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Transparency of Financial Reporting reduces the
likelihood of unexpected surprises...
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Unexpected

Default (or near/partial)

Debt (likely to spill over
in a connected world)

A closer look...

The subprime-debt crisis: Securitization obscured quality of underlying debt

The government interventions: Financial guarantees are often not disclosed,

nationalized entities often not consolidated, toxic assets are not tracked in cash
basis of accounting
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Meaning — What is accrual accounting?

“Under the accrual basis of accounting, transactions and other events are recognized in
financial statements when they occur_(and not only when cash or its equivalent is received
or paid)..” (Conceptual Framework, Introduction, 2013)

Cash flow statement Statement of financial

Cash inflows / cash outflows performance

: : Revenues / expenses
Net increase/(decrease) in cash P

 and cash equivalents Surplus or deficit =

Statement of financial position

Assets Liabilities
PPE Accounts payable
> Cash and cash Net assets/equity <
equivalents
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Differences — Accrual accounting vs. Cash accounting

Areas

Accrual Basis

Cash Basis

Revenues Recorded when they are earned, which | Recorded when they are received,
may be before or after they are received | which may be before or after they are
earned
Expenses Recorded when they are incurred, Recorded when they are paid, which
which may be before or after they are may be before or after they are incurred
paid
Financial Match revenues to the expenses Financial statements reflect revenues
Statements | incurred in earning them, and more and expenses based on when
accurately reflect the results of transactions were entered rather than
operations when revenues were earned or
expenses incurred
Receivables | Areceivable is recorded when payment | No receivables are recorded
Is not received at the point of sale
Payables Payables are recorded when payment is | No payables are recorded
not made at the time of purchase
Payments Revenues and expenses are recorded in | No method of tracking partial payments
full, even though partial payments may | is available
be made over extended time periods
Page 5 Zl] ERNST & YOUNG

Quality In Everything We Do



Information required in adoption of Accrual accounting

Financial
Position

Maintain complete records of assets and liabilities
A consistent framework to identify, depreciate and amortize assets

A consistent framework to identify existing liabilities, and potential or
contingent liabilities

Residual figure, net assets/equity comprising of:
Contributed capital
Accumulated surpluses and deficits
Reserves ( e.g revaluation reserve; foreign currency translation reserve)

Financial
Performance

Revenues and expenses, including the impact of transactions where cash
has not yet been received or paid

Recognition of the total costs, including depreciation of physical assets and
amortization of intangible assets

Recognition of all employee-related costs

Cash Flow

Comprehensive information on current cash flows and certain projected
cash flows, including the cash flows associated with debtors and creditors
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Accrual accounting enhances transparency,
accountability and ease of audit

Financial
Position

Demonstrate accountability to the public for their management of assets
and liabilities recognized in the financial statements

Plan for future funding requirements of asset maintenance and
replacement

Plan for the repayment of, or satisfaction of, existing liabilities

Make decisions about the level of assets and debt held in the context of
financing the services they wish to provide

Financial
Performance

Consider the cost consequences of particular policy objectives and the
cost of alternative mechanisms for meeting these objectives

Decide whether to fund the production of services within sub-entities, or
whether to purchase goods and services directly from third party entities

Consider the costs of particular services in relation to user fees
Allocate responsibility for managing particular costs

Cash Flow

Better cash management and may assist in the preparation of more
accurate cash budgets
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Benefits of Accrual accounting vs. Cash accounting
In enhancing transparency

Full view of assets and liabilities — the countries’ “net financial position”
Shows service potential embodied in public infrastructure

Provides a complete financial overview of an entity through consolidated financial statements
Forms the basis for the General Purpose Financial Statements (GPFS) analytical framework

Fair presentation of assets and liabilities enhances transparency in reporting and better
represents debt capacity

Enables measurement of efficiency in operating and maintaining pools of assets
Enhances management of and accountability for capital expenditures and related assets

Recognition of borrowings and other liabilities, e.g. pensions, places focus on measuring and
managing all financial obligations

Allows for more control over financial management processes (e.g. Accounts
Receivable/Payable accounting)

Exposure of governments to guarantees and other obligations will be detected earlier rather
than when default occurs

Transparent reporting assists in debt ratings and can lead to lower borrowing costs
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Overview of countries which plan or already adopt
IPSASS

Legend

Adoption
IPSAS accrual-
] based /
IPSAS-like

adopt national
[ accrual- based
(business-like)

cash or modified
cash

[ ] cash basis IPSAS
[ ] unknown
Source: UNO; IMF; Desktop Research; EY contacts
Accrual basis IPSAS-like/National
Cash Basis IPSASs National cash basis IPSASSs accrual basis Unclear
22 8 22 23 8
IFAC Study, April 2012, not published
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Overview of supranational organisations using IPSAS

Major supranational organisations which plan or already adopt IPSAS.

