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IAS27 Separate financial statements
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IFRS3 Business combinations.

The subjects in the “IFRS for SMEs” that relate to the second
stage of groups of standards in the transition project.
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The document of recommendation to endorse IFRSs for adoption in Saudi Arabia

According to the Saudi Organization for Certified Public Accountants’
plan for transition to IFRSs

il byl
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Saudi Organization for Certified Public Accountants
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Introduction:

According to the Saudi Organization for Certified Public
Accountants’(SOCPA) plan for transition to IFRSs endorsed by
its Board during its meeting number ten, sixth session, held
on Saturday 26.03.1433 corresponding to 18.02.2012, the
decisions made by SOCPA Committees' in relation to the
endorsement of the FRS, shall be presented in an appendix
to each standard . The appendix will include the text of the
added or amended paragraphs and a clear reference to the
cancelled ones. Itwill, also, include the basis for conclusions
and specific references to the paragraphs affected by the
amendments.

According to the transition plan and the preliminary
agreement with the IFRS Foundation, SOCPA has translated
the text of the standards. The IFRS Foundation will decide
about the status of Saudi adoption of IFRSs upon the
completion of the project and determining the magnitude of
modifications made by SOCPA and upon final agreement on
the official translation of IFRSs.

Following is the text of the SOCPA decision to endorse
the IFRSs (first stage), followed by the individual decisions to
endorse every pronouncement. This document includes the
decisions to endorse the following pronouncements:
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Conceptual Framework for Financial Reporting
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IAS 1 Presentation of Financial Statements
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IAS 7 Statement of Cash Flows
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IAS 8 Accounting Policies, Changes in Accounting Estimates
and Errors
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IAS 10 Events After the Reporting Period
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IAS 24 Related Party Disclosures
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IAS 33 Earnings Per Share
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IAS 34 Interim Financial Reporting
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IFRIC 10 - Interim Financial Reporting and Impairment
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IFRS 8 Operating Segments
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IFRIC 17 - Distributions of Non-cash Assets to owners
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Subjects in the “IFRS for SMEs” that relate to the first group.
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The statement of recommendation to endorse the pronouncement of the International Accounting Standards
Board (IASB) for adoption in Saudi Arabia (first stage)

lhe Saudi Orgamization for Certified Public  Accountants
(SOCPA) has endorsed the conceptual framework, mternational
accounting  and  financial  reporting  standards  and  related
interpretations issued by TASB for the adoption in Saudi Arabia
{the first stage), laking mn consideration the modifications
mentioned in this document. These modilications form integrated
parts of the standards as adopted m Saudi Arabia.

Important points to be considered in reading this document.

1. The modifications 1 general are either and endorsement
ol an alternative allowed by the standards, additional
disclosure, or a recognition ol a Saudi speeilic factor

4. lhe modilicalions appear as a sirtke - through 1ext lor
deleted texts and as underlined text for the added texts.

4. When an [FRS or an [AS 1s mentioned m any paragraph, 1t
will be lo the standard as 1t 1s endorsed for adoption in
Saudi Arabia unless otherwise mentioned.

5. The word “IFRSs™ is changed whenever it appears to
‘II'RSs as adopted in Saudi Arabia and other standards
and pronouncements endorsed by SOCPA’. That 1s for
ensuring the legal status of the IFRS in Saudi Arabia and
to allow for additional local requirements.

Following is the detail decisions of endorsement of TFRSs and
modi ications thereto (if there 1s any).
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The Conceptual Framework for Financial Reporting

P et ¥ R {5 WS 2 1051 aadt SNy ,aul MLM o) (nd 9a3lad) (recwlowadd doagacd| Algl | Sueicl
The Conceptual Framework for Financial Reporting is endorsed, taking in consideration the following
modifications

Maodification on specific paragraphs:

First modification (addition to the objective number3):

This objective 18 expanded to add to the lactors aflecting
investment decision the availability of information about the
nature and kinds ol the entity’s operation and us linancial
mstruments, and mformation about kinds of fimanemg cost and
investment return.. This factor 1s added because 1t reflects the
needs of the users in Saudi environment who are conscious with
the compliance of the entities’ operations according to their
cultural values .

Accordmgly the OB3 should be read as follows:

0B3 Decisions by existing and potential investors about buying,
selling or holding equity and debt instruments depend on the
returns that they expect from an investment in those instruments,
for example dividends, prineipal and interest payments or market
price increases. In_an investmen! environment where special
consideration is direcled toward the nature and kinds of the
entity’s operation and 1ts financial mstruments, the investment
decision 1s lareely dependent on the availability of mlormation
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about the nature and kinds ol such transactions and [nancial

instruments. For example, both bonds and Sukuk accomplish the

same  purposc lo the entily, il.ec., investment opporlunily or

inancing medium. owever, the inveslors’ deecisions in_an
environment such as the one in Saudi Arabia are direclly allfected

by the avalability of detailed information about the different
kinds of financial instruments and their periodic return or cosl.

Such mvestors may restrain [rom mvesting in particular entitics
because of the types of linancial instrument they are dealing n,
no matter how high their return or how low ther nisk. . Sumilarly,
decisions by existing and potential lenders and other creditors
aboul providing or settling loans and other forms of credil depend
on the pnneipal and mterest payments or other returns that they
expect. [nvestors’, lenders” and other creditors’ expectations
about returns depend on their assessment ol the amount, timing,
and uncertainty of (the prospeets lor) future net cash inflows lo
the entity. Consequently, existing and potential mvestors, lenders
and other creditors need mlormation to help them assess the
prospects for future net cash mtlows to an entity.
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Sccond modification: emphasis on the nature factor in
assessing the materiality of an item (Criteria numberl1).

In an investmenl environmenl where special consideration is
directed toward the correspondence of the entity’s operation with
the cultural values of the mvestors. the mvestment decision is
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larecly dependent on the availability ol mlormation about the
nature and kinds ol such transactions and linancial mstruments.
This will affect the way the materiality 1s being assessed for
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reporting some tvpes ol transactions. This 1s emphasized more
the mvestments and fmance transactions. Lo cmphasize this, a
phrase 1s added to QC11 to be read as lollows:

QC11 Information 1s material il omitting 1t or musstating 11 could
mflucnee decisions that users make on the basis of fmancial
information about a specilic reporting entity. In other words,
materiality 1s an entity-specetfic aspect of relevance based on the
nature or magnitude, or both, of the ilems to which the
information relates in the context ol an individual entity’s
fimancial report. The nature of an item as a factor in determmmng
its maternalily to warrant a scparate disclosure 1s ol an exira
mmportance in the context ol reporting m an environment where
spectal consideration 1s directed toward the nature and kinds of

the entity’s operalion and ils {inancial instruments . For example

reparding the nature of an ilem that warrants separate disclosure,
interest amount charged to the profit and loss of the period 1s a
result of different treatments and transaction such as conventional
borrowing, murabaha {inancing, finance other
apphcations of time value of money. hese different types of
interests warrant separate diselosure because ol direet ellect on
mvestors who are concerned about the nature and kinds ol the
entity’s operation and its financial instruments. Conscequently, the
Board cannot specily a unilorm quantitative threshold for
materiality or predetermine what could be material in a particular
siluation.
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The 1AS1 “Presentation of Financial Statements” is endorsed, taking in consideration the following
modifications

First: General clarification:

shale cilawi g oY gl

I'he phrase “through profit and loss™ means whenever 1t appears

“through  recognition  in income  statement’.  The phrase

‘components ol profit or loss” means whenever it appears

‘statement ol income’. The phrase ‘profit or loss™ means

whenever it appears either “statement of income’ or “netl income’

depending in the context. For example, this phrase means ‘net
income in paragraph 7 in the context of defining profit or loss,
while 1t means “income stalement” in the context of defining
‘reclassilication adjustments’. The above phrases appear in
paragraphs 7, 8, 10A, 38A | 1A, 8113, 82, B2A, , 87, 88, 89, 93,
95, 96,99, 102, 106, | [5).

I'his 15 beeause the terms “meome statement” and “net imeome™ 15
used regularly i Saudi environment.
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Second: Modification on specific paragraphs:

s N o Aaal) el (LA

5 (Modilication):

Paragraph 5 is modified because there 15 a special standard [or
presentation ol linancial statements [or non for profit entities in
Saudi Arabia.

