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ACCOUNTING

NEWS
BLIND FREDDY – COMMON
ERRORS IN CASH FLOW
STATEMENTS
Following on from our successful previous ‘Blind Freddy’ series, this month we highlight some
common ‘Blind Freddy’ errors relating to the preparation and presentation of cash flow statements.
The ‘Blind Freddy’ proposition was introduced into Australian financial reporting by Justice
Middleton in the Centro case.
The cash flow statement is one of the four primary financial statements and provides extremely
valuable (material) information to users, particularly in respect of an entity’s liquidity, going
concern and general financial health. Together with the basis of preparation note and the auditor’s
report, when trying to analyse the risk of an entity failing, the cash flow statement is the key
statement users should read.
In this article we look at common errors that result in the cash flow statement, prepared under
AASB 107 Statement of Cash Flows, being misstated. These fall into the following areas:
• Overstating operating cash inflows
−− Treating operating cash outflows as investing cash flows
−− Treating operating cash outflows as financing cash flows
−− Treating investing cash inflows as operating cash flows
−− Treating financing cash inflows as operating cash flows
• Grossing up non-cash settlements
• Netting off transactions
• Errors with foreign currency
• Errors in determining what is ‘cash’ or a ‘cash equivalent’.
Overstating operating cash inflows
Treating operating cash outflows as investing cash flows
Showing negative cash outflows from operating activities, or declining cash inflows, is a potential
indicator of potential failure, insolvency, etc. Therefore there are incentives for preparers to classify
as many items as they can as part of investing activities.
AASB 107 definition of ‘operating activities’
‘Operating activities are the principal revenue-producing activities of the entity and other
activities that are not investing or financing activities.’
AASB 107.16
‘..Only expenditures that result in a recognised asset in the statement of financial position are
eligible for classification as investing activities.’
For this reason, if expenditure does not create a recognised asset, then it cannot be shown as a
cash outflow from investing activities. In particular, this definition closely links with what can be
capitalised under AASB 138 Intangible Assets. Common ‘Blind Freddy’ mistakes include showing the
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following as investing cash outflows:
• Advertising
• Research
• Training
• Initial costs of set up
• Repairs
• Spend on exploration activities, where the entity’s policy is to expense exploration and
evaluation costs.
Treating operating cash outflows as financing cash flows
AASB 107 requires that financing cash flows include cash repayments of amounts borrowed, and
cash payments by a lessee for the reduction of the outstanding liability relating to a finance lease.
Common ‘Blind Freddy’ mistakes include:
• Treating payments to trade creditors as financing cash flows
• Treating payments of operating leases as financing cash flows
• Treating contingent payments on business combinations as financing or investing.
Treating investing cash inflows as operating cash flows
Common ‘Blind Freddy’ mistakes include:
• Treating sale proceeds from the sale of available for sale (AFS) investments as operating cash
flows
• Showing sale proceeds from the disposal of property, plant and equipment (PPE) as operating
cash flows
• Showing sale proceeds from the sale of an associate, JV or a subsidiary as operating cash flows
• Showing cash receipts on advances and loans made as operating cash flows
• Showing cash receipts from futures contracts and forward contracts (classified as hedging
investing cash flows) as operating cash flows (e.g. hedges taken out for PPE).
Another common error is the treatment of proceeds in respect of deferred consideration for the
sale of PPE or a business as operating cash flows.
Treating financing cash inflows as operating cash flows
Common ‘Blind Freddy’ mistakes include:
• Showing cash proceeds from issuing shares as operating cash flows
• Showing cash proceeds from issuing loans, notes, bonds, mortgages and other short-term or
long-term borrowings as operating cash flows.
Grossing up non-cash settlements
A correctly prepared cash flow statement is very important for an investor to be able to analyse the
performance of loans, and the ability of the entity to raise equity. A common ‘Blind Freddy’ error is
incorrectly grossing up transactions in the cash flow statement.
Example 1
Entity A’s only asset is a $10,000 loan to Company B. 10% interest is charged per annum on the
loan, payable quarterly in arrears.
Company B is in financial difficulty and is unable to pay interest on the loan. Interest is therefore
being capitalised.
INCORRECTLY
GROSSING UP

CORRECTLY TREATED

1,000

1,000

11,000

10,000

NOTES

INCOME STATEMENT
Interest income
BALANCE SHEET
Loan receivable
Accrued interest
receivable

1,000

CASH FLOW STATEMENT
Operating cash inflow
Interest income

1,000

Nil

(1,000)

Nil

Investing cash outflow
Loans to borrowers

Incorrect gross up
gives the misleading
impression that
Company B is actually
servicing its debt.

