GAAP ALERT No.4/2006

24 January 2006

By Colin Parker B.Bus FCA MAICD

Member of the Australian Accounting Standards Board

Independent Adviser and Trainer on Financial Reporting, Auditing and Corporate Governance colin@gaap.com.au
INTRODUCTION
In this GAAP Alert, we draw your attention to the following developments:

· e-GAAP Update No.2/2006 ‘Tinkering at the Edges in Revised Segment Reporting Standard’
· Amendment to AASB 121 ‘The Effects of Changes in Foreign Exchange Rates’
· ED 145 ‘Operating Segments’ Released
· ASIC Findings on AASB 1047 Disclosures, and
· Manage Your Financial Reporting and Audit Risks.
E-GAAP UPDATE NO.2/2006 ‘TINKERING AT THE EDGES IN REVISED SEGMENT REPORTING STANDARD’
e-GAAP Update No. 2/2006 ‘Tinkering at the Edges in Revised Segment Reporting Standard’ (20 pages and over 8,000 words) was recently issued to subscribers.

As the 30 June reporting season draws near, it is opportune to review the revised requirements of AASB 114 ‘Segment Reporting’ that takes affect for the first time.  The major differences between AASB 114 and AASB 1005 ‘Segment Reporting’ include more liberal rules for combining segments, and introduction of disclosure requirements regarding discontinued and continuing operations.  In addition, AASB 136 ‘Impairment of Assets’ contains certain disclosures regarding impairment for segments.

The following is a modified extract from the executive summary.
1. AASB 114 ‘Segment Reporting’ applies to each entity required to prepare a financial report in accordance with Part 2M.3 of the Corporations Act and is a reporting entity.  It does not apply to general purpose financial reports of not-for-profit entities.
2. The definitions of a business segment, geographical segment, and a reportable segment underpin AASB 114 ‘Segment Reporting’, and remain unchanged from AASB 105 ‘Segment Reporting’.  AASB 114 also defines segment revenue, segment expense, segment result, segment assets, segment liabilities and segment accounting policies.
3. Primary and secondary segments reporting formats are determined by reference to whether the predominant source and nature of risks and rewards of the entity relate to business segments or geographical segments.

4. Where the entity’s risks and rates of return are affected predominantly by differences in the products and services produced, its primary reporting format is business segments, and secondary reporting format is geographical segments.  Where the risks and rates of return are affected predominantly by the fact that it operates in different countries or other geographical areas, its primary report is geographical segments, and secondary reporting format is business segments.
5. Information about business and geographical segments must be disclosed based on the segments of the entity for which information is reported to the chief executive officer and the governing body.

6. A reportable business or geographical segment is one where a majority of its revenue is earned from sales to external customers, and where any three 10% threshold tests are met; 10% of total segment revenue, 10% of total segment result, or 10% of total assets.

7. Where an internally reported segment is below all 10% thresholds, a segment may be designated as a reportable segment; the segment may be combined into a separately reportable segment with one or more other similar internally reported segments and included as an unallocated reconciling item.

8. Where total external revenue attributable to reportable segments is less than 75% of the total consolidated or entity revenue, additional segments must be identified as reportable segments even if they do not meet the 10% threshold tests, until at least 75% of total consolidated or entity revenue is included in reportable segments.
9. Different stages of vertically integrated operations are not required to be identified as separate business segments.

10. Segment information is prepared using the accounting policies adopted by the entity.

11. Primary reporting format disclosures for each reportable segment include: segment revenue; segment result; carrying amount of segment assets; segment capital expenditure incurred; depreciation and amortisation of segment assets; significant non-cash expenses; total of equity accounted amounts; a reconciliation between reportable segments, or consolidated financial statements.

12. Where the secondary reporting format is geographical, for each such segment disclose: segment revenue based on geographical location of customers; total carrying amount of segment assets; and segment capital expenditure incurred based on geographical location of customers.  Where the secondary reporting format is business, for each such segment disclose: segment revenue based on geographical location of customers; total carrying amount of segment assets; and segment capital expenditure.

13. In applying AASB 114, there are number of related Standards to consider, e.g., AASB 102 ‘Inventories’, AASB 107 ‘Cash Flow Statements’, AASB 108 ‘Accounting Policies, Changes in Accounting Estimates and Errors’, AASB 111 ‘Construction Contracts’, and AASB 136 ‘Impairment of Assets’ (includes certain disclosure requirements for reporting impairment losses by segment).
e-GAAP Update No. 2/2006 ‘Tinkering at the Edges in Revised Segment Reporting Standard’ includes an Executive Summary, Recap of Differences between AASB 114 ‘Segment Reporting’ and AASB 1005 ‘Segment Reporting’, Key Terms, Methodology, Disclosure, Snapshot of ED 145 ‘Operating Segments’ and 8 CFO Action Items.  In Appendix 1 there is the Disclosure Checklist ‘Segment Reporting’.

The next e-GAAP Update will analyse AASB 134 ‘Interim Financial Reporting’.

ED 145 ‘OPERATING SEGMENTS’ RELEASED

The AASB has issued ED 145 ‘Operating Segments’ that proposes to replace AASB 114 ‘Segment Reporting’.  ED 145 requires the adoption of the ‘management approach’ to reporting on the financial performance of its operating segments.  ED 145 is based on ED 8 ‘Operating Segments’ recently issued by the IASB.

Generally, the information to be reported would be what management uses internally for evaluating segment performance and deciding how to allocate resources to operating segments.  Such information may be different from what is used to prepare the income statement and balance sheet.  The proposals would therefore require explanations of the basis on which the segment information is prepared and reconciliations to the amounts recognised in the income statement and balance sheet.

