirements per
the AASB

- catering to the information needs of multiple stakeholders
e.g.users wishto measure performance from arange of perspectives—sothereis alotof non-
mandatory information in annual reports which make the preparation of financial statements seem
like compliance only.

IASB initiatives:

- Principles ofdisclosure —develop a disclosure standard that binds financial statements (IAS1 and
IAS8)

- Standard level review of disclosure —improve disclosure related to the respective standards

- Materiality —guidance on the application of materiality (discussion on also removing overwhelming or
distracting immaterial information)

Financial Reporting Council, UK: introduced aforum (Financial Reporting Lab) to provide companies and
investors with an opportunity to solve contemporary reporting needs.



PART B: The Conceptual Framework for Financial Reporting p12

The Conceptual Framework sets out the concepts that underlie the preparation and presentation of financial
statements. Itisapracticaltoolthatassists the IASBwhen developingandrevising IFRSs (Conceptual
Framework, para. 1).

The purpose and application of the Conceptual Framework p12

When standards do not provide guidance or sufficiently specific guidance, itis the role of the Conceptual
Framework to provide guidancetofacilitate consistencyinthereporting oftransactionsand events.
The Conceptual Framework provides a formal frame of reference for:

- thetypes of transactions and events that should be accounted for;

- when transactions and events should be recognised;

- howtransactions and events should be measured; and
- howtransactions and events should be summarised and presented in financial statements.

Objectives and limitations of general purpose financial reporting p13

Decision-usefulness objective

Standard setters should seek to determine what types of information are most useful for decisions made by
users of financial statements.

Limitations of the decision-usefulness objective



- Lackoffamiliaritywith newtypes ofinformation—anyevaluation ofthe usefulness ofitems of
information to users is biased by their familiarity with the information

- Decision-usefulness may vary among users —users make different types of decisions, such as whether
to sell their shares or whether to extend credit. Even the same type of user can make decisions based
on different models or frameworks

- Capable of multiple interpretations — criterion appears to be capable of supporting too many different
measurement bases

Types of financial reporting

General purpose financial reporting (broad focus)—users do nothave the righttorequest reports to meet
their needs and rely on the financial statements for decision making

UnderOB5ofthe Conceptual Framework, primary users of GPFRs are existingand potentialinvestors, lenders
andothercreditors. Others, suchas management, regulators orthe general public, mayfind the infouseful
but the reports are not specifically directed at them

Special purpose financial reporting (narrow focus) — users can request specialised reports (e.g. banks,
regulators) and use special purpose financial statements for decision making

Limitations of general purpose financial reporting
There are limitations to the extent that financial reporting can provide useful information to all users:

- Lack of familiarity with new types of information

- Decision usefulness may vary among users (see above for more detail)
- Capable of multipleinterpretations

- Time and costs constraints in preparing GPFS

The IASB recommends the use of other sources (Conceptual Framework, para. OB6)to help gain a clearer
understanding and also explains that the reports are ‘not designed to show the value’ of the organisation but
tohelpdecision-makers make theirown estimates astoits value (Conceptual Framework, para. OB7).

In addition, financial reporting has a historical focus that may be an indicator of future performance.

Principles established in the Conceptual Framework (p14)

Accrualbasis ofaccounting:recognisesthe effects oftransactions and otherevents whenthey occur(which
may not relate to the time that cash is exchanged)

Going concern: presumes that the entity will continue to operate for the foreseeable future.



PART C: Qualitative characteristics of useful financialinformation p15

Chapter 3 of the Conceptual Framework focuses on qualitative characteristics.
To be useful, financial information must be relevant and faithfully represent what it purports to represent.

Theusefulness offinancialinformationis enhancedifitiscomparable, verifiable, timelyand understandable
(Conceptual Framework, para. QC4).

Fundamental qualitative characteristics p15

Relevance

Information is relevant when itis capable of influencing the decisions of users (Conceptual Framework, para.
QCS6). This influence can occur through the predictive value or the confirmatory value of information, or both.

Relevance also encompasses materiality, which is affected by the nature or size of an item of information, or
both. It is a matter of judgement.

Informationis materialifomitting itormisstatingitcouldinfluence decisionsthatusers make onthe basis of
financial information about a specific reporting entity (Conceptual Framework, para. QC11).