NEW BDO
PUBLICATIONS
The Audit section of our website includes a
range of publications on IFRS issues. Look for
the ‘Global IFRS Resources’ link which includes
resources such as:
• IFRS at a Glance – ‘one page’ and short
summaries of all IFRS standards
• Need to Knows – updates on major
IASB projects and highlights practical
implications of forthcoming changes to
accounting standards. Recent Need to
Knows include IFRS 9 (2014) Financial
Instruments – Classification and
Measurement (April 2015), IFRS 9 Financial
Instruments - Impairment of Financial Assets
(Dec 2014), IFRS 15 Revenue from Contracts
with Customers (Aug 2014) and Hedge
Accounting (IFRS 9 Financial Instruments)
(Jan 2014)
• IFRS in Practice – practical information
about the application of key aspects of
IFRS, including industry specific guidance.
Recent IFRS in Practice include IFRS 11 Joint
Arrangements (Feb 2016), IFRS 9 Financial
Instruments (Oct 2015), IFRS 15 Revenue
from Contracts with Customers - Transition
(April 2015), IFRS 15 Revenue from Contracts
with Customers (Oct 2014), IAS 7 Statement
of Cash Flows (May 2014), Distinguishing
between a business combination and an
asset purchase in the extractives industry
(March 2014), IAS 36 Impairment of Assets
(Dec 2013) and Common Errors in Financial
Statements – Share-based Payment (Dec
2013)
• Comment letters on IFRS standard setting includes BDO comments on various projects
of international standard setters, including
Exposure Drafts and other Discussion
Papers, when it is considered that the issue
is significant to the BDO network and its
clients. Latest comment letters include
IASB ED 2015-08 IFRS Practice Statement:
Application of Materiality to Financial
Statements, IASB ED 2015-11 Applying IFRS
9 Financial Instruments with IFRS 4 Insurance
Contracts – Proposed amendments to IFRS
4, IASB ED 2015-3 Conceptual Framework
for Financial Reporting, IASB ED 2015-5
Proposed amendments to IAS 19 and IFRIC 14,
IASB 2015-6 Clarifications to IFRS 15, IASB
ED 2015-1 Classification of Liabilities and
Basel Committee on Banking Supervision –
Guidance on accounting for expected credit
losses.
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Example 2
Company A issued a convertible note in 2008 containing a ‘ratchet’
feature.

Example 4 - FX movements in cash held in the subsidiary’s functional
currency that is different from presentation currency
Exchange rate USD to AUD as at 30 June 2014 was 1: 1.

In 2015, the note was converted into equity by issuing significantly more
shares than were originally intended when the note was issued.

Exchange rate USD to AUD as at 30 June 2015 was 1: 0.7.

The main reason for conversion was the inability of Company A to repay
the amount owing on the note.
INCORRECTLY
GROSSING UP

CORRECTLY
TREATED

NOTES

Nil

Incorrect gross
up creates
impression of
liquidity (being
able to repay
borrowings and
being able to raise
equity)

Financing cash
flows

Repayment of
borrowings

1,000

(1,000)

Example 3
Company A reported long-term borrowings of $10,000 with Big Bank
at 30 June 2014. During the year it breached various loan covenants
and was forced to refinance with a variety of promissory notes and
convertible notes.
CORRECTLY
TREATED

Example 5 - FX movements in cash held in the subsidiary’s functional
currency that is different from presentation currency
Exchange rate USD to AUD as at 30 June 2014 was 1: 1.
Exchange rate USD to AUD as at 30 June 2015 was 1: 0.7.
Company A has a USD functional currency. It has long term borrowings of
$10,000 AUD.
This amount translates to $10,000 USD as at 30 June 2014 and $7,000 as
at 30 June 2015.

Nil

Netting off transactions
Given the specific financing arrangements of an entity, the stability or
otherwise of an entity’s financing arrangements can be significant to a
user. That is, the entity having to repay loans, raise new financing, etc.
A common ‘Blind Freddy’ error is to net off loan repayments and new
financing.

INCORRECTLY
NETTING OFF

At both 30 June 2014 and 2015, Company B has cash at hand of $10,000
USD.
This amount translates to $10,000 AUD as at 30 June 2014 and $14,286
as at 30 June 2015. Recognising that there is no profit impact on this
translation, there is an amount of $4,286 when reconciling the opening
and closing cash positions. This amount should not be included in
operating cash inflows, but is shown as a separate line on the cash flow
statement.

