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ABSTRACT ARTICLE HISTORY
Financial statements provide significant information about the Received 28 May 2016
financial position and performance of an enterprise. In the global Accepted 22 May 2018
world, it is necessary that the information is comparable at the

international level. This requirement poses a problem for small KEYWORDS )
and medium-sized enterprises as they do their reporting in com- Accounting; reporting;

pliance with the national legislations, which are based on  2ccounting harmonization;

Directive 2013/34/EU in the EU member states. No application of ~ directive;small and ]
the Directive in national legislations guarantees the harmonisation ,'(EEd'um sized enterprises;
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of financial statements. Another direction in harmonisation is the

IFRS for Small and Medium-sized Entities (SMEs) which the EU has
not acknowledged as a basis for financial statement creation
although its significance is not negligible globally — around 80
jurisdictions use it or allow its use currently. The paper aims to
analyse the current state of harmonisation of financial statements
of small and medium-sized enterprises. Based on the identifica-
tion of essential differences between the national legislation and
the Standard, it attempts to answer the question whether (and
how) the financial position and performance of an enterprise will
change if the accounting framework changes, i.e., in the case of
transfer from reporting based on national legislations to reporting
based on the Standard.

JEL CLASSIFICATION
M41; M21

1 Introduction

Small- and medium-sized enterprises and micro-enterprises (hereinafter SMEs) repre-
sent 99% of companies in the European Union. They provide two-thirds of jobs in
the private sector and they contribute over a half to the total added value formed by
companies in the EU. Nine out of ten small and medium-sized enterprises are micro-
enterprises with fewer than ten employees. The EU policy in the area of SMEs aims
to ensure that the Union measures are helpful for them and that they contribute to
Europe becoming a more attractive place for companies and business. (European
Commission 2016)

An essential source of information about the financial position and performance of
an enterprise is financial statements. In this context, companies are described by the
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accounting system and at the same time evaluated based on the outputs of account-
ing, i.e., financial statements.

Therefore, the general requirement laid on accounting - to capture the facts of the
entity’s economic life properly - comes naturally. To meet such a requirement (in a
situation of non-existent precise limits), it is necessary to adopt a convention valid to
a large extent for all accounting entities, a convention determining the framework of
the ‘space’ in which the accounting will picture the economic activities of the com-
pany so that the necessary rate of unified creation of the accounting picture of the
economic facts is maintained (Janhuba, 2010). This convention can be national or
supranational and it can direct the companies towards consistent data within the
international environment. The adoption of a supranational convention is currently
topical within the segment of SMEs. As international cooperation is increasing, there
is the need of internationally comparable information provided in finan-
cial statements.

The paper deals with the current state of harmonisation of accounting of SMEs
and its possible development. In detail, it explores the differences arising in results of
the differing accountings systems.

The conclusion to the paper compares whether the reporting based on a unified
concept will influence all the facts that the creators of the Standard assume and vari-
ous authors deduce.

2, Methodology

The paper aims to analyse the current state of the harmonisation of financial state-
ments of small and medium-sized enterprises with focus on the IFRS for Small and
Medium-sized Entities (IFRS for SMEs) and to identify the essential differences
between the national (in this case Czech) legislation and the Standard. At the same
time, it attempts to verify the effect that the change of the used reporting concept
from national legislation to the Standard will have on the information capacity of
financial statements. This is theoretical research in correspondence to the definition
provided by Reichel (2009). The research design contains elements of qualitative
research as defined by Strauss, Juliet and Corbin (1998) or Creswell (2009). The data
sources are documents, i.e., directives, acts and decrees.
The following methods have been used to reach the aim:

description,
analysis,
synthesis,
modelling,
comparison.

Of the specific methods used in financial reporting, recognition and measurement
of basic items of financial statements are used.

The method of description is used in Chapters 3 and 4, which contain the descrip-
tion of the current state and the development of financial statements, the contents of
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Direction 2013/34/EU, which is the basis for national accounting legislations of EU
member states and the IFRS for SMEs.

