David Alexander, Anne Britton, AnnJorissen,
Martin Hoogendoorn and Carien van Mourik

INTERNATIONAL

FINANCIAL

REPORTING AND ANALYSIS




David Alexander, Anne Britton, Ann Jorissen,
Martin Hoogendoorn and Carien van Mourik

INTERNATIONAL

FINANCIAL

REPORTING AND ANALYSIS

sixth edition




> o CENGAGE
'~ Learning

International Financial Reporting and
Analysis, 6th Edition

David Alexander, Anne Britton,

Ann Jorissen, Martin Hoogendoorn
and Carien van Mourik

Publishing Director: Linden Harris
Publisher: Andrew Ashwin
Development Editor: Abigail Jones
Production Editor: Beverley Copland
Manufacturing Buyer: Elaine Willis
Marketing Manager: Amanda Cheung
Typesetter: Cenveo Publisher Services

Cover design: Adam Renvoize

Printed in China by RR Donnelley
12345678910-161514

© 2014, Cengage Learning EMEA

ALL RIGHTS RESERVED. No part of this work covered by
the copyright herein may be reproduced, transmitted,
stored or used in any form or by any means graphic,
electronic, or mechanical, including but not limited to
photocopying, recording, scanning, digitizing, taping,
Web distribution, information networks, or information
storage and retrieval systems, except as permitted under
Section 107 or 108 of the 1976 United States Copyright
Act, or applicable copyright law of another jurisdiction,
without the prior written permission of the publisher.

While the publisher has taken all reasonable care in

the preparation of this book, the publisher makes no
representation, express or implied, with regard to the accuracy
of the information contained in this book and cannot accept
any legal responsibility or liability for any errors or omissions
from the book or the consequences thereof.

Products and services that are referred to in this book may
be either trademarks and/or registered trademarks of their
respective owners. The publishers and author/s make no
claim to these trademarks. The publisher does not endorse,
and accepts no responsibility or liability for, incorrect or
defamatory content contained in hyperlinked material.

All the URLs in this book are correct at the time of going to
press; however the Publisher accepts no responsibility for the
content and continued availability of third party websites.

For product information and technology assistance,
contact emea.info@cengage.com.

For permission to use material from this text or product,
and for permission queries,
email emea.permissions@cengage.com.

British Library Cataloguing-in-Publication Data
A catalogue record for this book is available from the British
Library.

ISBN: 978-1-4080-7501-2

Cengage Learning EMEA
Cheriton House, North Way, Andover, Hampshire, SP10 5BE
United Kingdom

Cengage Learning products are represented in Canada by
Nelson Education Ltd.

For your lifelong learning solutions, visit
www.cengage.co.uk

Purchase your next print book, e-book or e-chapter at
www.cengagebrain.com




BRIEF CONTENTS

PART ONE FRAMEWORK, THEORY AND REGULATION

0O N O b~ WODN =

©

10
11
12

Basics of Financial Reporting 3

International Accounting Differences 19

The Process of Harmonization 39

Economic Valuation Concepts 61

Current Entry Value 81

Current Exit Value and Mixed Values 95

Current Purchasing Power Accounting 107

Fair Values 121

Accounting Theory and Conceptual Frameworks 133
Structure of Published Financial Statements 169
Corporate Governance, Corporate Social Responsibility and Ethics 195
Basics of Interpretation of Financial Statements 229

PART TWO ANNUAL FINANCIAL STATEMENTS

13
14
15
16
17

Fixed (Non-current) Tangible Assets 255
Intangible Assets 291

Impairment and Disposal of Assets 307
Leases 331

Inventories and Construction Contracts 353




BRIEF CONTENTS

18
19
20
21
22
23
24
25

Accounting for Financial Instruments 381

Revenue 417

Provisions, Contingent Liabilities and Contingent Assets 435
Income Taxes 453

Employee Benefits 477

Changing Prices and Hyperinflationary Economies 521
Statements of Cash Flows 529

Disclosure Issues 563

PART THREE CONSOLIDATED ACCOUNTS AND THE
MULTINATIONAL

26
27
28
29

30

Business Combinations 609

Consolidated Financial Statements 625

Alternative Concepts on Consolidation and Business Combinations 657
Accounting for Associates, Joint Arrangements and Related Party
Disclosures 667

Foreign Currency Translation 699

PART FOUR FINANCIAL ANALYSIS

31
32

Interpretation of Financial Statements 733
Techniques of Financial Analysis 781



CONTENTS

Preface xi
Acknowledgements xv
Walk through tour xvi

PART ONE FRAMEWORK,
THEORY AND REGULATION

1 Basics of Financial Reporting 3

Objectives 3

Introduction 4

Users of Financial Reports 4
Characteristics of Useful Information 7
Need for Communication 8

Coherent Framework 14

International Dimension 15

Terminology and the English Language 16
Summary 17

Exercises 17

2 International Accounting
Differences 19

Objectives 19

Introduction 20

Origin of National Differences 22
Differences in Accounting Systems 28

Characteristics and Differences in
National GAAP 30

Country Classification 32

National Differences: Evolutions at the End
of the Twentieth Century 34

National Differences: Do They Still Play a
Role in an Era of Globalized
Accounting? 35

Summary 38

Exercises 38

The Process of Harmonization 39

Objectives 39

Introduction 39

EU Directives 40

International Accounting Standards 46

Structure of the IASB 50

IFRS for Small and Medium-sized
Enterprises (SMEs) 58

The Future? 59

Summary 60

Exercises 60

Economic Valuation Concepts 61

Objectives 61
Introduction 61



The Basic Equation 62

Income and Capital 63

Wealth and Value 63

An Array of Value Concepts 66

Economic Value 68

Capital Maintenance 68

Criteria for Appraising Alternative
Valuation Concepts 69

Fisher and Psychic Income 69

Hicks and Capital Maintenance 72

Calculation of Economic Income 74

Income Ex Ante and Income Ex Post 76

Summary 78

Exercises 78

Current Entry Value 81

Objectives 81

Introduction 81

Back to Basics 82

The Business ltself 83

Capital Maintenance 85

Replacement Cost Accounting and
Depreciation 89

Current Entry Values: Preliminary
Appraisal 89

Summary 91

Exercises 92

Current Exit Value and Mixed
Values 95

Objectives 95

Introduction 95

Current Exit Value Accounting 96

Current Exit Values: Preliminaryappraisal
99

Mixed Values — Ad Hoc Methods 100

Mixed Values — Deprival Value 101

Deprival Value: Appraisal 102

Summary 103

Exercises 104

Current Purchasing Power
Accounting 107

Objectives 107
Introduction 107
The Measuring Unit Problem 108

10

Current Purchasing Power 108

Combination of Methods 113

Current Purchasing Power — What Does it
Really Mean? 115

Some International Practices and
Traditions 115

Summary 117

Exercises 117

Fair Values 121

Objectives 121

Introduction 121

IFRS 13, Fair Value Measurement 122

Applying the Standard 124

The Measurement Process 127

Disclosure 129

Towards an Appraisal of Fair Value 129

Valuation and Income Measurement —
Some Overall Considerations 130

Summary 132

Exercises 132

Accounting Theory and Conceptual
Frameworks 133

Objectives 133

Introduction 134

Accounting Theory and a Comprehensive
Theory of Accounting 134

Approaches to the Formulation of
Accounting Theory 135

The IASB Conceptual Framework 140

IAS 1, Presentation of Financial
Statements 153

Scope of IAS 1 154

Fair Presentation and Compliance with
IFRSs 155

IAS 8, Accounting Policy Changes,
Changes in Estimates and Errors 158

IFRS 1, First-time Adoption of IFRS 165

Summary 167

Exercises 168

Structure of Published Financial
Statements 169

Objectives 169
Introduction 169



11

12

Conceptual Issues in the Presentation of
Financial Statements 170

Statement of Financial Position Under
IAS 1 172

Statement of Profit or Loss and Other
Comprehensive Income Under
IAS1 176

Statement of Changes in Equity Under
IAS 1 183

Statement of Cash Flows Under IAS 1 183

Notes to the Financial Statements Under
IAS 1 184

The Balance Sheet Under the Fourth
Directive 186

The Income Statement Under the Fourth
Directive 189

Summary 193

Exercises 193

Corporate Governance, Corporate
Social Responsibility and Ethics 195

Objectives 195

Introduction 196

Corporate Governance 196

Financial Reporting and Corporate
Governance 204

Additional Statements for External
Reporting 207

XBRL and Electronic Dissemination 211

Corporate Social Responsibility (CSR) and
CSR Reporting 212

Ethics in Accounting 223

Summary 227

Exercises 228

Basics of Interpretation of Financial
Statements 229

Objectives 229

Introduction 229

Accounting Information and Users 230
Benchmarking 231

Technique of Ratio Analysis 232
Financial Status 240

Additional Information 244

Summary 245

Exercises 246

PART TWO ANNUAL
FINANCIAL STATEMENTS

13

14

15

16

Fixed (Non-current) Tangible
Assets 255

Objectives 255

Introduction 256

Principles of Accounting for Depreciation
256

Determining the Cost of a Fixed Asset 261

Government Grants 262

Borrowing Costs 267

Property, Plant and Equipment 271

Accounting for Investment Properties 278

Summary 286

Exercises 287

Intangible Assets 291

Objectives 291

Introduction 291

Intangible Assets 292

Accounting for Purchased Goodwill 301
Summary 305

Exercises 306

Impairment and Disposal of Assets
307

Objectives 307

Introduction 307

Impairment of Assets 308

Non-current Assets Held for Sale and
Discontinued Operations 320

Summary 326

Exercises 326

Leases 331

Objectives 331
Introduction 331
Definitions of IAS 17 333
Lease Classification 336
Accounting and Reporting
by Lessees — Finance Leases 339
Accounting and Reporting
by Lessees — Operating Leases 342



17

18

Accounting and Reporting 19
by Lessors — Finance Leases 343

Accounting and Reporting
by Lessors — Operating Leases 345

Sale and Leaseback Transactions 346

Summary 350

Exercises 351

Inventories and Construction
Contracts 353

Objectives 353 20
Introduction 354

Inventories 354

Inventory Systems 358

IAS Requirements for Inventory 358

Contracts 364

IAS 11 366

Future for IAS 11 375

Summary 377

Exercises 377

Accounting for Financial
Instruments 381

Objectives 381

Introduction 382

Short History of Accounting for Financial 21
Instruments 382

Problems Identified 384

What is a Financial Instrument? 385

Distinction between Financial Liability and
Equity 388

Recognition and Derecognition of
Financial Instruments 390

Categories of Financial Assets and
Liabilities 394

Measurement of Financial
Instruments 395

Hedge Accounting 399

Disclosure 401

The Future for Financial Instruments:
IFRS 9 402

IFRS 4, Insurance Contracts 408

Summary 413

Exercises 414

22

Revenue 417

Objectives 414

Introduction 417

What is Revenue? 418

From What Does Revenue Arise? 419
Recognition 421

How Should It Be Measured? 424

A Replacement for IAS 187 428
Summary 430

Exercises 430

Provisions, Contingent Liabilities
and Contingent Assets 435

Objectives 435

Introduction 435

Problems Identified 436

Provisions, Contingent Liabilities and
Contingent Assets 437

Accounting for Provisions, Contingent
Liabilities and Contingent Assets 440

Specific Application of Recognition and
Measurement Rules 444

Fourth Directive and IAS 37 446

Future Developments 447

Summary 448

Exercises 449

Income Taxes 453

Objectives 453

Introduction 453

The Expense Question 454
The Deferred Tax Problem 454
IAS 12 and Tax 463

Summary 472

Exercises 473

Employee Benefits 477

Objectives 477

Introduction 478

Accounting for Short-term Employee
Benefits 479

Accounting for Profit-sharing and Bonus
Plans 480

Accounting for Equity Compensation
Benefits 480



Accounting for Long-term Employee
Benefits: Pension Benefits 493

Termination Benefits 512

Accounting by the Pension Fund 513

Summary 514

Exercises 514

23 Changing Prices and
Hyperinflationary Economies 521

Objectives 521
Introduction 521

EU Fourth Directive 521
IAS GAAP 522
Summary 527
Exercises 528

24 Statements of Cash Flows 529

Objectives 529

Introduction 529

Profit Versus Cash 530

Cash Flow Reporting 531

Funds Flow or Cash Flow? 531
Requirements of IAS 7 533

Format of Cash Flow Statement 536
Preparation of Statement of Cash Flows 541
The Future 546

Summary 547

Exercises 548

25 Disclosure Issues 563

Objectives 563

Introduction 564

Disclosure of Segment Information 564
Events after the Reporting Period 576
Earnings per Share 582

Interim Financial Reporting 595
Summary 599

Exercises 599

PART THREE CONSOLIDATED
ACCOUNTS AND THE
MULTINATIONAL

26 Business Combinations 609

Objectives 609
Introduction 609

27

28

29

Accounting for the Business Combination:
The Basics 610

Specific Issues on Accounting for the
Business Combination 614

Loss of Control 619

Disclosure Requirements of IFRS 3 619

Summary 622

Exercises 622

Consolidated Financial
Statements 625

Objectives 625

Introduction 625

Control 626

Need for Consolidated Accounts 629

Preparation of Consolidated Statements of
Financial Position 630

Preparation of Consolidated Statement of
Comprehensive Income 641

Summary 645

Exercises 645

Alternative Concepts on
Consolidation and Business
Combinations 657

Objectives 657

Introduction 657

The Parent Concept 658

The Entity Concept 659

Proportional Consolidation 659

Comparison of the Three Concepts of
Consolidation 660

Alternative Methods in Accounting for
Business Combinations 661

Equity Accounting 664

Summary 665

Exercises 666

Accounting for Associates, Joint
Arrangements and Related Party
Disclosures 667

Objectives 667

Introduction 667

Equity Accounting and Associates 668
IAS 28, Investments in Associates 668
IFRS 11, Joint Arrangements 674
Accounting for Joint Arrangements 677



30

Related Party Disclosures 681

Summary of Accounting Methods for
Associates and Joint Arrangements 686

Summary 688

Exercises 688

Foreign Currency Translation 699

Objectives 699

Introduction 699

Currency Conversion 700

Currency Translation 700

IAS 21 Requirements for Entity’s Foreign
Currency Transactions 701

IAS 21 Requirements for Translating
Foreign Operations for Consolidation
Purposes 705

Alternative Translation Methods for
Financial Statements of Foreign
Operations 706

Hedge Accounting 713

Some Other Issues 715

Summary 722

Exercises 722

PART FOUR FINANCIAL
ANALYSIS

31

Interpretation of Financial
Statements 733

Objectives 733
Introduction 734

32

Industry Analysis 735

Accounting Analysis 740

Accounting Analysis: The Available
Accounting Discretion 752

Entity Analysis 758

Appendix 768

Summary 779

Exercises 779

Techniques of Financial Analysis
781

Objectives 781

Introduction 781

Elements of Non-comparability in
Financial Statements 783

Trend Analysis or Horizontal
Analysis 788

Common Size Analysis 790

Segmental Analysis 792

Ratio Analysis 793

Ratio Analysis and the IAS
Accounts 794

Disclosure of Non-financial Data 812

Cash Flow Statement 813

Appendix | 815

Appendix Il 826

Appendix Il 834

Summary 839

Exercises 839

References 855
Index 863
Credits 870



PREFACE

WHY THIS BOOK?