CASH FLOW STATEMENT

Cash raised from
equity raise

Group’s presentation currency is AUD but Subsidiary B has a USD
functional currency.

NOTES

This retranslation represents an FX gain in Company A’s income
statement, but it does not represent an operating inflow.
Example 6 - Incorrectly translating cash receipts from financing
The group’s presentation currency is AUD but Subsidiary B has a USD
functional currency.
The subsidiary borrows $10,000 (USD) on 31 May 2015. This amount
remains unspent at 30 June 2015.
Exchange rate USD to AUD as at 30 June 2014 was 1: 1.
Exchange rate USD to AUD as at 30 June 2015 was 1: 0.7.
Exchange rate USD to AUD at 31 May 2015 was 1: 0.75.
The average USD to AUD exchange rate for the year was 1: 0.90.
The group incorrectly translates the cash receipt at the average annual
exchange rate, rather than the exchange rate as at 31 May 2015 (being
the receipt of the cash).

CASH FLOW STATEMENT

Assume the group had no cash as at 1 July 2014.

Financing cash
flows
Cash raised from
new borrowings

Nil

10,000

Repayment of
borrowings

Nil

(10,000)

Incorrect
netting creates
impression of
stable financing
arrangements

Errors with foreign currency
The preparation of a cash flow statement is significantly complicated
when the group has subsidiaries with a different functional currency to
that of the group’s presentation currency. Again, errors can occur that
lead to the overstatement of operating cash flows. These errors include:
• Foreign exchange (FX) movements in cash held in the subsidiary’s
functional currency that is different from presentation currency
• FX gains and losses on foreign currency loans
• Incorrectly translating cash receipts from financing activities
• Incorrectly translating cash payments for investing or financing
activities.
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INCORRECT
TRANSLATION

CORRECTLY
TREATED

NOTES

CASH FLOW STATEMENT
Cash flows
from operating
activities

$3,175

Nil

$11,111

$13,333

Financing cash
flows
Cash from
financing
activities

Incorrectly
translated
using average
FX rates for the
year. Should be
translated at FX
rate on loan date
(1: 0.75)

US ISSUES NEW
RULES FOR LEASE
ACCOUNTING ALL LEASES TO BE
CAPITALISED BUT
DIFFERENT RULES FOR
OPERATING LEASES
What started out as a joint project between the International Accounting
Standards Board (IASB) and the US Financial Accounting Standards Board
(FASB) to change lease accounting, has culminated in two separate
leasing standards with generally similar, but in some significant respects,
different proposals. This may have significant implications for entities
operating across multinational jurisdictions.

Net cash inflows

$14,286

$13,333

Impact of FX
on foreign cash
balances

Nil

$953

In February Accounting News we summarised the major implication for
lessees of the IASB’s new standard on leases (IFRS 16 Leases).

Cash at 1 July
2014

Nil

Nil

On 25 February 2016, the FASB issued Accounting Standard Update
2016-02 Leases (Topic 842) which essentially has the same effective date
as IFRS 16 for public companies (years beginning on or after 15 December
2018, i.e. 1 January 2019 for most companies). Non-public companies will
have an extra year to adopt these changes (i.e. from 15 December 2019).

Cash at 30 June
2015

$14,286

$14,286

Errors in determining what is ‘cash’ or a ‘cash equivalent’
AASB 107.7
‘Cash equivalents are held for the purpose of meeting short-term
cash commitments rather than for investment or other purposes.
For an investment to qualify as a cash equivalent it must be
readily convertible to a known amount of cash and be subject to
an insignificant risk of changes in value. Therefore, an investment
normally qualifies as a cash equivalent only when it has a short
maturity of, say, three months or less from the date of acquisition.’
Common ‘Blind Freddy’ errors in classification include:
• Treating term deposits as cash
• Treating long-term term deposits with less than three months to
maturity as cash
• Treating investments in equity instruments as cash.
Next month
In next month’s Accounting News we continue the series with a
discussion on discontinued operations.

