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ABSTRACT
Generally, the covid-19 pandemic has a great impact on all big,
small and medium-sized business all over the world. There are ana-
lyzed International Financial Reporting Standards (IFRS) practical
issues that should be considered and addressed by the top manage-
ment. These financial key issues include discussing the following:
[FRS 9-Financial Instruments, IAS 36 Impairment of Assets, IAS 1,
IAS 2, ISA 570 (revised) -Going Concern’. The Impairment Review
of Inventory, Fixed Assets, financial instruments, also the Going Con-
cern at the entity level must be assessed in detail in the pandemic
and other difficult circumstances;
Key Words: IFRS, Covid-19 Impact, Impairment, Expected Cred-
it Loss (ECL), NRV, ISA, Going Concern.

MAIN TEXT

IMPAIRMENT INDICATORS

Generally, the company must review for impairment at every re-
porting year end, but during the covid-19 pandemic the top manage-
ment must pay a special attention immediately and not just waiting

1 ACCA SBR exam revising materials
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to the year end, if the credit risk increased significantly due to some
indicators. These impairment indicators can be:

» Significant changes in Loan payers’ behavior;

» For Debt Provider the expected or factual decrease/deteriora-
tion of Internal Credit Rating of the Company (loan payer);

» Changes in Financial and economic activities, such as increase
f. ex. in Interest Rates, Unemployment Rates;

» Changes in Operational Management of Loan Payer, such as f.
ex : Decreased Income, margins, mark-ups, Working Capital deficit,
liquidity, Debt/Equity ratio;

» Negative changes in the regulation framework, economic or
technology field, that deteriorates the company ability to set it li-
abilities timely;

» Other significant changes, such as f. ex. : decrease in financial
support from the parent company etc.

Expected Credit Loss (ECL) Allowance Creation

For Impairment review of Financial Instruments, IFRS 9 requires
to create the expected credit losses- called the ECL Model, ! includ-
ing 3 stages.

This ECL can be created for?:

+ Financial Assets accounted at amortized cost(when the busi-
ness model is just collecting cash flows, the principal and accrued
interest amounts);

+«+ Financial Assets accounted at fair value through Other com-
prehensive income(OCI), (when the business model is collecting
cash flows, the principal, accrued interest amounts and then sale of
the asset);

¢ Leasing accounts receivable

++ Contract Asset (IFRS 15)

«+ Loan payables

+ Financial Guarantee Contracts

The Expected Credit loss is assessed by considering the cash

1 Accaglobal.com, IFRS 9, Financial Instruments
2 FGPAA continued Education Program 2018, PwC materials;
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flows, probability % of default rate.

From the ECL model, Stage 1 and 2 deals with those financial in-
struments that have not had a significant increase in credit risk after
first recognition or that have low credit risk at financial reporting
year end. At the 3d level, financial assets are already significantly
credit-impaired. The events have a great bad influence on future
cash inflows that is why Lifetime expected credit loss is immedi-
ately recognized and the interest revenue is calculated on the carry-
ing amount less the ECL allowance. The details are discussed in the
below model:

Table 1. ECL Model*

Stage 1 Stage 2 Stage 3
Impairment rec- Ex fc-ggnglrz dit Lifetime Expect- Lifetime Expected
ognition p ed Credit Loss Credit Loss
Loss
On Gross CA On Gross CA of On Amortized cost
of Asset by Asset by effec- .
. . . by the effective
effective rate tive rate (without
Interest Income . . Interest rate (by
(without deduc- deduction .
. . deducting expected
tion expected expected credit ;
. credit loss)
credit loss) loss)
From Occur-
rence /purchase | If the Credit Risk
of Financial is increasing sig-
Instruments. nificantly and the If financial asset
12-months changed credit credit risk is increas-

When and How

Expected Credit
Loss is recog-
nized in P/L and
Impairment loss
allowance is
created.

quality is not
regarded as low
credit risk, life-
time credit loss is
recognized.

ing so significantly,
that asset is credit
impaired.

1 ACCA SBR exam revising materials
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ANALYSIS

BAD DEBT REVISION?

Moreover, when the credit risk is low, the trade receivables,
contract assets and lease-accounts receivables must be accounted
over it total lifetime period by deducting expected credit loss. For
practical discussion, we have searched the Pearson Company pre-
liminary, unaudited Financial Statements, the Condensed Consoli-
dated Financial Statements for the year ended 31/12/2020. As it is
mentioned in the Basis of Preparation “No material accounting im-
pacts relating to the areas assessed were recognized in the year. The
Group will continue to monitor these areas of increased judgement,
estimation and risk for material changes”?. However, if we assume,
that some significant changes may take place in future, we can use
its ageing information and build as an example of our probable bad
debt provision.

