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SOURCES OF AUTHORITY:  CHAPTERS 2 and 3

In Chapters 2  ‘Sources of authority: the United Kingdom’, we explore the main sources of rules to be followed when preparing a set of financial statements, concentrating heavily on company law and accounting standards set by the UK Accounting Standards Board.  

On pages 33 and 34, we outline the then current regime for the setting and enforcement of standards in the UK while, on pages 37 and 38, we outline the proposals of the Government White Paper ‘Modernising company law’ to delegate much greater power to the Financial Reporting Council and its subsidiary bodies, the Accounting Standards Board and the Financial Reporting Review Panel.  In accordance with the desire of the Secretary of State for Trade and Industry to improve corporate governance in the UK, the Financial Reporting Council has now taken on a number of additional responsibilities, including responsibility for auditing practices and professional discipline formerly controlled by the Accountancy Foundation.  The resulting structure, that has now replaced the one shown in Figure 2.1 on page 34, is as follows:










International Standards

In Chapter 3 ‘Sources of authority: the rise of international standards, we examine both international standardization, in particular the work of the IASC and IASB, as well the work of the European Union to harmonise financial reporting in the EU.  On pages 50 to 53, we explain the provisions of the EU Regulation of 2002 and discuss some of the problems to which it gives rise. This regulation requires publicly traded companies in Europe to prepare their consolidated financial statements in accordance with international, rather than national standards, for accounting periods starting on or after 1 January 2005.

The IASB has been working extremely hard to put together a set of acceptable international standards for application from 1 January 2005 and has issued an enormous volume of standards and exposure drafts since 1 January 2003.  However, as we anticipated, it has been extremely difficult to reach agreement on many issues and there have been particular difficulties with the two standards on Financial Instruments with vociferous opposition from some EU countries, even from no less a figure than Jacques Chirac, President of France.  The ambitious programme of the IASB has slipped and this, in turn, has posed problems for the UK ASB in its attempts to achieve convergence of UK standards with international standards.

On page 47, we provide a list of international accounting standards extant at 1 January 2003.  This should now be updated to reflect the following new and amended standards issued since that date:

New International Financial Reporting Standards 

Issued since 1 January 2003

IFRS 1   First time adoption of IFRS




June 2003

IFRS 2   Share-based payment




February 2004

IFRS 3
  Business combinations




March 2004

IFRS 4   Insurance contracts





March 2004

IFRS 5   Non-current assets held for sale and

              discontinued operations  




March 2004
Revised International Accounting Standards

Issued in December 2003

IAS  1      Presentation of financial statements

IAS  2
     Inventories

IAS  8       Accounting policies, changes in accounting estimates and errors

IAS 10
     Events after the balance sheet date

IAS 16      Property, plant and equipment

IAS 17      Leases

IAS 21
     The effects of changes in foreign exchange rates

IAS 24      Related party disclosures

IAS 27      Consolidated and separate financial statements

IAS 28
     Accounting for investments in associates

IAS 31
     Financial reporting of interests in joint ventures

IAS 32
     Financial instruments: disclosure and presentation

IAS 33      Earnings per share

IAS 39      Financial instruments:  recognition and measurement

IAS 40      Investment property

Amendments to international standards issued in March 2004

IAS 36      Impairment of assets

IAS 38      Intangible assets

IAS 39 Financial instruments: Recognition and measurement, Fair value hedge               accounting for a portfolio hedge of interest rate risk

From an examination of the IASB exposure drafts and current projects, it is clear that there is much more in the pipeline, especially in the area of accounting for financial instruments.  However it is hoped that there will be a period of calm with no new international standards being issued for application in 2005.  The directors and accountants of more than 7 000 publicly traded companies in the EU already have an enormous mountain to climb in a very short space of time!