Individual parts of the Direction and the Standard have been analysed with focus
on the harmonisation of financial reporting of small and medium-sized enterprises,
the aims of financial statements and the quality of information they provide.
Additionally, the methods used for the process of financial statement creation, i.e.,
methods used for the recognition of the items of financial statements (assets, liabilities,
expenditures, revenues, equity) and the methods of measurement of assets and liabil-
ities, have been analysed. The method of synthesis has been used as supplementary to
analysis: the individual parts were combined as a whole, i.e., financial statements which,
based on different methods of recognition and measurement of assets and liabilities
can have several forms that are then manifested either in the structure or in the value
of the items. These forms affect the information capacity as they provide different
information on the financial position and performance of an accounting entity.

The method of modelling was used in Chapter 5, where essential differences
between the IFRS for SMEs and the national legislation were selected to verify the
issue given. Based on the differences, changes that will occur in financial statements
were generally expressed. This is a simplified image of reality, which however respects
the features that can be attributed to real-life entities. This method has been selected
as it is very difficult to verify the possibilities using practical cases. The results were
then compared — method of comparison was used.

3. The institutional framework of financial reporting in EU member states

The financial reporting of EU member states is currently based on Directive 2013/34/EU of
the European Parliament and of the Council of 26 June 2013 on the annual financial state-
ments, consolidated financial statements and related reports of certain types of undertak-
ings, amending Directive 2006/43/EC of the European Parliament and of the Council and
repealing Council Directives 78/660/EEC and 83/349/EEC (hereinafter Directive)
(European Commission, 2013). The Directive aims to improve the harmonisation of finan-
cial statements; however, based on current trends, the main emphasis is laid on the reduced
administrative load of SMEs primarily. Documents focusing on the improvement of their
position, (‘EUROPE 2020 - A strategy for smart, sustainable and inclusive growth’, ‘Single
Market Act I, 2011, ‘Small Business Act 2008’), are referenced.

Paragraph 4 of Directive 2013/34/EU defines objectives of a financial statement as
follows: ‘Annual financial statements pursue various objectives and do not merely
provide information for investors in capital markets but also give an account of past
transactions and enhance corporate governance. Union accounting legislation needs
to strike an appropriate balance between the interests of the addressees of financial
statements and the interest of undertakings in not being unduly burdened with
reporting requirements.” True and fair views is further mentioned in paragraph 3,
Art. 4: “The annual financial statements shall give a true and fair view of the under-
taking’s assets, liabilities, financial position and profit or loss.’

The Directive deals with small and medium-sized enterprises in paragraphs 10 to
15, where the effort for harmonisation of small and medium-sized enterprises in the
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EU is described as well as the reduction of obligatory information provided in the
financial statement appendix. Small and medium-sized enterprises are defined based
on the balance sheet total, net turnover and the number of employees, the specific
figures being provided in Art. 3, Categories of undertakings and groups. Paragraph
27 stipulates the option to relieve small enterprises of the obligation to provide a
report on company management.

Chapter 3, Art. 14, Simplifications for small and medium-sized undertakings,
reports that member states can allow small and medium-sized enterprises to provide
a reduced version of the balance sheet and the profit and loss statement. This is ela-
borated on in Chapter 7, Art. 31 Simplifications for small and medium-sized under-
takings, where the lines of reports that can be aggregated are specified. Chapter 9,
Art. 36 Exemptions for micro-undertakings, lists the obligations that micro-enter-
prises can be relieved of.

Except the above mentioned simplifications and exemptions, all the other Directive
stipulations are valid for small and medium-sized enterprises just as for large compa-
nies. When selecting the accounting or measurement methods, or in some cases
reporting methods, member states can choose from a range - this option is formu-
lated as ‘states may permit or require’ in the Directive; the Directive also refers to
national legislations. Significant options include various methods of recognition of
formation expenses, costs of development, and intangible assets created by the under-
taking itself. As regards these items, they can be recognised as assets or expenses.
Other options concern the measurement of tangible assets, for which either the pur-
chase price or the revaluated amount can be used. Financial assets can also be meas-
ured either by the purchase price or their fair value. Still further options consider the
simplification of statements and additional information, mainly for small and
medium-sized enterprises. All these options, exemptions, and references to national
legislations degrade the harmonisation efforts and the information capacity of finan-
cial statements across the states.

We can state that the EU Directive does not play its role within the financial
reporting harmonisation of small and medium-sized enterprises well enough to meet
the needs of financial statement users, especially as regards international comparison.
The current situation, in which there are 27 different systems, is not acceptable in the
long term, as agreed by institutions such as the European Commission or the
International Accounting Standards Board, as well as many studies and publications
(Baldarelli et al. 2012, Pasekova et al. 2010, Briciu et al. 2009). The need for generally
comparable and comprehensible financial statements has also been mentioned by
Moénja—gkare and Galant (2013).

