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NOTE
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symbol indicates a reference © o United Nations
document, ;
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material in this publicution do not imply the expression
ol any opinion whatsocver on the part of the Secretariat
of the United Nations concerning the legal status of any
country, territory, eity or area, or of its authoritics, or
concerning  the delimitation of its  frontiers or
boundaries,

Material in this publication may be freely quoted or
reprinted, but acknowledgement is requested, topgether
with a relerence to the:document number. A copy of the
publication containing the quotation or reprint should be
sent o the UNCTAD secretariat.
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Preface

Alils 17" session in July 2000, the Intergovernmental Working Group of
Experts on International Standards of Accounting und Reporting (ISAR)
identified a number of obstacles that small and medium-sized enterprises
(SMEs) were facing in applying accounting standards that had been issued
by various standard-setting bodies, both national and international, Tt was
agreed that o project should be undertaken to identify possible approaches
that would meet the accounting and financial reporting needs of such
enterprises.

ISAR haus supported the International Accounting Standards Board (IASB)
as the interational standard setter of reference for accounting and rgporting
standards, The standards (IASs) issued by the IASB, however, have been -
created largely with the financial reporting neceds of listed companies in -
mind. Consequently, it has often been difficult to apply them o SMEs,
particularly those in developing countries and countries with economics in .
transition, For many businesses in these countries professional help may
aiso be disproportionately expensive,

In arder to meet the financial reporting needs of SMEs, 1SAR is proposing
that a three-ticred structure be adopted, as follows:

Level 1. This level would apply to listed enterprises whose securitics are
publicly traded and (hose in which there is significant public interest. These
enterprises should be required to apply the accounting and fnancial
reporting standards (IASs and IFRSs) issued by the IASB,

Level 2. "This level would apply to significant business enterprises that do
not issuc public sccurilies and in which there is no significant public
interest. ISAR has develaped  single set of requirements that have been
derived [rom the IASs issued by the TASB, but cmibodying  only
requirements for the most regularly encountered transactions, This level
would atll have the option to follow the full set [ASs and IFRSs issued by
the IASE,

Level 3. This level would apply to the smallest entities that are often
owner-managed and have few employees.” The approach proposed is a

iv
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simple accruals-based accounting, based on that set out in international =
accounting standards, but closely linked to cash transactiorls, National ;
regulators may permit a derogation for newly formed businesses or new -
entrints to the formal economy to use cash accounting for a limited time, .

How exactly the boundaries between the three levels should be speeified is
@ matter that cannot be dealt with adequately without knowledpe of the
specific economy in which the enterprises operate. The recommendation of
ISAR is that there should be a system with at least threc kvels, but how
these levels arc defined must be determined by cach member State that
chooses to apply this approach, taking into account the prevailing
economic, legal and social circumstances, particularly the member State's
EnIerprise structure.

The SMEGA-Level 3 that ISAR has developed is set oul in the material
that follows.



Introduction

I, The SMEGA for Level 3 is designed lor financiul statements ol

small enterprises that are owner-managed and have few employees. y . eugp (a‘ . J
Such enterprises should generally follow a simple accrualshased { woh a0
accounting system that is closely linked to cash (ransactions.'

Scope

2 Level 3 cnlerprises typically have significant dilficultics in
accessing bunk and trade credit. They arc likely to be one-person
enterprises or businesses with fow employees. The SMEGA for
Level 3 is intended to meet the needs of users and preparers of
financial statements for these enterprises.

Components of financial statements

3. A set of financial statements for Level 3 enterprises includes the
following components:

() anincome statement;:
(b)  abalance shectyand
(¢)  explanatory notes:

Level 3 accounting framework

4. The lwo financiul statements - the income statement and the
balance sheet — are based on simple accruals accounting approach

M L e kx Gewskiloy broadly consistent with TAS 1. The guidance requirements do not
invalve compliance with specific 1ASs but are based on the historicall
cost and aceruals measurement approach which is the basis of 1ASs.
To ensure that the Level 3 financial statements are part ol a coherent
framework within the three levels, Level 3 guidance rules are linked
with those for Level 2 and 1ASs.

' National regulutors may permit a deropalion for newly lormed husinesses
or new entrants 1o the formal economy Lo use cash aceounting for a limijted
time.
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3. Level 3 statements will normally be prepared on the assumption
that an enterprise is a going concern and Wwill ¢ontinue in"6pération?
for the foreseeable future (sec para graph 24).

The objectives of Level 3 financial statements

6. The objective of Level 3 financial statements is to provide
information aboul the reporting enterprise’s finuncial performance
and financial position that will be useful o users in assessing Lhe
performance of the enterprise and the stewardship of the cnlerprise’s
manageiment.