Financial reporting is changing. Accounting has always been a reactive service, changing
and developing to meet the practical needs created by the environment in which it oper-
ates. This process of change can be illustrated by both time considerations and place
considerations. In particular, in the days when most business operations were largely
organized within national boundaries, accounting thought, practices and regulation
grew up in significantly different ways in different countries, consistent with national
environments and characteristics, a process discussed in more detail in Chapter 2.

Now, however, big business is international, and the process and its implications
are moving at a very fast rate. Big business is global in its operations; the demand for
finance is global and the supply of finance is global. The provision of information, the
oil which lubricates any working market, is global in its reach and instantaneous in its
transmission. Financial reporting must of necessity be global too. From slow begin-
nings, the International Accounting Standards Board (IASB) is now poised to become
the generally accepted regulator at this international level. From 2005, every listed EU
company (and also in Australia) has been required to produce its group financial state-
ments in accordance with International Accounting Standards (IAS) and International
Financial Reporting Standards (IFRS). Many countries followed this example and now
require IFRS compliance for their listed companies (e.g. Argentina, Brazil, Canada,
South Korea). Other countries, as diverse as the USA and China, are secking close
convergence, at minimum, with IASB requirements. The USA allows IFRS accounts
without reconciliations for US stock exchange listing for foreign registrants.

The effects on accounting and reporting for business entities operating at a national
or local level, many of them of the small and medium-sized enterprises (SME) size, are
unclear, and are likely to differ in different places. Two points are very clear to us, how-
ever. First, national needs, characteristics and ways of thinking will remain significant
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at the SME level. Second, the application of agreed IAS, a subjective process of neces-
sity, will continue to be influenced by the context and environment in which the appli-
cation takes place.

This book is written to reflect this situation and its implications. A knowledge of the
requirements of the IFRS is now essential to anyone studying financial accounting and
reporting, whether the aim is the preparer focus implied by a desire to enter the accounting
professions or the user focus implied by finance, business or MBA-type programmes aimed
at management or the educated public.

But, of course, knowledge is not enough. A critical understanding of'issues and alter-
natives, of the whys and wherefores, is also required. The author team has been carefully
constructed to contain significant academic, pedagogic and writing experience and to
reflect the diversity of European and international thought and experience. Our
approach is to expose the reader to the issues by a carefully developed sequence of
exposition, student-centred activity and constructive feedback. This process provides a
framework with which the reader can assimilate, understand and appraise the exposition
of international requirements that follows. Only with such an overall understanding,
enhancing both depth and breadth, will the reader be able to follow, and hopefully to
take an active part in, the future development of financial accounting and reporting as
the process of international change continues.

It is important to be clear that our emphasis is on the IASB requirements, and on a
full understanding thereof. How those requirements will actually be applied in detailed
practice in the many different countries and cultures involved has to be largely outside
our scope. As already indicated, we certainly believe that there will continue to be ma-
terial differences in the practical interpretation and application of international stand-
ards. We give a full justification and explanation of that belief, and provide a
framework for analyzing its implications. Nevertheless, it has to be up to the individual
reader and /or teacher, situated in a ‘local’ context, to explore what the implications of
that local context may be.

The discussion of all standards has been updated for this sixth edition and brought
in line with the latest developments in the IFRS standard-setting programme of the
TASB. This implies that at the time of writing, attention has been paid to current evo-
lutions and possible changes in the standards taking place in the near future. For this
new edition we have included extracts from company reports from a variety of interna-
tional corporations to provide students with real-life insight into financial accounting
and have introduced a new chapter (Chapter 8) on fair value accounting.

STRUCTURE AND PEDAGOGY

The broad structure of the book is as follows: Part One provides the essential concep-
tual and contextual background. Parts Two and Three explore the detailed issues and
problems of financial reporting both in general and through the specific regulatory
requirements of the International Accounting Standards Board — for individual com-
pany issues in Part Two and for group and multinational issues in Part Three. Part
Four provides a summation by an in-depth consideration of financial statement
analysis within a dynamic international context.



Each chapter follows a similar pattern in terms of pedagogic structure. Learning
objectives set out what the student should be aiming to achieve, with an introduction
to put the chapter in context. There are frequent activities throughout the chapter,
with immediate feedback so that students can work through practical examples and
reflect on the points being made. The chapter closes with a summary and exercises.
Answers to some of the exercises can be found on our dedicated CourseMate, the
remainder on the Instructor online support resources.

SUPPLEMENTARY MATERIALS

Students have access to the following resources on Cengage’s interactive ‘Course-
Mate’ platform via the printed access card in the front of the book, which contains
access details and a unique access code:

e Answers to students’ exercises (at end of chapters)
e Sample chapter — Chapter 24 on Statements of cash flows

® Online chapters on industry-specific IFRSs — mineral resources exploration and
agriculture

¢ A glossary of Accounting and Finance definitions
* Related links

Instructors have access to the following additional resources (via specific login
details which they can request from the Cengage sales representative after adoption of
the book):

e Answers to students’ exercises
e Answers to instructors’ exercises
e PowerPoint slides

e Online chapters on industry-specific IFRSs — mineral resources exploration and
agriculture

TARGET AUDIENCE

This is not a book for those with no prior exposure to accounting. A one-year intro-
ductory course in accounting and a basic understanding of the principles of double-
entry, or some practical business exposure, are assumed. However, we recognize that
such earlier work may have taken any of a wide variety of different forms, have
approached the subject from any of several different directions, and indeed may well
not have been studied in the English language. The book will be particularly suitable
for the middle and advanced years of undergraduate three- or four-year degree
programmes, for post-graduate programmes requiring an internationalization of prior
studies of a national system and for MBA-type programmes where a true understand-
ing of the issues and the implication of accounting subjectivity and diversity is
required.
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PART ONE

FRAMEWORK, THEORY
AND REGULATION

In this first part we look at what financial reporting is all about — what it is trying to
achieve and how the accountant sets about achieving it. We explore the international

context, reasons for national differences in accounting practice and tradition and
the developing international regulatory system designed to achieve greater
harmonization.







BASICS OF FINANCIAL
REPORTING

OBJECTIVES After studying this chapter you should be able to:

explain and discuss the scope of accounting in general and of financial
reporting in particular

describe the major types of users of published financial information
and discuss the implications of their different needs

list and discuss the characteristics of accounting information that are
likely to maximize its usefulness

describe and apply the traditional conventions applied in financial
reporting

discuss and illustrate the internal coherence or inconsistency of these
conventions.




4 CHAPTER 1 BASICS OF FINANCIAL REPORTING

INTRODUCTION

At its simplest level, accounting is about the provision of figures to people about their
resources. Itis to tell them such things as:

what they have got

what they used to have

the change in what they have got

B WN =

what they may get in the future.

You may have done quite a lot of “accounting’ already. In many cases this will have
consisted largely of technical manipulation — writing up ledger accounts, preparing
profit and loss accounts and balance sheets, and so on. Much of the emphasis is likely
to have been on ‘doing things with numbers’. Given a figure to start with, you can
probably record it in a proper double-entry manner and see its effect through onto a
balance sheet that actually balances.

But this is only part of the story. Suppose you are not ‘given a figure’. Suppose you
are given, or have available, a whole variety of figures all related to a particular item or
transaction. Which figure or figures should you actually put into the double-entry
system? More fundamentally, sow are you going to decide which ones to put in? In very
general terms, we can answer this question by going back to our original simple defini-
tion of accounting. Namely, that it concerns the provision of figures to people about
their resources. Presumably, therefore, the figures that we as accountants should provide
to people are the figures that they need to know for their own particular purpose.

So the key question is: What do people want to know about their resources? Or, what
use do they wish to make of the figures we as accountants provide? Once we have
answered this question, we can go on to say that the figure we should put into our double-
entry system is the one likely to be meost usefuul to the user of our accounting reports.

Accounting therefore needs:

e an effective and efficient data handling and recording system

e the ability to use that system to provide something useful to somebody.

This book is essentially concerned with the second of these needs. We have to con-
sider three fundamental issues:

1 Who are the users of accounting statements?

2 What is the purpose for which each particular type of user requires the informa-
tion?
3 How can we provide the user with the information best suited to their needs?

However, we have also to remember that the accountant and the user themselves
have to operate within, and under the control of, the community at large. There is,
therefore, an element of regulntion that has to be taken into account.

USERS OF FINANCIAL REPORTS

As readers will be aware, accounting can be divided into management accounting and
financial accounting. Very broadly, management accounting is designed for the man-
agement user, i.c. for internal decision making, and financial accounting is designed
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for all other users. The theoretical distinction is that management, by definition, can
obtain whatever information it needs from within the organization. External users,
however, have to rely on negotiation or regulation in order to obtain information.
Financial reporting is only concerned with external users and so is this book.

ACTIVITY 1.

Nine user groups can be suggested for financial reporting,
as follows:

1 The equity investor group, including existing and
potential shareholders and holders of convertible
securities, options or warrants.

2 The loan creditor group, including existing and
potential holders of debentures and loan stock
and providers of short-term secured and
unsecured loans and finance.

3 The employee group, including existing, potential
and past employees.

4 The analyst-adviser group, including financial
analysts and journalists, economists, statisticians,
researchers, trade unions, stockbrokers and other
providers of advisory services, such as credit-
rating agencies.

5 Suppliers and trade creditors — past, present and
potential.

o

Customers — also past, present and potential.

N

Competitors and business rivals.

8 The government, including tax authorities,
departments and agencies concerned with the
supervision of commerce and industry, and local
authorities.

9 The public, including taxpayers, consumers and
other community and special interest groups,
such as political parties, consumer and
environmental protection societies and regional
pressure groups.

Taking each of these groups one at a time, consider
first the sorts of decisions that they are likely to wish to
make using accounting information and, second, the impli-
cations from this as to what information they might need.

Activity feedback

The equity investor group

Essentially, this group consists of existing and potential
shareholders. This group is considering whether or not to
invest in a business: to buy shares or to buy more shares;
or, alternatively, whether or not to disinvest, to sell shares

in the business. Equity investors look for one or a combi-
nation of two things: income, a money return by way of
dividend, or capital gain, a money return by way of sell-
ing shares at more than their purchase price. It should be
apparent that these two are closely related. Indeed, the
only difference is the timescale. However, the simple
theory is made immensely more complex in practice by
the effects on share prices of other equity investors’
expectations.

For example, share prices for a company may rise
because higher dividends are expected to be announced
by the company. Alternatively they may rise because other
people believe dividends will increase. A buys some
shares in expectation of ‘good news’. This causes prices
to rise. B then buys some shares in expectation of the
price rise continuing. This causes the price to rise again —
a self-fulfilling prophecy — which brings in C as a buyer
too. The original hope of ‘good news’ is soon forgotten. If,
however, at a later date the news arrives and turns out to
be bad, everyone involved — A, B and C — may want to sell
and the price will come crashing down.

The motivational and psychological arguments
involved here are well beyond the scope of this book. It is
the information requirements that concern us. If the inves-
tor is taking a short-term view then current dividends may
be a major factor. As the time horizon of our investor
lengthens, then future dividends become more important
and future dividends are affected crucially by present and
future earnings. The focus then is on profits, which both
determine future dividends and influence the share price.

One obvious point is that investors, both existing and
potential, need information about future profits. The em-
phasis in published accounting information is almost
wholly on past or more or less present profits. These may
or may not be a good guide to the future. The need to
make the past results useful for estimating (guessing) the
future is an important influence on some of the detailed
disclosure requirements we shall explore later. The gen-
eral trend is to make reported accounting Statements
as suitable as possible for investors to make their own
estimations. We should note an alternative possibility,
however. This is that the company itself — through either
the management or possibly through the auditors — should
make a forecast. After all, the management and the

(Continued)
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ACTIVITY 11 (Continued)

auditor have a much greater insight into possibilities and
risks than the external shareholder.

The loan creditor group

This group consists of long-, medium- or short-term
lenders of money. The crucial question an existing or
potential loan creditor wishes to consider is obvious:
Will he or she get their money back? A short-term loan
creditor will primarily be interested, therefore, in the
amount of cash a business has got or will very soon
get. As a safeguard, they will also be interested in
the net realizable value (NRV) of all the assets and the
priority of the various claims, other than their own, on
the available resources. Longer-term lenders will
clearly need a correspondingly longer-term view of the
firm’s future cash position. Their needs are thus similar
to the needs of the equity investor group — they need
to estimate the overall strength and position of the
business some way into the future.

The employee group
Employees or their representatives need financial infor-
mation about the business for two main reasons:

1 fair and open collective bargaining (i.e. wage
negotiations)

2 assessment of present and future job security.

In these respects they also need to be able to assess
the economic stability and vulnerability of the business
into the future.

The employees, actual or potential, will also have
additional requirements, however:

1 They will often need detailed information at ‘local’
level, i.e. about one particular part of the business
or one particular factory.

2 They will need information in a clear and simple
non-technical way.

3 They will need other information that is inherently
non-financial. They will want to know, for instance,
about management attitudes to staff involvement
in decision making, about ‘conditions of service’
generally, promotion prospects and so on. It can
thus be seen that the employee group may require
particular statements for its own use and that it
may require information not traditionally regarded
as ‘financial’ at all.

The analyst-adviser group
In one sense this is not a separate group. It is a collection
of experts who aadvise other groups. Stockbrokers and

investment analysts will advise shareholders, trade union
aavisers will advise employees, government statisticians
will advise the government and so on. The needs of the
analyst-adviser group are obviously essentially the needs
of the particular group they are advising. However, being
aavisers, and presumably experts, they will need more
detail and more sophistication in the information pre-
sented to them.