Since 2001, there has been a project aiming to create the International Financial
Reporting Standard for Small and Medium-sized Entities, hereinafter IFRS for SMEs,
or Standard, for the needs of financial reporting harmonisation, independently of the
Direction. After a series of consultations and comments, the Standard was published
in July 2009. It has had an immediate effect although its implementation depends on
national regulatory authorities - it has remained voluntary. The IASB regularly
revises the Standard; the last revision was performed in May 2015. The full revised
version of the IFRS for SMEs 2015 was issued in December 2015, with effect from 1
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January 2017. The Standard is currently used in approximately 83 states; 11 states are
considering its use, some still do not consider its use (IASB, 2012).

The aim of the Standard is to provide a comprehensive and simplified set of
accounting principles for smaller and unlisted accounting units in order to improve
the quality and comparability of financial information.

The standard for small and medium-sized enterprises is based on full IFRS, but it
contains some simplifications, does not address areas that are not relevant for small
and medium-sized enterprises, and greatly simplifies the requirements for data publi-
cation. In contrast to the EU Directive, the Standard uses a qualitative definition of
medium-sized enterprises as entities that do not have public accountability and pub-
lish the financial statements for external users. The Standard provides general defini-
tions of financial statement items, such as assets, liabilities, costs, revenues, profit or
loss, and equity (which are not defined in the Directive or in the vast majority of
national legislations).

The possible use of the Standard as a framework for the financial reporting regula-
tion was included in the review of European directives in the form of consultations
(European Commission, 2010). The aims of the consultation were to obtain feedback
on the use of the Standard and at the same time to define the relationship between
the Directive and the Standard.

In response to the consultation material, the respondents generally confirmed their
support for the Directive on accounting as a basic framework for accounting in the
EU. Their responses placed emphasis on the key role of directives within the EU,
which should provide a set of general accounting principles applicable throughout the
EU. Simplified and revised directives should provide for the needs of small and
medium-sized enterprises. There were different opinions as regards the Standard.

The arguments of the opponents:

The Standard is difficult, particularly for small businesses.

Businesses that operate only locally do not need international comparability and
those who create and use accounting information documents are accustomed to
national accounting rules.

e The costs of financial statement creation and staff training would increase as a
result of the Standard implementation. Small businesses would have a more com-
plicated access to corporate training.

e The Standard does not affect the close link between accounting and taxation of
trading companies, which exists in a number of member countries.

e The Standard is not in compliance with the terms of profit distribution in trad-
ing companies.

The arguments of the proponents:

The Standard would contribute to greater international comparability.
It would simplify the procedures when drawing up consolidated finan-
cial statements.

e It would raise the chances of international financing.
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e Many respondents indicated that the users of accounting would benefit from the
expanded scope of the Standard, mainly due to the increased capacity to analyse
and compare the financial statements prepared in different jurisdictions, and
cross-border mergers and cross-border cooperation would be simpler.

e The Standard is appropriate for international groups and subsidiary companies
reporting under IFRS.

e A common accounting language would improve the communication between busi-
ness partners, investors, and creditors based abroad, contribute to easier mobility
of accountants and auditors within the EU, and improve the prospects for
joint training.

e Investors and rating agencies would have better conditions for decision-making.

As regards the process of a possible convergence of the Directive and the
Standard, some respondents said the Directive should be revised not to be in conflict
with the Standard; others wanted the Standard to be adopted as an option; still others
warned against radical changes and rather suggested an evolutionary process.

The Commission has examined the possible adoption of the IFRS for SMEs at the
level of the EU and rejected this option. Based on the differences between the
Standard and the Directive, the Commission concluded that the Standard would not
be a suitable instrument for administrative burden reduction. The assessors consid-
ered that the Standard for SMEs is new - there is no experience with its application
anywhere in the world. In addition, some of the differences between the Directive
and the Standard were decisive, such as the reporting of unpaid subscribed capital
stock or the goodwill impairment, in which the expected lifetime cannot be reliably
estimated. Therefore, it was decided that the explicit full adoption of the Standard is
not possible.