Table 23 Pearson- Condensed Consolidated Financial
Statements for 31/12/20, Note N12

The ageing of the Group's frade receivables is as follows:

all figures in £ millions 2020 2019
Within due date 668 654
Up to three months past due date 70 155
Three to six months past due date 11 35
Six to nine months past due date 23 9
Nine to 12 months past due date i 14
More than 12 months past due date 24 51
Trade receivables 803 918

The year on year reduction in trade and other receivables is primarily driven by reduced sales, a
proportionate increase in provisions for bad debts, the receipt of deferred proceeds in relation to the US K12
disposal and the disposal of a lease held as an investment in finance lease receivable. This is partially
offset by an increase in prepayments due to timing differences on certain significant payments.

1 Microsoft Word - Pearson 2020 Prelims Press Release - 7 March AB SJ
2 Microsoft Word - Pearson 2020 Prelims Press Release - 7 March AB SJ
3 Results, reports, webcasts & presentations | Pearson
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Additionally, we assume and build our table for trade receivables

in order to create the bad debt provision:

Table 3-Bad Debt “Probable” Reserve Matrix!

=
= [oB 5] v O
= »n 5] =1 [72) = s 12}
S| £ | 23| % R E
e (SIS og o) O% o
=i 22 £ g E 3 E
vz - © o a2 N
=a) AR L o< N L < ~
3 S “ g o 2 A
Default
rate 0.5% 1.5 % 3% 4% 5% 6%

Taking into consideration above mentioned rates, the expected
credit loss allowance will be like this:

Table 4-Bad Debt “Assumed” Expected Credit loss Allowance

Gross Carrying g Lifetime
Amount of Asset i e ECL reserve
(Table 2) &° (000’ pounds)
(000’ pounds) A
a b C=a*b
Current-Within Due Dates 668,000 0.5 3,340
0-3 months past due date 70,000 1.5 1,050
3-6 months past due date 11,000 3 330
6-9 months 23,000 4 920
9-12 months past due date 7,000 5 350
>12 months 24,000 6 1,440
Total ECL 803,000 7,430

Per our assumption, so, the net amount of trade receivables 795,
570 k pounds (803 k pounds-7,430 K pounds) will be accounted in

1 % Rates are based on our assumption, not on the company’s judgments
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the balance sheet after deducting total expected credit loss allow-
ance.

GOING CONCERN

Under IAS 1, ISA 570 the company’s key management is required
to make an assessment of an entity’s ability to continue as a going
concern. If management has significant concerns about the entity’s
ability to continue as a going concern, the uncertainties must be
disclosed. If management concludes that the entity is not a going
concern, the financial statements should not be prepared on a going
concern basis, in which case IAS 1 requires a series of disclosures®.
to assess if the entity can continue functioning without any doubt.

For Going Concern analysis the company must analyze the ex-
pected/forecasted cash inflows and outflows for the following 12
months from the Financial reporting year end, to assess what ex-
penses can be avoided during the pandemic in the foreseeable fu-
ture and what expenses are unavoidable, is there any dependence
on one supplier or etc. In order to analyze and assess more in detail,
much attention should be paid also to the following ratios: Working
Capital, Debt/Equity Ratio, Loan Payable, and Liquidity -to under-
stand if the company is able to set its liabilities timely.

As it seems, the Working Capital Ratio: Inventories +Trade re-
ceivables-Trade Liabilities: 35-1-26=8 mlIn pounds in 2020, while
in 2019 it was: -20+59-157=-118 mln pounds. So this ratio is quite
improved next year.

Moreover, according to the Pearson Table N 5, the Current Li-
quidity ratio will be: current assets/current liabilities: in 2020-
3, 267 /1,571 min pounds= 2.08 > 1; In 2019- 2,776 /1,492 min
pounds=1.86. So, In 2020 in comparison with 2019, the liquidity
has improved; Regarding analyzing the Loan. As it seems, long-
term borrowings have decreased in 2020 by 175 K pounds (1,572
K pounds-1, 397 K pounds) that is good however if we look at the
current borrowings, it means that they were increased by 162 K

1 IAS 1 — Presentation of Financial Statements (iasplus.com)
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Table 5'.
NOTES TO THE CONDENSED CONSOLIDATED FINANCIAL STATEMENTS

for the year ended 31 December 2020

17.  Cash flows

all figures in £ milians 2020 2019

Reconciliation of profit for the year to net cash generated from operations

Profit for the year 310 268

Income tax 44 (34)
Depreciation, amortisation and impairment charges 37 389

Met profit on disposal of businesses (184) {16)
Other net gains and losses [ -
Net loss on disposal of fived assets 2 T

