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Preface 
 

The purpose of this book is to explain International Financial Reporting Standards (IFRS® 
Standards) and International Accounting Standards (IAS® Standards) at a level which is 
appropriate for students who are undertaking an intermediate course of study in financial 
reporting. It is assumed that the reader has already completed an introductory accounting 
course and is familiar with the basics of financial accounting. The book has not been 
written with any particular syllabus in mind but should be useful to second-year under-
graduates studying for a degree in accounting and finance and to those who are preparing 
for the examinations of the professional accounting bodies. 

IFRS Standards and IAS Standards (referred to in this book as "international standards") 
have gained widespread acceptance around the world and most accounting students are 
now required to become familiar with them. The problem is that the standards and their 
accompanying documents occupy over 4,000 pages of fine print and much of this content 
is highly technical and difficult to understand. What is needed is a textbook which 
explains each standard as clearly and concisely as possible and provides students with 
plenty of worked examples and exercises. This book tries to satisfy that need. 

The standards are of international application but, for the sake of convenience, most of 
the monetary amounts referred to in the worked examples and exercises in this book are 
denominated in £s. Other than this, the book contains very few UK-specific references and 
should be relevant in any country which has adopted international standards. 

Each chapter of the book concludes with a set of exercises which test the reader's grasp 
of the topics introduced in that chapter. Some of these exercises are drawn from the past 
examination papers of professional accounting bodies. Solutions to most of the exercises 
are located at the back of the book but solutions to those exercises which are marked with 
an asterisk (*) are intended for lecturers' use and are provided on a supporting website. 

This sixth edition is in accordance with all international standards or amendments to 
standards issued as at 1 January 2017. 

Alan Melville 
April 2017 
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It should be noted that some of these standards are beyond the scope of this book and are 
considered no further here. These are IFRS4, IFRS6, IFRS14, IAS26 and IAS41. 

As well as the international standards, two further IASB documents (neither of which is 
a standard) are dealt with in this book. These are: 

(a) the Conceptual Framework for Financial Reporting (see Chapter 2) which sets out a 
number of concepts that underlie financial reporting and which is referred to by the 
IASB during the development of new and amended standards 

(b) an IFRS Practice Statement entitled Management Commentary (see Chapter 3) which 
provides a non-binding framework for the presentation of a management commentary 
to accompany a set of financial statements. 
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Chapter 1 

The regulatory framework 

Introduction 

Financial reporting is the branch of accounting that deals with the preparation of financial 
statements. These statements provide information about the financial performance and 
financial position of the business to which they relate and may be of value to a wide range 
of user groups. More specifically, the term "financial reporting" is most often used to refer 
to the preparation of financial statements for a limited company. In this case, the main 
users of the statements are the company's shareholders. However, the information which is 
contained in financial statements may also be of use to other user groups such as lenders, 
employees and the tax authorities (see Chapter 2). 

The purpose of this book is to explain the rules which govern the preparation of financial 
statements for organisations which comply with international standards. This first chapter 
introduces the regulatory framework within which financial statements are prepared. The 
next chapter outlines the main features of a conceptual framework setting out the main 
concepts which underlie financial reporting. 

Objectives 

By the end of this chapter, the reader should be able to: 

• list the main sources of accounting regulations and explain the need for regulation 
• explain the term "generally accepted accounting practice" (GAAP) 
• outline the structure and functions of the International Accounting Standards Board 

(IASB®) and its associated bodies 
• explain the purpose of an accounting standard and list the main steps in the standard-

setting process adopted by the IASB 
• outline the structure of an international financial reporting standard or international 

accounting standard 
• explain the main features of IFRS1 First-time Adoption of International Financial 

Reporting Standards. 



PART 1 :  In t roduc t ion  to  F inanc ia l  Repor t i ng  

4 

The need for regulation 

Small business organisations are usually managed by their owners. This is generally the 
case for a sole trader, where the business is run by a single owner-manager, and for 
partnerships, where the business is owned and managed by its partners. Similarly, small 
private limited companies are often managed by their shareholders, who might all be 
members of the same family. In these circumstances, the owner or owners of the business 
can glean considerable amounts of financial information from their day-to-day 
involvement in managing its affairs and so do not depend solely upon formal financial 
statements to provide them with this information. 

In contrast, large businesses (which are usually limited companies) are generally owned 
by one group of people but are managed by a different group. A large public company is 
owned by its shareholders, of whom there may be many thousands, but is managed by a 
small group of directors. Although some of the shareholders may also act as directors, it is 
likely that the large majority of the shareholders have no direct involvement in managing 
the company which they own. Such shareholders are almost entirely reliant upon the 
company's financial statements for information regarding the company's financial 
performance and position and to help them to determine whether or not the company is 
being properly managed. Other external user groups (such as the company's creditors) are 
also dependent to a large extent upon the information contained in financial statements 
when trying to make economic decisions relating to the company. 

If the form and content of financial statements were not regulated, it would be possible 
for incompetent or unscrupulous directors to provide shareholders and other users with 
financial statements which gave a false or misleading impression of the company's 
financial situation. This would inevitably cause users to make poor economic decisions 
and so undermine the whole purpose of preparing financial statements. Therefore it is 
vital, especially in the case of larger companies, that financial reporting should be subject 
to a body of rules and regulations. 