Suppliers and trade creditors

Suppliers and trade creditors need similar information to
that required by short-term loan creditors. But they will
also need to form a longer-term impression of the busi-
ness’s future. Regular suppliers are often dependent on
the continuation of the relationship. They may wish to con-
sider increasing capacity specifically for one particular
purchaser. They will therefore need to appraise the future
of their potential customers both in terms of financial viabil-
ity and in terms of sales volume and market share.

Customers

Customers will wish to assess the reliability of the busi-
ness both in the short-term sense (will | get my goods on
time and in good condition?) and in the long-term sense
(can | be sure of after-sales service and an effective
guarantee?). Where long-term contracts are involved, the
customer will need to be particularly on his or her guard
to ensure that the business appears able to complete the
contract successfully.

Competitors

Competitors and business rivals will wish to increase
their own effectiveness and efficiency by finding out as
much as possible about the financial, technical and mar-
keting structure of the business. The business itself will
naturally not be keen for this information to become
generally available within the industry and it is generally
recognized that businesses have a reasonable right to
keep the causes of their own competitive advantage
secret. Competitors may also wish to consider a merger
or an amalgamation or a straight takeover bid. For this
purpose they need all this information, plus the informa-
tion required by the equity investor group. They also
need information about what they — the bidders — could
do with the business. In other words, they need to be
able to form an opinion on both:

® what the existing management is likely to
achieve

e and what new management could achieve with
different policies.

(Continued)
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ACTIVITY 11 (Continued)

The government

Everybody is aware that governments require financial
information for purposes of taxation. This may be the
most obviously apparent use by governments, but it is
not necessarily the most important. Governments also
need information for decision-making purposes. Govern-
ments today take many decisions affecting particular firms
or particular industries, both in a control sense and in its
capacity as purchaser or creditor. Also, governments
need information on which to base their economic deci-
sions regarding the economy as a whole. This information
is likely to need to be very detailed and to go well beyond
the normal historic information included in the usual pub-
lished accounting reports. Again, there is an obvious need
for future-oriented information.

Summary of user needs

The public

Economic entities, i.e. businesses in the broadest and
most general sense, do not exist in isolation. They are
part of society at large and they react and interact
with society at every level. At the local level, there
will be concern at such things as employment, pollu-
tion, and health and safety. At the wider level, there
may be interest in, for example, pollution and ‘green’
issues, energy usage, effective use of subsidies, deal-
ings with foreign governments and contributions to
charities in money or kind. Much of this information is
non-financial. Indeed, some of it cannot be effectively
measured at all. Whether it is accounting information is
an open question. But it is certainly useful information
about businesses.

Several general points emerge from the preceding discussion:

1 Many, although not all, of the information requirements are essentially forward

looking.

2 Different users, with different purposes, may require different information about

the same items.

3 Different users will require (and be able to understand) different degrees of com-

plexity and depth.

4 Not all the information required is likely to be included in financial accounts.

CHARACTERISTICS OF USEFUL INFORMATION

ACTIVITY 1.2

Make a list of the desirable attributes or characteristics
(such as relevance, for example) that financial informa-
tion should have if it is likely to be useful.

Activity feedback

Seven general ideas occur to us, as follows.

Relevance

This sounds obvious, but on reflection it is difficult to
define and therefore to achieve. A report must give the
user what he or she wants. As already indicated, this pre-
supposes that we, the accountants preparing the report,
know:

1 who the user is
2 what their purpose is
3 what information he or she requires for this purpose.

Clearly these requirements may change as time
progresses.

Understandability

Different users will obviously have different levels of abil-

ity as regards understanding accounting information.

Understandability does not necessarily mean simplicity. It

means that the reports must be geared to the abilities and

knowledge of the users concerned. Complex economic
(Continued)
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ACTIVITY 1.2 (Continued)

activities being reported to an expert user may well
require extremely complicated reports. Simple aspects
being reported to users with little or no background
knowledge will need to be very simple. The problems
really arise when we have the task of reporting on com-
plex activities to the non-expert user.

Reliability
The user should be able to have a high degree of confi-

possible meanings. We shall consider the problems in
more detail later. The present proposition is that reports
should not be biased by the personal perception, the per-
sonal opinion, of the preparer of those reports. The stated
need is not for reports with no personal opinion, but for
reports with unbiased personal opinion.

Timeliness
Essentially, this means that information should be provided

dence in the information presented to him or her. This
does not necessarily mean that the information has to be
factually correct, but it should be as credible, as believ-
able, as possible. Preferably it should be independently
verified, for example by an independent, qualified audi-
tor. However, unverified — or unverifiable — information
may be better than no information at all.

to the user in time for use to be made of it. Information pre-
sented should be as up to date as possible. Approximate
information, made available in time to assist with some
decision or action, is likely to be more useful than precise
and accurate information presented after the decision has
already been made.

Comparability
Information about any one business for any one period
should be presented so that:

Completeness

The user should be given a total picture of the reporting
business as far as possible. This is a tall order. It implies
large and complex collections of information. It may also 1 it can be easily compared with information about
imply problems of understandability. the same business for a different period

2 it can be easily compared with information about a
different business for the same, or even a
different, period.

Objectivity

The information presented should be objective or
unbiased in that it should meet all proper user needs, and
be neutral in that the perception of the measurer should
not be biased towards the interest of any one user group.
Objectivity is a confused notion, with several different

NEED FOR COMMUNICATION

So we have some idea of the various characteristics of useful information. But, more
fundamentally, what is information? Remember our earlier suggestion that accounting
is about the ‘provision of useful figures to people about their resources’. The account-
ant has to provide figures to the user. But ‘provide’ does not just mean ‘send’. It is not
enough to send, to deliver, sheets of paper or electronic documents with words and
figures. There has to be communication, there has to be understanding by the user.
The point about communication, the point about information, is that the receiver is
genuinely informed. He or she must become mentally and personally aware.

If effective communication is to take place, the language used must be such that
the signs employed evoke in others the same response as if those others were to see
the object represented instead of the signs. This is, of course, an idealistic position. A
television news film can never really put the viewer in the same position in every
respect as if they were physically present at the actual event filmed. Even less successful
is a verbal description by ‘someone who was present’. In accounting, the means of
communication is essentially a few numbers, usually prepared by someone who was
not actually involved in the financial events supposedly being portrayed anyway. But it
is a useful idea to bear in mind, however impossible to achieve.

Clearly, consistency of treatment is very important
here — the application of generally accepted standards
(and generally accepted regulatory standards).
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Another problem is the likely ignorance of the intended receiver of the information.
Accounting ‘signs’ are highly ‘coded’. The accountant knows what he or she means,
but does anybody else? And how is the user requiring the information to specify
exactly what is wanted from the accountant if they cannot ‘speak the language’?
Clearly, when we think about it, the accountant has to communicate the main features
of the reports in non-accounting terms.

Financial accounting conventions

We have looked at some of the possible things that financial accountants could do in
order to provide useful figures to people about their resources. We have looked at
who the users are and what sort of information they might need. In this and the fol-
lowing chapters we look at what accountants usually 4o do. Many different words are
used in textbooks, articles and statements to describe these ideas — concepts, conven-
tions, assumptions, postulates, for example. Some of them are described as being more
‘fundamental’ than the others. In this chapter we shall simply refer to all of them as
‘conventions’. Later we shall look at how international bodies define and divide them,
but here we concentrate on the ideas themselves.

We shall consider 12 separate conventions, as follows: business entity, duality, mon-
etary measurement, cost, accounting period, continuity (going concern), conservatism
(prudence), consistency, materiality, objectivity, realization of revenue and matching.

Business entity

This states that the business has an identity and existence distinct from its owners. To
the accountant, whatever the legal position, the business and the owner(s) are consid-
ered completely separately. Thus the accountant can always speak of the business
owing the owner money, borrowing money from the owner, owing profits to the
owner and so on. Think of the basic business balance sheet:

Non-current assets Capital
Current assets Liabilities
Tortal Total

As we know, a properly prepared balance sheet can always be relied on to balance.
Why is this? The simple answer is because capital is the balancing figure. Capital is the
amount of wealth invested in the business by the owner, the amount of money bor-
rowed by the business from the owner or the amount the business owes the owner.
None of these three statements could be made unless the accountant is treating the
business as separate from, and distinct from, the owner. The accountant usually
prepares the accounts of, i.e. the balance sheet of, the business. Transactions of the
business are recorded as they aftect the business, not as they affect the owner. In prin-
ciple, another balance sheet always exists, namely for the owner as an individual. This
will contain the owner’s investment in the business, shown as one of his or her assets.

Duality

This may be regarded as a formalization of the basis of double-entry. It states that in
relation to any one economic event, two aspects are recorded in the accounts, namely:

1 the source of wealth

2 the form it takes (i.e. its application).
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In the simplest of terms, 1 is ‘where it comes from” and 2 is ‘what we have done
with it’. The source it came from will have a claim back on it. Thus, again in balance
sheet terms, we can say that the balance sheet shows the array of resources at a point
in time (assets) and the claims on those resources (liabilities); it shows the application
of what was available (assets) and the source of what is available (liabilities or claims).

Monetary measurement

Accountants regard their job as dealing with financial information. This convention
states that the accountant only records those facts that are expressed in money terms.
Any facts, however relevant they may be to the user of the information, are ignored by
the accountant if they cannot conveniently be expressed in money terms. It is often
said that the greatest asset an effective and efficient business possesses is its workforce.
So why does the workforce never appear on a business balance sheet? The short an-
swer is that it would be extremely difficult to ‘put a figure on’ the workforce, i.e. to
express this asset, this resource, in money terms. So the accountant does not even
bother to try. Facts and outcomes that cannot be expressed in money terms are
ignored. This convention and its limitations are sometimes queried.

Cost

This convention states simply that resources acquired by the business are recorded at
their original purchase price. It follows on from the previous convention in that it tells
us how that item is actually to be measured. This is the well-known historical cost
(HC) convention. It does not now receive the near universal support of earlier years.

Accounting period

This very simple convention recognizes that profit occurs over time and we cannot
usefully speak of the profit “for a period’ until we define the length of the period. The
maximum length of period normally used is one year. This is supported by legislation
normally requiring the preparation of full audited accounts annually. This does not, of
course, preclude the preparation of accounts for shorter periods as well. But the formal
‘published accounts’ period is nearly always one year.

Continuity (going concern)

This important convention states that in the absence of evidence to the contrary it is
assumed that the business will continue into the indefinite future. This convention has
a major influence on the assumptions made when evaluating particular items in the
balance sheet. For example, the convention allows us to assume that inventory will
eventually be sold in the normal course of business, i.e. at normal selling prices. Per-
haps even more obviously it allows for the principle of depreciation. If we depreciate
an item of plant over ten years, then we are assuming that the plant will have a useful
life to the business (not necessarily a useful total physical life) of ten years. This
assumption can only be made if we are first assuming that the business will continue —
or keep going — for at least ten years. Notice, incidentally, that the going concern
assumption does not say that the business is going to keep being profitable into the
indefinite future. It merely assumes that the business will manage not to collapse
altogether.
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Conservatism (prudence)

This convention refers to the accounting practice of recognizing all possible losses, but
not anticipating possible gains. This will tend to lead to an understatement of profits —
to an understatement of asset values with no corresponding understatement of liability.

The accounts are in essence trying to give an indication of the current position (the
balance sheet) and of the degree of success achieved through the accounting period
(the profit and loss (P&L) account). This convention requires the accountant to
attempt to ensure that the position or the degree of success is not overstated. Recog-
nizing that absolute accuracy is not possible, the accountants, according to this
convention, should ensure the avoidance of overstatement by deliberately setting out
to achieve a degree of understatement. This requires that similar items, some of which
are favourable and some of which are unfavourable, should not be treated identically
or symmetrically.

ACTIVITY 1.3

Give some examples of regular non-symmetrical treat- 1 the treatment of inventory, which is usually shown
ment of favourable and unfavourable aspects of other- at cost or NRV if lower (but not at NRV if higher) —
wise similar items. see Chapter 17
o 2 the whole approach to contingent items — see

Activity feedback Chapter 20.
There are many examples to choose from. Two examples
are:

Consistency

This is the practice of applying the same accounting rules, methods or procedures in
each similar case. This convention should:

1 avoid short-term manipulation of reported results

2 facilitate comparisons within the firm over different accounting periods (intra-
firm comparisons)

3 facilitate comparison between different entities (inter-firm comparisons).

Consistency can, of course, never overrule the requirements of proper and useful
reporting. But the convention does certainly support the argument that where several
alternative treatments or approaches are acceptable, the business should make a deci-
sion and then stick to it year by year for all similar items.

Materiality

This is a statistical concept that, in its application to accounting, implies that insignificant
items should not be given the same emphasis as significant items. The insignificant items
are, by definition, unlikely to influence decisions or provide useful information to deci-
sion makers, but they may well cause complication and confusion to the user of
accounts. Their detailed treatment may also involve a great deal of time and effort — and
therefore of money — for no useful purpose. Many firms, for example, treat smallish

n
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items that fulfil all the theoretical requirements of the definition of fixed assets, but cost
below a defined minimum amount, as simple current expenses. This is not done because
it is correct. It is done because it is easier and because it is ‘good enough’ for practical
purposes and for users’ informational needs.

Objectivity

This convention refers to an attribute or characteristic of accounting information gen-
erally regarded as desirable. This is that accounting measurements and information
should permit qualified individuals working independently to develop similar measures
or conclusions from the same evidence. In a nutshell, accounting information should
be verifiable. Two schools of thought seem to have arisen in recent years over the full
implications of this. One argues that the desire for objectivity implies as much factual
content as possible. Facts, for example the actual cost figure specified in a contract, are
casily verifiable. This idea surely corresponds with the everyday meaning of objectivity,
i.e. the avoidance of subjectivity, the avoidance of personal opinion.

The second school of thought seems to argue that the degree of objectivity can be
indicated not by the amount of formal (factual) verifiability, but by the degree of con-
sensus achieved by several independent opinions. The question of whether a young
woman is pretty or a young man is handsome clearly depends on the person giving the
opinion (‘beauty is in the eye of the beholder’). But this second school of thought
would presumably argue that if] say, six people all say that they agree with such a state-
ment, it becomes objective, becomes a fact (‘the majority is always right’). You, the
reader, must make your own mind up. But what is clear in any event is the convention
that verifiability is a desirable element in accounting.