UK Standards

Although the ASB has issued a large number of often voluminous Financial Reporting Exposure Drafts and Discussion Papers, its output of Financial Reporting Standards since 1 January 2003 has been much more modest.  The list of ASB standards provided on page 35 should be expanded to include the following:

FRS  20  Share-based payment





April 2004

FRS  21   Events after the balance sheet date




May 2004

In addition, a seventh application note to FRS 5 ‘Reporting the substance of transactions’ on the subject Revenue Recognition  was issued in November 2003.  Note, there is an oversight on page 213 in that the list of application notes to FRS 5 omits the note on “Private Finance Initiative and Similar Contracts” issued in September 1998. 
We will outline the impact of FRS 20 and FRS 21 in the context of Chapter 11 ‘Reporting financial performance’ below.

The DTI proposes to allow non-publicly traded companies in the UK to use either UK or international accounting standards.  With so many differences between the two sets of standards, this is a rather unsatisfactory short-term solution! The ASB clearly recognises this in its Discussion Paper ‘UK Accounting Standards: A Strategy for Convergence with IFRS’ (March 2004), where it states clearly that “there can be no case for the use in the UK of two sets of wholly different accounting standards in the medium term”. 

The Financial Reporting Review Panel

On page 36, we outline the work of the Financial Reporting Review Panel and explain its reactive approach to the enforcement of standards.  To update the position, fifty seven sets of financial statements were drawn to the Panel’s attention in 2002 followed by fifty one cases in 2003. Corrective action was needed in just two cases in each year.

In addition to this reactive approach, the Panel is now adopting a proactive approach that involves examining each year a sample of the financial statements of companies under its remit.  It has developed a risk-based approach that involves stratifying companies and selecting its sample on the basis of the probability of mis-statement occurring within a set of annual financial statements and the potential impact of any mis-statement on the confidence and economic decisions of the investing and broader stakeholder community.

Chapter 11 Reporting financial performance

Accounting for post balance sheet events

On pages 300 – 303, we discuss accounting for post balance sheet events and, in particular, outline the provisions of FRED 27 which was issued in May 2002.  FRS 21 ‘Events after the balance sheet date’ is the ensuing standard which emerged in May 2004.

Its basic provisions and principles are fully consistent with those of FRED 27 in respect of both the treatment of dividends declared after the balance sheet date and the going concern convention 

Dividends declared after the balance sheet

A slightly embarrassing feature of FRED 27, as we pointed out on page 302, was that it proposed an approach that did not conform to company legislation.  FRED 27 proposed that dividends declared after the end of the financial period should not be treated as liabilities at the balance sheet date, for the very simple reason that they only became liabilities when proposed.   The problem was, of course, that the Companies Act 1985 (Para. 3(7)) requires that both paid and proposed dividends should appear in the profit and loss account.

By the time FRS 21 appeared actions were being put into place that would remove the embarrassment.   In March 2004 the Department of Trade and Industry issued a consultation document “Modernising of Accounting Directives/IAS Infrastructure” that included the proposal that would remove the requirement that proposed dividends be shown in the profit and loss account
.  

The going concern convention

The inconsistency to which we referred to on page 301 remains.  While, in all other cases, adjustments are only made if they relate to the conditions of assets or liabilities at the balance sheet date an exception is made in the case of the application of the going concern convention.  The position is laid out very clearly in paragraph 14 of the Standard

“An entity shall not prepare its financial statements on a going concern basis if management determines after the balance sheet date either that it intends to liquidate the entity or to cease trading, or that it has no realistic alternative but to do so”.

Note that even if the factors that resulted in the decision to liquidate had entirely arisen after the balance sheet date an adjustment is made.

The ASB’s rationale is based on a combination of prudence and pragmatism; “If the going concern assumption is no longer appropriate, the effect is so pervasive that this Standard requires a fundamental change in the basis of accounting rather than an adjustment to the amounts recognised within the original basis of accounting”
.  (FRS 21, para 15)

Consistency with international standards
The requirements, scope and effective date of FRS 21 are identical to those of IAS 10 “Events after the Balance Sheet Date” with the only significant exception being that entities applying the Financial Reporting Standard for Smaller Entities (FRSSE) are exempt from FRS 21.
Share-based payment

On pages 313 to 318, we discuss the subject of share-based payment and, in particular, the proposals of FRED 31 which was issued in November 2002.   FRS 20 ‘Share-based payment’, the resulting standard, was issued in April 2004.