Net profit on dispoesal of right of use assets including transfers to investment

in finance lease receivable (6} (4)
Met finance costs 57 43

Share of results of joint ventures and associates (5) (54)
Met foreign exchange adjustment (34) {21)
Investment income - {2)
Share-based payment costs 29 25

Pre-publication (58) (55)
Inventories 35 {20)
Trade and other receivables 1) 59

Trade and other liabilities (26) (157)
Retirement benefit obligations {1) 5

Provisions for cther liabilities and charges (37) 49

Net cash generated from operations 450 480

pounds (254-92) in comparison with 2019. So maybe from the long-
term 175 k pounds difference, mostly 162 k pounds were reclassi-
fied as the short-term loans. This can be caused due to some maturi-
ty dates approaching or breaching loan covenants, not getting timely
the disclaimer for loan repayment and etc. If we continue analyzing,
there should be mentioned that there is no cash shortage in cash
and cash equivalents as at 31/12/20 because the cash balance was
increased in 2020 by 660 k pounds (1,097- 437) rather than in 2019.
The company had enough cash to repay all borrowings, the current
liquidity ratio is also above 1. So, we can conclude that this was due
maybe to the loan maturity date approaching.

1 Pearson 2020 Prelims Press Release - 7 March AB
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Table 61

CONDENSED CONSOLIIPATED BALANCE SHEET
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Moroever, to assess going concern issues, especially during the
covid-19 pandemic, the company must assess financial and other in-

dicators (ISA 570), such as:

» Fixed- term and short-term Borrowings, their restructuring;

» Negative operating Cash flows;

» Radical Increase in Bad debts, provision;

» Greater restriction to access to necessary capital,
» Loss of key Management;

» Loss of Market share, principal clients, suppliers;

1 Pearson 2020 Prelims Press Release - 7 March AB S]
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» Liquidity and other ratios and etc;

IMPAIRMENT OF INVENTORY

Under IAS 2 the inventory must be accounted at Financial report-
ing Year end at the lower of -Cost and Net Realizable Value (NRV)
. NRV means sales prices less all costs associated with its selling;
Especially, in the vocid-19, when the complete lockdowns was an-
nounced, sales prices were decreased due to customers loss. So,
their impairment review became quite an actual topic. Discussion of
Example will show how it practically happens.

Table 7 Inventory-Cost $

So, if we take from table N6-the unit cost of Inventory and then
will compare them with the Sales Price less delivery cost(NRV) in
the table N7. If the Cost exceeds NRV, so impairment has occurred

Inventory
Inventory quantity unit cost Total cost
Product A 10 10 100
Product B 70 20 1400
Product C 45 15 675
Product D 300 30 9000
Product E 60 50 3000
14,175
(IAS 36).
Table 8 Inventory -Impairment Test-$
Impairment Test
0 . Delivery Cost Sales Price- B o (EPELTRE: Total
nventory Actual Sales price e e Delivery Costs Impaired? Lo;:::er e e
Product A 15 3 12 No -
Product B 18 3 15 Yes 5 350
Product C 22 3 19 No -
Product D 35 3 32 No - -
Product E 40 3 37 Yes 13 780
1,130
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So, to sum up, as it is shown in table N 7, only the Product B and
product E were impaired, for which total impairment loss- 1,130 $
must be recognized with the following accounting entry:

Debit Inventory Impairment Loss 1,130 $

Credit inventory 1,130 $

CONCLUSION

In Summary, there are discussed the key financial issues that must
be addressed and evaluated per IAS, ISA and IFRS standards require-
ments every financial year end and especially when the special diffi-
cult situation/indicator occurs, such as the Covid-19 pandemic.

In the article there were analyzed those procedures, that are es-
sential by IFRS 9, IAS 36, IAS 1,2, ISA 570 and considering other
cases. Specifically, if company’s loans are significantly credit-im-
paired, so Life Time Expected Credit Loss (ECL Model) is recognized.
Moreover, if Trade Receivables are under doubt to be collected time-
ly, then Bad debt provision is created by considering the Manage-
ment Assessed Default Probability Matrix, table N 3 (please see
above Pearson Company Example); Finally, if the company has in-
ventory, but their unit prices were decreased, then Impairment Test
is essential to conduct at every financial reporting year end. If the
Cost of inventory exceeds the Net Realizable Value (NRV) per unit,
then the total impairment loss is recognized in the Profit and Loss
statement; So these IFRS issues must be assessed and addressed by
the top management while evaluating financially the impact of the
pandemic.
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