Realization of revenue

We have just established the convention that an asset acquired by the business is usu-
ally recorded at the original purchase price. It is thus based on a market transaction. It
is obvious that, at the latest, when the asset is disposed of by the business, we must re-
cord the actual disposal price. So if we buy inventory for €30, €30 has to be recorded
as having gone and inventory (of €30, cost convention) has to be recorded as being
present. If we then sell the inventory for €50, we must record €50 as being present
and inventory has to be removed from the accounts. Thus an asset of €30 has been
replaced by an asset of €50, giving a profit of €20. Once the €50 is physically in, there
is no other possibility than to record an asset of €50. But is there no possibility of
recognizing an asset of €50 before, i.e. earlier than, the physical arrival of the money?
Suppose we sell the inventory on 1 December and receive the money on 10 Decem-
ber. When did assets of €30 turn into assets of €502 Was it 10 December when we
received the money? Or was it 1 December, when we acquired the expectation —
indeed the right — to receive the money?

More importantly perhaps, what criteria are we going to use to answer this ques-
tion? On what grounds should we decide when the total asset figure increased,
i.e. when the profit was made? This is a very complicated matter. We can first of all
state the usual conventional answer: revenue is recognized as soon as, and is allocated
to the period in which:

1 itis capable of objective measurement, and

2 the asset value receivable in exchange is reasonably certain.
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But this is really rather simplistic and we need to explore the area in more detail
(see Chapter 19).

Before we do that, we should complete our overview by seeing how the revenue
recognition question leads on to the calculation of profit. Since profit is revenue less
expenses, we must explore the idea of matching expenses and revenues together.

o
Matching
Looking back over the conventions we have discussed so far, we have:

1 decided on the basic characteristics of the recording system (business entity and

duality)

2 decided on how we are going to record items entering the business’s control
(monetary measurement and cost)

3 decided on how to record the proceeds from the disposal of such items (revenue
recognition).

The essential item missing is clearly the mechanism for recording the actual loss of
the item — its removal from the financial statements about the business. The earlier
question was: ‘When did assets of €30 turn into assets of €502 It is intuitively clear
that whenever this did happen (and the revenue recognition convention tells us
when), a profit of €20 was made. Thus, if the revenue — the benefit — is €50, then the
expense — the amount used or lost — is €30. The matching convention covers this final
stage in the process of profit calculation. It states that:

Income (or profit) determination is a process of matching against revenue the
expenses incurred in earning that revenue.

When an asset gets used, it becomes an expense. The question in effect is: At pre-
cisely what point does the accountant regard an asset as being ‘used’? The answer is:
At the point when the related revenue is recognized, so the process of profit calcula-
tion can be summarized as follows. First, we determine the point at which the revenue
is to be recognized, the time when the proceeds are ‘made’. Second, we match the
expense against the revenue, i.e. we regard the expense as occurring at the same time
as the revenue. So if the revenue from selling an item of inventory is recognized on 28
December as €50 then the expense of €30 is also recognized on 28 December.
Accounts prepared on 31 December will include profit of €20 and an asset of €50
(debtors or cash). But if the revenue from selling an item of inventory is recognized
on 2 January, then the expense will also be recognized on 2 January. Accounts pre-
pared on 31 December will include an asset of €30 (inventory), no revenue and no
expense, and therefore no profit or loss from this transaction.

The matching convention is often referred to as the accruals convention,
although some writers distinguish between them. The accruals convention should be
contrasted with the ideas of cash flow accounting (Chapter 24). The essence of the
accruals convention is that the time when an item of benefit should be recognized and
recorded by the accountant is determined by the reasonably ascertainable generation
of the benefit — not by the date of the actual (cash) receipt of the benefit. Similarly, the
time when an item of expense should be recognized and recorded as such
by the accountant is determined by the usage of the item, not by the date of the
acquisition of the item or of the payment for the item. The accruals convention is
therefore another way of saying that the process of profit calculation consists of
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relating (matching) together the revenues with the expenses. It is not directly

concerned with cash receipts and cash payments.

COHERENT FRAMEWORK

Thus far we have considered, separately, 12 conventions. How do they relate to-
gether? The idea of an all-embracing framework is discussed more fully in Chapter 9.

What we can usefully do at this stage is to look at the 12 conventions to consider

whether they are ‘coherent’ or consistent with each other.

One of the most problematic conventions is that of prudence or conservatism. At
its most basic this derives from the obviously sensible belief that it is important not to
encourage the users of accounts to spend money or to consume resources they do not

have. Consideration of this convention, together with several of the other conven-
tions, gives rise to certain difficulties.

ACTIVITY 1.4

Suggest pairs of conventions that we have already
discussed, which are, or may be, contradictory or in oppo-
sition to each other, and illustrate the possible problems
between them.

Activity feedback

Here are some possibilities we thought of:

1 Prudence and going concern. The going
concern convention argues that the firm will ‘keep
going’, for example that it will not be forced out of
business by competition or bankruptcy. This may
be a likely and rational assumption, but it is not
necessarily prudent — in certain circumstances it
could be decidedly risky.

2 Prudence and matching. The matching convention,
building on the going concern convention, allows
us to carry forward assets into future periods on
the grounds that they will be used profitably later.
This obviously makes major assumptions about
the future that may not be at all prudent. The
contradiction between these two conventions is
one of the major problems of accounting practice.
Should we, when in doubt, emphasize prudence
or matching? Should we ensure that we never
overstate the position or should we do our
professional best to ‘tell it like it is'? Should we
report the worst possible position (prudence)
or the most likely position (matching)?

3 Prudence and objectivity. Objectivity implies
certainty and precision. It implies freedom from

personal opinion, freedom from bias. Prudence,
quite explicitly, implies that we should bias the
information we choose to report in a certain
direction. If accounting information could be
genuinely objective, then prudence would be
irrelevant by definition, because any bias would
be impossible. In practice, of course, since
accounting always has to make assumptions
about future events, objectivity can never be
completely achieved.

4 Prudence and the cost concept. This is a
particularly interesting pairing of ideas. The cost
concept is supported by objectivity (not on the
grounds that it is objective, but on the grounds
that it usually has a greater objective element
than alternative valuation concepts) and is often
regarded as being supported by prudence and,
in some respects, it is.

Prudence suggests that in areas of valid choice, lower
asset figures should be incorporated in accounts. In times
of rising prices, use of replacement costs (RCs) could
therefore be seen as imprudent, as compared with use of
HCs. But consider the effect on reported profits of using
an RC basis rather than HCs (Chapter 5). This splits up
the HC profit into operating profit and holding gain, ena-
bling the ‘genuine’, and therefore safely distributable,
operating profit to be distinguished. Nothing could be
more imprudent than to distribute resources needed to
maintain the business and HC accounting can easily per-
mit this to happen. Now try the following activity.
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ACTIVITY 1.5

On 20 December 20X7 your client paid €10 000 for an
advertising campaign. The advertisements will be heard
on local radio stations between 1 January and 31 Janu-
ary 20X8. Your client believes that, as a result, sales will
increase by 60 per cent in 20X8 (over 20X7 levels) and
by 40 per cent in 20X9 (over 20X7 levels). There will be
no further benefits.

e The conflict between prudence and matching is

usually resolved through compromise, although
in areas of real doubt and difficulty prudence
should prevail and be given greater emphasis.
A reasonable compromise in this case might
well be to charge all the €10 000 as an expense
in 20X8 — any returns in 20X9 being much more

speculative than those expected in 20X8.
Required
Write a memorandum to your client explaining your views
on how this item should be treated in the accounts for the
three years 20X7 to 20X9. Your answer should include
explicit reference to at least three relevant traditional
accounting conventions and to the requirements of two
classes of user of published financial accounts.

e The validity of this suggestion would depend on
the particular circumstances, advice of
aadvertising and industry experts, your earlier
treatment of similar items (consistency is an
important accounting convention) and also on
the materiality of the amounts concerned. If the
amounts concerned are small in relation to your
results as a whole, then it is pointless to spend

Activity feedback

T Cliegt my time (and your money!) in a lengthy and
Eraine ACEEUTER: detailed investigation.

Treatment of advertising costs e We should perhaps also consider the users of

your accounting reports. For example, a trade
creditor will be particularly interested in your
assets and liability position. From this point of
view, an asset that exists because of the
speculative expectation of higher sales next
year is not exactly a safe ‘near-cash’ security.
Contrariwise, a shareholder will be concerned
with the future trend of profits, and application
of the matching convention is arguably an
essential requirement for showing a fair
indication of present profit and current and
future trends.

There are a number of possible treatments:

e Write off the whole amount in 20X7. This could
be justified on the grounds of prudence — any
return being highly speculative.

e Write off the amount in strict proportion to the
expected benefits. This would be supported by
the matching convention, i.e. to allocate the
expenses over the period of benefit in proportion
to that benefit. This would imply expenses of €0
in 20X7 (as benefit does not commence in
20X7), €6000 in 20X8 and €4000 in 20X9.

The general conclusion from Activity 1.5 should be clear. A great deal of choice
and subjectivity is involved in trying to produce useful financial information.

INTERNATIONAL DIMENSION

This introductory chapter has discussed basic and general ideas. We have not been at
all concerned with what is likely to happen in any particular country or any particular
jurisdiction. Historically, accounting and reporting grew up largely independently,
and often very differently, in different countries. Practice, regulation and, indeed, the
mode and volume of regulation, differed, often very greatly.

With the global economy, instant communication and a global finance market, this
situation has changed sharply and this process of change is continuing. The historical
developments, and the reasons for them, are discussed in Chapter 2. The institutional
and regulatory developments in the ongoing process of increasing harmonization,
involving the European Union (EU) and the International Accounting Standards
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Board (IASB) in particular are discussed in Chapter 3. The speed of this process has
increased sharply in recent years; all listed (quoted) companies within the EU are using
International Accounting Standards (IASs) for their consolidated financial statements
for year-ends beginning on or after 1 January 2005. Australia switched to Interna-
tional Financial Reporting Standards (IFRS) from the same date, China has adopted
something closely related to IFRS in text if not in spirit, and many other countries are
moving closer towards IFRS requirements. The situation regarding the USA is more
complex. There has been a history over the last decade of public commitments to
‘convergence’, including the intention to produce common standards. By the end of
2012 it became clear, with formal recognition by both the American Financial
Accounting Standards Board (FASB) and TASB, that full ‘convergence’ was not going
to happen. In Europe at the individual country level, i.e. in relation to entities not
obligated to use IFRS as mentioned above, reactions against the usage of ‘full’ IFRS
can often now be seen, although the influence remains strong.

The international dimension is explored more fully in Chapter 3. The whole process
is both fascinating and fluid, and it is necessary to keep up to date. Whatever the ‘local’
scenario in the country of individual readers, the international dimension is of major
influence and importance. The international approach of this book is now essential to
understand the accounting process.

TERMINOLOGY AND THE ENGLISH LANGUAGE

Many readers of this book will be trying not only to master a subject new to them but
also doing so in a language that is not their first. One added difficulty is that there are
several forms of the English language, particularly for accounting terms. UK terms
and US terms are extensively different. Some examples are shown in the first two col-
umns of Table 1.1. At this stage, you are not expected to understand all these terms;
they will be introduced later, as they are needed.

TABLE 1.1 Some examples of UK, US and IASB terms

UK us IASB

Stock Inventory Inventory

Shares Stock Shares

Own shares Treasury stock Treasury shares
Debtors Receivables Receivables
Creditors Payables Payables

Finance lease Capital lease Finance lease
Turnover Sales (or revenue) Sales (or revenue)
Acquisition Purchase Acquisition

Merger Uniting of interests Uniting of interests
Fixed assets Non-current assets Non-current assets
Profit and loss account Income statement Income statement
Balance sheet Balance sheet/Statement of ~ Statement of financial

financial position position



EXERCISES

The IASB operates and publishes its Standards in English, although there are

approved translations in several languages. The IASB uses a mixture of UK and US
terms, as shown in the third column of Table 1.1. On the whole, this book uses IASB
terms, but UK terms tend to be used in the Fourth EU Directive. Familiarity with
both is essential.

SUMMARY

Financial reporting is concerned with the provision of information about
business organizations to people outside the management function. We
have thought about the various users of financial reporting, and the type
and characteristics of information they might need. Finally we have explored
the accountant’s traditional approach to meeting these needs, i.e. the tradi-
tional underlying conventions of accounting. It can be demonstrated that
they are often not mutually consistent. As we shall see in Chapter 2, different
national traditions have sharply differing views on which conventions should
be given priority.

Suggested answers to exercises marked v~ are to be found on our dedicated CourseMate platform
for students.

Suggested answers to the remaining exercises are to be found on the Instructor online support

resources.

v 1

v 2

v 3

Look up as many definitions of accounting as you can find, noting the source, country, original
language and date of publication. Note and try to explain their differences.

Consider the relative benefits to users of financial statements of:

¢ information about the past
¢ information about the present
e information about the future.

Do you think that a single set of financial statements can be prepared that will be reasonably
adequate for all major external users and their needs?

Which of the suggested conventions do you regard as most important? Why?
Which of the suggested conventions do you regard as most useful? Why?
Explain the differences, if any, between your answers to questions 4 and 5.

How objective is the traditional HC balance sheet?

7
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10
11

12

13
14
15
16

17

Completeness is not compatible with the monetary measurement convention. Discuss.

A firm spends €10 000 developing a new product and €5000 on an advertising campaign for
it. Which conventions will help you in deciding on the appropriate accounting treatment and
what do they imply?

Which conventions underlie the usual accounting treatment of inventory and work in progress?
HC accounts are neither objective nor useful. Discuss.

The normal accounting practice of revenue recognition proves that accountants are prudent.
Discuss.

How do accountants decide when to recognize revenue?

When do accountants usually recognize revenue?

Do your answers to questions 13 and 14 satisfy the objectivity convention?
Explain the relationship between revenue recognition and asset valuation.

A local group collects subscriptions from its members, and also has to pay 60 per cent of them
to central funds. In the year to 31 December 20X8 the group receives:

for 20X7 €20
for 20X8 €60
for 20X9 €10

It pays to central funds in that year:

for 20X7 €12
for 20X8 €30
for 20X9 nil
Required:

(a) Produce a summary of the subscription position for the group for the year 20X8, on:
(i) areceipts and payments basis
(i) arevenue and expenses basis.

(b) Outline the advantages and disadvantages of each basis with reference to appropriate
accounting conventions. Give the group leader your recommended method, with reasons.
Discuss also any difficult decisions you have to make in deciding your answer to (a)
above.