5 T'lms Standard uses termunology that 1s switable for profit-

oriented entities, ineluding public seclor business entities. 11

cntities with not-lor-profit activities in the private sector or the
public seclor are allowed Lo apply this Standard. they may need o
amend the deseriptions used for particular hne items i the
Mnancial statements and for the inancial statements themselves.
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54 (addition):

The requirements of the subparagraph (n) is extended 1o include
presentation of the labilities for Zakat payable. This additional
requirement 15 added because Saudi companies are required 1o
pay Zakat. This subparagraph should be read as lollowing:

(n) habilities for Zakat payable, as defined m SOCPA standard on
Zakat, and habilities and assets for current tax and, as defined in
IAS 12 Income Taxes ...
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78 (addition):

Additonal items should be disclosed to provide mformation to
those mmvestors i Saudi environment whose mvestment decisions
are allected by the availability of information about the nature
and kinds of the entity’s transactions. This paragraph should be
read as lollows:

78 lhe detal provided i subclassifications depends on the
requirements of I'RSs and on the size, nature and function of the
amounts mvolved. An entity also uses the factors set out m
paragraph 58 to decide the basis of subclassification.

The disclosures vary for cach item, [or example:

(a) items ol property, plant and equipment are disaggregaled into
classes in accordance with LAS 16;

(b) receivables are disaggregated inlo amounts receivable from
trade customers, receivables from related parties, prepayments
and other amounts. These balances should be subelassified more
according 1o the nature of the lnance arrangements and their
general terms (for example, conventional finance, murabaha)
with sullicient  disclosures that enable users to dillerentiate

between different types of receivables -

(c) mventories are disaggregated, in accordance with IAS 2
Inventories, mto classifications such as merchandise, production
supplies, materials, work in progress and linished goods;

(d) provisions are disaggregated mto provisions lor employee
benefits and other items; and

(¢) equily capital and reserves are disaggregaled nto various
classes, such as paid-in capilal, share premium and reserves.

(D) financial assets (including cash, receivables and investments)

are  disageresated into classes according o thewr nature and
oeneral terms as [ollows:

1. Cash.
1. Cash equivalents, subelassified mnto their nature and
veneral 1erms, with sulficent disclosures that enable users

1o dilferentiate  between  dilferent  1ypes ol cash
equivalents.
. lerm deposits, subelassificd mio their nature and general

terms (for example, convenlional deposil and murabaha
deposit), with sulficient disclosure that enable users 1o
differentiate between different tyvpes of term deposiis.

iv.  recewvables, subclassified mto therr nature and general
terms (for example, conventional lending and murabaha
[mancime). with sullicient disclosures that enable users to
differentiate between different tyvpes of receivables.

V. equily investments sub classified into dircel investments
and mvestments in portfohios and mvestment lunds, with
more subclassification imto different types of portlolios
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and funds (for example conventional fund and Shariah
compliant {und according to the flund manager’s
classification). with sufficient disclosures that enable
users Lo dilferentiale between different types ol equity
invesiments.

Vi Disclosure of investments in bonds separately of those in
sukuks. with subelassification of each into their nature and
general terms, with sullicient disclosures that enable users

differentiate between dilferent types of bonds and
sukuks.

() financial Liabilities (includine bank overdrafl and pavables)
are disaggregated into classes according o theiwr nature and

general terms as follows:
i.  bank overdralls are disaggrepated into classes according
to their nature  and  general  terms  (for  example
conventional and tawarrug). with sutficient disclosures
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that enable users 1o differentiate between different types
of bank overdralls. This disclosure should be provided
rezardless whether or not bank overdralls are treated as
part ol managige cash and cash equivalents.

1. pavables, subclassitied into their nature and general terms
(for cxample, conventional borowing and  tawarrug:
vendors  on convenuonal murabaha), with
sulficient disclosures that enable users 1o differentiate
between ditferent types ol pavables.

1. Diselosure  of bonds  separately  (rom  sukuks. with
subelassilication ol cach into thewr nalure and peneral
lerms, with sulficient disclosures thalt cnable users 1o
differentiate between different tvpes ol bonds and sukuks.

82 (addition);

The requirement ol presenting revenue is expanded lo require
enlity Lo present revenue into_three categories: revenue from main
operations, linance revenue (if it is not its main operation) and
other revenues. This requirement is added because 1t reflects the
current practice of Saudi companies that distinguish between
revenue Lrom main operations and other revenues. Additionally. it
fulfills the mlormation needs of those mvestors whose mvestment
decisions are aflected by their understanding of the nature of the
enlity’s operations and  types of 1ts revenues. The paragraph
should be read as [ollows:

82 In addilion 1o items w.]uu cd by other II'RSs, the profit-orteoss
secton-or-the statement of meome profitorloss shall mclude hne
items that present the following amounts for the period:

(a) revenue; subclassified into three categories: revenue from
main operations, finance revenue (if it 18 not its main operation)
and other revenucs:

(aa) pains and losses arising [rom the derecognition of [inancial
assels measured at amortised cost;

(b) mance costs;

(c) sharc of the profit or loss of associates and jomt ventures
accounted for using the equity method;

(ca) il a linancial assel is reclassilied so that it 1s measured at lair
value, any gam or loss ansing rom a dillerence between the
previous carrying amount and its {air value at the reclassilication
date (as defined in IFRS 9);

(d) tax expense and Zakal;

(e) |deleted |

(ea) a single amount for the total of discontinued operations (sce
RS 5).

([ 1) [deleted)
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97 A (additional paragraph):

A new paragraph 1s added aller paragraph 97 to require detail
disclosure about the entity’s revenue to enable users differentiate
between different types from each source presented in the income
statement and to [ulfill the mlormation needs of those mvestors

whose investment decisions are aflfected by their understanding of

the nature of the entity’s revenues and retum on ity mvestments.
This paragraph should be read as follows:
97A An entity shall disclose details about its revenues as [ollows:

Revenue from main operations subelassilied into major
tvpes ol activities with suflicient disclosures thal enable
users Lo dilferentiate between diflerent tvpes of revenue
[rom main operalions.

1. Disclosure of finance revenue or inlerest revenue (10111t 158
not the man revenue).,  from conventional time deposit
and lending and bonds separately [rom other sources, such
as those arise from finance lcasc. mwrabaha, and
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application of tme value of money, . ..cte., with sullicient
disclosures thalt enable users to differentiate between
dillerent types ol linance revenues. An entily must
disclose interest revenue Irom conventional time deposits
and lending no matter how small this amount.

i1 Other revenues and gains., subclassilied into dilferent
tvpes ol revenues (lor example pains [rom  selling
financial assets should be subclassilied mio the different
types ol hmancial disposed),  with  suflicient
disclosures that cnable users 1o differentiate between
dilTerent tvpes ol other revenues and gains.
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[0S (additional paragraph):

A new paragraph 1s added aller paragraph 05 (o require
additional  disclosure  about  finance cost. The disclosure 18
required  because 11 provide mmportant information to  those
investors  whose mvestment decisions are allected by the

availability of detailed information about the different kinds of

financing costs during a period. The paragraph is read as follows:
105A An entily must disclose nance cost or inferesl expense,
subelassified into different types. such as those arise from finance
bomrowing, installment purchases  and murabaha, and
application ol time value of money,...ete. with suilicient
disclosures that enable users o differenuate between dudferent
Lypes ol finance costs. An entity must disclose mterest expenscs
from conventional borrowing and bonds no maticr how small this
amount.
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The IAS7 “Statement of Cash Flows” is endorsed, taking in consideration the following modifications

Maodification on specific paragraphs.
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35 (addition):

Zakat 15 added to this paragraph to require presenting the Zakat
patd. This paragraph 1s read as follows:

35 Cash flows arising Irom taxes on income and from Zakat shall

be separately disclosed and shall be classified as cash [lows from

operatmg activities unless they can be speeilically identified with

hnancmng and mvesting activities.
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IAS8 “Accounting Policies, Changes in Accounting Estimates and Errors”
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The 1AS8 “Accounting Policies, Changes in Accounting Estimates and Errors” is endorsed without any
modifications
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IAS1 0”Events after the Reporting Period”
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The 1AS10“Events after the Reporting Period” is endorsed without any modifications
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The 1AS24“Related Party Disclosures” is endorsed taking in consideration the following modific

Maodification on specific paragraphs.

9 (modification of definition):

the definition ol Close members of the family of a person 1s
maodilied to reflect the delinition suitable of the Saudi
environment. This definition should be read as [ollows.