4. The expected impacts of the IFRS for SMEs implementation with
special focus on the Czech Republic

The preparation and publication of the Standard were accompanied by many expecta-
tions, even though all parties involved were aware of the complexity of this process.
Both regulatory authorities and many authors, mostly from the academic environ-
ment, but also expert in practice, have responded to this situation.

It is not simple to predict the consequences of the IFRS for SMEs potential imple-
mentation. This is only a hypothetical situation within the EU. As already mentioned,
the European Commission did not approve the use of the Standard and its use is
probably a matter of long-term development. A possible evaluation of the effect of
the introduction of a financial regulation system and its changes as well as the effect
of incremental changes to the accounting rules would require a comparison of the
existing state with a hypothetical one, which would occur if no regulation existed. A
determination whether a change has brought positive or negative effects would need
a comparison of the present values of social welfare in both versions. This indicator
cannot be practically measured, as we cannot count the value of something that actu-
ally does not exist. Therefore, in reality the qualitative analysis of the expected
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benefits and costs of the upcoming change in regulations compared to the current
state is used (Prochazka, 2015).

Various authors aimed to identify the users of financial statements, the entities
appropriate for the Standard application, or the comparison of costs and benefits fol-
lowing from the Standard implementation (Di Pietra et al., 2008; Schiebel, 2008;
Litjens et al., 2012; Quagli and Paoloni, 2012). Albu et al. (2013) conducted a survey
on the expectations of financial statement users in the Czech Republic, Hungary,
Turkey and Romania.

The survey conducted in a selected sample of companies in the Czech Republic,
Slovakia, Poland, and Ukraine focused on positive expectations related to the future
acceptance of the IFRS for SMEs, the expected advantages and the interest in training
in this field. Regarding Czech companies, only 5% of respondents expect advantages,
8% are interested in further training; in Slovakian companies, 4.5% expect advantages
and 5% of companies are interested in training; 18% of Ukrainian companies expect
advantages and nearly 70% are interested in training; the largest advantages are
expected in Polish companies — 45% and the same percentage are interested in fur-
ther training. (Pasekova et al. 2010).

Another study conducted in the Czech Republic (Bartinkova, 2012) within the cat-
egory of small and medium-sized enterprises showed that creating a financial state-
ment in compliance with the IFRS for SMEs is interesting for medium-sized
enterprises whose majority owners are foreign companies. These enterprises are of
the opinion that such a financial statement would facilitate their reporting and cre-
ation of the consolidated financial statement. At the same time, it has been confirmed
that there is the dependence of the willingness to use the Standard taking account of
the company size: the larger the company, the higher the interest in using the
Standard. On the other hand, there are worries of a higher administrative load, high
expenses of the implementation, and the different relationship between accounting
and income taxes.

Some results can be deduced from surveys conducted by the Ministry of Finance
of the Czech Republic in cooperation with auditing companies which were published
in 2005, i.e., at the time when the Standard was undergoing the approval process.
The surveys concerned the potential impact of full IFRS application in Czech unlisted
companies and full IFRS application in unlisted companies in six European states.
Although the surveys were based on full IFRS, the results provided by the selected
sample of companies could serve as a base for the assessment of future problems
regarding the implementation of the IFRS for SMEs. The main advantage of the IFRS
mentioned by the respondents was the simplification of international cooperation.
The assessment could be considered biased in some cases and it depends on the size
of a company, subject of business and complicacy of accounting procedures. Some
distortion can also be caused by insufficient knowledge of the IFRS, as the respond-
ents themselves admitted. In selected companies only the employees who created
statements in compliance with the IFRS for the parent company confirmed they
knew the IFRS well; others considered the knowledge unnecessary for the time being
(Ministry of Finance of the Czech Republic, 2005).
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Studies in Croatia proved that 69% of small and medium-sized enterprises consider
the IFRS for SMEs suitable to be used (Klikovac, 2006), although in a similar survey
conducted in the following years only 11% of respondents considered the IFRS for
SME:s suitable (Baldarelli et al. 2012).

A study exploring the potentials of the IFRS for SMEs acceptance in Turkey
(Arsoy & Sipahi, 2009) reported the acceptance as a highly complicated process hin-
dered by the current accounting system, its links to tax regulations, and limited
accountants’ education on the IFRS.