(ACCA — adapted)



INTERNATIONAL ACCOUNTING
DIFFERENCES

OBJECTIVES After studying this chapter you should be able to:

e describe and explain how the following factors influenced the
development of financial reporting and the existing accounting
systems in a country:

— provision of finance

the legal system

the system of taxation

cultural values

e cxplain and appraise the influence of cultural values on accounting
values

e explain how different systems of accounting regulation could develop
e describe the purpose of country classification exercises

e appraise whether country influences are still relevant today.
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INTRODUCTION

Chapter 1 introduced you to the subject of accounting and why accounting matters.
It also touched on the importance of international harmonization with respect to
financial reporting. In this chapter we will focus on why accounting and financial
reporting systems developed differently in different countries. At the end of this chapter
we will pay attention to research approaches which try to explain, with the help of these
national characteristics, the differences in the degree of accounting quality observed
between various countries, even after these countries switched to mandatory compliance

with IFRS for listed groups.

In Activity 2.1 we take another look at the main issues of Chapter 1.

Try to formulate in your own words the subject of
accounting, especially financial reporting. Why does
international harmonization matter?

Activity feedback

A company draws up its financial statements to reflect
the effects of transactions and events within and out-
side the company on its assets and liabilities, financial
position and income. As such a company communi-
cates its financial situation to all stakeholders involved
through financial reporting. Whether and in what way
events and transactions are reflected in the financial
report depends on the accounting policies chosen
by the company’s management. For every kind of
transaction and event, management must decide, either

ACTIVITY 21

explicitly or implicitly, whether and how to reflect it in
the financial statements. The methods of recognition
and measurement, consolidation and presentation must
be chosen and decisions made as to what data to
disclose in what degree of detail. Within limits, these
choices are at the management’s discretion. The limits
of these choices are determined by the diverse national
regulations (today their scope is in most countries limited
to the non-listed companies). Since stakeholders use
the information conveyed through the financial reports
for decision-making purposes, stakeholders must be
able to compare the information communicated through
the financial reports of companies originating from
different countries. Therefore international harmonization
does matter.

The limits mentioned in Activity 2.1 are set by standard setters in different countries
or international standard setters such as the IASB, which promulgate the methods of
recognition and measurement, consolidation presentation and disclosure that the
company must comply with. Some standard setters allow many options with regard to
those issues. Other standard setters are strict and prescribe, for example, one specific
measurement method for a specific asset. Companies located in countries where stand-
ard setters allow many choices with regard to recognition and measurement issues have
much more accounting flexibility in the presentation and valuation of their assets,
liabilities, earnings and financial position. As a result, users of financial statements of
companies located in countries with accounting flexibility will face more problems com-
paring the performance of different companies with one another, than users of annual
accounts of companies located in countries with very little accounting flexibility. How-
ever, less accounting flexibility might also hamper the communication of real economic
performance. A discussion of the influence of accounting flexibility on financial analysis
can be found in Chapter 31. Since these differences in flexibility hinder cross-border and
within-borders comparison of financial information, many jurisdictions switched to
mandatory compliance with IFRS for listed groups. Harmonization or convergence
between accounting standards from different jurisdictions increases the comparability of



financial information and creates more transparency for the users of financial information.
As a result, the information asymmetry between stakeholders and the companies
decreases. The transparency on the financial situation of a company increases as a result
and therefore stakeholders can make much better informed decisions about the company.
This increased transparency results in a lower cost of capital for companies (see, for
example, Leuz and Verrecchia, 2000; Botosan and Plumlee, 2002) and an increase in
market liquidity since more stakeholders will include the company in their portfolio of
firms to consider and as a result the number of shares offered and demanded increases
(Lambert et al., 2007; Daske ez al., 2008). Today the comparability of financial informa-
tion published by listed groups might have been improved, but the situation for the large
majority of non-listed companies (often small and medium-sized enterprises — SMEs)
has not improved yet.

ACTIVITY 2.2

INTRODUCTION

Remember the contents of Chapter 1 and list again a
number of users of financial information and for what pur-
pose they will use the information.

Activity feedback

From Chapter 1 we know that different external stake-
holders of financial statements exist and that they use the
information of the annual accounts in their own decision-
making process.

Shareholders: They use information from the financial
Statements in order to determine whether or not they are
going to invest or disinvest in a company.

Creditors: On the basis of the financial statements,
creditors will assess the capability of a company to repay

its debt in the long-term. Based on the results of that
analysis, credit will be granted or denied and the condi-
tions will be negotiated.

Suppliers: They will assess the capability of the firm to
repay their invoices in the short-term before they decide
to grant short-term credit.

Workforce: Employees will use financial statement
data to get an idea of the financial health of their
company.

Government: Governments use financial statements
for several purposes, including for determining
taxable income, controlling compliance with regulation or
making decisions about government grants to certain
industries.

All over the world stakeholders use the information provided by financial state-
ments in their decision-making process for the purposes enumerated earlier. Although
the use of the information is more or less the same worldwide, the communication of
that information can differ according to the types of accounting standards used or
other influencing factors (e.g. legal system, development of the capital market,
enforcement of accounting standards, governance regulations, culture).

Information from the annual accounts becomes useful for decision making if it can
be compared to a certain benchmark. Very often data taken from the financial state-
ments of other companies are used as a benchmark. However, the performance and the
financial position of another company is only a yardstick for evaluation if comparability
is not jeopardized by accounting flexibility, which is to a large extent determined by the
type of accounting standards used or other factors (e.g. legal system, the degree of
enforcement of accounting standards, the risk of litigation, culture, the reporting incen-
tives of management — for the latter, see Part Four of this textbook). Comparing two
financial reports that are based on different accounting policies is like comparing
two lengths without knowing that one is in centimetres and the other in inches.

So if readers want to compare financial reports which are the reflections of transactions
and events as recorded under a particular accounting policy, it is important that the
accounting policies do not differ to such an extent that the comparison of financial

21
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reports is meaningless. The accounting policies or accounting decisions of a company
were, and still are to a large extent, influenced by the national environment. Evidence
from empirical studies analyzing the impact on accounting quality of the mandatory
switch to IFRS for listed groups reveals that the benefits differ between countries. Differ-
ences in institutional characteristics are responsible for these results (Daske et al., 2008;
Barth ez al, 2008; Armstrong et al., 2010; Landsman ez al, 2011; Kvaal and Nobes,
2011; Christensen ez al., 2012; Florou and Pope, 2012; Tarca, 2012 ). In a period where
international harmonization or even standardization seems to be almost realized, national
differences still play a role. Therefore we focus in this chapter on the differences between
national accounting practices and standards and national accounting environments.

ORIGIN OF NATIONAL DIFFERENCES

Financial reporting in general can be viewed as part of a communication process. The
report is a medium through which information is transferred by a sender to a receiver.

The nature and functions of reporting with respect to organizations differ depending
on the nature of the sender and the receiver as well as on the nature of the information
transferred. The sender and the receiver form an integral part of their environment,
which at the time that financial reporting developed in the past centuries was merely a
national environment.

Financial reporting was, to start with, mainly internal reporting. Early financial
reports can hardly be called external; they were a means by which the owners could
get an insight into their income and capital. The owners of the company were usually
also the managers of the company and one could hardly distinguish between internal
and external financial reports. From the early 1800s on, the increasing scale of compa-
nies resulted in finance problems and the need for a disconnection of management
and capital supply. Private capital alone was insufficient to finance business activities,
so capital was gathered from people outside the company.

This separation of ownership and management makes it possible to have the com-
pany managed by people specializing in management. The owners delegate control
and the evaluation of the management to the board of directors (Fama and Jensen,
1983). The board of directors also has the power to hire and fire top management
and to approve any strategic decisions. The directors, by way of contrast, are accounta-
ble to the owners for their deeds, decisions and policy. The external financial report
provides a means of rendering account of this authority. Besides the functions of profit
and capital determination already mentioned, the financial report now also serves a
stewardship role. So financial reporting evolved from internal to external reporting,
but for a long time external reporting meant providing information within the borders
of a specific country. Because national environments have different characteristics,
standard setters and accounting bodies have chosen different alternatives for recogni-
tion, measurement and presentation of assets, liabilities, equity, revenue and expenses.
They have chosen those recognition, measurement, consolidation, presentation and
disclosure policies that best fitted their national environments. In each country annual
accounts provide information on the financial position of a company and its result.
Although the general mission is similar in most countries, many differences between
countries occur. In each country there was, and still is, a different mix of influences on
financial reporting. These differences result from different environmental, institutional
and cultural influences in the individual countries. We now focus on the most important
environmental, institutional and cultural differences that shaped financial reporting in
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Shareholder-oriented versus credit-oriented countries

TABLE 2.1

Shareholder-oriented countries Credit/family/state-oriented countries

United States Germany
United Kingdom France
The Netherlands Belgium
Sweden [taly
Australia Spain
Canada Portugal

Source: Adapted from Alexander and Nobes (2004), Nobes and Parker (2003) and Ordelheide and
KPMG (2001).

the individual countries: provision of finance; the existing legal system; the link between
accounting and taxation; and cultural differences between societies. These elements still
influence accounting practices, even after mandatory compliance with IFRS is installed
in many jurisdictions.

Provision of finance

According to Nobes and Parker (2003, p. 21) “This difference in providers of finance
(creditors) versus (equity) is the key cause of international differences in financial report-
ing.” We saw earlier in this chapter that through the increasing scale of companies two
centuries ago, firms had to find extra capital to finance their growth. Companies in
different countries responded differently to this increased need for funds. In countries
such as Germany, France, Italy and Belgium, banks became the major supplier of extra
funds. Companies in these countries relied more on debt to finance their activities than
on equity. In contrast, in the UK and USA the extra funds tend to be provided by share-
holders, often by many sharcholders for small amounts. Companies in these countries
rely more on equity for the financing of their activities. In these countries an active stock
exchange was and still is present.

Table 2.1 presents some examples of countries in which companies are more
shareholder-oriented and countries in which companies are more credit/family /state-
oriented. This divide represents the situation in the twentieth century. To a large extent,
it is still representative for today’s situation, especially for non-listed groups and SMEs.

ACTIVITY 2.3

Could you argue why the difference between credit
versus equity has an impact especially on financial
reporting?

Activity feedback

Insiders or parties that have a power relation towards a
company are in a position to ask for internal data about
the financial position of the firm towards which they exer-
cise power. The power relation of outsiders is much
weaker: they are not in a position to ask for extra

information and have to rely on public information. Espe-
cially in countries where widespread shareholdership
exists, the power of the individual shareholder to get fi-
nancial information is limited. Although the power of the
individual shareholder is weak, in those countries where
companies rely on the capital market for extra funding
there is a strong incentive towards high-quality external
financial reporting. Through financial reports, companies
communicate their financial situation to existing and
potential shareholders.
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So in countries where companies are largely financed through equity, financial state-
ments will have an investor or sharcholder orientation. This means that financial
statements must provide the kind of information that will enable a potential shareholder
to make the best investment decision. Financial information which communicates the
underlying economic performance of the firm in a timely manner enables investors to
make those investment decisions and is called ‘high-quality’ accounting information.
Earnings are of higher accounting quality if they enable the users of accounting informa-
tion to assess current performance as well as future performance (Chaney ez al, 2011).
Empirical research on the ‘quality of accounting earnings’ has indicated that in those
countries with a strong capital market influence, the quality of accounting earnings is
higher than in countries with a creditor orientation (see the discussion of today’s role of
national differences later in this chapter). In countries where companies rely more on
debt financing, the financial statements have a creditor orientation. In these countries
information provided through the annual accounts must be useful to judge whether a
company is able to repay its debt. Creditor protection becomes important in this respect
and accounting practices will become more conservative.

ACTIVITY 2.4

If you were to compare the financial risk between compa-
nies on the basis of the debt/equity ratio calculated from
the published annual accounts, in which countries would
you come across firms with the highest ratio?

Activity feedback

distribution versus reservation) and take into account
only these national differences, then you would find, for
example in Germany and France, companies with higher
debt/equity ratios than in companies in the USA or in the
UK. This difference is then due solely to national differen-
ces with regard to the way in which companies are

If we exclude the impact of other influencing factors  financed.

on the debt/equity ratio (e.g. type of industry, profit

These differences in financing are worth bearing in mind when companies from dif-
ferent countries are compared with each other for financial analysis purposes. (See
Chapters 31 and 32.)

Existing legal system

Over the years in the Western world two types of legal system have developed: the
so-called common law system and the code law system. Both legal systems were
exported in the twentieth century to different parts of the world. The common law
system originated in England and is developed from case law. The legal system in most
Commonwealth countries is the common law system. Common law is characterized
as a legal system that is developed case by case and does not prescribe general rules
that could be applied to several cases. In a common law situation accounting rules are
not a part of the law. In common law countries accounting regulation is in the hands
of professional organizations of the private sector. Company law in these countries
is kept to a minimum. Detailed accounting regulation is produced by the private
standard setter, as we will discuss later when we look at accounting regulation.

The code law system originated in Roman law and has developed in continental
Europe. It is characterized by a wide set of rules that try to give guidance in all situa-
tions. In code law countries the company law is very detailed and accounting standards
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TABLE 2.2 Common law versus code law countries

Common law countries Code law countries
England and Wales Scotland
United States France
Australia Germany
Canada Belgium
Ireland The Netherlands
New Zealand Portugal
Singapore Spain
Japan

Source: Adapted from Alexander and Nobes (2004), Nobes and Parker (2003) and Ordelheide and
KPMG (2001).

are often embodied in the company law. Accounting regulation in code law countries
is in the hands of the government and financial reporting is in those circumstances
often reduced to complying with a set of very detailed legal rules.

Table 2.2 gives some examples of code law and common law countries. (See also
La Porta ez al., 1997, 1998.)

Related to the legal system is the degree of enforcement of the legal rules or stand-
ards by the judicial authorities or a supervising body. Research evidence reveals that
very often in common law countries the degree of enforcement and the mechanisms
for investor protection are much stricter than in code law countries (Bushman and
Piotroski, 2006; Jackson and Roe, 2009; Leuz, 2010). Recent research shows that in
countries with stricter enforcement, accounting information is of higher quality (see
section ‘National differences: do they still play a role in an era of globalized account-
ing’ further in this chapter).

Link between accounting and taxation

In some countries the fiscal authorities use information provided in the financial state-
ments in order to determine taxable income. In a number of continental European
countries expenses are tax deductible only if they are also recognized in the profit and
loss account. As a result, financial reporting becomes tax influenced or even tax biased.
In this respect, Germany is well known for its Massgeblichkeitsprinzip, which stands for
the fact that the tax accounts (Stenerbilanz) should be identical to the accounts pub-
lished for external stakeholders ( Handelsbilanz). This link between financial reporting
and taxation is often found in those countries that do not have an explicit investor
approach in their financial reporting orientation.