Close members of the family of a person are those Famnly
members who may be expected to influence, or be influenced by,

that person 1n ther dealings with the entity and melude those who

are considered close members ol the family according 1o the law
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or the prevailmg Customary norms in the environment where the
entity operates. In the case of Saudi Arabia. the [ollowings are
considered close members ol the family ol a person:

() that person’s children and spouse er-demestepariter

{b) children of that person’s spouses er-deomestie-partrer; and

(¢) purents, grandparents, brothers and sisters, grand children and
other dependants of that person or that person’s spouse or
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The 1AS33“Earnings Per Share” is endorsed without any medifications
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The 1AS34“Interim Financial Reporting” is endorsed without any modifications
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The IFRS8 “Operating Segments” is endorsed without any modifications
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IFRIC Interpretation 10 “Interim Financial Reporting and Impairment”
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The IFRIC Interpretation 10 “Interim Financial Reporting and Impairment” is endorsed without any
modifications
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The IFRIC Interpretation 17 “Distributions of Non-cash Assets to Owners” is endorsed without any modifications
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Subjects in the “IFRS for SMEs” that relate to the first group of accounting standards in the transition project
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The subjects in the “IFRS for SMEs” that relate to the first group of standards in the transition project are
endorsed taking in consideration the following modif

First: General modification:

ddale S :in

1. The word “IFRSs” is changed whenever 1t appears to ‘II'RSs as
adopted in Saudi Arabia and other standards and pronouncements
indorsed by SOCPA’.

2. The phrase “through profit and loss” means whenever it appears
‘through recognition in income slatement’. The phrase
‘components o profit or loss” means whenever 1t appears
‘statement of tncome”. [he phrase “profit or loss™ means
whenever it appears either “statement of income’ or “net income”
depending in the context.
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Second: Modification on specific paragraphs:
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3.25 Thas IFRS does not address presentation of segment
information, earnings per share, or interim linancial reports by a
small or medium-sized entity. An entity making such diselosures

ieformation- [ollow the relevant 1FRS endorsed by SOCPA on
ciach of these topies.
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4. 1T Additional items should be disclosed 1o provide imformation
to those mvestors whose mvestment decisions are allected by
their understanding of the nature ol the entity’s operations in light
of Shanah requirements. This paragraph should be read as
follows:

4.11 An entity shall disclose, cither i the statement of hmancial
position or m the notes, the following subclassifications of the
line tlems presented:

(a) property, plant and cquipment m classifications
appropriate to the entity.

(i trade and other receivables showing separately amourus
due from related parties, amounts due from other parties,
and receivables arising from accrued income not yet
billed. ['hese balances should be subcelassified more
according to the nature of the finance arrangements and
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their general terms (for example, conventional finance,
murabaha) with sullicient disclosures that enable users (o
difTerentiate between dilferent types ol receivables.
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(v) Invenlories, showing separately amounts ol invenlories:

() held for sale m the ordinary course of business. ey ;Islldj' Glaadl & aull .J'a)"j Bl (]
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(1) m the form of matenals or supplies to be
consumed in the produetion process or in the s g s je B pasiud lagae 5l pla 3l e L-‘S*i (3
rendering ol services. Cilaazll
(e trade and other payables, showing separately amounts emtie (800 el Eumy b e g gt cpilall slaudl daad g 2l (2)
payable to trade supplhers, payable 1o related parties, A [PV, R - P allall g il asall ol dnl s allodd
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() provisions for emplovee benefits and other provisions.
1y classes of equity, such as paid-in capital, share premium, gAY Slaas ¢ il gall adlia Slaiad (2)
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1. Cash equivalents, subclassified mio their nature and
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general terms, with sulficient disclosures thal enable
users Lo differentiale between different types ol cash

cquivalents. M
ut.  lerm deposits, subclassified imto  thewr nature and
general terms (for example, conventional deposit and )
murabaha  deposit), with sulficient disclosure that | Jew o) daladl Ll g 1l 188 5 dliaie o JaY Allagll A1l

cnable users to differentiate between different types of | (80 488 Slaliadl aw o(daal yo atlagg Gadit Wil Joall

term deposils. Al oy At N e 8 e il
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terms  (for  example,  conventional  lending  and S8t S ilalindl aa o(And pay guldl (ol 3 JR Lo
murabaha hnancang). with sullicient disclosures that
cnable users to differentiate between different types of
receivable G y % v . i ma & e

v. equity  mvestments  sub classified  into direct sl o0l fdiod jgf) Wte qpgueil g o2 el 2
investments  and  investments  in portfolios  and
investment funds. with more subclassilication mto
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sulficient disclosures thal enable users to differentiate
between diflerent types of equity investments. WAfall e LD Gl 3 Ol LAWY e ALl v
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terms  (lor example.  conventional  borrowmg  and
tawarrug:,  vendors  on convenbional  basis or
murabaha), with sufficient  disclosures that enable
users  lo differentiate between  diflerent (ypes ol
payables.
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i, Disclosure of bonds separately lrom sukuks, with
subclassification of cach into their nature and peneral
terms. with sulficient diselosures thal enable users 1o
differentiate between different types of bonds and
sukuks.

3.5 The requirement of presenting revenue 1s expanded to require

LA leng el 4008 \f Ql-._‘.'l)_i‘u”l =1 callaig JH caliar 5.5

enlity to present revenue mto three categores: revenue from mam
operations, finance revenue (171118 not 118 mam operation) and
other revenues. This requirement 1s added because 1t reflects the
current practice of Saudi compames that distinguish between
revenue [rom mam operations and other revenues. Additionally, 1t
fulfills the mformation needs ol those investors whose mvestment
decisions are alfected by thetr understanding of the nature of the
entity’s operations in light of Shariah requirements. The
paragraph should be read as follows:

5.5 As a mummun, an enhity shall melude, in the statements ol
the statement of comprehensive income, lime 1tems that present
the following amounts for the pertod:

@ Revenue subelassified inlo three calegories: revenue from
main operations. finance revenue (il 11 is not ils main
operation) and other revenues .

(b [inance costs.

e share ol the profit or loss of mvestments 1 associales (see
Section 14 fnvestments in Associates) and joinily
controlled entities (sce Scetion 15 fnvesiments in Joini
Ventures) accounted for using the equity method.

W lax expense and Zakal excluding lax allocaled (o Llems (e),
(g) and (h) below (see paragraph 29.27).

) asingle amount comprising the total of

(1) the post-tax profit or loss ol a discontinued
operation, and
(1) the post-tax gain or loss recognised on the

measurement 1o [arr value less costs to sell or on
the disposal of the net assets constituting the
discontinued operation.
iy profit or loss (1fan entity has no 1tems of other
comprehensive income, this line need not be presented).
i) cach ttem of other comprehensive income (sce paragraph
5.4(b)) classified by nature (excluding amounts in (h)).
My share of the other comprehensive icome of associates and
Jomtly controlled entities accounted for by the equity
method.
i total comprehensive meome (1 an entity has no 1tems off
other comprehensive income, it may use another term for
this line such as profit or loss).
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5.12 A new paragraph is added alter paragraph 5.11 to require
detail diselosure about the entity’s revenue 1o enable users
dilferentiate between dilferent types {rom each source presented
i the meome statement. This paragraph should be read as
follows:

5.12 An enlity shall disclose details about its revenues as [ollows:

i Revenue [rom main operations subelassified into major
tvpes ol activities with sullicient disclosures thal enable
users Lo differentiate between different tvpes ol revenue
from main operalions.

1. Iisclosure of inance revenue or iterest revenue (1011t 1s
nol the main revenue). [rom conventional lime deposil
and lending and bonds separately from other sources, such
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as those arnise [rom  [inance lease. murabaha, and
application ol time value of money,. . ete., with sullicient
disclosures that enable users 1o differentiate between
different types of linance revenues. An entily  must
disclose interest revenue Irom conventional time deposits
and lendinge no matter how small this amount.
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1. Other revenues and gains, subclassihed mmto different
types ol revenues (lor example gains from selling
financial assets should be subclassificd into the different
types of financial asscts disposed). with sulficient
disclosures that enable users 1o dillerentiate between
dilferent types ol other revenues and gams.
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5.13 A new paragraph is added alter the new paragraph 5.12
above to require additional disclosure about linance cost. The
disclosure is required because 1t provide importan! information lo
those investors whose investment decisions are affected by their
understanding of the nature of the enlity’s operations in light ol
Shariah requirements. The paragraph s read as lollows:

5.13 An entity must disclose finance cost or inlerest expense,
subelassified into dilferent types, such as those arise [rom [inance
lease, borrowing. installment purchases and murabaha. and
application of time value of monev,...ete.. with sufficient
disclosures thal enable users to differentiate between different
types ol [nance costs. An enlity must disclose interest expenses
from conventional borrowing and bonds no matter how small this

amouni.
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7.4 Zakat 15 added to this paragraph to require presenting the

Zakat paid. This paragraph is read as [ollows:

7.1 Operating activities arc the prineipal revenue-producing
activities of the entity. Therclore, cash flows rom operating
activities generally resull [rom the transactions and other
events and conditions that enter into the determination off
profit or loss. Examples ol cash llows lrom operaling
activilies are:

(a) cash recepts [rom the sale of goods and the rendenng ol
serviees.