Another survey of the IFRS application in companies in six European states
focused generally on the possible usage of full IFRS for unlisted companies. The sur-
vey shows that for some unlisted companies (small companies or those which are not
a subsidiary or an affiliated company of listed companies) it is more suitable to use
the simplified version of the IFRS, i.e., the planned IFRS for SME:s.

5. The impacts of the standard on the financial position and performance
of a company

One of the prerequisites for the proper evaluation of the IFRS for SMEs usage
impacts is the knowledge of the final form of statements drawn up in compliance
with the Standard and its comparison with national legislation. The following chapter
provides a simplified model of the conversion from the national (Czech) legislation
to the Standard and draws attention to the fundamental differences in the recognition
and measurement of financial statement items which may affect the value of assets,
sources of financing and the profit or loss.

5.1. Changes in statements

When using the Standard for the creation of the company’s financial statement, the
companies which have changed from the national legislation to the Standard will
have to be aware that, as a consequence of the differing methods for recognition and
measurement of assets and liabilities, they will probably achieve different values of
assets, equity capital and liabilities in the statements created in compliance with the
IFRS, in contrast to the national legislation. The total difference will affect the balance
sheet total, the value of long-term and short-term assets, equity and liabilities, and
profit or loss. The differing value of these items will be reflected in the indicators of
profitability or indebtedness. The following derivations and comparisons are based on
the differences between the Czech national regulations and the IFRS; some of the
procedures can be generalised.

As of the day of transition to the Standard, the company has to create the initial
balance sheet in which it is necessary:

a. to recognise all assets and liabilities whose recognition is required by the IFRS
for SMEs;

b. not to recognise items as assets or liabilities if this IFRS does not permit such
recognition;
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c. to reclassify items that are recognised under its previous financial reporting
framework as one type of asset, liability or component of equity, but are a differ-
ent type of asset, liability or component of equity under this IFRS; and to apply
this IFRS in measuring all recognised assets and liabilities, (International
Accounting Standards Board, 2009).

The changes expressed in the initial balance sheet in contrast to the national legis-
lation will be reflected as:

a. changes in long-term assets in consequence of a different perspective regarding
recognition of an item of assets;
reclassification of items of long-term and floating capital;

c. changes in measurement of equity.

These types of changes can be derived and exemplified by balance sheet operations
(see Tables 1-6). All examples are designed so that they express how an item in a
statement created in compliance with the Standard will change in comparison with a
statement created in compliance with national legislation. As has been mentioned in
Chapter 2, this is theoretical research in which the changes are expressed using sym-
bols +/-, without specific numbers.

The progress of changes in statements in a situation when an accounting entity
recognises a long-term asset which used to be recognised as an expense (and vice
versa) in compliance with national legislation is shown in Tables 1 and 2.

With the difference appearing in consequence of an expense in compliance with
national legislation being recognised as an asset in compliance with the Standard, it is
necessary to deduct the value of the item which was originally recognised as an
expense from total expenses. At the same time, expenses will be increased by means
of depreciations, see Table 1.

Table 2 shows a situation when an accounting unit does not report assets, which
are however recognised in compliance with the national legislation, as the Standard
does not allow their reporting and they are recognised in expenses at the time of their
origination.

In a balance sheet created in compliance with the Standard, the difference will be
reflected in a decrease in the value of assets and an increase in expenses in the year
of the asset recognition. The expenses increase by recognising the entire value of the
item as an expense; at the same time they decrease by excluding the original
depreciations.

The reclassification of the items which the company used to report in compliance
with the previous system of reporting as one type of asset, liability or component of

Table 1. Recognition of a long-term asset in the balance sheet.

Change Reason

- expenses Exclusion of an item from expenses

+ assets Reflection of an item as a long-term asset in the balance sheet
+ expenses Depreciation of assets

Source: author’s own calculation.
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Table 2. Exclusion of a long-term asset from the balance sheet.

Change Reason

- assets Exclusion of an item from assets
- expenses Exclusion of depreciations

+ expenses Transfer of an item to expenses

Source: author’s own calculation.

Table 3. Reclassification of short-term and long-term assets.

Change Reason

- short-term assets Exclusion of an item of stock from short-term assets
—+ long-term assets Transfer of the item into long-term assets

+ expenses Modification of depreciations

Source: author’s own calculation.

Table 4. Changes in measuring assets and liabilities by the current value.