IASB released a draft Practice Statement that highlights ways management can identify whether information is
useful to primaryusers:

Faithful representation (p17)

Faithful representation requires that financial statements faithfully represent the transactions and events that
they purport to represent (Conceptual Framework, para. QC12).

Faithful representation means that financial information is complete, neutral and free from error.
Faithful representation implies that there should be afair representation of economic outcomes orreality.
Application of fundamental qualitative characteristics

Forinformation to be useful, it must be both relevant and faithfully represented. This may involve professional
judgment in making a trade-off between relevance and faithful representation.



Enhancing qualitative characteristics p18

Comparability

Financial information is more useful if it can be compared with similar information about other entities and
with similar information about the same entity over different timeframes.

The Conceptual Framework refers to the concept of consistency, which is defined as ‘the use of the same
methods for the sameitems’ (para. QC22). Consistency of accounting methods is seen as contributing to the
goal of comparability.

Note that comparability is not satisfied by mere uniformity of accounting policies and methods (Conceptual
Framework, para QC23)

Verifiability
Verifiability exists if knowledgeable and independent observers can reach a consensus that the information is
faithfully represented.

Verification can be direct (e.g. confirming a market price in an active market) or indirect (checking the inputs
and processes used to determine the reported information).

Timeliness
Unduedelaysinreportinginformationmayreducetherelevance ofthatinformationtousers’ decision making.

Insomecases,itmaybemoreappropriatetoreportestimatesthanwaituntiimoredirectlyobservable
information becomes available.

Understandability

Understandability requires theinformationinfinancial statementstobe clearly and concisely classified,
characterised and presented (Conceptual Framework, para. QC30).

Understandability cannot be interpreted independently of the capability of users of the financial statements.
Users are presumed to have reasonable knowledge of business and economic activities (Conceptual
Framework, para. QC32). This implies that the informed user should readily understand the measurement
attribute adopted for a particular financial statement item.

Informationis notexcluded from afinancial report merely because it is difficult for users to understand
(Conceptual Framework, para. QC31). This would be inconsistent with the characteristic of completeness
incorporated in faithfulrepresentation.

Application of enhancing qualitative characteristics

Enhancing characteristics improve the relevance or faithful representation of information — but they do not
make irrelevant or unfaithfully represented information useful.

Preparers needto exercise professional judgementin balancing the qualitative characteristics andin assessing
the relative importance of enhancing characteristics in different contexts.

Cost constraint on useful financial reporting p20

The Conceptual Framework (para. QC35) notes that a pervasive constraint on financial statements is the
balance between the costs of providing information versus the benefits derived from their preparation and
presentation.

Providing useful financial information also facilitates the efficient functioning of capital markets and lowers the
cost of capital (Conceptual Framework, para. QC37).

Application of qualitative characteristics inthe IFRSs p21

The qualitative characteristics are reflected in the underlying principles of the IFRSs. IAS 1 Presentation of
Financial Statements, paras 15-24, refers to the Conceptual Framework definitions and recognition criteria,
objectives and qualitative characteristics.



PART D: The elements of financial statements p21

Key decision areas in accounting for transactions and other events:

1. Definition: does it meet the definition of an element of a financial statement?
2. Recognition: does it need to be incorporated in the financial statement?

3. Measurement: how should you measure the item?

4. Disclosure/ presentation: how should it be disclosed or presented?

Defining elements of financial statements p22

Assets

An assetis 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 (Conceptual Framework, para. 4.4(a)).

The three key components of the asset definition are:

1. the requirement for the entity to have control of the asset;
2. thatapast event has occurred; and
3. theneedforfuture economicbenefitstoarise.

Can be a physical asset or an intangible.

Note that control does not mean ownership (consider a lease which gives control but not ownership).
Liabilities

Aliability is a presentobligation ofthe entity arising from past events, the settlement of whichis expectedto

result in an outflow from the entity of resources embodying economic benefits (Conceptual Framework, para.

4.4(b)).

The key components of the liability definition are:

1. therequirementforthe entitytohave apresentobligation (maybelegallyenforceable orequitable);
2. thatapast event has occurred; and
3. theneedforanoutflow of future economic benefits.

Equity

Equity is defined as ‘the residual interest in the assets ofthe entity after deducting all its liabilities’ (Conceptual
Framework, para. 4.4(c)).

Income

Income is increases in economic benefits during the accounting period in the form of inflows orenhancements
of assets or decreases of liabilities that result in increases in equity, other than those relating to contributions
from equity participants (Conceptual Framework, para. 4.25(a)).