Users and their needs

7. The objective of financial statements is 1o help develop the
business by providing useful information 1o users. Therefore, he
statements are designed (o reflect user needs. Evidence suppests that

the principal users of financial statements of Level 3 enterprises are
likely to be:

(a) management,

{h) lenders and other creditors;
(c) government;

() taxation authorities; and

(c) SME agencics.
4. The following is a summary of the likely needs of these users:

Management:

* to confirm how well or budly the enterprise has performed
during the year (including the levels of income, costs and
TEVenues);

« for applying for external financing;

» for financial management purposes (e deciding what
portion of profils to retain); and/or

* a5 a tool for succession planning and management of wealth,

-3
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Lenders and other creditors:
* (o assess risk in the credit decision: and
* o monitor the performance of enterprises that have been
given credil,

Government: For macro- and microeconomic planning purposes
T'ax authoritics: For tux assessment purposcs

SME agencies: To assess support requests from enterprises (e.g.
grant applications, training requests, subsidized business services)

Qualitative characteristics

9. Qualitative characteristics are the attributes that make thed
information provided in financial statements usefial to users$The four
principal characleristics are:

(a) Understandability: 11 is essential that information
provided in financial statements be  readily
understandable by users.

{s)] felevance: To be useful, information must be
relevant o the decision-making needs of users.
(c) Reltability: Information is considered 1o be reliable ==& mola
when it is [ree from material error and bias and can
be depended on by users to represent fuithfully that
which il purports to represent.
() Comparability: Users must be able to compare Lhe
financial statements of an cnlerprise over time in
order to identily trends in the enterprise’s financial
position and performance.

10, The balance between benefit and cost is a pervasive constraint
rather than & qualitative characterstic, The benefits derived from
information should exceed the cost of providing it. The evaluation of
benefits and costs is, however, substantially a judgemental process.

3
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Standard setiers as well ws the preparers and users of financial
statements should be aware of this constraint,

11, In practice, trade-ofts Lelween qualitative characleristics are
ofien necessary. Determining the relative importance ol the
characteristics in dilferent cases is a matler of professiong]
Judgement,

Elements

12. Asvet. An asset is a resource controlled by the enterprise ay a
result of past events and from which future economic benefits are
expected 10 {low to the enterprise,

13. Liability: A liabilily is a present obligation of the cnterprise
arising from past wvents, the settlement of which is cxpected to result
in an outflow from the enterprise of resources embodying econotmic
benefits,

14, Fquiry: Bquity is the residual interest in the assets of the
enterprise afler all its linbilities have been deducted.

15. Income encompusses hoth revenue and gaing, It includes
increases in economic benefits during the accounting period in the
form of inflows or cnhancements of assets as well ps decreases of
liabilities that result in increases in equity, other than those relating
to contribulions from cquity participants,

16, Expenses encompass losses as well as those expenses that arise
in the course of the ordinary activities of the ctiterprise, xpenses are
decreuses in economic benefits.

Recognition

17. An item that meets e definition of an clement should be
recoghized if (a) it is probable that any luture cconomic benefit
assaciated with the item will flow Lo or from the enterprise, and (b)
the item has a cost or value that can be measured with reliability.

i
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Measurement

I8, The measurcment buse most commonly adopted by enterpriscs
in preparing their financial statements is historical cost,

19, In many cases, it is unlikely that Level 3 enterprises will have
the resources (o prepare these statements, and therefore the
assumption is that the statements will be preparcd by an external
agency,

Level 3 enterprises and financial management

20. Tor day-to-day management of the enterprise, OWNEr-managers
will tend to rely heavily on cash flow information. Tt is widely

recoghized that the muanaging of cash is critical to the survival of a

business und to managing relationships with banks and other
providers of finance. It is recommended that owner-managers keep?
cash records’ that will be'a source of prime eniry for the financial®
statements”™ These records, whether produced manually or using a

software puckage, will be an important component in the financial

management of Level 3 cnlcrprises,



I Basic requirements

21, The following details the basic guidance (or Level 3 enterprises,

For material (ransactions or events not covered by this guidance, ¢
reference should be made to the appropriate requirements in thé'

guidance for Level 2 cnierprises, =

22, The minimum set of primary (inancial statements includes the
following componenls:

(a) A balance sheet;
(b) An income statement; and
(c) Explunatory notes,

23, Enterpriscs may wish to include other statements that are likely
to-enhance the overall transparency”and quality of the cnierprise’s
provision of information to users, for example a cash Oow statcment

24, Tinancial statements should be prepared on a going-concemn
basts unless management cither intends to liquidate the enterprise or
cease trading, or has no realistic alternative but to do so.