In countries like the USA, the UK and the Netherlands the link between taxable
income and accounting income is much weaker. Separate accounts are filed for tax pur-
poses. The measurement and recognition rules and estimates used in the tax accounts
can differ from the valuation rules used in the preparation of the financial statements
published for all external stakeholders.

Table 2.3 shows the general relationship between accounting and taxation using
some examples based on the situation in the 1990s.

This relationship between accounting income and tax income can vary over time. For
example, Spain was for a long time in the column of dependence, which implies that there
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TABLE 2.3 General relationship between accounting and

taxation
Independence Dependence
Denmark Germany
Ireland France
United Kingdom Belgium
The Netherlands Italy
Czech Republic Sweden
Poland Norway

Source: Adapted from Alexander and Nobes (2004), Nobes and Parker (2003) and Ordelheide and
KPMG (2001).

was a strong link between the accounting income and the tax income; with the reform of
1989, however, the link between taxable income and accounting income became less
strong and they are now moving towards independence. The introduction of IFRS will
have an impact on the relation between accounting and taxation in those countries
characterized by a dependence relationship, especially when SMEs will start to use IFRS
for private entities in the near future.

Cultural differences

Research indicates that another cause of variation between national accounting sys-
tems is cultural differences. Cultural differences between nations are identified as an
important influencing factor on reporting and disclosure behaviour with regard to
financial statements. One of the prominent researchers on cultural differences is
Hofstede (1984). Initially he used four constructs to classity countries according to
the cultural differences he observed in his empirical research. The constructs resulted
from empirical survey-based research in one multinational (IBM; survey population
100 000 employees in 39 countries, 1984). Hofstede labelled his constructs as fol-
lows: individualism, power distance, uncertainty avoidance and masculinity. According
to Hofstede, these labels describe the following characteristics of a society.

Individualism versus collectivism Individualism stands for the preference for a loosely
knit social framework in society wherein individuals are supposed to take care of them-
selves and their immediate families only. Collectivism describes the preference for a
tightly knit social framework in which individuals expect their relatives, clan or other
in-group to look after them in exchange for unquestioning loyalty. The fundamental
issue addressed by this dimension is the degree of interdependence a society maintains
among individuals. This difference relates to the people’s self-concept: ‘I’ or ‘we’.

Large versus small power distance Power distance is the extent to which the members
of a society accept that power in institutions and organizations is distributed
unequally. People in larger power distance societies accept a hierarchical order in
which everybody has a place that needs no further justification. In small power dis-
tance societies there is less hierarchy and power is distributed more evenly. The
fundamental issue addressed by this dimension is how a society handles inequalities
among people when they occur.
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Strong versus weak uncertainty avoidance Uncertainty avoidance is the degree to which
the members of a society feel uncomfortable with uncertainty and ambiguity. This
feeling leads them to beliefs promising certainty and to maintain institutions protect-
ing conformity. Strong uncertainty avoidance societies maintain rigid codes of belief
and behaviour and are intolerant of deviant people and ideas. Weak uncertainty avoid-
ance societies maintain a more relaxed atmosphere in which practice counts more than
principles and deviance is more easily tolerated.

Masculinity versus femininity Masculinity stands for the preference in society for achieve-
ment, heroism, assertiveness and material success. Its opposite, femininity, stands for the
preference for relationships, modesty, caring for the weak and the quality of life.
More recently Hofstede added a fifth component, namely long-term orientation.
Based on Hofstede’s classification scheme, Gray (1988) defined ‘accounting values’
that can be linked to the different cultural values as follows:

e professionalism versus statutory control
e uniformity versus flexibility
® conservatism versus optimism

® seCrecy versus transparency.

Professionalism versus statutory control The accounting value professionalism links to
individualism. Professionalism is consistent with a society where the emphasis is on ‘I’
rather than ‘we’. Professionalism also goes together with a society with small power
distance. Statutory control is observed in the opposite situation, namely in societies
with large power distance. In relation to the accounting profession, professionalism
implies self-regulation by the accounting profession itself, as in the USA and the UK
and much less in continental Europe. Statutory control implies control by the govern-
ment. Statutory control could also be linked to strong uncertainty avoidance.

Uniformity versus flexibility First of all, uniformity can be linked to strong uncertainty
avoidance. Uniformity leads to detailed regulations embedded in the law and adher-
ence to consistency (e.g. in Belgium, France and Spain uniform accounting plans were
imposed on companies by law). Uniformity is therefore also associated with large
power distance societies and societies in which the emphasis is on ‘we’ rather than ‘I’.
Flexibility, however, can be associated with weak uncertainty avoidance, small power
distance and individualism.

Conservatism versus optimism Conservatism could be linked to uncertainty avoidance.
In these societies one is more conservative with regard to profit recognition and asset
measurement. Conservatism is an important value for accountants, especially in conti-
nental Europe where financial reporting is more creditor-oriented and where there is a
strong link between accounting income and taxable income. Less conservatism in the
accounts is applied in the UK the USA and the Netherlands in comparison to France,
Switzerland and Germany.

Secrecy versus transparency Sccrecy implies a preference for confidentiality. Secrecy can
be linked to uncertainty avoidance, but also to societies with large power distances. In-
formation asymmetry will then reinforce inequalities and power relations between the
different parties. Secrecy will have a direct impact on the level of information disclo-
sure by companies. In Japan and continental Europe lower levels of information
disclosure are observed in comparison to disclosure levels in the USA and the UK.
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The most important economic and cultural elements cited in the literature as causes
for differences between national accounting systems have now been discussed. Other
factors also listed in the literature as contributors to those differences are, for example,
the level of economic development in a country, the degree of industrialization, inflation
levels, the adherence to accounting theory (e.g. in the Netherlands income determina-
tion and valuation is inspired by the theory of Limperg (Mey, 1966); financial reporting
in Germany was inspired by the theory of Schmalenbach (1927)).

ACTIVITY 2.5

Consider again the cultural values described by Hofstede.
How do they link with the accounting value dimensions
defined by Gray? Is there a direct link or an indirect link?

Activity feedback
Between some variables there is a direct relationship;
between other characteristics and values the relationship

is rather indirect. For example, one can distinguish a rela-
tion between uncertainty avoidance and conservatism or
large power distribution and secrecy versus short power
distribution and transparency.

In the next part of the chapter we will analyse how the different economic and cul-
tural factors, discussed above, shaped financial reporting practices and standards in
cach individual country. The causes for differentiation had an influence on the existing
accounting system and on the implementation of IFRS in a country.

DIFFERENCES IN ACCOUNTING SYSTEMS

Since accounting responds to its environment, different environments produce different
accounting systems, while similar environments produce similar accounting systems.

In this section we focus on these differences in accounting systems. In the next sec-
tion the emphasis lies on the different sets of domestic generally accepted accounting
principles (GAAP), which still exist for large numbers of non-listed entities worldwide.
Under the heading of accounting systems we discuss two elements that characterize
accounting systems, namely the organization of accounting regulation and the organi-
zation of the accounting profession.

Types of accounting regulation

We can distinguish between two types of accounting regulation, namely private sector
accounting standard setting or public sector accounting standard setting. When share-
holders are the main providers of capital we expect them to have great interest in the
way in which companies communicate their financial information. The shareholders
will definitely want to have a hand in the communication process, including the finan-
cial reporting process. The sharcholders are mainly trying to achieve this objective by
hiring professional accountants who check on their behalf the communication process
and its outcome within a company. In order to be able to fulfil their task properly,
preparers together with the accountants started to play a major role in the standard-
setting process of those countries characterized by active capital markets.

We observe that in countries with a code law system and a creditor orientation, the
government sets the accounting standards and often makes use of financial reporting
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for its own purposes. First of all, in those countries the annual accounts are often
used for tax purposes which serves the government. Second, the financial statements
may be used for specific information needs of the government. In Belgium, for example,
the social balance sheet — a document containing employment statistics, ¢.g. number of
employees, breakdown into different categories, change in the workforce, use of govern-
ment incentives for the creation of employment — must be included in the financial
statements by Royal Decree of 1996. It mainly serves the need of the government for
information with regard to employment in order to evaluate the effectiveness of their
governmental employment policies. Financial reporting in those countries essentially

comes down to compliance with legal requirements and tax laws.

ACTIVITY 2.6

Consider Tables 2.1 and 2.2 which provide information
on the different sources of finance in each country and
the existing legal system. What kind of accounting regu-
lation would you expect in those countries?

Activity feedback

If we consider Tables 2.1 and 2.2 again, we observe to a cer-
tain extent a correlation between the provision of finance
(debt versus equity) and the legal system in place (code
law/common law). In most countries with active equity mar-

kets, the legal system is the common law system. This is in
favour of the private sector developing financial reporting
rules or standards. In countries in which companies are
financed to a large extent through debt, the code law
system is present as the legal system. In those countries
creditor protection is high on the agenda. Because large
creditors, such as banks, are able to obtain inside informa-
tion from the companies, they are less in need of financial
information published by these companies. In these countries
accounting regulation is in the hands of the government.

So there are two types of accounting regulation, each of which is embedded in a differ-
ent economic and legal environment. First of all, there are countries in which accounting
regulation is in the hands of the private sector: the UK, the USA, Australia and the
Netherlands. In these countries private standard setting goes together with a shareholder
orientation of the financial information published and, in most countries, a common law
system. Second, there are countries in which the government plays a major part in
accounting regulation. This system is observed in many continental European countries.
In those countries detailed accounting rules are embodied in the law, normally the com-
pany law. Financial information has mainly a creditor orientation in those countries and
they are further characterized by a code law system. These two types of accounting regula-
tion still apply for the time being to non-listed groups and small and medium-size entities.
With the compulsory introduction of the IFRS, a substantial number of countries with
diverse backgrounds now operate in a similar setting with regard to accounting regulation.
This implies that UK and USA constituents are much more familiar with a due process of
private standard setting than European continental preparers who originate from a public
sector standard-setting environment.

Differences in the organization of the accounting profession

When companies are financed by equity capital and if this equity capital is in the hands
of'a widespread group of small shareholders, these sharecholders are in need of a well-
organized control system with regard to the quality and reliability of the information
provided by the financial statements. The strength and size of the accounting profes-
sion is directly influenced by the need for the external control mechanisms or audit of
the published financial information. Table 2.4 illustrates that in those countries with
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TABLE 2.4 Dates of establishment of professional accountancy b

Founding date (founding

Country Professional body date of predecessor)
Belgium Instituut der Bedrijfsrevisoren/Institut des Reviseurs 19583
d’Entreprises
England and Wales Institute of Chartered Accountants in England and 1880 (1870)
Wales

Denmark Foreningen af Statsautoriserede Revisorer 1912

Finland KHT-yhdistys 1925 (1911)

France Ordre des Experts Comptables 1942

Germany Institut der Wirtschaftsprufer 1932

Ireland Institute of Chartered Accountants of Ireland 1888

ltaly Consiglio Nazionale dei Dottori Commercialisti 1924
Collegio dei Ragionieri e Periti Commerciali 1906

Japan Japanese Institute of Certified Public Accountants 1948 (1927)

Norway Den norske Revisorforening 1999 (1930)

Portugal Sociedade Portuguesa de Contabilidade 1930

Scotland Institute of Chartered Accountants of Scotland 1951 (1854)

Spain Institute of Sworn Auditors of Accounts 1943

Sweden Foreningen Auktoriserade Revisorer (FAR) 19283
Svenska Revisorsamfundet (SRS) 1899

The Netherlands Nederlands Instituut voor Registeraccountants 1967(1895)

New Zealand New Zealand Society of Accountants 1909(1894)

United States American Institute of Certified Public Accountants 1887

Source: Alexander and Nobes (2004), Nobes and Parker (2003) and Ordelheide and KPMG (2001).

active capital markets the profession developed earlier than in countries where compa-
nies are more financed by debt.

In countries with a well-organized accounting profession we observe that the influ-
ence of that profession on local accounting practices and on national GAAPD is larger
than in countries with smaller and later developed professional organizations.

CHARACTERISTICS AND DIFFERENCES IN NATIONA

All these different factors, discussed at the start of this chapter, lead to differences in
accounting systems (e.g. regulation). These accounting systems produce different
national or domestic accounting standards. The following points illustrate several dif-
ferences in financial reporting characteristics. Although they are presented as separate
items, they are linked together.

Shareholder orientation versus stakeholder orientation

In countries with widespread ownership there is a need for high-quality published fi-
nancial information. As companies have to rely to a large extent on the capital market,
information disclosure becomes extremely important because existing and potential
shareholders do not have access to internal information in order to assess the financial
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situation of the company they might want to invest in or increase their investment in.
In those countries the pressure for disclosure is much greater than in countries where
providers of finance have the power to obtain internal information. Besides the need
for more disclosure and more auditing, the debt versus equity orientation also has a
direct influence on valuation issues.

In equity-oriented countries financial reporting is aimed at communicating the per-
formance and efficiency of the business to existing and potential sharcholders. Profit
measurement is very important and reported data on earnings, financial position and
cash flow will be used to make predictions about the future recurring stream of
carnings, cash flow and the financial position of the company. In countries where com-
panies are financed through debt, financial statements serve the information needs of
many different stakeholders, especially creditors, and also the government. Their infor-
mation needs are concerned with the value of underlying assets of the company as
collateral and the determination of taxable income. The debt/equity orientation lies
at the origin of the different reporting and principles described next.

Fairness versus legality

In common law countries the aim of financial reporting is a fair representation of the
financial situation of the company. In the UK this is translated into the ‘true and fair
view’ concept. In code law countries financial reporting is focused on compliance with
the legal requirements and tax laws. In code law countries the ‘legal form’ often domi-
nates ‘the substance’. The most cited example in this respect is the accounting treatment
of a lease contract. In countries with strong shareholder orientation and emphasis on
fairness, lease contracts are accounted for on the balance sheet although the company is
not the legal owner of the assets (e.g. the UK and USA). In countries where the legal
form prevails, these assets used by the company are often kept oft balance sheet as the
company is not the legal owner (e.g., until recently, France).