Similarities to IFRS 16
Common to IFRS 16 and ASU 2016-02 (Topic 842) is that:
• Lessees to capitalise all leases on balance sheet if term is greater than
12 months
• Lease expenses to be broken down into interest expense and
amortisation expense for right-of-use assets
• Additional disclosures will be required to help users understand the
amount, timing and uncertainty of cash flows arising from leases.
Main differences
The main differences between IFRS 16 and ASU 2016-02 (Topic 842)
include:
• Retention of ‘operating’ and ‘finance’ lease classification for leased
assets by lessees
• ‘Operating’ leases to have straight-line expenses rather than front-end
loaded expenses under IFRS 16
• No exemption for low value items under the ASU
• Private companies can use risk-free rates when discounting the
present value of lease liabilities
• IFRS 16 allows either full or modified retrospective restatement on
transition whereas the ASU only permits modified retrospective
restatement.
These differences mean that the financial statements of entities applying
USGAAP will not be comparable with those applying IFRS 16 for leases.
This is because the straight-line operating lease expenses under USGAAP
will result in higher EBITDA in early years of a lease and lower EBITDA in
later years when compared with the accounting treatment under IFRS 16.

5

ACCOUNTING NEWS

ED 270 – THE REPORTING
PROPOSAL THAT NOBODY
ASKED FOR
In August 2015, the Australian Accounting Standards Board (AASB) issued ED 270 Reporting Service
Performance Information that proposes to establish principles and requirements for entities to
report service performance information that is useful for accountability and decision making.
Accounting News, September 2015 includes a summary of the ED 270 proposals.
There has been a significant amount of debate on this exposure draft, with the AASB conducting
extensive outreach via roundtables late in 2015. Some of the issues raised in this article relate to
comments that have been made at the various roundtables by interested parties
Should the AASB be making accounting topics on performance reporting?
The first question on ED 270 is that it is not an Accounting Standard, so therefore why is the
Australian Accounting Standards Board straying into this area of reporting?
Equally, ED 270 proposes that reporting service performance information should be mandatory
for all general purpose financial statements of not-for-profit entities (NFP). This obviously raises
the question as to why the AASB should have within its jurisdiction, the power to impose a nonaccounting standard on the NFP sector. If any changes are required to reporting for NFPs, they
should be made by the responsible regulator, such as the Australian Charities and Not-for-Profits
Commission (ACNC), rather than by the AASB?
Is this reporting really needed?
Without getting into the practicalities of the proposed standard, further questions then arise,
including:
• Does the NFP sector need such reporting?
• Is the NFP sector truly homogeneous? That is, are the needs of users the same for government
reports as for private sector NFPs?
• Is there a demand for this information from stakeholders?
• If it is needed, why haven’t those NFPs at the forefront of governance already reported such
information?
• If this form of reporting was useful to donors and funders, and therefore would attract donors
and funders towards a particular organisation, why haven’t organisations given such reports
voluntarily (so as to attract more donors)?
• Does the issue of ED 270 imply that the AASB believes that government, who is the main
funder of most of the impacted organisations, is funding these organisations without properly
measuring the outputs that these organisations should be delivering?
• For government organisations or government funded organisations, is this reporting for tax
payers to look over the shoulder of government and NGO’s?
• If this type of reporting is needed and valuable for the NFP sector, should it be extended to the
for-profit sector?
• Many start-up organisations (junior explorers, etc.) do not make profits. Therefore is additional
reporting required by these users too?
• Is there any value to reporting of this nature?
The AASB’s argument for requiring these mandatory reporting requirements centres on the
proposition that in the NFP sector, financial reporting based on an IFRS for-profit accounting
framework, does not give users sufficient information to make useful decisions. The proposal is to
apply to all NFP’s in both the private and public sector.
ED 270 requirements
ED 270 requires preparers to report on their service performance, specifically in respect of:
(a)
(b)
(c)
(d)
(e)

Inputs used by the entity in delivering outputs
Outputs delivered by the entity
Outcomes sought to be influenced by that entity
Efficiency of an entity in achieving its service performance objectives, and
Effectiveness of the entity in achieving its service performance objectives.

