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CARANA Corporation, under the sponsorship of the United States Agency For International Development (USAID), is pleased to present the following “TRANSFORMATION TOOL-KIT”. This methodology was developed and refined by CARANA Corporation in the course of satisfying its objectives associate to its Russian Accounting Reform project. It was successfully used to transform the financial statements of 25 Russian enterprises into those, which comply with International Accounting Standards (IAS).
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Major Differences between RSA and IAS

The purpose of this document is to describe major differences in accounting methodology between RSA and a system based on International Accounting Standards (IAS). 

Main reasons which determine the differences between IAS an RSA: 

1. RSA financial statements are still mainly geared to meeting the information needs of tax and regulatory authorities. As a result, corporate financial information is classified and retained in accordance with Taxation legislation.  Financial reports are necessary, or can be useful, to various users in the course of their business activity.  To facilitate this however, they must be reexamined and expressed before they can be understandable and useful. 

2. RSA practice does not allow management to use its own judgment when making decisions. This usually inflates the book value of assets compared with their fair market value, overstates assets useful life, etc.

3. While RSA states principles similar to IAS, their implementation in practice has some flaws. In actual accounting practice form prevails over substance, companies do not always follow the accrual basis or the conservative approach to potential losses. These factors tend to combine in overstating the real profitability and value of a business

4. Russian accounting system is not oriented towards providing a true and fair picture of the company financial status and the results of the business activities.  Companies are accustomed to manipulating their financial records to a purpose that best suits them. 

5. RAS does not account for changes in the purchasing power of the ruble, which makes comparison of figures for consecutive years impossible under conditions of high inflation 

Some conceptual differences between RSA and IAS 

	Principles and assumptions
	IAS
	RSA

	Going Concern


	It is assumed that the company does not have the intention or necessity to discontinue or considerably decrease its operations in the foreseeable future.


	Not all companies actually follow going concern principle when preparing their financial statements.  Many of them are on the verge of bankruptcy, others cannot guarantee the stability of company operation in the future.  Additionally, a poor financial picture is presented due to tax reasons.



	Consistency of Accounting policy


	Company accounting policy does not change unless there is an obvious need for it.
	Reporting is done in accordance with the current norms stated in the regulations, which constantly change.  Reports are not adjusted to reflect the impact of the changing policies.



	Accruals 
	Income (expenses) of the company is recognized in the period when they were actually incurred (received). 
	Income and expenses of the company are not always recognized in the periods when they take place. Example: RSA does not allow valuation of expenses, which are not documented, even though the economic benefits related to these expenses have already been received.  



	Materiality


	Only items, which may influence the decisions, are included in the reports. 


	The Ministry of Finance of the Russian Federation determines a list of mandatory reporting items.  Procedures of accounting for some unessential elements are complicated and burdensome for the accounting system. Example: accounting for short useful life and low value items.



	Substance over Form


	Results of transactions are reflected in accordance with the real state of affairs. 


	Reflection of transactions is done according to dictated norms and requirements, thus form prevails over substance. 



	Prudence


	All necessary measures are taken to eliminate uncertainty, make sure that assets value and income are not overstated and liabilities and expenses are not understated. 


	The prudence principle is not always followed.  Example: valuation based on cost or market value is rarely used in the Russian accounting practice. Reserves for obsolescence of inventories are rarely established. 




General differences between IAS and RSA 
	
	IAS
	RSA

	Balance Sheet


	Balance sheet items are valued at the lower of historical cost and market value
	Value of some assets on the balance sheet is overstated because of the capitalization of periodical expenses and in relation to the absence of revaluation reserves (reserve for obsolete inventories, reserves for bad debts).



	Income Statement
	All expenses and losses of the company related to the reporting period are recognized in the income statement as losses. 
	Despite that since 1995 companies, when determining financial results, have had to report all actual costs, regardless of the limits set for determining taxable profit, many companies still use the costs which are above the limits, as a direct decrease of equity. Thus the tendency to simplify the tax calculation procedure and distortion of the real financial results of the company.



	Cash Flow Statement
	The report provides the basis for determining the company's ability to generate cash and assess the needs in cash use. Direct or indirect method can be used. 

	Cash flow statement generated in accordance with RSA separates cash flows by source and use, which complicates the analysis of the company activities. When preparing the report the direct method is used and all cash that was transferred to the company accounts are recorded. 



	Financial Reporting in the Economy with Hyperinflation


	Companies have to adjust their financial statements reflecting the changes of the buying power of the currency. The standard is applicable to any company, which prepares financial reports in the currency of an economy with hyperinflation.


	Inflation adjustment concept and expression of the results in a currency with stable buying power is not present. As a result financial reports at the beginning and at the end of the period are not comparable.

	Consolidated Statements
	Various consolidation methods: method of proportional consolidation, consolidation of assets, full consolidation, equity method, cost method. 

	Existing rules apply similar

principles as IAS, but these are merely recommendations. In practice the reliability of consolidated statements prepared by the highly integrated companies is low.




	
	IAS
	RSA

	Related Party Disclosure
	If one party has significant influence over another in making decisions, all material transactions between the parties are disclosed.


	It is necessary to disclose operations with related parties only if misrepresentation of such operations can lead to a non-fair view of the company.



