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IFRS for SMEs and the FRSME
From the number of recent technical queries received in relation to IFRS for SMEs and the FRSME, specifically regarding what they are and what do they mean in relation to the UK financial reporting system, it is clear that further information on the proposed changes would be helpful.
The following extract on IFRS for SMEs and the FRSME from our ‘Introduction to IFRS’ course notes should help to assist your understanding.
If you would like to know more, our autumn 2011 specialist CPD programme, includes two separate courses, ‘Introduction to IFRS’ and ‘Gearing up for the FRSME’. Both courses will give an overview of the history of international convergence. ‘Introduction to IFRS’ will go on to cover the background to the FRSME as part of a wider discussion on IFRS, whilst ‘Gearing up for the FRSME’ will focus solely on the FRSME itself.

Extract on IFRS for SMEs and the FRSME from our 

‘Introduction to IFRS’ course notes
The following extract clarifies the current position. However, at an ASB meeting held on the 8 September 2011 it was decided that a revised Financial Reporting Exposure Draft (FRED) will be issued in relation to this topic. This revised FRED will remove the definition of public accountability referred to in the original and amend the draft FRSME to include accounting options currently permitted in UK and Republic of Ireland financial reporting standards. We will update the course notes once the revised FRED has been issued.

1.1 IFRS for SMEs

	The future of UK GAAP is no longer. 

In July 2009 the IASB published IFRS for SMEs (small and medium enterprises) and described it as a self-contained standard.  

It is 230 pages long and is tailored for the needs and capabilities of smaller businesses.  
	

	To further reduce the reporting burden for SMEs revisions of this standard will be made only every three years.
	

	The IFRS for SMEs is separate from full IFRSs and is therefore available for any jurisdiction to adopt whether or not it has adopted the full IFRSs.  It is also left to each jurisdiction to determine which entities should use the standard and is described as being effective immediately on issue.  
	

	As financial statements in the UK are required to satisfy European Union directives, the IFRS for SMEs will need to be approved by the EU before general applicability is available throughout the EU.  UK companies therefore have to continue to apply UK GAAP until the necessary regulatory changes have been made.
	

	The intention of the UK ASB is to work under the IASB framework and to converge UK GAAP with IFRS for SMEs  to the fullest extent possible consistent with the needs of UK entities. As a consequence of the Board’s proposed approach, the separate body of literature currently referred to as UK GAAP will cease to exist.  The ASB would not relinquish the right to set UK GAAP, but all existing literature would be superseded.  

On 29 October 2010 the ASB issued 2 exposure drafts in relation to the future of UK GAAP.
	

	· FRED 43 - Application of Financial Reporting Standards.

· FRED 44 - Financial Reporting Standard for Medium - sized Entities (FRSME).
	


	In summary, these exposure drafts set out a differential reporting regime based on public accountability. It is essentially based on IFRS for SME’s but has been amended/improved in a number of areas, specially surrounding the accounting for taxation.  They propose that the UK framework under the proposals would be as follows:
	


	Tier
	Accounting regime
	 Nature of entity
	Reduced disclosures for:

	1
	EU-adopted IFRS
	Publicly accountable 
	Qualifying subsidiaries

	2
	FRSME
	Entities without public accountability
	Qualifying subsidiaries

	3
	FRSSE
	Smaller entities without public accountability
	


1.2 FRED 43 - Application of Financial Reporting Standards


	This proposed standard is relatively short and sets out the framework for financial reporting in the UK from 1 July 2013.  This date is subject to change.
	

	The cornerstone is the definition of public accountability which is based on a similar definition in the IFRS for SMEs.
	

	An entity has public accountability if:
	

	· as at the reporting date, its debt or equity instruments are traded on a public market or it is in the process of issuing such instruments for trading in a public market (a domestic or foreign stock exchange or an over-the-counter market, including local and regional markets); or

· as one of its primary businesses, it holds assets in a fiduciary capacity for a broad group of outsiders and/or it is a deposit-taking entity for a broad group of outsiders.  This is typically the case for banks, credit unions, insurance companies, securities brokers/dealers, mutual funds or investment banks.
	

	The proposed standard requires:
	

	· Publically accountable entities must elect under the Companies Act to prepare financial statements in accordance with IFRSs.
	

	· Small companies (as defined in the Companies Act) may follow the FRSSE or they may apply the FRSME or IFRSs (ie they can chose to adopt a higher tier).
	

	· Reporting entities which do not have public accountability and are not eligible to apply the FRSSE may follow the FRSME or choose to apply IFRSs.  If entities choose to follow the FRSME their financial statements will be ‘Companies Act accounts’ and must be prepared in accordance with Part 15 of CA 2006.
	

	An entity that has public accountability and is prudentially regulated but is excluded from the small companies regime under the Companies Act may adopt the FRSME if it satisfies all three small company size criteria.
	

	A qualifying subsidiary may take advantage of disclosure exemptions set out in the proposed standard.  A qualifying subsidiary is an undertaking that does not have public accountability, and whose parent undertaking prepares publically available financial statements in which that subsidiary is included.  The exemptions for entities adopting the IFRSs are set out in this standard.  The FRSME sets out the exemptions for entities adopting that standard.
	


1.3 FRED 44 - Financial Reporting Standard for Medium-sized
Entities (FRSME)

	When the FRSME becomes a standard the ASB will withdraw all existing UK accounting standards (except FRS 27 Life Assurance).  The new standard will replace all existing standards and UITF extracts.
	