Conservatism

In countries in which financial reporting is more creditor-oriented and used for tax
purposes, valuation rules will be more conservative or prudent than in countries with a
shareholder orientation. Adherence to conservatism will lead to a different choice in
valuation rules and accounting practices. For example, with regard to depreciation,
the declining balance method will be used more often than the straight line method, if
conservatism is an important characteristic in financial reporting. Further, more use
will be made of provisions in these countries, especially when provisions are tax de-
ductible. Conservative accounting is often regarded as a system in which lower profits
are reported than under a system driven by accrual accounting. However, with the use
of extensive depreciation and creation of provisions, those companies are also able to
increase results in periods with weak economic performance.

Much research is undertaken with regard to the quality of earnings reported under
conservative accounting. With quality of accounting information, one refers to the use
of accounting data for the prediction of future performance (value relevance of
accounting information). The results of these studies reveal that information provided
under conservative accounting practices is less value relevant for decision-making
purposes (e.g. buying and selling shares) (see Basu, 1997; Pope and Walker, 1999;
Penman and Zhang, 2002). For stewardship purposes, however, some authors argue
(e.g. Lambert and Larcker, 1987) that conservative accounts are more useful for
evaluating managers.
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Uniformity, accounting plans and formats

In code law countries we observe that the regulator attaches importance to uniformity.
Compliance with prescribed accounting plans (France, Spain and Belgium) and
detailed formats for the balance sheet and the profit and loss account are a result of
this drive for uniformity. When regulation is in the hands of the government, the lay-
out of the balance sheet, profit and loss accounts and notes are much more detailed.
The schemes for balance sheet and profit and loss account put forward by the Fourth
and Seventh Directives of the EU are more detailed than the layout presented by the
IASB (see Chapter 10). On the other hand, the level of detail in the notes to the bal-
ance sheet and profit and loss account is much higher when accounts in compliance
with IFRS are prepared.

Consolidated accounts

In countries where financial reporting has a strong sharcholder orientation, the prac-
tice of preparing and publishing consolidated financial statements emerged much
earlier. Preparing consolidated financial statements was already common practice at
the beginning of the twentieth century in the USA (in the 1920s). In the UK and the
Netherlands consolidation became common practice in the 1930s. In typical creditor
orientation countries, which are usually also code law countries, consolidation was
introduced by law. This was done in the late second half of the twentieth century
(Germany, 1965, Aktiengesetz for public companies; France, 1985, a law which
obliged listed companies to publish consolidated accounts; Belgium, the Royal Decree
of March 1990; in Italy consolidation became compulsory in the early 1990s).

Deferred taxation

In countries with no direct link between tax income and accounting income the prac-
tice of recording deferred taxes on the balance sheet is well-established and common
practice. For countries in which there is a strong link between accounting income and
tax income, the practice of recording and calculating deferred taxes is relatively new.
Further, in the individual accounts of companies in those countries the amounts
recorded under deferred taxes will be rather small.

COUNTRY CLASSIFICATION

Research into the possible causes to explain the observed differences in national
accounting practices reveals several influencing factors (e.g. providers of finance, legal
system, cultural differences and taxation). These factors shape the existing accounting
systems in the different countries (accounting regulation and organization of the pro-
fession), accounting values and financial reporting practices.

These different factors are used by researchers as cluster variables in order to classify
different countries into separate more homogeneous groups according to their charac-
teristics. These classification exercises were very popular in the 1970s and 1980s.
Examples can be found in the following publications: Hatfield (1966); Mueller
(1967); Seidler (1967); American Accounting Association (1977); da Costa et al.
(1978); Frank (1979); and Nair and Frank (1980). The most cited classification pat-
tern of countries is that of Nobes (1980) (see Figure 2.1).
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COUNTRY CLASSIFICATION

Figure 2.1 Suggested classification of ‘accounting systems’ in some de
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To illustrate these country classification exercises, we now look at the classification
system of Nobes. The popularity of classification attempts based purely on observed
differences dropped in the 1990s, although Nobes’ classification scheme still figures in
many textbooks.

Nobes based his classification research on the financial reporting practices of public
companies in the Western world. The date of classification was 1980, that is, before
the enactments in EU countries of the Fourth Directive on company law and
before the emergence of IAS. Nobes selected the following nine discriminating
variables for the classification of countries in more homogeneous groups:

1

O g~ WODN

7
8
9

type of user of the published accounts of listed companies

degree to which law or standards prescribe in detail and exclude judgement
importance of tax rules in measurement

conservatism/prudence

strictness of application of historical cost

susceptibility to replacement cost adjustments in main or supplementary
accounts

consolidation practices
ability to be generous with provisions and to smooth income

uniformity between companies in application of rules.

In the 1990s classification attempts were carried out, but they were becoming less
popular. The classification exercises that were undertaken in the 1990s (e.g. d’Arcy,
2001), show us that clusters are moving towards each other and that more countries
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are now clustered into one group, especially when group accounting is considered.
The clustering research of d’Arcy, which is based on data from the second half of the
1990s, shows not only that national differences matter in explaining financial reporting,
but also that firm characteristics play an important role in the quality and characteristics
of financial reporting (e.g. single versus dual listing status, industry influence, firm
dimension, geographical diversification and global player). A number of these variables
are still included in current empirical financial accounting research on the accounting
quality of published financial information. These national characteristics are today still
significant variables in explaining differences in accounting quality after the switch to
mandatory compliance with IFRS for listed groups.

So far in this chapter we have explained how an existing accounting system in a spe-
cific country (financial reporting standards and practices, type of accounting regulator
and strength of the accounting profession) is a result of national or local characteristics
or influences. There are countries, however, in which the accounting systems in place
do not result from national characteristics but are ‘exported’ to them or ‘economically’
or ‘politically” imposed on them. Western countries have exported their accounting
systems to their colonies in the past. For example, the accounting system in place in
Singapore and the local GAAP are very similar to the British system and UK GAAP. In
some countries in Africa which were former French colonies, a uniform chart of
accounts (similar to the French plan comptable) is in use.

A more recent phenomenon is that standards are imposed on countries in the wake
of globalization and economic progress. For example, countries in Eastern Europe
have adopted IASs/IFRSs after the breakdown of communism. Also, some less-
developed countries have adopted IASs/IFRSs and one can wonder whether the local
economies are in need of a set of such technical accounting standards.

NATIONAL DIFFERENCES: EVOLUTIONS AT THE END O

TWENTIETH CENTURY

As mentioned earlier in this chapter, classification exercises that attempted to cluster
countries in homogeneous groups became less popular in the 1990s. In the 1980s
through the enactment of the Fourth Directive in EU countries, and in the 1990s
under the pressure of the globalization of capital markets, national accounting prac-
tices started slowly to move towards each other. This development is still going on
and some differences have already become less noticeable or have almost disappeared
for certain categories of companies or for certain financial statement items. From the
late 1980s on, more and more companies sought dual listings. In the early 1990s,
many European multinationals went to capital markets abroad, especially to the USA.
In Germany, for example, Daimler-Benz started to publish two sets of annual accounts —
annual accounts presented according to German GAAP and annual accounts presented
according to US GAAP. At that time the differences between equity and earnings
presented according to US GAAP and the equity and earnings presented according to
German GAAP surprised many. Figure 2.2 became world famous.

Figure 2.2 provides clear evidence of the impact of conservative accounting prac-
tices on the reported result. In 1993, the US GAAP result of Daimler-Benz is much
lower: conservative accounting leads to a kind of smoothing. Through conservative
valuation rules earnings are decreased in ‘good’ years, but at times of weak economic
performance results can be increased.
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Figure 2.2  Earnings evolution of Daimler-Benz, 1989-1994
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Many Swiss, German and Scandinavian multinationals switched to IAS in the
second half of the 1990s. In France, a number of listed companies prepared their con-
solidated accounts using US GAAP (e.g. Total Fina, Suez) or IAS (e.g. Eutelsat, Rémy
Cointreau, Renault). Academics started to study the reaction of the capital market to
these voluntary switches of companies from ‘conservative or low-quality’ accounting
standards to a set of ‘higher-quality’ accounting standards (IAS or US GAAP). Empiri-
cal research results showed that capital markets reacted positively to the voluntary
switch, since capital markets perceived the switch as a reduction in information asym-
metry between firms and investors. As a result, the cost of capital dropped for these
companies (e.g. see Leuz and Verrecchia, 2000). The switch of large European global
players from national GAAP to IAS or US GAAP was one of the major triggers for the
EU to review its accounting harmonization policy (see Chapter 3).

The switch of the European global players resulted in the emergence of two groups
of companies in most countries. This dichotomy still exists today. The first group con-
sists of companies that made an appeal to the international capital market for funds
and subsequently started to apply accounting rules that would lead to an increase of
comparability of their financial information worldwide. This group started to use
‘high-quality’ accounting standards such as IAS/IFRS, US GAAP and UK GAAP,
whereby ‘high-quality’ standards are defined as follows: ‘Financial reporting quality
relates to the usefulness of financial statements for contracting, monitoring, valuation
and other decision making by investors, creditors, managers and all other parties con-
tracting with the firm’ (Ball and Shivakumar, 2002). Nowadays in more than 100
jurisdictions, listed groups have to comply on a mandatory basis with IFRS. The sec-
ond group consists of non-listed domestic companies, predominantly small and
medium-sized, who continue to apply national GAAP so far.

NATIONAL DIFFERENCES: DO THEY STILL PLAY A ROLE |

ERA OF GLOBALIZED ACCOUNTING?

Even when all companies comply with US GAAP or IAS/IFRS, academic research
provides evidence that national influences still affect the quality of financial reporting
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in the different countries. Empirical research provides us with evidence of this influ-
ence, and this is another reason why we have paid so much attention to such national
variables in this chapter.

The variables pointed out by researchers in the 1970s and 1980s as causes that
might explain and have led to differences in national accounting systems and national
GAAP, are now used in empirical multi-country studies in which difterent aspects of
the financial reporting practices of companies are researched. These studies focus on,
among other things, the value relevance of accounting information, earnings manage-
ment practices and characteristics of the audit market and audit process. A few examples
of these empirical studies will be presented here together with their research results. In
the first decade of the twenty-first century, most empirical studies analyzed either the
quality of the accounting information of firms that adopted IFRS or US GAAP on a vol-
untary basis, or the quality of accounting information from companies subject to similar
types of accounting standards, but different institutional regimes (e.g. risk of litigation,
degree of enforcement, degree of investor protection, ...).

Ali and Hwang (2000) found that the value relevance of accounting information is
lower for countries with bank-oriented (as opposed to market-oriented) financial
systems. Value relevance was specified in terms of explanatory power of accounting
variables (earnings and book value of equity) for security returns. Their results indicate
further that value relevance of accounting income is lower for countries where private
sector bodies are not involved in the standard-setting process. Ball ez /. (2000) inves-
tigated two properties of accounting income (conservatism and timeliness) and the
influence of international institutional factors on accounting income. The property
timeliness is defined as the extent to which current period accounting income incorpo-
rates current period economic income. Conservatism has been used in this study using
the definition of Basu (1997), which regards conservatism as the extent to which cur-
rent period income asymmetrically incorporates economic losses relative to economic
gains. Their central result is that accounting income in common law countries is signif-
icantly more timely than in code law countries, due entirely to quicker incorporation
of economic losses which implies also more income conservatism at the same time.

Guenther and Young (2000) investigated how cross-country differences in legal sys-
tems, differences in legal protection for external sharcholders and differences in the
degree of tax conformity, aftect the relation between financial accounting earnings and
real economic value-relevant events that underlie those earnings. The results provide evi-
dence that the association between financial accounting earnings and real economic
activity in a country is related in predictable ways to the legal and economic systems that
underlie financial accounting standard setting and the demand for financial accounting
standards. The high association for the UK and the USA and the low association for
France and Germany are consistent with expectations that accounting earnings in com-
mon law countries, countries with legal systems that protect external sharcholder
rights, countries with market-oriented (rather than bank-oriented) capital markets, and
countries where financial accounting rules are independent of tax rules, better reflect
underlying economic activity. Not only do the traditional elements of differentiation
(provision of capital, legal system, link with taxation) seem to be relevant, but also
elements such as risk of litigation, investor protection and enforcement of accounting
rules are important factors that explain differences in reporting behaviour.

Leuz et al. (2003) found that the quality of financial reports increased in countries
where investor protection is stronger. Their findings suggest an important link between
legal institutions and the quality of financial information provided. The legal rights
accorded to outside investors, especially minority investors, and the quality of their
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enforcement are both associated with the properties of firms’ accounting earnings. Their
study indicated further that a switch to high-quality standards alone was not a guarantee
for high-quality financial information. Other academics had also put forward this issue.
For example, Schipper (2000) stated that: ‘Reporting quality is not only a function of
the set of standards applied. High-quality standards implemented in a defective manner
will not result in high-quality financial reports.” Without adequate enforcement, even
the best accounting standards will be inconsequential. Hope (2003a, 2003b) con-
structed an enforcement index which took into account judicial efficiency, rule of law,
anti-director rights, audit firm type, audit spending, stock exchange listings and insider
trading. Hope found evidence that the enforcement score varied widely among
countries. Therefore, accounting quality will still differ among countries even if they
apply the same set of accounting standards. Research paying attention to non-listed
companies confirms to a large extent the results found in relation to listed companies
(Burghstahler ez al., 20006).

The research results in the articles cited above are based on financial information
published by companies that complied on a voluntary basis with IFRS. The mandatory
compliance with IFRS since 2005 for listed companies in many jurisdictions (EU, Aus-
tralia, New Zealand, South Africa and more recently Argentina, South Korea, Canada,
Brazil, Mexico, Turkey and Russia) stimulated a stream of research trying to find out
whether accounting quality has improved, and whether comparability of these IFRS
accounts has improved after the mandatory country adoptions of IFRS. Many studies
find evidence of an increase in accounting quality after the change to IFRS (Beuselinck
et al., 2009, 2010; Byard et al., 2011; Horton ez al., 2012, Jiao et al., 2012). However
a large number of these studies also provide evidence that the beneficial impact of the
mandatory compliance with IFRS differs upon the characteristics of the institutional
environment in which a company operates and upon a company’s reporting incentives
(Daske et al., 2008; Barth et al., 2008; Armstrong et al., 2010; Landsman ez al., 2011;
Gebhardt and Novotny-Farkas, 2011; Florou and Pope, 2012; Christensen et al.,
2012; (for an overview see Pope and McLeay, 2011 and Tarca, 2012)). These studies
show that the benefits of adopting IFRS with respect to an increase in accounting
quality are linked to the extent to which prior national GAAP and IFRS differ and are
dependent on the quality of enforcement in the individual countries. Studies focusing
on whether or not the mandatory adoption of IFRS increases the comparability of
accounting information find similar results. Kvaal and Nobes (2010, 2012) find that
pre-IFRS policy choices still influence the choices in the IFRS accounts. Lang et al.
(2010) come to similar conclusions when they analyse earnings comovement and
accounting comparability. Based on the results of these studies we might state that
those national differences which shaped the development of national accounting sys-
tems in the twentieth century, are today’s drivers of the variation in quality of the
global comparable accounting information.
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In this chapter we outlined the major influencing factors which led to differ-
ences in the development of national accounting environments and national
reporting practices from the eighteenth century until the end of the twentieth
century and beyond. Empirical research conducted in the 1970s and the
1980s indicated the following variables as important determinants of those
differences: provision of finance, the legal system, the link between
accounting and taxation and cultural values.