	PP&E
	PP&E are carried at their historical cost, although revaluation to a fair economic value is permitted on a systematic basis. Any permanent fall in economic value is recognized.


	Fixed assets are carried at historic cost. Companies are allowed to conduct a revaluation annually by indexing or by direct recalculation in accordance with market prices confirmed with documents. There is a value limit when classifying assets as PP&E.



	Depreciation 


	A depreciation charge is allocated to PPE and intangible asset is value over its useful life in accordance with the accounting policy of the company. Remaining useful life to be reassessed periodically.  


	Depreciation of PP&E is accrued based on reference depreciation rates. Depreciation method is chosen based on calculation techniques in accordance with taxable amounts and not useful lives. Generally, depreciation rates are generally lower than IAS rates. Accelerated depreciation is allowed but rarely used. 



	Intangible assets
	Living quarters (apartments) are not included into intangible assets. Goodwill (company value) is not a separate category of intangible assets.


	Living quarters (apartments) are included into intangible assets. Goodwill is not defined.

	Investments
	Short-term investments are recorded at market value or the lower of two: cost or market value. Long-term investments are recorded at cost or, in the case of marketable securities, at the lower of the two: cost or market value, determined using investment portfolio method. 


	Investments are recorded in amount of actual costs incurred by the investor. Revaluation of short-term investments – securities quoted on stock exchange at market value is allowed only for professional stock exchange participants. Investments in company shares, which are quoted on the market, are recorded at their market value at the end of the year if it is lower than carrying value.


	
	IAS
	RSA

	Inventories
	Assets in the form of raw materials allocated for use in production process, assets in production or assets for sale in the normal course of business are included into inventories. Sales and storage expenses are written down in the period when they are incurred and are not included in the cost of work in progress.
	In addition to IAS definition of inventories, property used for management needs, low value items, and items with short useful life are also included into inventories. This category does not exist in IAS. Trading organizations charge part of periodical expenses to finished goods in storage, thus overstating company assets. 



	Exchange rate differences 
	All assets and liabilities of a foreign company are recalculated at the ending exchange rate. Exchange rate difference resulting from recalculation of results of a foreign division is classified in the company's statements as equity before disposal or sale of the foreign division.


	Monetary items of a foreign company are recalculated at the ending exchange rate. Non-monetary items are recalculated at historical exchange rate. Exchange rate difference is charged to financial results as a part of non-operating income or expenses.



	Provisions 


	Record provisions relating to present obligations from past events if outflow of resources is probable.


	Optional. Companies may create provisions for doubtful debts, obsolescence of inventory and decrease in economical value of assets. However, this is seldom used in practice due to absence of tax allowances.



	Non monetary

Transactions (barter)
	Assets acquired through non-monetary exchange are recorded at the fair value of consideration given or at the fair value of the assets acquired.


	Assets acquired through non-monetary exchange are recorded at the book value of items given.

	Deferred taxation
	The tax effect of temporary differences between accounting and taxable profits to be recorded. Recognize deferred tax assets if recovery is probable.


	Not required



	Research and

Development 


	Expense research costs as incurred. Development costs can be capitalized when the certain criteria met (probable future benefits and a cost or value can be measured reliably).


	R&D may be capitalized.




Recommendations for Developing a Chart of Accounts

When conduction transformation of the financial statements from RSA to IAS some technical problems arise when adopting the existing chart of accounts in accordance with Conceptual basis and international accounting standards (IAS). 

1. Conceptual basis for preparation and presentation of financial statements contains main elements of financial reports that consist of assets, liabilities and equity (financial status), income and expenses (activity indicators). 

Main sections of the Chart of accounts based on the Russian accounting system do not correspond to these components, and accounts from different components are mixed together. The structure of the Chart of accounts (types, codes of accounts) does not allow separating basic elements of financial reports. Example: section 4 combines assets and liabilities accounts. 

2. Chart of accounts based on the Russian accounting system does not allow for effective changes: 

a) Existing chart of accounts limits introduction of new accounts. This issue is especially important when introducing new accounts for separation of short term and long term: receivables, payables, prepaid expenses, etc.

b) One synthetic account in the Chart of account may be used both for assets and liabilities (account 71, 76, 78) or for income and expense items (account 46, 47, 48). This structure creates confusion and requires financial analysts responsible for preparation of financial reports to reference subaccounts excessively. 

3. Existing chart of accounts which was brought to compliance with Accounting Regulations is not able to convey IAS principles. Majority of the new requirements cannot be met at the level of synthetic accounts, changes are introduced on the level of subaccounts. This requires many explanations and instructions for further accounting practice. 

4. Practical introduction of IAS requirements on the basis of  the old Chart of accounts is complicates computerization of accounting process. Though some accounting software packages use existing Chart of accounts, introduction of changes in order to use new methods would be more complicated than forming a new Chart of accounts. Almost all computerized accounting systems require sequence of accounts by sections of financial reports. Old structure which does not have strict logical sequence, where accounts are mixed will substantially complicate the development of computerized systems. 

When conducting transformation we recommend the adopting of a Chart of accounts based on international practice. It uses four-valued numeration system and would be organized in accordance with International Accounting Standards. 
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