There are no differences in principle between FRED 31 and FRS 20 but there is at least one matter of detail that, potentially, might produce significantly different results.

The nature of share-based payment transactions and payments

The standard is concerned with cases where an entity acquires goods and services in exchange for a consideration:

· consisting of equity instruments in the entity, including shares or share options;  these are  known as equity settled share-based payment transactions, and 

· consisting of cash or other assets but where the amount depends on the price, or value, of the shares or other equity instruments of the purchasing entity; these are known as  cash-settled share-based payment transactions.
The standard recognises that these can be combined in that the agreement may provide for the consideration to be either in the form of equity of the purchasing company or cash, or other assets, where the amount is based on the price, or shares, of the purchasing company.  Such an arrangement is known as a share-based payment arrangement.
Basic principles

 For equity-settled share –based payment transactions the standard requires entities to measure the goods and services received, and the corresponding increase in equity, at the fair value of the goods or services received.   If it is not possible to estimate reliably the fair value of the goods and services, entities are required to measure the value indirectly by reference to the fair value of the equity instruments granted.   

For transactions with employees and others providing similar services the standard requires that the expense must be determined by reference to the fair value of the equity instruments granted  because “typically it is not possible to estimate reliably the fair value of the services received”
 

The use of the word “typically” implies that there are “non-typical” situations where the fair value of the services provided can be estimated with reasonable reality.  Even so, the standard does not allow entities any discretion in the case of employees’ remuneration, the fair value of the equity issued must be used in all circumstances.  An understandable reason for this is that if there were a choice entities might seek to use the “fair value of the services” route to circumvent the spirit of FRS 20 and report higher profits than they would have been disclosed under the approach specified in the standard.

We shall return to the treatment of shares and shares options issued to employees later in this section.

In the case of cash-settled payment transactions the standard requires that entities measure the transaction at the fair value of the liability.  As described on page 317, the best estimate of the value is liabilities must be made, possibly using an option-pricing model.  Since the liability will be discharged by the payment of cash, and thus involve a reduction in the entity’s net assets, the credit side of the entry is to creditors not equity, as is the case with equity-settled schemes.  Each year the best estimate of the liability must be reassessed and any changes in value must be recognised in the profit and loss account.

If the scheme allows either party to choose between cash (or other asset) settlement and equity settlement, the standard requires that it be measured as an equity-settled scheme unless the entity has incurred a liability to settle in cash (or other assets) in which case it would be treated a cash- settled scheme.

Employees and equity-settled schemes

The important difference between FRED 31 and FRS 20, to which we referred earlier, is the approach to the measurement of the charge to the profit and loss account.   The method used in FRED, 31, and illustrated in pages 315 to 317, is known as the “units of service” approach.   The ASB received a number of comments on this aspect of their proposals to which they responded by selecting an alternative method, the “modified grant date” method,  as applied by the US SFAS 123 “Accounting for Stock-Based Compensation” issued in 1995.

The main differences between the two approaches are summarised below.

	
	Unit of Service
	Modified grant date

	Valuation of the equity instrument at the date of the grant
	Is adjusted to take into account estimates of the failure to satisfy service conditions and non-market conditions
	The valuation does not take these into account estimates of the failure to satisfy service conditions and non-market conditions.   The estimate is based only on market conditions.   Hence, produces a higher grant date fair value 

	Recognised cost taken to the profit and loss account
	The cost is not effected by the number of options that lapse because service conditions and non-market conditions are not fulfilled 
	Is based on the number of equity instruments that actually vest.


A market condition is one which depends on the market price of the entity’s equity instruments, for example a requirement that the share price increases by 20% over a three year period.  In contrast, a requirement that the equity’s profit is increased by 20% over the same period is a non-market condition.