	It is ‘only’ 434 pages long and replaces over 2,000 pages of existing UK standards.  The ASB wished to follow the IFRS for SMEs as closely as possible but after considering the feedback received during the consultation process it has been amended in a number of areas:
	

	· Amendments to comply with legislation:
	

	· definition of extraordinary items (retained as per FRS 3);

· additional disclosure re certain liabilities recognised at fair value;

· shortening the presumed life of goodwill from 10 to 5 years;

· guidance that negative goodwill can only be recognised as profit when realised;

· allowing the reversal of goodwill impairment losses in restricted circumstances;

· removing requirement to recognise unpaid called-up share capital as an offset to equity.
	

	· Replace tax section with IAS 12 ‘Income Taxes’.
	

	· Provide transitional relief for dormant companies.
	

	· Introduce a parent company cash flow exemption.
	

	· Adjust the requirement for preparation of consolidated financial statements.  (Principally to provide the same exemption for intermediate parents as available in UK Company Law).
	

	The FRSME feels similar to the FRSSE in the way it is presented.  It has 35 sections dealing with all the matters previously dealt with by individual standards ie there are sections on inventories, plant, property and equipment etc.  Much of the proposed standard is the same or similar to existing UK GAAP but there are a number of differences and the key ones are summarised below.
	

	The proposals apply to all entities required to produce accounts intended to give a true and fair view.  The suggested commencement date is for periods commencing on or after 1 July 2013.  The standard requires comparative information unless an item is excepted by the standard and therefore reporting entities intending to apply the FRSME will need to consider the changes required for periods commencing on or after 1 July 2012.
	


1.4 FRED 45 - Financial Reporting Standard for Public Benefit Entities and Consequential Amendments to FRED 44 (FRSME)

	The draft FRSME does not address the accounting form for some transactions and circumstances that are common for PBEs (such as not for-profit entities). The draft standard defines a PBE as an entity whose primary objective is to provide goods or services for the general public, community or social benefit and where any equity is provided with a view to supporting the entity’s primary objectives rather than with a view to providing a financial return to equity providers, shareholders or members.
	

	As such there is a risk of conflicting and inconsistent interpretations arising in its application for PBEs, because they have different objectives, funding and ownership.
	

	This draft Standard (FRSPBE) has been developed to address these issues and provide specific financial reporting requirements for PBEs in addition to those set out in the draft FRSME.
	

	This draft Standard will be mandatory for PBEs preparing their financial statements under the Tier 2 accounting regime and shall be applied in conjunction with the draft FRSME. 
	

	If preparing accounts under the Tier 1 or Tier 3 accounting regime this draft Standard is considered by the ASB to be best practice guidance rather than mandatory.  
	

	Public benefit entity SORPs are expected to be updated following publication of this draft Standard (ie the Charity SORP) and will continue to provide sector specific interpretation and guidance where necessary. In the case of any conflict between SORPs and the requirements of the FRSME and the FRSPBE, the FRSME and FRSPBE will take precedence.
	

	Consequential Amendments to FRED 44
	

	FRED 45 gives a number of amendments to FRED 44 with the largest amendment being the inclusion of Heritage Assets to FRSME. This states that Heritage assets shall be recognised in the statement of financial position at either historic cost or valuation. 
	


1.5 Summary of differences between existing UK GAAP and proposed FRSME

	Financial statement presentation

As they will be ‘Companies Act accounts’ the financial statements will need to follow the Companies Act formats.  However the FRSME sets out minimum information to be included.
	

	Going concern
The section on going concern only requires the directors to consider a minimum period of 12 months from the balance sheet date.  FRS 18 currently requires a period of 12 months from the date the directors approve the financial statements.
	

	Fixed asset revaluation

The FRSME does not allow any revaluation of fixed assets which are currently allowed by FRS 15.  The transitional provisions do allow the freezing of values when the FRSME is first adopted and treating that as cost.
	

	Investment properties

These are to be carried at valuation if it is obtainable without undue cost or effort.  Any changes to be taken through the profit and loss account and not the STRGL.
	

	Borrowing costs

Cannot be capitalised under the FRSME.  FRS 15 permitted the capitalisation of such costs. 

	

	Development costs

These costs cannot be capitalised.
	

	Deferred tax

Deferred tax in the FRSME is based on temporary differences compared to FRS 19’s timing differences.  A completely different principle which may result in increased provisions for some entities.

In addition the FRSME does not allow the provision to be discounted.
	

	Business combinations

Merger accounting is not allowed by the FRSME.  It is currently an option under FRS 6.
	

	Goodwill and intangibles

The FRSME includes a default amortisation period of 5 years for goodwill and 10 years for intangibles.  Longer periods can only be used if a longer life can be shown.  This differs from current treatment in FRS 10.

	

	Revaluation of intangibles

Not allowed by the FRSME in any circumstances.  FRS 10 allowed it in very restricted circumstances (rarely done in practice).

	

	Leasing

The FRSME is based on the same definitions and principles as FRS 21.  The only change is the removal of the 90% presumption.

	

	Revenue recognition

The wording in the FRSME is slightly different from Application Note G and UITF 40.  It does not refer to ‘right to consideration’ but sets out recognition criteria for the sale of goods and services.  The effect should not be significant but should provide greater clarity.  The draft standard also provides guidance on the percentage completion method and a number of examples.

	

	Related party disclosures

The FRSME does not require the disclosure of the names of the related parties.  Also the exemption for disclosure of transactions with wholly owned subsidiaries is not included.  There is a new requirement to disclose total compensation for key management personnel.  
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Disclaimer - for information of users

This summary is only an overview of selected regulation and guidance issued at the date of publication. No action should be taken without consulting the relevant legislation, guidance or where necessary, seeking professional advice. Therefore no responsibility for loss occasioned by any person acting or refraining from action as a result of the material contained in this summary can be accepted by the authors or the company.
