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Summary of International Financial Reporting Standards (IFRSs) 1 to 5

IFRS 1 First Time Adoption of International Financial Reporting Standards

The standard is to apply where an entity adopts for the first time IFRSs in preparing its financial statements.  The financial statements prepared in line with the IFRSs should include a definitive statement that they fully comply with the IFRS.  The standard also applies to interim reports in the period of transition.

The financial statements should include comparative information for a prior period.  Full comparative information must be prepared from the date of transition.

If for example an entity has a reporting date of 30 June and first applies IFRSs for its 30 June 2005 reporting date, the date of transition will be 1 July 2004.  The financial statements and comparatives would be prepared and presented in compliance with IFRSs at the reporting date 30 June 2005.

The primary statements would include only those assets and liabilities that qualify for recognition under IFRSs.  Such assets and liabilities are measured in accordance with the relevant international standards.

Opening IFRS Balance Sheet

The entity prepares an opening IFRS balance sheet at the date of transition.  This is the starting point for accounting under IFRS.

Consistent accounting policies are used throughout all periods in the first time adoption of IFRSs, including those used in its opening balance sheet.  Such policies may differ from the previously used GAAP.

There must be an explanation of how the transition from the previously used GAAP to first time adoption of IFRSs affect the entities reported financial position, performance and cash flow.

The Effect of Change on the First Time User of IFRSs

· Planning the changeover and transitional period.  Timing, development of information systems and training all have an impact on business culture.

· Accounting for change – items as hedges will require decision making on or before the date of transition.

· The finance directorate and other senior managers should understand the effect of the change on the financial statements.

· The entity should communicate the changes to the financial statements to user groups, the analysts and the market.

IFRS 2 Share-based Payment

The standard requires an entity to recognise share-based payment transactions in its financial statements.  The IFRS covers transactions in which shares, share options and other equity instruments pass to the benefit of employees or other parties.  It also covers transactions to be settled in cash or other assets that are share-based.

A transaction is recognised when the entity acquires goods or services.  These are recognised as either assets or expenses.  The transaction is then recognised as equity (if equity-settled) or as a liability (if cash-settled).

Where goods or services are received they are measured at fair value in an equity settled share-based payment.

Where such goods or services are difficult to estimate at fair value, the fair value of the equity instruments granted is used.

For example where the benefit received from the employee or similar services is difficult to estimate at fair value, the fair value of the equity instrument is used instead.

It is accepted that there is a rebuttable presumption that the fair value of goods or services can be estimated reliably.  Where this is not the case the fair value of the equity instruments are used instead.

Share-based payments which are cash-settled are measured at the fair value of the liability.  Such liability is re-measured at each balance date and date of settlement.  Any changes in value are recognised in the income statement as profit or loss.

Both the entity and other party may choose whether the transaction is settled in cash or by equity instrument.

Implications for the user of the IFRS

· The standard is much broader than employee share options.  It applies to all transactions in which shares or other equity instruments are issued or those where the amount paid is based on the price of the entity’s shares.

· Prior to the issue of IFRS 2 employee share option schemes were often not recognised in the primary statements or if recognised, were not at fair value.

· Where the terms of a share-based payment transaction are modified, the amount at which the goods or services received are measured will change.

IFRS 3 Business Combinations

“A business combination is the bringing together of separate entities or businesses into one reporting entity… one entity (the acquirer) obtains control over the other entity or business (the acquiree)” (para 4).

Control is the power to influence direct and ultimately govern the financial policies of a business so as to benefit from its operating activities.

In an acquisition the acquirer accounts for and recognises the acquiree’s identifiable assets, liabilities and contingent liabilities at their fair values at the date of acquisition and also recognising goodwill.

Any non-current assets defined as “held for sale” are also recognised at fair value but less costs to sell.

Goodwill is not to be amortised.  It is to be tested for impairment at least annually.

Groups that result from a business combination, prepare consolidated financial statements in accordance with IAS 27 Consolidated and Separate Financial Statements.

Implications for the user of IFRS 3

· Where the fair value can be measured reliably the intangible assets of the acquiree are separately recognised.  Such intangibles may include on-going research and development that have not been recognised by the acquiree.

· The acquirer should not recognise liabilities for future losses or costs as restructuring that it expects to incur as a result of the business combination.


Recognition is restricted to those liabilities and contingent liabilities of the acquiree that exist at the date of the business combination.