(b} cash recepts [rom royalties, fees, commssions and other
revenue.

(c¢) cash payments to suppliers [or goods and services.

(d) cash payments 1o and on behall of employees.

(¢) cash payments or refunds of meome tax or Zakat, unless
they can be specifically dentified with financing and
mvesting activities.

(1) cash receipts and payments [fom mvestments, loans and
other contracts held for dealing or trading purposes, which
are simmlar (o inventory acquired specilically lor resale.

Some transactions, such as the sale ol an item of plant by a

manufacturing entity. may give rise to a gain or loss that 1s

included in profit or loss. However, the cash ows relating to
such transactions arc cash [lows [rom investing activities.
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7.22 A new paragraph is added after paragraph 7.21 Lo require
disclosure about interests received and paid on finanee and
returns on investments segregated according to the nature of
different fimance and mvestunent arangements. This disclosure 1s
required because it [ullills the information needs of those users
who are Shariah conscious aboul the enlity’s operations. The
paragraph should be read as follows:

2 An entity shall disclose. il not disclosed elsewhere in the
[inancial statements, the details of the amounts of interests
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recerved and pard and retumns received on investments, together
with a description of the nature of each related finance or
mvestment.
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The document of endorsement of ISAs for adoption in Saudi Arabia

according to the Saudi Organization for Certified Public Accountants’ plan for transition
to ISAs, and according the IAASB Policy Position statement regarding the adoption of

international standards

Ll

iyl

First stage
(puigill | gl dy2go wil disal
Saudi Organization for Certified Public Accountants

gHE/E/N - aleFD/

According to the TSAs transition plan
endorsed by the Saudi Organization
for Ceruficd Accountants (SOCPA),
authorized during SOCPA  board
meeting number nine, sixth session,
held on Saturday 26.03.1433
corrcsponding  to 18.02.2012, the
Committees’ decisions related to the
approval of standards, shall be
intcegrated 1in an appendix with cach
standards, including the text of
paragraphs added or amended and
reference  to  cancelled paragraphs
beside  basis of conclusions  and
reference to paragraph effected by the
amendments.

According to the plan and the
Statcment of Policy Position of the
IAASB  (July, 2006), SOCPA has
thoroughly examined the 1SAs and has
preparcd Arabic version for the text of
the standards, which is considcred the
cendorsed text.

Following is the text of the SOCPA
decision to endorse the ISAs (first
stagc):

The Saudi Organization for Certified
Public Accountants (SOCPA) has
cndorsed the lollowing International
Auditing Standards for the adoption in
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Saudi Arabia taking in considcration

the following matters:

1. These standards arc cffcective for
audits of financial statements for
periods  beginning on or  afier
1/1/2017.

2. According to the Saudi Professional
companiecs’ Law, 1t 1s allowed to
cstablish a professional company on
Creneral Partnership basis only.
Thercfore, the definition of Audit
I'itm 1s modified accordingly.

2. The twelfth article of the Saudi
CPA Law requires that Auditor
must rctain the audit documents and
financial statements of his chents
for a period not less than ten years
from the date of the auditor’s
report. Thercfore, the paragraph
(23 A) from ISA 230 (Audit
Documentation) must be applied
accordingly.

The first stage includes the following
standards
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ISA 210, Agrecing the Terms of Audit | <Uald ) g 38 e BV 1210 Jl=sl
Engagements Azl sall
ISA 220, Quality Control for an Audit | 23 58l A=ad 5l 25521 408 5 220 L=l
of Financial Statcments AnMtall

ISA 230, Audit Documentation

ISA 240, The Auditor's
Responsibilities Relating to Fraud in
an Audit of Financial Statements

ISA 250, Consideration of Laws and
Regulations 1mm an Audit of Financial
Statcments
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ISA 260, Communication with Those

Charged with Governance
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ISA 265, Communicating Deficicncics
in Internal Control to Those Charged
with Governance and Management
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A CFO’s Checklist for 2014

INVEST IN SYSTEMS/PROCESSES

v Critically review current systems

vV Minimize and integrate systems

v Close systems before month-end and only require manual accrual adjustments at quarter-end; discuss “pro forma”
adjustments with partners to better understand business

v Implement online application of financial reporting and analysis tools to facilitate variance analysis

CHANGE CFO/FINANCE STAFF MIND-SET

v Revamp budget processes; ensure link between strategy/budget/outlook

v Move from budgeting to rolling outlooks

v “We” (finance) aren’t the outsiders but are insiders helping to run the business

v View costs as investment in the strategy; focus on how to improve top line rather than just cutting costs

MAKE NEEDED ORGANIZATIONAL CHANGES

v Develop cross-training in finance staff

v Consider shadow organizations to breed deep-rooted business knowledge
v Consider outsourcing to free up internal staff to become strategic advisors
v Foster involvement in organizational design

INCREASE MARKET AWARENESS

vV Meet with customers to understand customer perspective

v Use business models to help customers understand the economics of the business perspective
v Ensure vendor relationships fit with strategy

v Develop awareness of regulations affecting business/reporting to lead risk management efforts

g.
s
z
7

ey




improve com- munications and long-term relationships
with customers.

Cash Optimization. Discussions about cash addressed
the broader “business conscience” of the com- pany. Some
CFOs commented that operating in a distinct finance
function without immersion into the operating unit as a
partner inhibits the ability to see how the com- pany’s cash
can be used to help communities where their products are
sold. A prime example of doing this the

right way is Starbucks, which connects customers with
different service projects on a local level, such as cleaning
up parks, doing light construction, serving meals, and
volunteering at food banks.

In addition, CFOs pointed out that optimizing the
quote-to-cash cycle requires both internal and external
collaboration. (The quote-to-cash cyclerefers to the busi- ness
processes involved with creating a quote for a prospective
customer, order management, demand- driven production
scheduling, invoicing, and cash receipt.) Because many
aspects of the cycle are financial, CFOs believe they can
drive the changes needed to ensure cash optimization. In
this sense, the CFO can act as a hub among various partners,
providing accounting, financial, and economic advice to
the sales organization to assist in pricing decisions, as well
as set payment terms with ven- dors and manage customer
collections.

A Massive Restructuring

In addition to addressing the levers of the C-framework,
CFOs shared their experiences about how their financial
processes have needed to change to support their role as
business partner. These discussions largely centered on the
common themes of budgeting, systems, and organiza- tional
dynamics.

First, participants mentioned how restructuring their
budget processes has cut crucial workdays out of the bud-
get cycle. In particular, CFOs pointed out that providing
rolling quarterly forecasts has served a dual goal of mak- ing
the budget process more efficient and giving leaders a better
handle on the pulse of the business.

Second, they commented about the importance of
revamping the closing process by moving toward a virtual
close to reduce processing time each month. This greater
efficiency provides finance staff with more time to sup- port
their business partners in value-added strategic roles. One
CFO explained that reducing manual interven- tion in his
organization’s monthly close gave his division CFOs time
to help business unit heads redesign their organizational
structures. The trickle-down effect, he

said, improved the company’s financial results.

Third, CFOs addressed the importance of investing in

real-time systems, such as enterprise resource planning
(ERP) systems, to replace legacy systems. These systems
can improve communication within various facets of the
organization, regardless of physical location, while also
avoiding the inefficiencies of lagged information, which
drives up closing and reporting times.

As you can see, the roundtable and breakout discus-
sions were extremely productive and resulted in tangible
examples of how the CFO participants influenced change
within their organizations to support their own transfor-
mation toward a strategic role. A CFO’s Checklist for 2014
summarizes several major themes that emerged from these
discussions.

What's Next?

As we've emphasized, the role of the CFO has been ele-
vated in recent years. As financial steward of the enter- prise,
the CFO is well positioned—and therefore relied on—to act
as a bridge between the CEO and the board of directors
in promoting corporate governance. This trans- forming
role has required a shift in focus from the pro- duction of
financial information to a strategic vision that emanates
from the financials. Most executives would agree that there
aren’t enough hours in the day, and many CFOs wish they
could do a better job of allocating their time. We hope the
real-world actions our roundtable par- ticipants have taken
will set them—and you and your organization—on the right
path.

By focusing on the necessary process changes, CFOs will
take the first step for the finance organization in cre- ating
hours, days, and even weeks to build enhanced intelligence
into the business. Then the conscious use of a tool such as
the C-framework will help these CFOs evolve their role from
analyst to catalyst and earn their rightful place as a highly
valued strategic business partner. SF

Thomas G. Canace, Ph.D., is an assistant protessor of
accounting at Wake Forest University in Winston-Salem,
N.C. Tom is a member of IMA’s Piedmont Triad Chapter. You
can reach him at (336) 7585904- or canacetg@wfu.edu.