Change Reason

- assets Decrease in the asset value

- liabilities Decrease in the liability value

- expenses Modification of depreciations (value decrease)

Source: author’s own calculation.

Table 5. Repayment of liabilities by the effective interest rate method.

Change Reason
+ liabilities Instalments decrease the liability by a lower value
+ expenses Interests related to the repayment of the liability

Source: author’s own calculation.

Table 6. Changes in the profit or loss.

Type of change Effect on profit or loss

Recognition of a long-term asset +
Exclusion of a long-term asset -
Reclassification of assets -
Change in measuring assets

Repaying a liability by the method of effective interest rate -

Source: author’s own calculation.

equity but are a different type of asset, liability or component of equity in compliance
with the Standard can be exemplified using the transition of some items between
long-term and floating assets. The most frequently used example is spare parts as
their price is significant and their usability lasts over one year. If the national legisla-
tion reports spare parts within short-term assets and in a statement created in com-
pliance with the Standard they will be long-term assets which will be depreciated, a
difference in the values of long-term and short-term assets, or even expenses, will
occur. The differences are presented in Table 3.

When reclassifying stocks, the short-term assets are decreased and long-term assets
are increased as the item of stock is transferred. If the spare part becomes a long-
term asset, it has to be depreciated and expenses are increased by depreciations.

The changes in statements which will be brought about by the change in the rec-
ognition method are presented in Table 4. In some cases of recognition the Standard
uses the current value (property purchased by leasing, property purchased by
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instalments, long-term liabilities, etc.). The current value is the discounted value of
future net inflow or outflow of money which is expected to be created by the item or
to be needed for the settlement of liabilities. Repayments of liabilities are divided
between financial expenses and a decrease in an unpaid liability by the method of an
effective interest rate. The changes in the value of the items, when the current value
replaces the purchase price of an asset, are presented in Table 4.

If the current value is used for the initial recognition of a long-term asset, the dif-
ference appears in values of long-term assets, depreciations and liabilities. When the
value of the asset is recalculated to the current value and the temporal value of
money is considered, the value of long-term assets, depreciations and liabilities
decreases in comparison to the original measurement in purchase prices. When the
liabilities are paid, the value of the instalment is divided between a decrease in the
liability and an interest; the changes are shown in Table 5.

When the method of effective interest rate is used for repaying liabilities, the value
of the liability is not decreased by the entire sum of the instalment - it is divided
into a decrease in the liability and an interest which increases expenses.

5.2. Changes in company performance

Performance is a relation between revenues and expenses of an accounting unit during
an accounting period; a change in the performance due to the two accounting concepts
is brought about by the effect of the changes in the way individual items are recognised
as profit or loss. The changes pictured in Tables 1-5 are summarised in Table 6.

When recognising a long-term asset captured within the national legislation as an
expense (Table 1), expenses are decreased by excluding the item and increased by
means of depreciations. The overall effect on profit or loss is its increase.

When an asset is excluded (Table 2), expenses increase by excluding the item and
at the same time expenses decrease by the modification of depreciations. Altogether,
the profit or loss decreases.

When assets are reclassified by changing the classification of stocks (Table 3),
expenses increase by depreciations, and the profit or loss decreases.

When changing assets and liabilities (Table 4), expenses decrease due to the
decreased value of depreciations and the profit or loss increases.

In the case of using the effective interest rate method for paying off a liability
(Table 5), the profit or loss decreases due to the interests which appear dur-
ing repaying.

In this situation, a combination of changes in measuring (Table 4) and repaying
(Table 5) occurs. The final effect on the profit or loss is a result of the combination
of a change in the value of depreciations and interests and depends on the specific
values of these items.

5.3. Statement of the financial position

A financial position of a company is captured in the statement of the financial pos-
ition, where the balance is defined by the balance sheet Eq. [1], which needs to be
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maintained even after the changes that occur in relation to the transfer from the
national legislation to the IFRS Eq. [2].

Assets = Equity + Liabilities (1]

A Assets = A Equity + A Liabilities (2]

The overall change in the balance sheet equation is a sum of partial changes: basic
modifications based on the differences between the national legislation and IFRS for
SMEs are shown in Egs. [3]-[8]. When a long-term asset is recognised in the state-
ment of financial position (see Table 1), the balance sheet Eq. [3] changes and the
result is an overall increase Eq. [4]. An increase in equity arises from a decrease in
expenses by capitalising an item. The value of depreciations decreases the equity but
the final difference is always in favour of an increase in equity Eq. [5].