The two essential characteristic of income are:

1. anincrease in assets or a reduction in liabilities; and
2. anincrease in equity, other than as a result of a contribution from owners.

Expenses

Expenses are decreases in economic benefits during the accounting period in the form of outflows or depletions
of assets or incurrences of liabilities that result in decreases in equity, other than those relating to distributions
to equity participants (Conceptual Framework, para. 4.25(b)).

The two essential characteristics of an expense are:

1. adecrease in economic benefits that may arise through outflows or depletions of assets oran
increase in a liability; and
2. adecrease in equity, other than those arising from distributions to equity participants.

Criteria for recognising elements of financial statements

An item that meets the definition of an element of financial statements should be recognised if:



(a) itis probablethatanyfuture economic benefitassociated with the item will flow to orfrom the
entity; and
(b) theitemhasacostorvalue thatcan be measured with reliability (Conceptual Framework, para.
4.38).
Probability: not defined in the CF, however, refers to the degree of uncertainty associated with the flow of
future economic benefits to or from the entity (para 4.40)
Measured with reliability: does not require the cost or value to be known or directly observable. Can use
estimates - ‘use of reasonable estimates is an essential part of the preparation of financial statements and
does not undermine their reliability (para 4.41)

Criteria for recognising elements of financial statements p25

The monetary amount at which an asset, liability or equity is recognised in the statement of financial position
is referred to as its carrying amount (Conceptual Framework, para. 5.1). However, not all items that meet the
definition of elements of financial statements are recognised.

Other relevant paragraphs:

- Para5.7: assets and liabilities
- Para5.4:income and expenses

Derecognition of assets and liabilities P26

Applies only to recognised assets and liabilities — occurs when the item no longer meets the definition of an
asset or liability per para 5.26.

Constraints onthe framework p26

Although a framework may establish principles, it does not necessarily remove the need for professional
judgement by accountants.

Possible constraints:

- economic constraints or consequences (impact of accounting policy on share price, volatility or
management remuneration)

- Social or political constraint (professional accountants may feel constrained —social, or regulators —
political)

- Human resource / cost constraint



PART E: Measurement of elements of financial statements p27

In relation to assets and liabilities, there are two stages of the measurement decision:

- how to measure the asset or liability at initial recognition; and
- how to measure the asset or liability subsequent to initial cognition.

Costbase and value based measures usedinthe IFRS

p27

Measurement base

Advantages

Disadvantages

Cost / historical cost
page 28
Theamountofcashorcashequivalentspaidorthe

fairvalue ofthe considerationgiventoacquirethem
atthe time of their acquisition (para 4.55(a))

Appliestoassets(e.g.PPEIAS 16)andliabilities (para
4.55(a))

Most commonly adopted basis (CF para 4.56)

Easily understood—by users and preparers of
financial statements.

Relevanttodecision-making—asitisthe value ofthe
considerationgivenorreceivedinexchangeforan
asset or aliability.

Reliable—historical costprovides evidenceforincome
basedon actualtransactions with external parties.

Inexpensive to implement—the measurement of
historical cost is linked to the occurrence of
transactions and is therefore readily available at little
or no additional cost.

Limited relevance to decision-making — not forward
looking and therefore has limited predictive value

Undermines the comparability of financial reports -
doesn’t capture time value of money when
aggregating items incurred at different points of time

Problems with reliability — difficulties when
calculating the fair value of consideration and other
incidental costs. Historical cost may reflect
management expectations rather than market value

Amortised cost

page 30

The amount at which the financial asset or financial
liabilityismeasured atinitial recognition minus the
principal repayments, plus or minus the cumulative
amortisation using the effective interest method of
anydifference betweenthatinitialamountand the
maturity amount, and, for financial assets, adjusted
foranylossallowance (IFRS 9, Appendix A).

Fair value
page 32

Thepricethatwouldbereceivedtosellanassetor
paidtotransferaliabilityinan orderly transaction

Considered by many to be more relevant than cost
based measures

IFRS 13 establishes ahierarchy forthe measurement
of fairvalue:

Lack of relevance to decision-making—in relation to
assetsthatthe entity does notintendtosell, suchas
financialinstruments that the entity intends tohold to
maturity; and

Reliability problems—inrelation to measuring the fair
valueofassetsthatare nottradedinanactive market.




between market participants at the measurement
date (IFRS 13, para. 9).