Paul Juras, CMA, Ph.D., is a professor of accountancy at
Babson College in Babson Fark, Mass., where he holds the
title of chair, Accounting and Law Division. Paul is a mem-
ber of IMA’s Charlotte Chapter and IMA’s Global Board of
Directors. You can reach him at (781) 2393948- or pjuras@
babson.edu.



Table 2: Where the CFOs Came From

espoused this philoso- phy admitted that theyre
now better equipped to view their partners’ costs as
investments rather than expenses by linking spending
to revenue growth.

They also discussed how they've learned to

sometimes take counterintuitive approaches to
costs. As one com- mented, giving raises or bonuses

to employees may be a heavy cost burden to bear
during difficult economic times, but when viewed as

a positive long-term invest- ment, it may be easier to
justify. For instance, employees may do all the right

things, positioning the company for long-term growth,

but economic forces may limit current results. In this
case, it's important to recognize the con- nection

between current effort and latent results in explicitly
rewarding and motivating employees.

Moreover, by better understanding the operational

complexities of the business, CFOs can add value
by working collaboratively with the purchasing

INDUSTRY DESCRIPTION # OF CFOS % OF TOTAL
Financial and professional services 12 30.0
Building and construction 7 17.5
Real estate development 6 15.0
Not-for-profit 5 12.5
Textiles and apparel 3 15
Housewares ? 5.0
Housing 2 5.0
Restaurant and food services 2 5.0
Manufacturing 1 2.5
Total 40 100.0%

organization to better manage vendor relationships
and long-term costs to ensure that the procurement of

larger audience, and submit notes of their discus- sion.
Forty provided feedback.

These executives largely represented middle-market
companies. As shown in Table 2, a wide array of indus-
tries were represented, the most frequent being financial
and professional services (30%), building and construc-
tion (17.5%), real estate development (15%), and not-
for-profit (12.5%).

The CFOs were first asked to reflect on the C-
framework of strategic business partnering. Specifically,
they discussed ways in which use of the four CFO levers
has enabled their finance organization to become a
better business partner to impact their business from the
per- spective of the three company levers. They talked
about how the transition to business partner has enabled
(or could enable) their finance organization to rethink its
focus on costs, shape a renewed focus on both internal
and external customers, and elevate the importance of
cash optimization at the project and company levels to
drive business value.

In addition, they were asked to provide insights about
how their financial processes have evolved in recent
years to enable their role as business partner. These
discussions elicited specific examples. Here’s some of
what they reported:

Costs. Any discussion of costs typically focuses on
cost cutting. But that's begining to change. Specifically,
CFOs commented that by understanding the operations
better as a business partner, they can focus on how to
improve the top line rather than saying “no” through
cost cutting. In fact, one CFO noted that becoming
a business partner helps ensure his team acts as an
objective advisor to the business, injecting logic without
letting emotions get in the way. Importantly, CFOs who

goods/services and the associated contract provisions

Some CFOs routinely visit
their customers’ sites to better
understand how they can deliver
goods and services to them more
effectively.

fit the company’s overall strategy. Other CFOs who
participated in the roundtable took a broad view of
the role of partner, mentioning that since the finance
organization manages functions such as payables, it's
also necessary to collaborate with vendors to ensure a
productive long-term relationship.

Customers. CFOs addressed the importance of get-
ting out of the office and visiting their customers to expe-
rience their business needs and goals through their eyes.
Some CFOs mentioned that they (or their division CFOs)
routinely accompany business unit leaders on visits to
their customers’ sites to better understand how they can
deliver goods and services to them more effectively.
Other CFOs discussed the ways in which they can lead
change in managing customer relationships by acting as
“consul-tants” to the customers—in particular by helping
them better understand pricing implications. Because
CFOs are uniquely qualified to discuss the economic,
risk, and financial models of their business, they can
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Moreover, budget cycles can take on a life of their
own. As shown in Table 1, they may consume up to five
months for many companies, making it an obvious area for
improvement. The use of rolling outlooks throughout the year
provides a natural way to shrink the budget cycle because
the continuous refinement of future outlooks during the
year provides the business with a strong base- line for next
year's budget. For instance, a company that utilizes a four-
quarter rolling outlook process will find that, at the end of
the current fiscal year, it has already established next year’s
budget through the quarterly out- look routine and that the
budget has been subjected to critical review throughout the
year.

While aligning budget and outlook platforms with
financial reporting will save time, it requires an integrated
financial report with a single face that matches budget and
outlook information line by line with as-reported actuals.
This seems trivial, but it's surprising how many budget
and outlook systems are maintained on spread- sheets or
in systems that don't interface with system- generated
statements, meaning things have to be fixed manually. When
these platforms aren’t well integrated, it's tough for business
partners to talk intelligently about the major factors driving
variances, and it impedes the finance function from better
understanding operational performance.

Organizational Processes Alignment. It's critical for the
CFO to determine whether there are more effi- cient ways
to deliver service to the front-line managers that will also
allow the finance organization to become a more effective
strategic business partner. So another important step in
processes realignment is to reconsider the people and
positions that deliver the financial infor- mation. This may
help reduce the time needed to compile financial reports,
the number of processing locations, and the closing-cycle
time. It’s also important to consider how external service
providers are being used: Is outsourcing reducing costs
and improving service while affording the finance function
more opportunities to expand its role as a strategic business
partner?

Some companies also attempt to improve the align- ment
of their organizational processes by rotating their finance
professionals through the business units so they can gain
a broader understanding of the operations of the company.
Yes, this can result in short-term disrup- tions and learning
curves that impede development of the strategic business
partner role, but the long-term gain may be a more holistic
business sense to aid their part- ners’ decisions. Other
companies have created “shadow” finance organizations in
which the finance personnel reside within the business unit
as a permanent head- count, maintaining a direct reporting
relationship to its leader and a dotted-line relationship to
the finance/ CFO organization. Ideally, this improves the
business- partnering relationship between the operating
and finance functions, plus it offers the potential benefit
of providing the finance staff with a deeper understanding

of the business unit by being more involved in its daily
operations and decision making.

Making the Transformation

Once the CFO aligns the processes that will enable the
role of strategic business partner, the next step is under-
standing how to become an effective business partner.
Fig- ure 1 provides a tool, the C-framework, that can help
smooth the transition.

Atthetop of the framework, the CFO can become a partner
at an individual level along several dimensions (called CFO
“levers”). These dimensions serve as inputs. When the CFO
uses these levers to act as a strategic busi- ness partner, each
of the dimensions can impact the com- pany in several ways
(company “levers”). These company levers serve as outputs.
While the CFO shouldn’t be con- strained by the levers only,
the framework provides a tangible way to consciously think
about the importance of the business partner role to the
overall organization.

CFO Levers as Inputs. At the individual level, the CFO
can improve the business by acting as catalyst, col- laborator,
consultant, and conscience. First, the CFO acts as catalyst
by helping introduce and implement new strategies, such as
presenting the economic ramifications of a new venture or
leading the efforts to integrate a newly acquired company.
Second, the CFO can take on the role of collaborator by
serving as a “hub” to integrate the functional aspects of the
business, such as purchasing, sales, human resources, and
information technology. Third, the CFO can assume the
role of consultant by act- ing as an independent, objective
advisor to his or her team of business leaders. Fourth, recent
corporate scan- dals have shown that the CFO must be a
conscience for the business—not only for the reported
financials but also by considering the broader ramifications
of company initiatives.

Company Levers as Outputs. Also shown in

Figure 1, each dimension of the CFO levers should ulti-
mately impact the customers, costs, and cash of the busi- ness
(company levers). First, each action at the CFO level should
positively impact customers—both the internal partners,
who rely on information and advice from the CFO, and the
external, revenue-generating customers. Sec- ond, each
CFO lever should help the business achieve a cost structure
that allows for long-term sustainability. To put it bluntly, no
business can live for the present without considering the
ramifications for the future. And, finally, the first-tier levers
should work toward advancing and benefiting the enterprise
value: namely, cash optimization.

What CFOs Are Saying Now

We solicited information from CFOs who recently at-
tended a roundtable on strategic business partnering in
Charlotte, N.C. The forum was open only to C-level exec-
utives. CFOs were assigned to breakout groups and asked to
talk about business partnering, present their findings to the



Therefore, the mandate for CFOs and their teams is to
move toward the world-class standard shown in Table 1.
This will allow them more time to analyze data for deci-
sion making and to create and execute business plans to
add more value.

