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Introduction

It seems as if the older you get the less your predictions come true, or maybe it is just me.  After fighting for many years for differential reporting, I gave up and predicted that I would not live see to this happen.  Had I not recovered from my mishap, I would have been right.  However, guess what?  We are now looking at a choice between TWO excellent differential frameworks:

1. The IASB’s SME-IFRS

2. SAICA’s Financial Reporting Framework for Non-Public Entities (FRFfNPE), hereinafter called “mini-gaap”
I have been asked by various members of the profession to do a comparison for the purpose of choosing which route to take.  My initial reaction is that we should adopt both frameworks because both have advantages in different situations.
SME-IFRS

General Comments

I started the comparison exercise by studying the new IFRS for SMEs and was pleasantly surprised by the high standard of this document.  The logic, common sense and clarity in the standard are superb.  It is a major improvement on the exposure draft and is well worth considering.  It only runs into 230 A5 pages (excluding the Basis for conclusions (52 pages) and the Illustrative Financial Statements and presentation and disclosure checklist (64 pages)).  It took me a mere day and a half to study it.  I will not be holding workshops on it as you will get far more benefit from studying the document yourself. (If you don’t have the incentive to study the standard yourself, you don’t deserve to have the knowledge!).

This standard is an excellent summary of IFRS with some brilliant simplifications.  Of course, a lot of guidance has been left out to reduce the size from IFRS’s 2 850 pages to SME-IFRS’s 350 pages.  The IASB should be congratulated on its effort.  (It really hurts to write this as I was previously of the opinion that the IASB should not mess with GAAP for non-public entities but should focus on what they were formed to do.  It is interesting to see that James Leisenring, the chairman of the IASB, is of this opinion as well.)
The issue to consider is whether SME-IFRS went far enough to ease the burden on small entities in SA that only prepare financial statements for management, owners, banks and SARS purposes.

SME-IFRS has materially reduced the disclosure requirements in IFRS, which reduces the burden of preparing financials for SMEs.  The full illustrated set of financials, with notes, runs into a mere 17 pages (A5).

Major Reductions in R&M Burden

Some of the major reductions in recognition and measurement burdens for SMEs made by SME-IFRS are:

1. Requires “basic” financial instruments (typically loans, receivables, payables, preference shares, cash, deposits and bonds) to be measured at amortised cost.
2. Requires that other financial instruments be fairly valued through profit and loss, i.e. the categories “available for sale” and “held to maturity” financial instruments have been scrapped.

3. Only requires discounting of receivables and payables in the case of financing transactions, e.g. where extended credit is supplied.  (However, I can foresee that petty auditors will still get into fights with clients as to when something is and when something is not a financing transaction.)

4. Restricts impairment of financial assets to those measured at amortised cost.  (Fair valuing takes account of any “impairment” of other financial assets.)

5. Reduces the burden (not much) of when hedge accounting can be used.

6. Does not require equity accounting of associates – got a free choice.

7. Does not require equity accounting of jointly controlled entities – got a free choice.

8. Scraps proportionate consolidation completely.

9. There is no free choice on using the cost or the fair value model for investment property (which is a tougher requirement than BIG-IFRS).  If fair values cannot be obtained without undue cost or effort, may use the PPE standard to account for it.

10. Separates mixed use property (investment and owner occupied) regardless of whether or not the entity can sell the parts separately.
11. Tones down when have to compartmentalise PPE for depreciation purposes.
12. Only requires an entity to re-assess the useful lives and residual values of PPE if there is an indicator that they may have changed.

13. Does not permit capitalisation of ANY internally generated intangible assets!  So if a company develops its own software, it will have to expense it.
14. Will only have to recognise intangible assets arising from a business combination if there is a history of transactions for the same or similar assets or fair value is measurable.

15. Requires that all intangible assets have a useful life.  If unable to reliably estimate, presumed to be 10 years.

16. Scrapped the 12 month restriction for provisional accounting in a business combination.

17. Requires goodwill to be amortised over its useful life, or if cannot make a reliable estimate, over 10 years.  (Round and round and round we go!)
18. Does not require straight-lining of operating leases if the escalation is based on expected general inflation “based on published indexes or statistics”.  (Basing the future on published indexes???  Crazy.  Besides, escalation of rental is usually based on inflation related to the property industry and not to “general inflation”.)  Our profession lost a lot of goodwill because of this ridiculous requirement.

19. Specifically requires that prompt settlement discounts reduce revenue, cost of sales or assets.
20. Requires that all borrowing costs be expensed (strange!).

21. Permits biological assets to be measured at cost less accumulated depreciation and impairment losses if fair value is not readily determinable without undue cost or effort.