IFRS 13, Appendix Adefines anorderly transaction
(which is important for fair value)

Level 1: quoted market prices foridentical assets /
liabilities

Level 2: estimated using a model with no significant
unobservable inputs

Level 3: use bestavailable information on assumptions
market participants would use tovaluean A/L

Current cost

page 33

The currentcostofanassetistheamountofcashor
cashequivalents that would have to be paid ifthe

same or an equivalent asset were acquired currently
(para. 4.55(b)).

The current cost of a liability refers to the
undiscounted amount of cash or cash equivalents that
would be required to settle the obligation currently
(para. 4.55(b)).

Inrelationtoassets, the definitionimplies thatthere
are two concepts of current cost:

1. reproduction cost—current cost of replacing an
existing asset with an identical one; or
2. replacement cost—current costofreplacingan

existing asset with an asset of equivalent productive
capacity or servicepotential.

The reproduction cots is commonly interpreted as the
most economic cost to replace the asset (IASB 2005,
p97)

Lack of relevance to decision-making — Current cost is
notameasure ofthe valuereceived butoftheamount
of the sacrifice that would be required toreplace an
asset,andtherefore, ithas limited predictive value.

Reliability problems—challenge toidentify assets of
equivalent productive capacity (e.g. technology
continuestoimprove)andbymeasuringtheirmost
economic current cost (e.g. brands).

Assessmentalsorelianton management’s strategy/
use of assets

Comparability problems—Managementstrategies
andexpectations may changeinresponsetochanges
in the business environment or over time. There may
be significant differences between entities in the
determination of currentcost.

Fair value less cost of disposal

page 34

Costs of disposal are the incremental costs directly
attributable to the disposal of an asset or

cash-generatingunit, excludingfinance costsand
income tax expenses (IAS 36, para. 6).

Net realisable value
page 34

May reflectentity specific expectations—maynotbe
in accordance with market expectations on which fair
value would generally be based




Net realisable value is:

Theestimated selling priceinthe ordinary course of
business less the estimated costs of completion and
the estimated costs necessary to make the sale (IAS 2,
para. 6).

Theuseofnetrealisable valueinfinancialreportingis
largely restricted to its role in measuring inventories at
the lower of cost and net realisable value, in
accordance with IAS 2 Inventories.

Netting costs to complete an asset can result in
recognising liabilities for future costs, for which there
isno presentobligation. This does notapplyinthe
caseofinventory, asthelowerofcostorNRVresults
in decreasing the value of inventory (rather than
increasing).

Fulfilment value
page 35

The present value of the cash / resources obliged to
be transferred to settle a liability. (para 6.17)

Assets are carried at the amount of cash or cash

Notethataliabilityis measured astheamountthatis
paid to settle the liability with the counterparty (e.g.
thelender) rather than the market value to transfer
the liability to a third party.

Value in use
page 35

The present value of future cash flows expected to be
derived from an asset or cash-generating unit’.

Valueinuseisalsofrequentlyreferredtoasthe
‘entity-specific value’.
Thevalueinuse shouldreflectthe estimatedfuture

cashflowsthat‘the entity expects toderive from the
asset’ (IAS 36, para. 30(a)).

Management is in the best position to judge the
expected amount, timing and risk of future cash flows.

Managementwould be held more accountable against
measurements that reflect entity-specific
management objectives.

Reliability problems —Itis specific to each entity and
toeachspecificuse. Itthereforerelatestoonlyone
specific future course of action.

Value in use is subjective and is not capable of being
independently verified byothers.

Theapplicationofvalueinusetoassetsthatdonot
generate contractual cash flows is problematic.

Anindividualassetmaywork with otherassets,
creating the need to allocate expected cash flows
acrossassets. Theseallocationsmaybearbitrary.

Understandability — The lack of clarity regarding
whether value in use should reflect management or
market expectations.




Present value as a valuation technique p36

Assetsarecarriedatthe presentdiscountedvalue ofthe future netcashinflowsthattheitemisexpectedto
generate in the normal course of business. Liabilities are carried at the present discounted value of the future
netcashoutflowsthat are expectedtobe requiredto settle the liabilities in the normal course of business
(para. 4.55(d)).