IFAC

= aaases | N0 Commonaoaith S
=\

The Commonwealth

ocratanat

International Federation

Secretariat of Accountants
Council of Europe INTERPOL
European Union North Atlantic Treaty

Organisation

<

European Organisation
for the Exploitation of

Organisation for
Economic

EUMETSAT Metereological Satellites ECD  Cooperation and
Development
/- esa European Space \‘f‘.‘(." Y United Nation
» Agency AN, 7
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Scope of study on worldwide trend

31 countries from each continent were surveyed
28 countries returned the filled-in questionnaire
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Objectives

The main objectives of this study are:

Get a picture of the current status of worldwide public sector
accounting

|dentify trends and developments in public sector accounting
Evaluate awareness and acceptance of IPSAS

Reveal main obstacles in implementing new accounting systems

Results shall contribute to the further development of public sector
accounting
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Country-specific accounting systems on (Modified)
Accrual basis are common

In most of the countries the government (or a ministry) is the legal
authority that issues the national standards

Using an own national accounting system is common

Accrual accounting is used by the majority of the countries

The current accounting system is
based on...

use?
IPSAS accrual basis i 3 I 21.4%

42.9%

Which accounting system is in

IPSAS cash basis I 1
4 21.4%

IPSAS-like standards - 7 14.3%

® Cameralistic/cash accounting
Modified cash accounting

Own accounting system 19 - _
Modified accrual accounting

Total30answers 0 2 4 6 8 10 12 14 16 18 20 Accrual accounting

Ell ERNST & YOUNG
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Public consultation, but not focused on identification of
user needs

Although a majority of countries claim to have a “public consultation
process” before new regulations are issued, there is generally no formal
process to identify user needs

Citizens and rating agencies are not seen as main users

Identification of the different user needs Main users of governmental financial
regarding governmental financial statements
reporting 30 -
- 24 24
14 12 2 20
12 - 10 20 - 16
10 - 15 A 13
8 9
8 - 10 - 8
6 - 2 5 2
4 ] 3 2 0 - T T T
4 N .
2 . & & < Qp\'b ] xq}‘c’ éﬁ\% <'>®°’ \\e}("
| & & & < & & & S
0 - - - - - & N © C N v
No formal  Through A formal Other Expert Survey (90\\ R .,\g" > &
processin parliament due process commisions §> .\o° Qi?}}
place to for the v &
identify user accounting ,@‘
need standards N\
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Fair presentation is seen as the leading principle —
iIrrespective of the accounting system

No common understanding of “fair presentation”

Even countries still on cash (or modified cash) basis accept fair
presentation as being the leading accounting principle

But: the same countries doubt whether balance sheet / income
statement is necessary in the public sector

Main focus of the information presented in the
financial reports

25 - 23
20 -
15 -
10 -

“ 3

B =

Fair presentation Budget execution Presentation of Other
of financial reporting specific
situation transactions
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Better financial reporting and comparability are
Important reasons for new accounting systems

20 countries mentioned why they intend to
Implement a new accounting system or why

Main reasons for a new accounting system are:
Improve financial reporting and accountability

Improve transparency of public finance
Achieve international comparability

However, many countries described why they do not plan to
Implement a new accounting system:

Already on accrual basis
Transparency and true & fair presentation already ensured
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There are many incentives for adopting accrual
accounting

Main incentives to adopt accrual accounting
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The most important reason to apply IPSAS is the
comparability of financial information

Possible reasons to apply IPSAS/IPSAS-like standards
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The costs of an accounting reform are the main
reason not to adopt accrual accounting

Main reasons not to adopt accrual accounting

14 -
13
12
11
10 -
8 |
6 |
5 5
4 |
2 4
0 T T T T
Costs of accounting reforms Cash accounting Past implementation Balance sheets and
complements budgetary problems of reforms profit/loss calculations are
accounting less important in the public
sector
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Conclusions

IPSAS have arrived around the world — it is not a matter of lack of know-how or
awareness

—> focused work on specific standards for the public sector as well as intensive
communication is starting to pay off

Main principles are known worldwide — but obviously not consistently understood

—> further dialogue between standard setters and accounting bodies seems to be
required

Additional momentum could result from GFS

- even if interdependence seems to be globally accepted, further alignment of
reliable and a unified set of data as well as harmonized accounting rules should
be aspired to
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Main IPSAS Conversion Challenges and Impact

Main Challenges Process
» Political/Executive support
» Legal framework

» Accrual accounting know how/capacity
building

Technology Organization

» Staff capacities for reform

» IT/ERP system implementation

» Impact of reform on organisation, i.e.

Financial Systems

changes to processes and systems Architecture

> Registration and measurement of assets 1. |PSAS conversion will impact all levels of
and liabilities/opening balance sheet accounting in a government!

» Focus on budgeting and reporting 2. IPSAS conversions will impact several

areas outside of the accounting function!

3. Atop level conversion to IPSAS may not
be sufficient!
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