Aligning Business Processes

Admittedly, achieving world-class standards is no easy
task for many organizations. That said, there are several key
considerations that help align business processes to support
the CFO’s role as strategic business partner. These alignment
“levers” fall under three categories: sys- tems processes,
financial processes, and organizational processes. Let's
examine each one in more detail.

Systems Processes Alignment. The first step for many
organizations looking to reduce transaction and reporting
cycle times is to perform a critical review of their current
systems. The goal is to align the enterprise systems with
the tasks being performed by the finance organization and
eliminate things that don’t demonstrate a clear business need.
In the article we mentioned earlier, Kishore Bhamidipati
noted that best-of-breed tools might be adopted by various
segments of an organization, but if they aren’t integrated
properly, it's going to take much more time to produce
general ledger and financial infor- mation each month.

Therefore, aligning systems processes requires (1) pro-
ducing an inventory of tasks that the organization per-
forms and critically assessing which ones are relevant or

add value, (2) understanding the systems architecture for
the organization’s various transaction cycles, (3) design-
ing the system to efficiently support the relevant tasks and
transaction cycles that produce financial informa- tion, and
(4) considering whether further investments are necessary to
support this new alignment.

Financial Processes Alignment. CFOs who want to
realign their financial processes often have many options.
Because business unit organizational structures can be
complex and fluid, financial processes can easily become
outdated if continuous realignment doesn’t remain a priority.

Some companies recently have addressed the length

of their closing cycles head-on by moving toward
soft- close processes. Rather than perform a full closing
cycle each month, these companies opt to do so only at
quarter-end months when public financial disclosures may
be required; during off- quarter months, their inter- nal
financials are generated via system-interfaced trans- actions
only. Performed properly, this procedure should result in
more efficient closings without the loss of intelligence about
business transactions. Specifically, in off-quarter months
CFOs could report system financials to their business partner
with an overlay of “pro forma” adjustments for review. This
process supports the busi- ness partner role by affording an
opportunity to discuss impending adjustments, which can
in turn improve communication, reduce reporting surprises,
and allow the CFO to better understand the business
operations.

Figure 1: Leveraging the C-Framework
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mer) on executive turnover by Crist|Kolder Associates,
which surveyed 668 of America’s leading companies, the
number of companies with a COO continued to decrease—
from 39.1 in 2012 to 36% in 2013—as more and more
organizations eliminated the position. This change has
altered the relationship between the CEO and CFO, both
of whom have jumped into the day-to-day operations to
work closely in implementing business strategy. This allows
the CFO much more face time with both the CEO, and,
importantly, the board of directors. Hence, the CFO role has
morphed from analyzing the financial information of the
business to also weighing

in on the corporate strategy emanating from the
boardroom.

Second, the regulatory environment has changed sub-
stantially over the past decade, requiring CFOs to possess

Unleashing the Strategic Role

Accounting and finance professionals agree that, given
the limited number of workdays per month, along with the
increased reporting and compliance requirements, becoming
a strategic business partner requires broad changes to the
operation of the finance function, a point made by Kishore
Bhamidipati in the March 2013 Strategic Finance article
“Productivity Outlook: Poor Visibility and Bad Reporting
Ahead” and others. The goal is fewer days spent producing
financial information to allow more days for the CFO and
finance organization to spend analyzing the business results
and assisting the front-line managers in strategic decision
making. Table 1 reports how compa- nies perform along
several key finance dimensions as well as compared to the
best-in-class measure.

According to Table 1, the average company spends

Table 1: How Well Does Your Finance Team Measure Up?

FINANCE DIMENSION AVERAGE WORLD-CLASS
Number of processing locations >3 > 1
Number of systems processes 2-3 = 1
Length of closing cycle 6 days % % <2 days
o
Length of total reporting cycle 12 days g 5 6 days
Time compiling reports 35%-40% = - <25%
Length of budget cycle 4-5 months B <2 months

Sources: Cadric Read and Hans-Dieter Scheuermann, The CFO as Business Integrator, Wiley, 2003;
Thomas Wunder and Jeff Thomsan, "Want to Be a More Effective CFO? Ask the Audience!” Strategic Finance, lanuary 2006;
Dracle presentation to the St. Louis Chapter of Financial Executives Intemnational, Achieving A World Class Close, 2010.

a greater understanding of the business operations. For
instance, Sections 302 and 906 of the Sarbanes-Oxley
Act of 2002 (SOX) require CEOs and CFOs to certify the
quarterly and annual financial statements, so many exec-
utives have decided that possessing a deeper, nuts-and-
bolts understanding of the business offers them better
protection when attesting to the financial results. More-
over, fair-disclosure rules implemented by the Securities
& Exchange Commission (SEC) in 2000 under Regula-
tion FD (Fair Disclosure) require broad dissemination of
company disclosures of public information. Compliance
with Regulation FD has been facilitated by webcasts of a
company’s earnings calls, which are typically led by both
the CEO and CFO. Being front and center with the

investor community on a quarterly basis has pushed the
CFO from scorecard keeper to key player.

Finally, rapid economic changes have heightened global
competition, which means companies must exploit the
strategic vision and leadership skills of the CFO to help
create and execute business plans.

more than one business week closing its monthly finan- cial
statements. In larger organizations, especially, more time is
required to coordinate the closing of payables and receivables
across various locations, and more time is necessary to feed
transaction and ledger data across mul- tiple systems, which
likely aren’t integrated and therefore don’t produce real-time
information. As a result, finance professionals may spend
half a month just compiling financial information. Add in
the one to two quarters a year that firms also spend creating
budgets, and there’s very little time left for participating in
the business'’s

The use of rolling outlooks throughout
the year provides a natural way to shrink
the budget cycle.

strategic decision making. The goal for CFOs and
their teams is to improve their performance along these
dimensions, thereby creating an organization that becomes
more efficient in producing financial reports.



By Thomas G. Canace and Paul Juras, CMA

CFO:;

From Analyst
to Catalyst

“Becoming a business partner sometimes means
taking counterintuitive approaches.”

“Partnering opens up opportunities to focus
on top-line growth rather than just cutting costs
through a ‘say no” approach.”

o these comments sound familiar? They
should because they come from chief
financial officers (CFOs) and highlight
the importance of transforming their
position from overlord of the finance function to
strategic decision maker within their organization.
Indeed, even textbooks like Cost Man- agement: A
Strategic Emphasis have begun to address the strategic
role of the accounting and finance functions and better
reflect the IMA® (Institute of Management Accountants)
2009 definition of management accounting in its
Statement on Management Accounting titled Definition

of Management Accounting, which reads:
“Management accounting is a profession that
involves partnering in management decision making,
devising planning and performance management
systems, and providing expertise in financial reporting
and control to assist management in the formulation and
implementation of an organization’s strategy.”

Several factors have worked together to broaden the
CFO’s role in recent years. First and foremost is the grad-
ual phasing out of the chief operating officer (COO)
position. According to the Volatility Report 2013 (sum-
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reviewing the restaurant’s balanced scorecard for the year
following implementation. The balanced scorecard con-
tained measures from each of the four scorecard perspec-
tives for 14 restaurants, half of which implemented the
initiative and half of which didn’t. Close examination of the
balanced scorecard data revealed that the initiative

improved the customer-perspective measure but not the
financial-perspective measure. Thus, participants who were
motivated to perceive the new initiative as successful would
be able to collect evidence in favor of their pre- ferred
conclusion (the increase in customer satisfaction), but data
was also presented that cast doubt on this con- clusion (the
unfavorable financial results). Students rated the success of
the initiative and then recommended whether or not to roll
it out to the remainder of the restaurants.

Those who selected a strategic initiative to implement
rated it as more successful and were more likely to rec-
ommend rolling it out than participants who didn’t select a
strategic initiative. This was true despite the fact that all

of the students evaluated identical data when coming to
their conclusions. Yet when participants were involved in
measure selection and viewed the balanced scorecard as
a causal chain, they exhibited no tendency to favor an ini-
tiative that they had selected (see Figure 4).

The Bottom Line

In today’s data-rich business environment, managers
often pride themselves on making data-driven decisions.
Nevertheless, the research we've summarized here
demonstrates that managers’ motivations can shape how
they gather and interpret data and, in turn, how they make
strategic decisions. As they say in statistics, “If you torture the
data enough, it will confess to anything.” When managers
justify business decisions based on cherry-picked data, self-
serving choices masquerade as data-driven decisions. While
this issue may appear to be a question of ethics, research on
motivated reasoning sug- gests that this tendency is often
unconscious.