22. Simplifies the accounting for non-current assets held for sale – merely requires impairment to be tested.

23. Scraps the fair value model for PPE.
There were other compromises but the above are the important ones.

There are still major problems in this standard which I am sure will emerge as experience is gained, e.g.:

1. What the consequences of scrapping the exemptions are for deferred tax.

2. It appears that the motor industry will not be able to recognise a sale if it enters into a buy-back of the vehicle in, say, five years at, say, 20% of the selling price!

Requests Rejected

Requests were made to the IASB to reduce the burden in the following areas:

1. Scrap the cash flow statement or simplify it.  The Board was of the opinion that IFRS’s cash flow statement is necessary for SMEs.  (I disagree!)

2. Treat all leases as operating leases.  The Board rejected this request.  (I disagree but mini-gaap agrees with the IASB and has retained capitalisation of finance leases in its present form.)
3. Permit the completed contract method.  The Board felt that taking profit only when contracts are completed will distort profits from year to year.

4. Non-recognition of share-based payments.  The Board believes that there is no difference between paying in cash or using the entity’s own equity to pay.

5. Non-recognition of deferred taxes.  The board would not tolerate such a departure from IFRS.

6. Cost model for agriculture.  The board felt that fair value is more appropriate.  (I disagree: one should only take a profit when the asset is sold, with plantations as the exception.)

7. Scrap consolidated financial statements.  The Board believes that consolidated financial statements are essential when two entities operate as a single entity.  (Try explaining this to the management of an SME!)
8. Recognise all items of income and expense in profit or loss.  The Board stated that because SME-IFRS requires a statement of comprehensive income, this should be retained.  (I disagree – should scrap comprehensive income for SMEs.)

For me, the scariest thing about adopting SME-IFRS is that when, for example, IFRS is changed to capitalise all leases (including renting of land and buildings), SMEs will probably be forced to follow.
Recommendations Made to SAICA

When the exposure draft of SME-IFRS was published, I ran sessions in Johannesburg and Cape Town with practitioners and the general consensus was that the ED on SME-IFRS had not gone far enough to reduce the burden on SMEs.   We made a list of ideas for SAICA to consider in developing its own version of GAAP for SMEs in SA.  Here is the list we developed, excluding the reductions in burden that SME-IFRS now permits.  ☺ means that our suggestion was accepted.
1. Allow practice note 19 for depreciating assets.

2. Scrap the component approach to depreciation. ☺
3. Scrap residual values, i.e. forcing companies to pretend that they are going to sell the assets today at the end of their useful lives. ☺
4. Allow the major replacement of parts to be expensed in line with tax allowances.

5. Scrap having to provide for vacation pay, which SARS does not allow anyway.

6. Scrap having to disclose cost of sales when you go the nature disclosure route.

7. Scrap having to disclose inventory losses (can’t be calculated anyway).

8. Scrap having to depreciate buildings.  If a building is impaired, write it down. ☺
9. Scrap having to separate land from buildings.  They are really seen as one asset. ☺
10. Allow all leases to be operating leases.

11. Scrap having to straight-line operating lease revenue and costs. ☺
12. Allow the matching concept. ☺
13. Scrap the concept of embedded derivatives where it is part of the business of the company to base service costs or purchases on commodity prices.

14. Allow companies to use the cover rate to cost assets. ☺
15. Scrap having to account for settlement discounts as deductions from revenue, inventory or cost of sales. ☺
16. Allow goodwill to be written off directly to equity – users do this anyway.

17. Scrap having to allocate “goodwill” to ludicrous intangible assets, which is a subjective exercise at best. ☺
18. Allow the completed contract method for service revenue and construction revenue.

19. Scrap fair valuing investment property and equity financial instruments through profit and loss – they should go directly to equity. Partly ☺
20. Replace the cash flow statement with a simple reconciliation between profit after tax and cash flow.

21. Scrap having to disclose related party transactions between related parties.  (Continue to require directors’ emoluments and major transactions with related parties, e.g. sales of assets, administration fees, etc. mainly for tax purposes.)

22. Ban re-opening past financial statements, i.e. require prior period errors and changes in accounting policies to be dealt with in the current period. ☺
23. Permit the cost model for biological assets and agricultural produce.  (SME-IFRS has gone some way to helping here.) ☺
24. Allow companies to provide for dividends out of current profits.  The fact that the declaration was after the year is irrelevant.  The matching concept should apply.

25. Allow companies to present a normal profit line and “abnormal” or “extraordinary items” below the line (with explanations) so that users can predict long term profits. ☺
26. Scrap having to break assets into current and non-current.  IFRS permits this but only if it would be a better way to present the balance sheet.