Government already gets this reporting
In the case of the public sector, the funder is obviously government and government hopefully
has very stringent models for allocating funds to programs and analysing the performance of its
programs. We would hope that before allocating funds, government sets down strict performance
conditions, and that the delivery on these performance conditions is both monitored throughout
the project, and at the end of the project. It is therefore surprising that the AASB believes value can
be added by way of further mandatory reporting, only providing historical information within four
months after a reporting entity’s year end.
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Input information already available from the financial statements
In the case of the private sector, it is obviously important that donors and funders have confidence
in the performance of a NFP and its ability to deliver on its promises. A financial report can clearly
report on the inputs an NFP has (monies in from grants, contributions and donations, investment
income, etc.). We therefore do not believe that it is necessary to require further information on
inputs, other than further mandatory granular disclosure on what the inputs have been spent on,
i.e. amount spent on administration vs. delivery of front line services, amounts paid on sales and
promotion vs. the monies actually received from the marketing effort.
Output information often hard to identify and measure
In respect of reporting on outputs delivered, this is obviously an easily reportable requirement if you
are delivering meals, or are involved in a service such as providing accommodation for the elderly.
However, for a large number of NFP organisations, there are no tangible outputs that are so easily
measurable. Rather the effort is in the form of a hoped for outcome, that may take years to achieve,
and may be very difficult to measure. Many NFP’s objectives involve the delivery of generalised
outcomes, for example, to improve the environment for the community, promoting the arts, sports,
religion, etc. Such outcomes are not easily measured or defined.
Efficiency and effectiveness
The whole concept of reporting of efficiency and effectiveness raises the concept of what
framework should an entity use to measure its performance.
It is very unlikely that any organisation views itself as anything other than efficient or effective. If
the entity believed it was not efficient and effective then this should result in the replacement of
the CEO and senior executives and ultimately the board.
As there is no requirement for this statement or reporting to be audited, it would appear reasonable
to assume that the vast majority of NFP’s reporting on their effectiveness and efficiency will merely
claim to be both effective and efficient. It would therefore appear very unlikely that this will in
anyway improve funder or donor confidence.
Could reporting for NFPs be improved?
While we believe there is a need to improve financial reporting in the NFP sector, particularly by
way of improved disclosure in the NFP sector, this would involve writing specific requirements
for specific types of entities, e.g. charities. However, the AASB’s dogma of ‘sector neutrality’ and
grouping so many very different organisations under the heading of ‘NFPs’ is holding back any
improved financial reporting in the sector.
Conclusion
We do not believe the proposals put forward will improve reporting and improve user confidence.
If the AASB wishes to proceed with this project, we believe it should not be the AASB that declares
it to be mandatory, and that the sector and the appropriate regulator should be the body to
determine whether this reporting is required. We note that although the IASB did stray away from
pure financial accounting when it issued guidance on the content of an MD&A (management
discussion and analysis), it left it to individual regulators and stock exchanges to decide whether
their constituents even required an MD&A.
Comments close on 29 April 2016 and we strongly encourage all those involved in the NFP sector
to read the ED and pass their comments to the AASB.

ACNC IS HERE
TO STAY
In a joint media release on 3 March 2016, the
Minister for Social Services, Hon Christian
Porter MP and the Assistant Treasurer, Hon Kelly
O’Dwyer MP announced the Government’s
decision to retain the Australian Charities and
Not-for-Profits Commission (ACNC).
This will provide certainty to the charity sector
that has been in limbo since the establishment
of the ACNC in December 2012, with a repeal
Bill and plans to abolish the ACNC following in
March 2014.
This means that reporting by charities for years
ending 31 December 2015 will continue to the
ACNC. The Government has also expressed
their intention to work with the ACNC, as well
as states and territories, to remove duplication
and reduce the burden of red tape, and to
increase accountability and transparency.

AASB ISSUES
AUSTRALIAN
VERSION
OF IFRS 16
LEASES AND
AMENDMENTS
TO IAS 12
INCOME TAXES
On 29 February 2016 the Australian Accounting
Standards Board (AASB) issued Australian
versions of IFRS 16 Leases and recent
amendments to IAS 12 Income Taxes. The
amendments have been uploaded onto the
AASB website as:
• AASB 16 Leases
• AASB 2016-1 Amendments to Australian
Accounting Standards – Recognition of
Deferred Tax Assets for Unrealised Losses.
For more information on these topics, please
read the articles in February Accounting News:
• New leases standard requires virtually all
leases to be capitalised on the balance sheet
• More cash flow statement disclosures –
Changes to IAS 7
Please consider these new standards when
making disclosures in 31 December 2015
financial reports regarding the impact of new
standards issued that are not yet effective
(as required by paragraph 30 of AASB 108
Accounting Policies, Changes in Accounting
Estimates and Errors).
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COMMENTS SOUGHT ON
EXPOSURE DRAFTS
At BDO, we provide comments locally to the Australian Accounting Standards Board (AASB) and
internationally to the International Accounting Standards Board (IASB). We welcome any client
comments on exposure drafts that are currently available for comment. If you would like to provide
any comments please contact Wayne Basford at wayne.basford@bdo.com.au.
DOCUMENT

PROPOSALS

ED 270 Reporting
Service Performance
Information

Proposes to establish principles and
requirements for entities to report service
performance information that is useful for
accountability and decision making.

COMMENTS DUE COMMENTS DUE
TO AASB BY
TO IASB BY
29 April 2016
N/A
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