25. An cnlerprise should prepare its [inancial statements using a
simplified accruals basis of accounting,

26.  The lollowing information should be prominently displuyed:

() the name of the reporling enterprise; and
() the balance sheet date and the period covered by the
income statement,
27. Financial staterierits sHould be prescated af least annunlly, gy

ary e e i

FHSTPIiS8 Showld prosent Girfeht A Hon-cuftent assets and
on-current-liabilitics*¥is separate classifications on the

fuce of the balance shect.




SMEGA-Lavel 3

29. "Anagséi’should be classified 23 a current asset when it: &

(@) 15 expected to be realized in, or is held for sale or
consumption in, the normal course of the enterprisc’s
operating cycle; or

(b) 15 held pritnarily for trading purposes or for the short
term and is expected to be realized within 12 months
of the babnee sheet date; or

(¢) is cash on hand.

All other assets should be classilied as non-current assets,

30,

Alibility shiould b classified s n current Liability when'it:
() is cxpected to be settled in the normal course of the
enterprise’s operating cyele; or

{ is cue to be settled within 12 months of the balunce
sheet date.

All other liabilities should be clussified as non-current
liulrilitigs,

31 Asariiriiniuin, the Tace of the balance sheot should includé liness
‘itemns that present the amounts in 'the formats in Annex '3, =

32, Additional line items, headings and subtotals should, if' relevant
to the enterprise, be presented on the tace of the bajance sheet,

33, An enterprise should disclose the movement of owner's cquity
during the financial year,

34, Theincame statement should follow the structure and, ‘as'a
minimun, use the headings shown in Annex 1,

35. An'item of property, plant or equipment should initially b
measured at ‘its cost? The cost of an item of property, plant or
equipment comprises its purchase price, including import dutics and

7
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non-refondable purchase taxes, and any direetly attributable costs of
bringing the assel to working condition for its intended use: any trade
discounts and rebales are deducted in arriving at the purchase price.

36, The: depreciuble” amotint (cost less expected proceeds fom
disposal) of an item of properly, plant or cquipment should he
allocated on a systematic basis over fts useful life. Staightling?
ionis the simplest method. R

37, Tlan item of property, plant or cquipment becomes impaired, in
that it is unlikely to generate cash flows (o absorb the depreciable
amount of the item over ils usetul life, its carrying value should be
reduced.

38, Land normally has an unlimited life and, therefore, is not
depreciaied. Buildings have o limited life andl, therefore, are
depreciable assets,

39. The linancial statements should disclose for ench class of
property, plant and equipment a reconciliation of the carrying
amount at the beginning and end of the period showing;

additions;
» disposals;
o depreciation; and
= olher movements,

40.  Lease payments, whether deriving from an operating or {inance
lease, and payments under hire purchase (HP) contracts should be
recognized as an expense (om a cash basis, not on un accruals basis),
If the payments are materia, the expense should be shown under a
specilic lease payment heading in the formatted income staterment,

41. THevalue'of the lease should;not-be shown either as an'ssset or
‘as7a; liability on”'the balanice sheet: The samc approach should be
adopted for assets acquired under HP contracts,



SMEGA-Lovol 3

ricy should B measured at the Tower of cost and net?
hei(1he estimated selling price in the ordinary course of
business less the estimated costs of completion and the estimated
COSLs necessary to make the salc).

43. The cost of inventories should comprise all costs of purchase
and other costs incurred in bringing the inventories Lo their present
location and condition,

44. The cost ol inventories should be assigned by using specific
identification ot the individual costs of items whenever possible. The
cost “‘of “other inventories should be assigned by using the Tirst-if,
first-out (FIFO) or weighted average cost formulas;-

45, Revenue should exclude taxes on goods and services but should
include commissions receivable,

46, Revenue from the sale of goods should be recognized when the
enterprise has transferred to the buyer the significant risks and
rewards of ownership of the goods,

47. Revenue from the rendering of services should be recopnized to
the extent that the service has been provided.

48. Where' thére i uncertainty ‘a5’ to the receipt of payment foria
trade debt, a reasonable provision should be made against tradé
‘teceivables, o '

49.  Any significant gains or losses should be separutely disclosed.



I, Model financial statements

The financial statements

50. The two statements — the fncome statentent and the balance

sheet - are bused on a simple accruals accounting spproach broadly Ta Haemines Gruernles
consistent with TAS 1. To ensure that the Level 3 finangial statements

are a part of a coherent [ramework within the three levels, Level 3

guidance rules are linked with [ASs.

The costs and benefits of the financial statements

51. The formats take into consideration the cosuUbenefit issues of
Level 3 enterprises, In order to ensure that the statements are uselul
o owner-managers of typical Level 3 cnterprises, the costs of
preparing the statements need to be weighed against the benefits to
other users and particularly the enterprise itself, For example,
potential providers of external financing are likely to require the two
financial slalements in order 1o assess the risks involved in the
proposed transaction,

Users and their needs

52. The objective of the proposed financial statements is 1o help
users extract information that ¢an be helplul in developing the
business. Therefore, the design of the statements is intended tol
reflect users’ needs.