A number of respondents to the exposure draft disagreed with the units of service approach because it allowed no reversal of the expenditure if service conditions or non-market conditions were not met and, in consequence, the options were not vested.  Others pointed to the difficulty of adjusting the grant date valuation by, what are usually, very subjective estimates of staff leaving rates and the probability of not meeting non-market conditions.  The ASB reasserted its view that the units of service method was sound in principle but accepted that, for practical reasons, the modified grant date approach should be the method chosen for implementation by FRS 20.

Under both approaches there is no reversal of the expense if market conditions are not met, because this has been taken account in determining the grant date valuation, or if all conditions are met but the employee opts not to take up the option; the argument here being that the entity has not gained from the lapse because it has not resulted in an increase in the entity’s net assets.

Example

An entity grants 100 options to each of its 500 employees.  Each grant is conditional on:

· the employee working for the entity for three yeas, and

· the entity achieving an 18% increase in its share price by the end of a three-year period.

It is estimated that the current value of each option is CU 15; no adjustment is made for the probability of staff leaving before the end of the period or of the probability that the market condition, the 18% increase in the share price, will not be achieved.

At the end of the first year an estimate is made of the number of staff who will remain in their posts and become eligible to take up their options.   The expense for the period is then the number of employees who are expected  to remain in post multiplied by the fair value of the option divided by three (the length of the vesting period). 
An estimate of staff leavers is made at the end of each year and the profit and loss account is charged with the an amount based on the current estimate of the number of staff who will remain in post but an adjustment will generally have to be made to take account of the difference between the current and the preceding year’s estimate.   Finally, the total or cumulative expense will be equal to the fair value of the options multiplied by the number of employees who are still in post and are eligible to take advantage of the option so long as the market conditions are satisfied.  As we explained earlier the remuneration that is recognised is not affected if the options are not exercised, either because of the failure of market conditions or because the employee allows them to lapse.

Note that in the method illustrated in FRS 20 it is only in the final year that the actual number of leavers comes into play, up until then the expenditure to be recognised depends only on estimates

Let us suppose that at the end of year 1 the entity estimates that the total number of leavers will be 75 (15%), and at the end of year 2, 60 (12%).  The actual number of leavers turns out to be 57, that is (500-57) x 100 = 44,300 options are vested at the end of year three.

The relevant calculations are as follows:

	Year
	Calculation
	Expense recognised

in the year
	Cumulative expense

	
	
	CU
	CU

	1
	1/3 x (50,000 x 0.85 x CU15)
	212,500
	212,500

	2
	2/3 x (50,000x 0.88 x CU15) – CU212,500
	227,500
	440,000

	3
	(44,300 x CU15) – CU440,000
	224,500
	664,500


Disclosure Requirements

The disclosure requirements, set out in pages 24 to 27 of the standard, are  highly detailed, however, the general principles, that are set out in the recommendations in bold print, paragraphs 44, 46 and 50, are expressed in general terms:

An entity shall disclose information that enables users of financial statements to understand:

· the nature and extent of share-based payment arrangements that existed during the period (paragraph 44)
· how the fair values of the goods or services received, or the fair value of the equity instruments granted, during the period were determined (paragraph 46)

· the effect of share-based payment transactions on the entity’s profit or loss for the period and on its  financial position (paragraph 50)

Consistency with international standards

The standard implements the International Financial Reporting Standard (IRFS) 2, Share-based Payment.   The content and provisions of the two standards are identical except for the following:

· entities applying the Financial Reporting Standard for Smaller Entities (FRSSE) are exempt from FRS 20, and 

· for unlisted entities that are not applying the FRSEE, FRS 20 will come into effect for accounting periods beginning on or after 1 January 2006, rather than 2005.

Note
We must apologise for the appearance of a highly unhelpful and invalid “not” in the seventh line on page 316; 85% is, of course, the probability that the performance target will be met.
Richard Lewis and David Pendrill

September  2004
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� Similar arrangements are in hand in Northern Ireland and the Republic of Ireland.


� FRS 21, para 15





� FRS 20, page 14.


� FRS 20, page 124.


� FRS 20, page 125.
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