· Goodwill recognised before IFRS 3 came into effect is subject to IFRS 3.


Such goodwill is no longer amortised although prior amortisation will not be reversed.  If the entity had previously deducted goodwill from equity, that goodwill is not re-instated.

· IFRS 3 is not applicable to:

·     formation of joint ventures

·     business combinations

involving entities under common control.

· Combinations where entities are brought together by contract alone without obtaining an ownership interest.

IFRS 4 Insurance Contracts
Insurance contracts issued by an entity and reinsurance contracts issued or held by an entity are the subject of IFRS 4.  The standard applies to all such contracts.

“An insurance contract is a contract under which one party (the insurer) accepts significant insurance risk from another party (the policyholder) by agreeing to compensate the policyholder if a specified uncertain future event (the insured event) adversely affects the policyholder.  Insurance risk does not include financial risk (eg risk of changes in market prices or interest rates).“  (Appendix A).

The standard has been introduced by the IASB as a short-term measure to ‘fill a gap’ in the IFRSs.

IFRS 4 allows an entity to account for insurance contracts as under prior GAAP.  

However, the standard does make some improvements in accounting policy:

· Catastrophe provisions and equalisation provisions are outlawed.  They are not liabilities.

· Re-insurance assets are tested for impairment.

An entity must test the adequacy of insurance liabilities based on current estimates of future cash flow.  Any shortfall recognised in the income statement.

· Insurance liabilities are presented separately and not offset against related re-insurance assets.

· Discretionary participation features must be reported as liabilities or as equity.  

IFRS 4 restricts accounting policy changes.

The IASB is planning a further phase to its project on insurance contracts.

In the short-term entities must not introduce (but may continue) the following practices:

· Measuring insurance liabilities on an undiscounted basis.

· Measuring contractual rights to future investment management fees at an amount that exceeds fair value (based on current fees charged in the market).

· Using non-uniform accounting policies for insurance liabilities of subsidiaries.

· Measuring insurance liabilities with excessive prudence.

· Except in unusual cases, using a discount rate that reflects returns on assets held rather than the characteristics of the insurance liabilities.

Business Implications

· IFRS 4 applies to insurance contracts issued by any entity, including entities that are not regulated as insurers.

· Some contracts, previously classified as insurance contracts, may not be insurance contracts as defined in IFRS 4.  If these contracts create financial assets and financial liabilities (deposits) IAS 39 applies.

· Financial assets will be measured in accordance with IAS 39, often at fair value.  To avoid an accounting mismatch, an entity may wish to change its accounting policies for insurance liabilities, so that both assets and liabilities reflect changes in market conditions (particularly interest rates).

· Senior management should consider how best to satisfy the high level disclosure principles in IFRS 4.  Implementing these principles may require a review of systems and additional data collection.

IFRS 5 Non-current Assets Held for Sale and Discontinued Operations

Both non-current assets held for sale and discontinued operations must be separately disclosed in the primary financial statements.

Assets (held for sale)

Non-current assets held for sale are re-classified as current assets.

A non-current asset is deemed ‘held for sale’ if its carrying amount is to be recovered through a transaction of sale rather than through its continuing use.

Such assets must:

· Be available immediately for sale.

· The sale must be highly probable.  There must be a commitment from management to sell, active marketing at a fair and reasonable price and the expectation that the sale will fall due within one year.

Assets that are to be abandoned are not classified as ‘held for sale’.

Those assets ‘held for sale’ are no longer subject to depreciation.  They are measured at the lower of fair value less costs to sell and carrying amount.

Discontinued Operations

A discontinued operation is one where an element of an entity has been disposed of or classified as ‘held for sale’.

Such a situation may arise where a subsidiary was acquired exclusively for             re-sale or a major area of business activity is disposed.

Activities considered as discontinued operations must be presented separately in the income statement, IAS 1, and the cash flow statement, IAS 7.

Implications for users of IFRS 5

· Users of financial statements require information that is relevant and reliable and therefore such disclosures about non-current assets ‘held for sale’ and discontinued operations are intended to assist the reader in assessing the entity’s future performance in terms of profitability and generating cash flow.

· A classification of an asset ‘held for sale’ is based on management decision making on or prior to the date of the balance sheet and management’s commitment to a sale being completed.

· IFRS 5 has close similarity to the US standard SFAS 144.
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