A Assets = A Equity + Liabilities [3]
(+) Assets = (+) Equity + Liabilities (4]
(+) Equity = (—) Costs of equity capitalization + Depreciations (5]

When a long-term asset is excluded from the balance (see Table 2), the balance
sheet total changes Eq. [6], in this case it decreases. A decrease in equity follows from
an increase in costs that have arisen in relation to the transfer of an item from assets
to expenses. An exclusion of depreciation follows and this increases the value of
equity, but the final difference always decreases equity, Eq. [7].

(—) Assets = (—) Equity + Liabilities [6]
(=) Equity = (+) Costs of equity capitalization — Depreciations [7]

When reclassifying items between short-term and long-term assets (Table 3), the
balance sheet total decreases Eq. [6]. The reason for the decreased value of assets and
equity is the depreciations; when the assets are reclassified from short-term to long-
term ones, they need to be depreciated, Eq. [8].

Assets — Depreciations = (Equity - Depreciations) + Liabilities (8]

When the valuation changes, specifically when the current value is used for the ini-
tial measurement of assets and liabilities (Table 4), the balance sheet total decreases
by the decrease in the values of assets, liabilities and equity. Equity will be lower by
the decrease in the value of depreciations, Eq. [9].

(—) Assets = (—) Equity + (—) Liabilities [9]
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6. Discussion

There have been few publications showing financial statements drawn up in compli-
ance with the existing national legislation and, at the same time, the IFRS for SMEs.
The conversion of a financial statement from the Czech legislation to the Standard is
provided, see Table 7 (Pasekova et al., 2012).

When the differences between the items reported in compliance with the
national legislation and the IFRS are evaluated, we can see that the balance
sheet total has increased. The increase has been substantially caused by the
increase in the value of the long-term assets, and the most significant is the cap-
italisation of leasing. The balance sheet total has risen by 3.9% in the current
period and by 9.5% in the previous period. The value of profit or loss shows
even a more considerable change - there is a decrease of 86% for the current
period and 27% for the previous period, brought about by the increase in depre-
ciations of long-term assets, specifically the assets purchased by financial leas-
ing. The other changes in the indicators, brought about by transfers between
long-term and current assets, modifications of long-term asset measuring,
changes in reporting of reserves, financial assets and liabilities, are shown in
Figures 1 and 2.

The graphical analyses of the data confirm the most significant differences at
points 2 (long-term assets) and 9 (profit or loss) in the current and the previous peri-
ods (Figures 1 and 2) and the graph follows the changes in the balance
sheet equation:

Current period:

+ 31 000 Assets = + 31 000 (Equity + Liabilities)
+ 66 075 Long—term assets = + 65 170 Equity (without profit or loss)
- 35 075 Current assets = - 22 281 Profit or loss
= - 11 889 Liabilities

Table 7. An example recalculation of a financial statement, in thousands of CZK.

Current period Past period
National Difference National Difference
Iltem legislation IFRS for SMEs (IFRS-NG) legislation IFRS for SMEs (IFRS-NG)
1. Total assets 769 485 800 485 31 000 701 027 774 669 73 642
2. Long-term assets 364 928 431 003 66 075 349 162 441 068 91 906
3. Current assets 404 557 369 482 —35 075 351 865 333 601 —18 264
4. Equity + liabilities 769 485 800 485 31 000 701 027 774 669 73 642
in total
5. Equity 372 922 415 811 42 889 347 324 378 046 30 722
6. Liabilities 396 563 384 674 —11 889 353 703 396 623 42 920
7. Revenues 414 044 415 493 1 449 457 933 446 206 —11727
8. Expenses 388 202 411 932 23 730 426 313 423 034 —3 279
9. Profit or loss 25 842 3561 —22 281 31 620 23172 —8 448

Source: Author based on Pasekova et al., 2012, pp. 28-31, 36-40, 125-126.
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Figure 1. Comparison of indicators reported in compliance with the national legislation and the
IFRS in the current period.
Source: author
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Figure 2. Comparison of indicators reported in compliance with the national legislation and the
IFRS in the past period.
Source: author

Previous period:

+ 73 642 Assets = + 73 642 (Equity + Liabilities)
+ 91 906 Long—term assets = + 39170 Equity (without profit or loss)
- 18 264 Current assets — 8 448 Profit or loss
+ 42 920 Liabilities

The analysis of the data obtained from the example financial statement does not
provide results that could be generalised - it is only an indication of the future devel-
opment. Besides the established rules, the results of the transfer are affected by many
factors, such as the size of the company, the field of business, a selection from more
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methods (e.g., depreciations) and estimates. Results of each company are individual
and unique.