An entity would report financial and descriptive information about its reportable segments, i.e., operating segments or aggregations of operating segments that meet specified criteria.  Operating segments are components about which separate financial information is available that is evaluated regularly by the chief operating decision maker in deciding how to allocate resources and in assessing performance.  The financial information would be required to be reported on the basis that it is used internally for evaluating operating segment performance and deciding how to allocate resources to operating segments.

The proposed replacement of IASB 14 and AASB 114 is a consequence of the changes arising from the IASB’s work in its joint short-term convergence project with the US FASB to reduce differences between IFRSs and US GAAP (SFAS 131 ‘Disclosures about Segments of an Enterprise and Related Information’).
Key Features of ED 145

· Operating segments are identified based on internal reports that are regularly reviewed by the chief operating decision maker for allocating resources to the segment and assess its performance.

· A component of an entity that sells primarily or exclusively to other operating segments is included in the definition of an operating segment where the entity is managed in that manner.

· Reconciliations are required of total reportable segment revenues, total profit or loss, total assets, and other amounts disclosed for reportable segments to corresponding amounts in the entity’s financial statements. 

· An explanation of how segment profit or loss and segment assets are measured for each reportable segment is required.

· Disclosure is required of the revenues derived from products or services (or groups of similar products and services), about the countries in which it earns revenues and holds assets, and about major customers, regardless of whether that information is used by management in making operating decisions.

· Descriptive information is to be provided about how the operating segments were determined, the products and services provided by the segments, differences between the measurements used in reporting segment information and those used in the financial statements, and changes in the measurement of segment amounts from period to period.

The AASB is also considering development of segment reporting requirements for not-for-profit entities in the private and public sectors.  The AASB is particularly interested in receiving comments on whether adopting the ‘management approach’ to segment reporting by not-for-profit entities would be appropriate.

It is anticipated that the new Standard, based on ED 145, will apply to annual reporting periods beginning on or after 1 January 2007.  The AASB is seeking comment on ED 145 by 20 April 2006.

If you require a briefing on ED 145 ‘Operating Segment’ or assistance with your submission, please contact colin@gaap.com.au.

AMENDMENT TO AASB 121 ‘THE EFFECTS OF CHANGES IN FOREIGN CURRENCY EXCHANGE RATES’

The AASB released AASB 2006-1 ‘Amendments to Australian Accounting Standards’ that applies to annual reporting periods ending on or after 31 December 2006, with early adoption permitted for annual reporting periods that begin on or after 1 January 2005.  Its objective is to make amendments to AASB 121 ‘The Effects of Changes in Foreign Exchange Rates’ by broadening what constitutes a monetary item in the context of a net investment in a foreign operation.

A requirement of AASB 121 (July 2004) is that a monetary item can be part of the reporting entity’s net investment in a foreign operation provided the monetary item is denominated in the functional currency of either the reporting entity or the foreign operation.  In December 2005, the IASB amended IAS 21 so that a monetary item can be denominated in any currency and still be part of the reporting entity’s net investment in a foreign operation.  AASB 2006-1 ‘Amendments to Australian Accounting Standards’ reflects this amendment.

ASIC FINDINGS ON AASB 1047 DISCLOSURES
ASIC released its findings of the latest review of financial report disclosures required by AASB 1046 ‘Disclosing the Impacts of Adopting Australian Equivalents to International Financial Reporting Standards’.  ASIC reviewed the disclosures in financial reports by over 1250 listed entities with balance dates between 30 June 2005 and 31 July 2005.

ASIC Findings

· All entities reviewed gave the required disclosures under AASB 1047 by providing a narrative explanation of the key differences in accounting policies they expected to arise as a result of adopting AIFRS.

· 19 entities concluded that there would be no material impact from adopting AIFRS so key differences were not listed.

· About 700 entities (56%) provided disclosure of the quantitative impact for each of the key differences.  A further 480 entities (38%) had quantified some of the key differences they identified.

· Of the 700 entities, 170 had chosen to apply the first time adoption exemption available to defer the date of transition of AIFRS relating to financial instruments to 1 July 2005.

· 50 entities had not quantified the impact of any of the key differences they had identified, and a further 20 entities had not finalised their determination of the impact of the key differences.

ASIC is to look closely at any entities whose first financial reports under AIFRS include impact surprises that had not been identified in their AASB 1047 disclosure or subsequent market announcements.

MANAGE YOUR FINANCIAL REPORTING AND AUDITING RISKS

Financial Reporting Briefing

Quarterly, half-yearly or annual tailored briefings on contemporary financial reporting and auditing developments can be arranged to meet your in house training and strategic needs.  For expert advice and training enquiries, contact Colin Parker, a member of the AASB, at colin@gaap.com.au or 0421 088 611.
Priority Delivery of Australian GAAP 2006

‘Australian GAAP 2006’ (10th Edition) updated to reflect:

· All AIFRS Standards

· UIG Interpretations 

· 14 amending Standards to the AIFRS ‘stable platform’

· Recent exposure drafts

· Latest ASIC pronouncements, and

· Review of 2005 financial reporting developments and much more.

The release date is early March 2006 and the recommended retailed price is $79.95 (plus postage and handling).  Reserve your copy now for priority dispatch by contacting sandra@gaap.com.au with your delivery details and we will bill you on delivery.

GAAP Alert provides a brief description of the major Australian financial reporting, and other relevant developments, as they happen.  If you do not wish to receive future GAAP Alerts or other financial reporting information, please advise us and we will gladly remove you from our distribution list.

News, press releases and other submissions are most welcome.  Submit to colin@gaap.com.au
Please forward this GAAP Alert to a colleague for their information and use.  GAAP Alert registrations can be made directly at http://www.gaap.com.au.
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