In short, good people make bad decisions, driven by
their preferences, without ever suspecting that their per-
sonal desires played a role in their data analysis. The study
involving Cornell MBA students exemplifies this pernicious
problem in the context of strategy evaluation and provides
a prescription for the problem. Managers who are involved
in selecting strategic initiatives perceive those initiatives
as more successful than managers who aren‘t involved in
the selection process. Companies can mitigate this bias
by framing the balanced scorecard as a causal chain and
involving managers in the selection of scorecard measures
that they’ll use to evaluate strategic success.

Is this a cure-all for every unconscious (and conscious)
bias to which managers may succumb? No, but it’s a start.
Motivated reasoning is at the heart of a lot of bad deci-

Advances in Experimental Social Ps)

sions. It's time we recognize the problem and start root- ing
it out. SF
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Figure 4: A Strategic Plan for Paladin Pizza
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a critical task. Domino’s Pizza, for example, might use
customer satisfaction surveys, customer interviews, cus-
tomer retention, or brand ranking as its focal measure
of customer satisfaction, but it’s unlikely to use all four.

Involving managers in selecting measures “fights
fire with fire,” pitting motivated reasoning against itself
because managers want to believe that they selected not
only good strategic initiatives but also good scorecard
measures. A good scorecard measure captures the tar-
geted dimension of performance on the balanced score-
card and also predicts performance in other perspectives
along the causal chain. For example, if customer satisfac-
tion isn't a leading indicator of sales, it probably isn’t a
good measure (at least, when it comes to pizza). When
managers who were involved in measure selection
evalu- ate the success of their own initiatives, they’ll be
less likely to focus only on the scorecard measures that
most indi- cate strategic success because they believe
that the mea- sures they select should predict success in
other causally connected scorecard measures.

Of course, this reasoning assumes that managers are
thinking about causal performance to begin with. There-
fore, for this to work, companies must use the second
tac- tic: They need to frame the balanced scorecard as a
causal chain as illustrated in Figure 2.

The results from the IMA-sponsored study demon-
strate that managers’ involvement in selecting measures,
as well as the use of a causal-chain framing of the score-
card, are crucial to constraining motivated reasoning in
strategy evaluation. In isolation, neither of these tactics
prevents managers from believing that their strategic ini-
tiative was successful. Together, however, the tactics rein-
force each other and lead managers to evaluate their own

Causal Chain

initiatives more objectively based on a broader set of
scorecard measures. When managers evaluate strategy
based on measures they are involved in selecting, and
with a causal-chain framing of the scorecard (BSC 2.0),
theyre less likely to make judgments that reflect the
influence of motivated reasoning.

Experimental Method

Bill Tayler, the author of the IMA-sponsored study,
demonstrated these ideas with MBA students at Cornell

University, who played the role of managers at a
fictitious pizza chain, Paladin Pizza. Participants read
background information about Paladin Pizza and
learned about two strategic initiatives top management
was considering, both of which sought to improve the
customer experi- ence. The “quality-ingredients strategy”
included higher- quality ingredients in the company’s
pizza recipes, and the “side-order strategy” offered
customers a free side for every five pizzas purchased.

Half the participants in the study were involved in
selecting strategic initiatives for the balanced scorecard;
the other half were told that top management selected
an initiative to implement. To test for the debiasing effect
of selecting scorecard measures, some participants
chose which customer satisfaction measure to include
in the balanced scorecard, while others didn‘t. Finally,
to inves- tigate the debiasing effect of the causal-chain
framing of the scorecard, some participants were
provided Paladin Pizza's balanced scorecard framed as
four separate groups, and others were given it framed as
a causal chain.

The MBA students then evaluated the success of
the strategic initiative that Paladin Pizza implemented,

€O Hv sepL uepewey - g/ ‘ON



cus- tomers. But the executives didn’t stop there. Domino’s
hired Brand Keys, a company that tracks customer loy- alty,
so the restaurant chain could gauge the success of the new
initiative. By 2011, Domino’s was among Brand Keys’s top
100 Customer Loyalty Leaders and retained its ranking in
2012—the only pizza chain to make the list. Therefore, the
initiative was a measurable success.

Companies—yours, too, if it doesn't already—should
evaluate the success of initiatives by considering a variety
of performance measures that are part of the complete
picture presented by the balanced scorecard. For example,
in addition to its Brand Keys measures, Domino’s also used
focus groups to assess the success of its quality- ingredients
strategy. The causal-chain version of the bal- anced scorecard
displayed in Figure 3 also emphasizes that a successful
strategic initiative should lead to

improvements in Domino’s financial results. (An unsuc-
cessful initiative, on the other hand, may improve cus-
tomer satisfaction but not financial performance.) As it turns
out, Domino’s saw dramatic improvements in its customer
loyalty scores and in its sales and profitability in the quarters
after implementing its quality-ingredients initiative. Further,
the company’s stock price has surged more than 500% since
2009—fairly convincing evidence that better pizza has led
to happy customers and happy shareholders.

Motivated Reasoning in Strategy Evaluation

Although the balanced scorecard is an excellent tool
man- agers can use to evaluate strategy, it also provides
fertile ground for them to fall prey to psychological biases.
Motivated reasoning, a well-known theory in psychology,
demonstrates that individuals acquire, evaluate, and use
information in a manner that coincides with their goals
and desires. Tom Gilovich, a prominent psychology pro-
fessor at Cornell University, explains it as follows: When
approaching a disagreeable proposition, people tend to
ask, “Must | believe this?” and search for arguments and
evidence that refute the proposition. Yet when faced with
something agreeable to them, people ask, “Can | believe
this?” and search for arguments and evidence that support
the proposition.

Managers (and people in general)
like to believe they’re smart.
And because smart people make

good choices, managers want to
believe they make good choices.

These alternative approaches to agreeable and disagree-
able propositions lead individuals to bias how they assemble,
assess, and integrate information and, in turn, lead them to
biased conclusions. This tendency is quite pervasive: People
are incredibly proficient at seeing what they want to see in
data.

The 2009 IMA-sponsored study demonstrated that
motivated reasoning has important implications for strategy
selection and evaluation. Managers want to believe that
the strategic initiatives they select are success- ful. Beyond
concerns for keeping their jobs, managers (and people in
general) like to believe theyre smart.

And because smart people make good choices, managers
want to believe they make good choices. Thus, when eval-
uating our own choices, it can be very difficult to remain
unbiased—and bad outcomes call into question the abili-
ties of the decision maker.

Compounding this problem is that managers often
evaluate the strategic initiatives that they selected and
implemented. These managers will likely approach data from
balanced scorecard measures with the “Must 12”/“Can 12"
criteria we described. A balanced scorecard setting is ripe for
this kind of selective data processing because the scorecard
provides multiple measures from which to cherry-pick
good results. Thus, a strength of the scorecard—a balanced
view of performance via multiple measures—becomes the
breeding ground for this perni- cious psychological bias.

On average, the participants in the IMA-sponsored study
succumbed to motivated reasoning: They were

Managers (and people in general) like to believe they’re
smart. And because smart people make good choices,
managers want to believe they make good choices.

much more likely to perceive a strategic initiative as suc-
cessful when they were involved in selecting the initiative
relative to how they evaluated the same data when some-
one else chose it, even without financial incentives to
consciously bias their judgments.

Targeting Several Key Remedies

Individuals who fall prey to motivated reasoning believe
what they want to believe. Yet despite this very human
tendency, most people do attempt to maintain the appear-
ance of objectivity, often collecting what they deem to be
sufficient evidence to convince outside observers. Because
of this “reasonableness” constraint, a variety of factors can
influence the degree of a person’s motivated reasoning.
The IMA-sponsored study published in The Accounting
Review tested two tactics that together constrain moti- vated
reasoning in strategy evaluation.

First, companies can involve managers in the selection of
balanced scorecard measures. When designing a balanced
scorecard, companies try to select measures that best cap-
ture the underlying economic activities that drive success.
These firms choose only a handful of measures from hun-
dreds, or even thousands, that are tracked, making selec- tion



began recommending that the components of the
score- card be linked together into a causal chain.
Illustrated in the bottom half of Figure 1, BSC 2.0 proposes
that per- formance in one perspective naturally causes
perfor- mance in another perspective. For example:
Learning and growth activities create more efficient
workforces and work processes (process perspective).
Internal processes generate high-quality products and
services that delight customers (customer perspective).
Satisfied customers buy the company’s products and
services at profitable margins, producing healthy returns
on invested capital (financial perspective).

In addition to the general linkages between scorecard
perspectives, BSC 2.0 allows for causal linkages between
all objectives and measures within each of the four
score- card perspectives. As illustrated in Figure 2, this
allows managers to see what Kaplan and Norton call the
Strategy Map, which helps managers visualize how each
objective and measure fits into the performance puzzle
of their company.