Sources of regulation 

The rules and regulations which apply to financial reporting may be collectively referred 
to as the "regulatory framework". In practice, most of this framework applies only to 
companies, but it is important to realise that financial reporting regulations could be made 
in relation to any class of business entity. Indeed, the international standards which are the 
subject of this book generally refer to "entities" rather than companies. However, it may be 
assumed for the remainder of the book that we are dealing primarily with financial 
reporting by companies. The regulatory framework which applies to financial reporting by 
companies consists of the following main components: 

(a) legislation 
(b) accounting standards 
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(c) stock exchange regulations. 

Each of these is explained below. 

Legislation 
Most of the developed countries of the world have enacted legislation which governs 
financial reporting by limited companies. This legislation does of course differ from one 
country to another. In the UK, for example, the Companies Act 2006 contains rules 
relating to matters such as: 

• the accounting records which companies must keep 
• the requirement to prepare annual accounts (i.e. financial statements) 
• the requirement that these accounts must give a "true and fair view" 
• the requirement that the accounts must be prepared in accordance with either 

international standards or national standards 
• the circumstances in which group accounts must be prepared (see Chapter 18) 
• the circumstances in which an audit is required 
• the company's duty to circulate its accounts to shareholders and to make the accounts 

available for public inspection. 

Some of these rules have arisen as a result of European Union (EU) Directives† and this is 
also true of the legislation in other member states of the EU. 
† In view of the Referendum result on 23 June 2016, it seems safe to say that EU influence over UK 

company law will eventually cease to exist. 

Accounting standards 
Whilst legislation generally sets out the broad rules with which companies must comply 
when preparing financial statements, detailed rules governing the accounting treatment of 
transactions and other items shown in those statements are laid down in accounting 
standards. Many of the developed countries of the world have their own standard-setting 
bodies, each of which is responsible for devising and publishing accounting standards for 
use in the country concerned. In the UK this is the Financial Reporting Council (FRC). 
The USA has a Financial Accounting Standards Board (FASB) and there are standard-
setters in other countries such as Germany, Japan, Australia etc. 

However, the increasing globalisation of business has fuelled the search for a single set 
of accounting standards. These standards would apply throughout the world and would 
greatly improve the consistency of financial reporting. To this end, the International 
Accounting Standards Board (IASB®) has developed and is continuing to develop a set of 
international standards which it hopes will attain global acceptance. These standards are 
already used in a great many countries of the world (see later in this chapter). 

Most of the remainder of this book is concerned with the international standards and an 
introduction to the work of the IASB is given later in this chapter. 
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Stock exchange regulations 
A company whose shares are listed (or "quoted") on a recognised stock exchange must 
comply with the regulations of that stock exchange, some of which may relate to the 
company's financial statements. A stock exchange may, for example, require its member 
companies to produce financial statements more frequently than required by law (e.g. to 
publish interim financial reports at quarterly or half-yearly intervals) or to provide a more 
detailed analysis of some of the items in its financial statements than is required by law or 
by accounting standards. 

Generally accepted accounting practice 

The term "generally accepted accounting practice" (GAAP) refers to the complete set of 
regulations (from all sources) which apply within a certain jurisdiction, together with any 
general accounting principles or conventions which are usually applied in that jurisdiction 
even though they may not be enshrined in regulations. Since accounting rules and 
regulations currently differ from one country to another, it is correct to use terms such as 
"UK GAAP", "US GAAP" and so forth. At present, there is no globally accepted set of 
accounting regulations and principles but the IASB is working towards that end and is 
trying to achieve convergence between the various regulations which are in force through-
out the world (see later in this chapter). The term "international GAAP" is used to refer to 
the standards issued by the IASB and the principles on which those standards are based. 

A distinction is sometimes drawn between big GAAP and little GAAP, as follows: 

(a) The term "big GAAP" refers to the accounting regulations which apply to large 
companies (generally listed companies). The financial affairs of these companies can 
be very complex and therefore the regulations concerned need to be correspondingly 
complex. Some of the international standards described in this book appear to have 
been written mainly with large companies in mind. 

(b) The term "little GAAP" refers to the simpler accounting regulations which apply to 
smaller companies. In the UK, for example, smaller companies may choose to adopt 
the Financial Reporting Standard for Smaller Entities issued by the UK Financial 
Reporting Council, rather than complying with UK accounting standards in full. 

At the international level, the IASB has issued the IFRS for SMEs® Standard. This 
is essentially a simplified version of the full international standards and is intended 
for use by small and medium-sized entities (mainly unlisted companies). A brief 
summary of the SMEs standard is given in Chapter 25 of this book. 
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The International Accounting Standards Board 

International standards are developed and published by the International Accounting 
Standards Board (IASB) which was formed in 2001 as a replacement for the International 
Accounting Standards Committee (IASC). Standards published by the IASB are known as 
International Financial Reporting Standards (IFRS® Standards). Standards published by 
the IASC are known as International Accounting Standards (IAS® Standards). Many of the 
IAS Standards are still in force, since they were adopted by the IASB on its inception. At 
present, the list of extant standards comprises sixteen IFRS Standards and twenty-eight 
IAS Standards. A full list of these standards is given at the front of this book. 