27. Scrap having to prove hedge effectiveness.  If the company’s intention is to hedge, let the entity use hedge accounting.  (SME-IFRS has reduced this complication but it still exists.) ☺
Mini-Gaap

General Comments
Those involved in the preparation of this document must be congratulated on a job well done.  If it were not for Ewald Muller, I doubt whether this document would have seen the light of day.  Also involved in the preparation (those with whom I had contact) were top-class chartered accountants (Alan, Chris and Gil).  Much thought went into reducing the burden on small entities in SA, without reducing the value of the financial statements to the users.
How Mini-Gaap Differs from SME-IFRS

Mini-gaap contains the following standards that differ from SME-IFRS:

1. It does not permit fair value accounting at all.  The statement of assets and liabilities will be purely historical cost based.  Where necessary, historical costs will be written down to reflect impairments.  Preparers may present an alternative statement of assets and liabilities showing fair values but these will not form part of the official financial statements.

2. It does not permit reference to other standards when it does not cater for the accounting for a particular transaction, event or condition (SME-IFRS permits reference back to full IFRS).

3. The effects of prior period errors and changes in accounting policies will be presented in the current year’s statement of income and expenditure as an abnormal item so restatements of previous published financial statements will not be permitted.

4. The concept of “operating cycle” has been omitted from the determination of the current v non-current classification of assets and liabilities, which will simplify this classification.

5. Land will not have to be separated from buildings and buildings will not have to be depreciated (a choice is given).

6. No mention is made of compartmentalising assets for depreciation purposes.

7. The use of residual values in calculating depreciation of plant and equipment will be optional and, if chosen, will only be calculated on initial recognition.

8. It is not compulsory to amortise intangible assets or goodwill.  However, an entity may amortise if it adopts that policy.

9. Operating lease expenses and income will not be straight-lined – it will be accounted for as it is incurred.  (If there is blatant front end or rear end loading, this will not be acceptable.)

10. Settlement discounts will be accounted for separately and not as part of the asset acquired or revenue earned.

11. Consolidated financial statements are not compulsory.
12. I cannot understand paragraph 175.

13. A provision for onerous contracts “may be recognised”.  (I have a problem with this.  Surely all onerous contracts should be recognised?  An onerous contract is similar to an impairment and the document does not give a free choice on recognising impairments.)
14. Recognition of a deferred tax asset for an assessed loss is not permitted.

15. The reporting entity is permitted to recognise foreign exchange transactions for which it has taken forward cover at the cover rate (which is great) but then requires the monetary item outstanding to be translated at the spot rate, without recognising the derivative.  (This would be a disaster, unless I have missed something.)

16. Borrowing costs incurred on the acquisition or construction of an asset can be capitalised or expensed.

Comparisons
In my opinion, both frameworks should be allowed to exist in SA for SMEs.  Micro companies will definitely want to go the mini-gaap route whereas larger companies, which have outside shareholders and/or outside borrowings, may want to reflect a better image by adopting SME-IFRS, especially if they have overseas contacts.
Here is a very crude preliminary decision table depending on the entity’s needs:

	Choose
	SME-IFRS
	Mini-Gaap

	Project higher profile
	Yes
	

	Want proper guidance
	Yes
	

	Spend less time studying
	
	Yes

	Don’t want to consolidate
	
	Yes

	Want to keep costs low
	
	Yes

	Prepare for tax purposes only
	
	Yes

	Worried about future changes
	
	Yes

	May sell or merge one day
	Yes
	

	Deal with overseas people
	Yes
	

	In agriculture
	
	Yes


Help guys!!!
In Conclusion
Some will argue that various frameworks will confuse users.  At present we have, in SA, GAAP, IFRS, Gamap and Grap, none of which are suited to SMEs.  We have to abandon the concept that one size must fit all.  Some SME entities will benefit from mini-gaap and some from SME-IFRS.  We should not force-feed one framework to all SMEs.
Another point that should be considered is that accounting is a complex subject.  Simple solutions do not always solve complex problems.  The goal is NOT to make accounting frameworks easy to read.  The goal is to develop suitable solutions to ensure effective accounting.  For example, to say:  “Let’s cost imported stock for which cover is taken at the cover rate and the outstanding liability at the spot rate” is a lovely simple solution to a complex problem.  But the consequences are that if an entity has covered imports and the rand deteriorates, it will make a loss despite having cover.  Simple does not necessarily solve complex.
Please, pretty please, let your voice be heard on this very important matter.  We have been screaming for differential accounting for years.  Don’t let this opportunity of saving our clients costs (even if it is at our expense) slip by once again.

Kind regards,
Charles Hattingh
October 2009
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