Equipped with this version of the balanced scorecard,
managers can look to a balanced set of objectives and

Figure 3: Evaluating Strategic Initiatives
Using the Balanced Scorecard
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measures to gauge performance. They can also look at
leading and lagging indicators thatgauge the effectiveness
of strategic initiatives: the actionable plans managers
implement to improve performance in targeted objec-
tives. As illustrated in Figure 3, a successful strategic
ini- tiative impacts not only objectives and measures
targeted directly in the causal chain but also those that
are further along the chain. For example, an initiative
designed to increase on-time deliveries should not only
improve delivery promptness but also a customer’s
satisfaction and willingness to buy the product.

Strategy Selection and Evaluation

Almost as important as selecting good strategic
initiatives is understanding how to evaluate the
performance of those initiatives. Consider a recent
operations and mar- keting initiative of Domino’s Pizza.
Starting in 2009, exec- utives at Domino’s implemented
a plan to include higher-quality ingredients in all of its
pizza recipes. They coupled this initiative with marketing
focused on rebranding the company as a low-cost, high-
quality restaurant, enabling it to attract and retain new
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BSC 1.0) provides managers with exactly what its name
suggests: balance. Illustrated in the top half of Figure 1,
BSC 1.0 is made up of financial strategic objectives and
measures as well as other meaningful objectives and mea-
sures from critical operations within an organization. These
objectives and measures are typically grouped into the four
perspectives just mentioned. This holistic fram- ing of the
organization encourages added attention to objectives and
measures that managers might otherwise neglect.

Despite its strengths, however, BSC 1.0 fails to demon-
strate how the various strategic objectives fit together to
form a company’s overall strategy. In other words, there
are no predicted causal connections between the objec-
tives. Even the four perspectives encompassed within BSC
1.0 lack a cohesive relationship—they stand together as
four groups with no established hierarchy. As a result, BSC
1.0 fails to convey how and why the objectives in each
perspective help a company accomplish its ultimate goals.
For example, why should executives invest in learn- ing and
growth activities when bottom-line financial results are their
primary concern? BSC 1.0 can't answer this question.

This shortcoming was addressed as the balanced score-
card evolved. After years of use, Kaplan and Norton

Knock Out Managerial Bias With This One-Two
Punch

The Problem: Managers often evaluate strate- gies

that they selected themselves. In data-rich busi- ness
environments, managers’ motivations can bias how they

Figure 2: Using the Balanced Scorecard
as a Strategy Map

gather and interpret data and, in turn, how they make
strategic decisions. When managers justify decisions based
on cherry-picked data, self-serving choices masquerade
as data-driven decisions, and companies lose out on
opportunities to grow and improve.

The Solution: Managers can use the balanced scorecard
to constrain biased strategy evaluation by employing the
following two tactics.

1. Involve managers in the selection of balanced scorecard

measures. Involving managers in measure selection “fights
fire with fire,” pitting managers’ biases against themselves
because managers want to believe that they selected not
only good strategic ini- tiatives but also good scorecard
measures. A good scorecard measure captures the targeted

dimension of performance on the balanced scorecard and
also predicts performance in other perspectives along the
causal chain (illustrated in Figure 2).

2. Frame the balanced scorecard as a causal chain. Foi
the first tactic to work, managers need to think about the
balanced scorecard as a causal chain from the beginning.
By framing the balanced scorecard as a causal chain,
managers can see that good strategic initiatives impact not
only objectives and measures targeted directly in the causal
chain, but also those that are further along the chain.

In isolation, neither of these tactics prevents man- agers
from believing that their strategic initiative was successful.
Together, however, the tactics mutually reinforce each other
and lead managers to evaluate their own initiatives more
objectively based on a broader set of scorecard measures.
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their own preferences. This type of bias can hinder a
company’s ability to learn from mistakes and to build
successful strategies.

Like Ford’s Alan Mulally, other executives must find
ways to mitigate this bias to improve decision making.
For Mulally, the solution was to change the motivation
of his managers. He praised honest reporting of bad
results, demonstrating to all that he valued transparency.
In return, the managers responded positively to this
approach and gave Mulally the insights he needed to
turn the business around.

a Causal-Chain Focus.”) Here, we’ll first describe the
ideas underpinning that study. Then we’ll discuss the
implications of the research for managers seeking to
improve their strategic decision making.

The Balanced Scorecard as a

Causal Chain

Developed by Robert S. Kaplan and David P. Norton
in the early 1990s, the balanced scorecard focuses
managers’ attention on critical performance measures
from four perspectives:

1. Financial Perspective—“How do we look to

Figure 1: Balanced Scorecard Framing
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BSC 2.0: A Causal Chain

A 2009 study, sponsored by IMA (Institute of
Manage- ment Accountants) and reported in the May
2010 issue of The Accounting Review, investigates
the motivated reasoning managers succumb to when
evaluating strategy, as well as how to overcome this
bias by employing a popular management accounting
tool, the balanced scorecard. (See William B. Tayler,
“The Balanced Scorecard as a Strategy-Evaluation
Tool: The Effects of Implementation Involvement and

shareholders?”

2. Customer Perspective—"How do customers see
us?”

3. Process Perspective—“What must we excel at

doing?”

4. Learning and Growth Perspective—"Can we

continue to improve and create value?”

The early version of the balanced scorecard (we’ll
call it
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Based on consent from The Institute of Management
Accountants, we will be republishing martials appering
in IMA's magazine (Strategic Finance)

Is Your Strate
Evaluation

Biased?

The balanced scorecard may be the cause— and the cure.
This article is based on a study funded by the IMA® Research Foundation.

By Scott A. Emett and William B. Tayler

Managing organizations means managing people, and people have powerful
motivations that shape their beliefs and judgments. These motivations can lead to
disastrous business outcomes when they bias crucial decisions, such as selecting

and evaluating strategy.

ord Motor Company is a prime example. In 2008,

in the midst of declining profitability, new CEO

Alan Mulally asked all division managers at Ford

to evaluate the results of their own division’s
operations. They were supposed to color-code operational
reports according to their divi- sion’s performance: Green
indicated favorable results, yellow indicated caution, and
red indicated problems.

At his first few meetings with his division managers,
Mulally noticed that they consistently colored their reports
green despite successive years of multibillion- dollar losses.
Finally, with some encouragement, a brave manager warned

him about potential problems with a new product the
company was set to introduce. Mulally recalled: “The whole
place was deathly silent. Then | clapped and said, ‘I really
appreciate that clear visibility.” And the next week the entire
set of charts were all rain- bows.” (See Alex Taylor Ill, “Fixing
Up Ford,” CNN Money, May 12, 2009.)

A cynic reading this vignette would say these managers

were simply hiding bad results to save their jobs. This
is possible, but it's also possible, and even likely, that at
least some of Ford’s division managers fell prey to what psy-
chologists call motivated reasoning, a bias in which people
unconsciously evaluate evidence in ways consistent with
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- be to Allah and peace and blessings be upon the Messenger of Allah Muhammad

P ra.l S e peace be upon him and upon his family and companions.

Inorderto keep pace with the developments taking place in the profession and interact with them on
both the domestic and international level, Saudi Organization for Certified Public Accountants (SOCPA)
persist in continuance attempts to improve its performance. SOCPA firm will to transit to the interna-
tional standards, is the best witness to its serious adherence to this path. The adoption of international
standards is one of the subjects that are in the current period taking the greatest interest of SOCPA, due
to its importance and its impact on the results of all business sectors.

SOCPA has obtained the approval of SOCPA Board to phase one of the transition project, adopted
by the Board on its tenth meeting of the seventh session. This step represents the first building block of
the project according to the transition plan, which has already been adopted by the Board at its ninth
meeting of the sixth session as to be applied effective from the beginning of 2017.

In this issue we present the ISA & IFRS adoption documents, for the application in the Kingdom.
The committees' decisions concerning adoption of international standards will be included in a sepa-
rate document for each standard, including the text of paragraphs added or modified, clear reference
to paragraphs canceled, full explanation of the basis of the conclusions that have been reached, and
precise cross - reference to paragraphs affected by the amendment. SOCPA has conducted an in-depth
study on the standards, and prepared an arabized copy of the texts of the international standards, so as
to represent the standards adopted for application in the Kingdom.

I take this opportunity to invite those with interest and competence to provide SOCPA with their
comments on a number of international accounting and auditing standards covered in phase two of the
transition plan, which can be found within the advertisements attached to this issue. We look forward
to receive your comments and proposals at the beginning of the month of Shawwal.

In conclusion, I ask God to grant success to efforts made by SOCPA and I thank all those involved
in the transition project led by Dr Abdul Rahman Al-Razin, SOCPA Assistant Secretary-General for the
standards. Wishing all success.
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