Issues that arise in the application of the valuation techniques include:

- the uncertainty of future cash flows; and
- the selection of an appropriate discount rate.
Uncertainty of future cash flows
The reliable measurement of the PV of individual assets and liabilities is problematic because future cash flows

oftenoccurunderconditions ofuncertainty. Evenfor contractualamounts, future cash flows maydifferfrom
those originally expected.

IAS 37 Provisions, ContingentLiabilitiesand Contingent Assetsrequiresthattheamountrecognisedasa
provisionmustbe ‘the best estimate of the expenditure required to settle the present obligation atthe end of
thereporting period’ (para. 36). This is often expressed as the amountrequired to settle the obligation
immediately or to transfer it to a third party.

Afurtherdifficulty canarisein determiningthe appropriate level of aggregation of cashflows. The needto
allocate cash flows to particular items when those cash flows are produced by the interaction of more than
one factor of production may introduce additional subjectivity into PV calculations.

Selection of appropriate discount rates

Investors require a rate of return that is commensurate with the systematic risk of an investment, irrespective
of whether the investmentis in a financial asset or a project involving non-monetary assets.

Systematic risk is sometimes referred to as market risk or non-diversifiable risk.

Unsystematicriskis specifictoaparticularassetdue tothatasset’s unique features. Investors can drive asset-
specific (unsystematic) risk towards zero by holding a diversified portfolio of assets.

Historical rates

Inthe contextof ahistorical costsystem, thehistorical interestrateimplicitinthe original contractis usually
considered to be the rate at which the cash flows specified in the contract are to be discounted.

Current rates

Currentratesarebasedonadiscountrate thatis currentatthe end ofthereporting period. Mostconsistent
with the fair value method.



PARTF: Application of measurementprinciplesinthe IFRSs p38

Mixed measurement models are adopted in various forms with a focus on different measures and applications
toprovideaccounting policy choiceand,insomeinstances, todeterminetherequired measurementbasis.

Leases p38

There are tworecognition exemptions available tolessees: ‘short-termleases’ and low value leases (IFRS 16,
para. 5).

Short term lease
No more than 12 months (IFRS 16, Appendix A)

The short-term lease exemption can only be applied to a class of underlying assets, not on the basis of the
terms of each lease contract (IFRS 16, para. 8).

Low value lease
Assesswhenthe assetisnew. Cannotbe appliedtosubleases.
The underlying asset is only of low value if:

a) thelesseecanbenefitfromuseoftheunderlyingassetonitsownortogetherwithotherresources
that are readily available to the lessee; and

b) theunderlying assetis not highly dependenton, or highly interrelated with, other assets (IFRS 16,
Appendix B, para.B5).

Examples: tablets and personal computers, telephones, and small items of office furniture are examples of
underlyingassets oflow value (IFRS 16, Appendix B, para. B8)—value of approx. USD5000 or less.

How to determine if there is a lease?

Whereacontract ‘conveystherightto controlthe use ofanidentified assetforaperiod oftime inexchange for
consideration’(IFRS 16, para.9). The period oftimeis commonly greaterthan 12monthsbutitmayalsobe
expressed as an ‘amount of use’.

The existence of alease must be reassessed each time there is a change to the terms and conditions of the
contract (IFRS 16, paras 9-11).

Recognition criteria for the lessee

Atthe commencement date of alease the lessee recognises a right-of-use asset at costand alease liability
(IFRS 16, paras22-3).

Aright-of-use assetis the asset specified in the lease contract that the lessee has the right to use during the
leaseterm. Therecognition and measurementcriteriafor alessee are summarisedin the table below.

Right-of-use asset Lease liability

Initial measurement Initial measurement

The cost of the right-of-use asset shall comprise: | The lease liability is measured at the present value
e theamountoftheinitialmeasurementofthe offuturelease payments, ‘discounted usingthe

lease liability ...; interest rate implicit in the lease’, or using ‘the
lessee’s incremental borrowing rate’ if the implicit
interestrate cannotbe easily determined (IFRS 16,
para. 26).

Future lease payments include:

e anylease payments made on orbefore the
commencement date, less any lease incentives
received;

e any nitial direct costs incurred by the lessee;

and o fixed payments ... less any lease incentives

receivable;
e an estimate of costs to be incurred by the

lessee in dismantling and removing the * variable lease payments ...;
underlying asset, restoring the site on which it e amounts expected to be payable by thelessee
islocated orrestoringthe underlyingassetto under residual value guarantees;