7. Conclusion

The harmonisation of financial reporting of SMEs using Directive 2013/34/EU is not
sufficient on an international scale; the differences mainly follow from the possible
choice of various versions of the recognition and measurement of financial statement
items when implementing the Directive into national legislations.

An alternative method of the harmonisation, which is currently not recognised by
the European Commission, is the IFRS for SMEs. The Standard was issued with the
aim to provide a comprehensive and simplified set of accounting principles for
smaller and unlisted accounting units in order to improve the quality and compar-
ability of financial information, particularly among individual states. These statements
are significant for the evaluation of the company creditworthiness when applying for
foreign loans, the assessment of the financial health of buyers, improvement of the
conditions for rating agencies, and the attraction of foreign investors.

Based on the model of the conversion from the national legislation to the Standard
in Chapters 5 and 6, it is possible to confirm that the financial statements prepared
in compliance with the uniform accounting framework would be comparable, because
they would use the same rules for the recognition and measurement of individual
items. This would level the starting conditions and all businesses would be assessed
in the same way, without an influence of some ‘misinformation’, incurred due to dif-
fering accounting methods. At the date of transition some differences may occur
which would have an impact on the value of assets, liabilities, equity, profit or loss,
and the related performance indicators, such as profitability. A situation may even
occur in which a company’s financial position and performance will change signifi-
cantly, either in a positive or in a negative direction. Basically, this is a transition
from one accounting framework to another, both of which are governed by the prin-
ciple of ‘true and fair view’. This principle is slightly disputable, as each accounting
system claims and uses it but in clearly defined legislative limits, compliance with
which is considered as ‘true and fair view’. The degree of the differences is the same
as the degree of the difference between the individual national legislations and
the Standard.

Quality improvement of the information provided is no longer a matter of the
accounting framework only. As reported by Prochazka (2015), the quality of the
accounting system is determined by the accuracy with which the accounting with its
instruments is able to display the economic situation of the company (the financial
position and performance). Companies drawing up financial statements may use a
limited number of accounting methods, which do not always exactly capture the true
essence of the economic transaction. There is also a difference in the quality of finan-
cial statements within the member states — developed economies tend to have a
higher quality of financial statements (Albu et al., 2013). The effect of subjectivity in
the items that are determined by a qualified estimate is not negligible.
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When evaluating the benefits, the shift in the position of SMEs which has occurred
since 2009, strengthening their position significantly, has to be considered. At the
level of the EU, this is proven by documents such as ‘Europe 2020 - A strategy for
smart, sustainable and inclusive growth’, ‘Single Market Act’, ‘Small Business Act’,
and others, which are even accepted by national institutions. In addition, the financ-
ing of SMEs has improved. Disregarding the financial crisis, which made access to
financial sources more difficult for all types of businesses, the availability of financial
sources for this segment has increased. This is the consequence of EU support pro-
grammes and support from individual national governments, which enable also the
SMEs to obtain loans. However, we have to realise that SMEs will always have a
worse position compared to large enterprises because banks assess the creditworthi-
ness of the clients applying for a loan; they do their ‘scoring’. Amongh others, the
creditworthiness and the total income potential of the future loan client are explored.
If the applicant’s creditworthiness does not reach the required values, the loan is not
provided by the bank, since the return on the loan could be threatened. Low income
potential can also affect not only whether the loan will be provided but also under
what terms and conditions. Disadvantageous conditions may discourage the applicant
from taking the loan.

It follows that good-quality and comparable financial statements are an important
starting point for the improvement of the situation of SMEs, but are only a part of
all the influences affecting the economy. A perfect harmonisation is a long-term pro-
cess with an uncertain outcome, which will evolve depending on the decisions of
financial reporting regulatory authorities, which may to some degree be affected by
the users of financial statements.
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