The IASB consists of fourteen members, of whom up to three may be part-time. The 
members of the IASB are chosen for their professional competence and their relevant 
experience and are selected in such a way that a broad geographical balance is maintained 
on the Board. The current IASB Chairman is Hans Hoogervorst. The previous Chairman 
was Sir David Tweedie, who occupied the position for ten years and was formerly 
Chairman of the UK standard-setting organisation. 

The IASB is responsible to the trustees of the IFRS Foundation, as is shown in the 
following diagram: 

 

 

 

 

 

 

 

 

 

The IFRS Foundation 
The constitution of the IFRS Foundation states that its objectives are as follows: 

(a) to develop, in the public interest, a single set of high-quality, understandable, 
enforceable and globally accepted financial reporting standards based upon clearly 
articulated principles. These standards should require high quality, transparent and 
comparable information in financial statements and other financial reporting to help 
investors, other participants in the world's capital markets and other users of financial 
information to make economic decisions; 
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(c) in fulfilling the objectives associated with (a) and (b), to take account of, as 
appropriate, the needs of a range of sizes and types of entities in diverse economic 
settings; 

(d) to promote and facilitate adoption of the IFRS Standards, being the Standards and 
IFRIC® Interpretations (see below) issued by the IASB, through the convergence of 
national accounting standards and IFRS standards. 

The IASB's Preface to International Financial Reporting Standards states that these are 
also the objectives of the IASB. 

The activities of the IFRS Foundation are directed by twenty-two Trustees who are 
appointed subject to approval by a Monitoring Board (see below) and who are drawn from 
a diversity of geographical and professional backgrounds. The Trustees are responsible for 
appointing the members of the IASB and the other bodies shown in the above diagram and 
for establishing and maintaining the necessary funding for their work. The Trustees are 
also responsible for reviewing the effectiveness of the IASB. Financial support for the 
IFRS Foundation's activities is received from a variety of sources, including: 

(a) national financing regimes based upon a country's Gross Domestic Product (GDP) 
(b) income from publications and related activities 
(c) major international accounting firms. 

The Monitoring Board comprises high-level representatives of public authorities such as 
the European Commission and the US Securities and Exchange Commission. The Trustees 
are required to make an annual written report to the Monitoring Board. 

The IFRS Advisory Council 
The IFRS Advisory Council provides a forum for participation by organisations and 
individuals with an interest in international financial reporting. The Advisory Council 
comprises thirty or more members drawn from diverse geographical and professional 
backgrounds and has the following objectives: 

(a) to offer advice to the IASB with regard to its agenda and priorities 
(b) to inform the IASB of Council members' views on standard-setting projects 
(c) to offer other advice to the IASB or to the Trustees. 

The Chairman of the Advisory Council cannot be a member of the IASB or its staff. 

The IFRS Interpretations Committee 
The main role of the IFRS Interpretations Committee is to interpret the application of 
international standards (issuing "IFRIC Interpretations") and to provide timely guidance 
on financial reporting matters which are not specifically addressed in the standards. The 
Interpretations Committee has fourteen voting members and a non-voting Chair. 
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The standard-setting process 

The IASB develops standards by means of a "due process" which involves accountants, 
users of financial statements, the business community, stock exchanges, regulatory 
authorities, academics and other interested individuals and organisations throughout the 
world. The main steps in this process (which are listed in the Preface to International 
Financial Reporting Standards) are as follows: 

• identification and review of all the issues associated with the topic concerned 
• consideration of the way in which the IASB Conceptual Framework (see Chapter 2) 

applies to these issues 
• a study of national accounting requirements in relation to the topic and an exchange of 

views with national standard-setters 
• consultation with the Trustees and the Advisory Council about the advisability of 

adding this topic to the IASB's agenda 
• publication of a discussion document for public comment 
• consideration of comments received within the stated comment period 
• publication of an exposure draft for public comment 
• consideration of comments received within the stated comment period 
• approval and publication of the standard. 

Publication of an international standard requires approval by at least nine of the fourteen 
members of the IASB. 

The Preface states that the international standards are designed to apply to the general 
purpose financial statements and other financial reporting of profit-oriented entities, 
whether these are organised in corporate form or in other forms. For this reason, the 
standards refer to "entities" rather than companies. The word "entity" is also used in this 
book, although in practice the international standards apply principally to companies. 

The structure of an international standard 
An IFRS Standard or an IAS Standard consists of a set of numbered paragraphs and is 
typically made up of some or all of the following sections: 

• introduction 
• objectives and scope of the standard 
• definitions of terms used in the standard (these may be in an Appendix) 
• the body of the standard 
• effective date and transitional provisions 
• approval by the IASB and any dissenting opinions by IASB members. 

A standard may be accompanied by a Basis for Conclusions, which is not part of the 
standard itself but which sets out the considerations which were taken into account when 
the standard was devised. There may also be application or implementation guidance and 
illustrative examples. 