Income statement: Annexes 1 and 2

Rationale

33, The structure of the income statement has been designed
primarily 10 meet the needs of owner-managers. 1t is recognized that
the income statement is used by owner-managers 1o see whether in
their pricing they have correetly anticipated the level of costs and
profit margins.

4. Itis assumed that most enterprises at this level will price goods
and scrvices on a cost-plus basis. Thus, the “contribution” reflects
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the difference between the sales and those costs which the mark-up is
calculated on, which are deseribed in the statement as “direct cosis™.

55 Direet costs will vary from enterprise to enterprise. For
example, Annex 2 illustrates an income stalement for o lypicalretail
business where the mark-up is likely (0 be made Just on purchases,
Other types of enterprises may have ditferent definitions of direct
COSLs.

56. The cost structures of enterprises at this level are likely to be
very different ffom those of large busincsse€? The reason for this is
that the majority of these enterprises’ costs are likely to be direct, In
contrast, the majority of the costs of large businesses are indirect (i.c.
related to overheads).

57. The “tax™ shown in the income staterment relates to the
estimuted tax duc for the year, which relates to the profit or loss for
the same year. It therefore follows that the protit ufler tax and
owners’ drawings/dividends corresponds to the amount shown under
the heading “increase/decrease in owners' capital” b the balance
sheet in Annex 3.

58, The headings under “indireet costs™ will reflect the materiality
of the costs in relution to the total indircet costs and their importance
with regard 1o diselosure for users in pencral. ‘Therefore, there is
likely to e some variation among different types of enterprises.

Balance sheet — Annex 3

39, The relevance of the headings will to a certain extent depend on
the natre of the cnterprise, bul the main structure and headings
should be applicable for most enterprises at this le vel.

Cash flow statements

60. Historical cash {low statements have been excluded from the
minimum set of financial statements at this level becuuse there is
little evidence sugpesting (hat users. at this level find such statements
useful. T€'is, however, recognized that cash management on a daily

H
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basis-is critical to the health and strvival of enterprises at this level)
No presenbed format has been suggested lor the keeping of cash
records hecause of variations that may be utilized by different
enterprises. For example, some record-keeping systems are paper-
hased and individualized, whereas others use sollwure packages thal
prescribe a standard format.
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Annex 1

Model income statement format (example)

XYZ Lid.
Incomue statement
tor the year ended 31 December 20xx

Sales

Direvt uperating costs

Total dircet operating costs

Cantribution

Indircet costs

Totul indirect costs

Profit belore interest and other financing costs

Less:
Interes
Other tinancing vosts

Prafit aller interest and olher financing costs

foas;
Tax

Profut ntter tax

Owners' drawings

Increase/decrense in owners” cupiti]
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Mode! income statement (example)

Annex 2

XYZ Lud.
Income Statement
for the year ended 31 December 20xx

{in USH

Sales J25 000
Dircct operating costs
Opening inventories o
PMurchises 195000
225100
Less!

Closing inventorics 32 500
Totul direct vperuting costs 192 600
Contribution 132 408
Indircet costs

Raluries 34 350

Dreprecintion 6 500

Lease rem 15 600

Mutar vehicle expenses f 500

Insurance 1 300

‘Telephone 1 700

Light and hea 1150
Total indirect costs 67 100

Profit before Interest and other finnneing costy

05 300

Lirxs;

Interest nod other tinancing costs b 0o
I'rofit after interest nnd other fininging costs 04 000
Less:

Tux 8400
P*rofit nlter tux 55 600
Onwners' drnwings 45 000
Incrense (decrense) in vwners’ eupital 1) 6i))

14
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Annex 3

Model balance sheet (example)

XYZ 1.
Balunce Sheet

is o 31 December 20X

(in US$)

Assots
Non-current Assety
Property
Lexy; Avcumulated depreciation

170 000
40 000

Equipmaent
Less: Aceumulated deprecintion

85 000
25000

130 000

Ol 000

Total Mon-current assets
Current Assers
Mutenuls
Stock
Trude receivalies
Ly Provisions

28 500
2 500

[Bnnk accounts
Cash
Total current assety
Total Assets

Owners’ Equity and Liabilities

Owners® capital
Famings tor the year
Less: Drawings this year
Inerense in owaers cupital
Owners' capitad 31 December 20X1
Non-current tinhilities
Loans
Current ligbilirtes
Bunk
Taxes payuble
Teade payables

35600
45 000

2500
4 600
I8 900

18200
34000

26000
5 600
1 200

132 900

10 600

190 000

85 000

J75 000

[

Total current linbilitics
Tutu] Labilities

Total owners® cquity and liabilitics

115 500

26 DU

143 500

131 500

275 000

mERmm .
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