From the 1970s, a movement towards harmonization of financial report-
ing started slowly to emerge. From the 1990s on, under pressure from multi-
national companies seeking dual listings to attract capital, the request for
one set of GAAP to be applied worldwide emerged. Meanwhile, as attempts
for worldwide harmonization and standardization are undertaken, national
institutional differences still influence the output of the financial reporting
process of listed companies and even more so of unlisted companies.

Suggested answers to exercises marked v are to be found on our dedicated CourseMate platform
for students.

Suggested answers to the remaining exercises are to be found on the Instructor online support
resources.

v1  Discuss whether, in essence, accounting is law-based or economics-based.

v2 If accounting is culture-based and national, indeed, local cultures are different, international
harmonization will obviously be impossible. Discuss.

3 Inthis chapter several causes are discussed which had some influence on existing accounting
systems. Which of the causes listed played a significant role in your country? Discuss.

4 |If you take Hofstede's (1984) framework for describing cultural differences, how would you
describe your own country in relation to these constructs?

5 Do you notice in your country an evolution in the existing accounting system? What would you
suggest are the driving forces? Explain.

6 If you consider Gray's (1988) adaptation of Hofstede's (1984) framework in relation to
accounting values, could you describe which accounting values are prevalent in your country?

7 Is Gray's (1988) adaptation of Hofstede’s (1984) framework of cultural differences able to explain
the observed differences concerning voluntary disclosures made to the financial statements?

8 Discuss recent research articles which examine the accounting quality or the degree of
earnings management after mandatory IFRS adoption.

9 Discuss how the financial reporting infrastructure of a country can have a significant impact on
financial statements prepared under IFRS.



THE PROCESS OF
HARMONIZATION

OBJECTIVES After studying this chapter you should be able to:

outline the role of the EU in the development of accounting
harmonization

describe in your own words the meaning of endorsement of IFRS in
the EU

outline the history and changing role of the International Accounting
Standards Committee /Board in the development of accounting
harmonization

describe in your own words the different steps in the due process of
standard setting of the IASB

understand current developments and their implications
(developments are current when you read the chapter!).

INTRODUCTION

Chapter 2 gave some idea of the very real historical differences between accounting
thinking and practice across the world. Since accounting is essentially a communica-
tion process, such differences are not helpful in the context of multinational and
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international business. Either reporting entities need to prepare multiple sets of finan-
cial statements under different bases, or users have to familiarize themselves with and
understand a variety of different accounting preparation systems. Both alternatives are
time consuming and costly, and can easily lead to confusion and error.

Reduction in such differences, and ideally the elimination of such differences, is de-
sirable. This process is also difficult because of the deep-seated causes discussed in
Chapter 2. However, for listed companies the harmonization process on a global scale
is well under way. We provide in this chapter an overview of harmonization processes
undertaken in the past decades and recently. A number of attempts have been made
on a regional basis — of which that of the EU is perhaps the most significant — to
reduce country differences. The International Accounting Standards Board (IASB)
and its predecessor, the International Accounting Standards Committee (IASC), pur-
sue harmonization at the global level. In the early years, the EU had a much greater
effect than the IASC; now, however, its influence relative to the TASB has declined. In
this chapter we discuss first the EU efforts towards harmonization and later we pay
attention to the international harmonization on a global level.

Before we discuss this process of harmonization, we pay attention to the terminol-
ogy which can be very confusing. ‘Harmonization’ is a process of increasing the
compatibility of accounting practices by setting bounds to their degree of variation.
‘Standardization’ appears to imply the imposition of a more rigid and narrow set of
rules. However, within accounting these two words have almost become technical
terms and one cannot rely on the normal difference in their meanings. Harmonization
is a word that tends to be associated with the supranational legislation promulgated in
the EU, while standardization is a word often associated with the IASB and its prede-
cessor (the IASC). In practice, the words are often used interchangeably. In the
twenty-first century the word ‘convergence’ was introduced by the international
accounting standard setter. Convergence refers to the elimination of differences
between two sets of accounting standards (e.g. IFRS and US GAAP). The objective of
the convergence process is making accounting information published in annual reports
in compliance with two different sets of accounting standards more comparable
through the convergence of the underlying standards applied in the reports.

Further, one can distinguish between de jure harmonization (that of rules, stand-
ards, etc.) and de facto harmonization (that of corporate financial reporting practices).
For any particular topic or set of countries, it is possible to have one of these two forms
of harmonization without the other. For example, countries or companies may ignore
the harmonized rules of standard setters or even lawmakers. By contrast, market forces
persuade many companies in France or Switzerland to produce English-language fi-
nancial reports that approximately follow Anglo-American practice.

For many years the major method of engendering change across the EU has been by
means of Directives. Once agreed (a process that can take and has taken over 20 years), a
Directive is a binding agreement by all the Member States of the EU that they will intro-
duce the principles set out in the Directives into national legislation. It is important to
clarify precisely what this means and what it does not mean. It does mean that all Member
States are required to implement the Directives. It does not mean that citizens or institu-
tions within a Member State are required to follow the Directive, unless and until the
contents of the Directive are enacted by legislation within the state. Another important



point is that each Directive exists not merely in one language version, but in each of the
official EU languages. It is the language version applicable to a particular Member State
that is to be enacted into the law of that country. There may not be perfect semantic
equivalence between different language versions of the Directives. Furthermore, where
the contents of the national legislation following from a Directive differ from that Direc-
tive (either by restricting allowed options or by going against the terms of the Directive
itself), only European legal procedures can be used to enforce the Directive requirements.

The fundamental EU Directive relating to financial reporting is the Fourth Com-
pany Law Directive of 25 July 1978. This relates to the annual accounts of limited
companies. It was followed by the Seventh Company Law Directive of 13 June 1983,
which extended the principles of the Fourth Directive to the preparation of consolidated
(group) accounts. The Fourth Directive seeks to provide a minimum of coordination of
national provisions for the content and presentation of annual financial accounts and
reports, of the valuation methods used within them and of the rules for publication. It
applies to ‘certain companies with limited liability” — broadly, all those above defined
minimum size criteria — and aims to ensure that annual accounts disclose comparable
and equivalent information.

Itis important to place the Fourth Directive into its historical context. It was drafted and
debated over a period of some ten years, beginning when the EU had six members
and ending when it had ten. The pre-Directive national characteristics of the accounting
practices of the Member States were significantly different, both in degree of sophistication
and in direction. When appraising the success (or otherwise) of this Directive we must
measure its achievements against those, at times, startlingly diverse existing practices.

Crucial to the content of the Fourth Directive is the requirement that published
accounts should show a ‘true and fair view’. The implications and origin of the phrase
are discussed in some detail in Chapter 9. Briefly, however, this is a classic example of
the cultural divide between the common law tradition and the tradition of codified law.
In the former, definitions of such concepts are typically provided by courts in relation to
specific situations rather than by legislative texts intended to apply to many different sit-
uations. In the latter, the converse is true: the courts have a role of interpretation and
clarification of legislative texts, but not of providing situationally appropriate legal defini-
tions. Thus, the tradition of economic liberalism of the English-speaking countries, the
faith in markets and the suspicion of technocracy, go hand in hand with an essentially
pragmatic common law tradition and a belief that the accounting profession can largely
lay down its own rules in the form of ‘generally accepted accounting principles’. By con-
trast, the countries of continental Europe have less historical attachment to economic
liberalism, more faith in technocracy and a preference for explicit legal texts, which
extends to the framing of accounting rules. Harmonization of accounting within the
EU has involved bringing these two traditions into some degree of harmony and it is in
this respect that the inclusion of the ‘true and fair’ requirement in the Fourth Directive
was both crucial and controversial.

The Fourth Directive contained many options with regard to recognition and mea-
surement of a substantial number of balance sheet items and profit and loss items.
Analyzing the different national implementations of the Fourth Directive in the EU
Member States revealed that huge differences still existed with regard to the individual
financial statements published in the different Member States. The Seventh Directive,
which was developed in the 1980s, contained fewer options than the Fourth Directive.
The latter was due to the fact that consolidation practices were less developed in a
number of EU Member States (see Chapter 2), therefore fewer national practices and
interests had to be defended during the development of the Seventh Directive.
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CHAPTER 3 THE PROCESS OF HARMONIZATION

By the carly 1990s it had become clear, even to the European Commission, that
Directives were too cumbersome and slow to achieve further useful harmonization.
The Fourth Directive, agreed in 1978, did not cover several topics and it had been too
complicated to amend it often. Furthermore, global harmonization had become more
relevant than regional harmonization.

It had also become clear that, for large European companies, voluntary harmoniza-
tion might focus on US rules over which the European Commission and other Euro-
peans have no influence. Consequently, from the middle of the 1990s the European
Commission began to support the increasingly important efforts of the IASC.

In 1995 the European Commission developed its new ‘Accounting Strategy’.
Within the frame of that new strategy, the contact committee on Accounting Direc-
tives analyzed the degree of conformity between the IASs and the content of the
European Accounting Directives. With the results of this analysis, the individual EU
Member States could decide whether or not they would allow national companies to
comply with IAS instead of the domestic GAAP.

In May 1999 the European Commission agreed on the Financial Services Action
Plan. One of the objectives of this Plan is to create a single large capital market within
the EU. To facilitate this creation of a large single capital market, the European Com-
mission proposed in 2000 that all listed companies should use one set of accounting
standards for financial reporting purposes. The International Accounting Standards
(IAS) was chosen to be that set of accounting standards. In 2002, Regulation (EC)
No. 1606,/2002 on the application of TAS was approved by the European Parliament.

Unlike an EU Directive, the Regulation has the force of law and no further action
is required by Member States before the Regulation comes into effect. The Regulation
applies in all EU Member States plus Iceland, Norway and Lichtenstein.

The Regulation requires all listed companies within the EU and the European Eco-
nomic Area to publish IAS consolidated financial statements for accounting periods
beginning on or after 1 January 2005. The term IAS encompasses all standards and
interpretations issued or adopted by the IASB.

The enforcement of 1ASs and IFRSs and
their interpretations in the EU

Although the Regulation requires the publication of IAS /IFRS consolidated financial
statements, this does not imply that when the IASB issues standards and interpreta-
tions they become immediately applicable in the EU. The European Commission is
required to decide on the applicability of individual IASs/IFRSs and Interpretations
within the EU. The latter implies that it may adopt an IAS only if:

e it is not contrary to the principles of the EU Fourth and Seventh Directives
e it is conducive to the European public good

e it meets the criteria of understandability, relevance, reliability and comparability
required of financial information needed for making economic decisions and
assessing stewardship of management.

The EU decision on applicability of standards and interpretations issued by the IASB
in the EU is called the enforcement process. The European Commission is assisted in its
decision on the applicability of the IAS /TFRS and Standards Interpretations Committee
(SIC)/IFRICs in the EU by three different committees. First, a group called the Euro-
pean Financial Reporting Advisory Group (EFRAG) advises the European Commission



in this endorsement process. The EFRAG is a private institution, set up in 2001 by
organizations active in the area of financial reporting. Its activities are:

e providing proactive advice to the IASB

e advising the European Commission on the acceptability of IFRSs for endorse-
ment in Europe

e advising the European Commission on any resulting changes to be made to the
Accounting Directives and related topics.

Within EFRAG a 12-member Technical Experts Group considers each standard
and each interpretation for its acceptability for endorsement in the EU. Based on the
advice of'its Technical Expert Group, EFRAG will provide advice to the Commission.
Since EFRAG is not defined in the EU Regulation on the adoption of IFRSs, the
Commission has no regulatory obligation to listen to EFRAG.

In 2006, the European Commission added another player to this endorsement
process (Commission Decision No. 2006,/505/EC). The Standards Advice Review
Group (SARG) was created. This group consists of seven independent experts. This
group is expected to give advice to the Commission that is not influenced by govern-
ments (unlike the Accounting Regulatory Committee (ARC)) or by audit firms,
companies, users or other stakeholders (unlike EFRAG). The SARG issues its opinion
whether EFRAG’s endorsement advice is well-balanced and objective. Third, there is
the Accounting Regulatory Committee (ARC). The ARC consists of representatives
from Member States and its function is to provide an opinion to the Commission
on proposals to adopt (endorse) an IAS. The governments of Member States try to
influence this endorsement process through ARC.

Based on the advice of EFRAG and the opinion of SARG, the Commission pre-
pares a draft endorsement Regulation. The adoption of the Regulation follows a
regulatory comitology procedure. This means in practice that the ARC votes on the
Commission proposal. The qualified majority rule applies. If the vote is favourable,
the European Parliament and the Council of the EU have three months to oppose the
adoption of the draft Regulation by the Commission. If the European Parliament and
the Council give their favourable opinion on the adoption, or the three months elapse
without opposition from their side, the Commission adopts the draft Regulation. After
adoption, it is published in the Official Journal and enters into force on the day laid
down in the Regulation itself.

Since the establishment of this endorsement process, the original text of all stand-
ards (IAS/IFRS) and interpretations (SIC/IFRIC) of the IASB have been endorsed
in full except for IAS 39 and a few IFRICs. IAS 39 has been endorsed with a number
of exceptions (carve-outs) and the debated IFRICs have been withdrawn by the IASB.

ACTIVITY 3.4
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Go to the website of EFRAG and check the endorsement its way. The comment letters EFRAG receives from
processes of standards and interpretations issued by the European constituents with regard to the standards and
IASB recently (www.efrag.org/ — see ‘Endorsement Status’ interpretations to be endorsed can also be found on
section). EFRAG’s website.

Activity feedback

On EFRAG's website you will find a list of standards and
interpretations for which the endorsement process is on
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As soon as a standard or interpretation (SIC/IFRIC) is endorsed, it is translated
into the official languages of the EU. When companies do prepare financial statements
using IAS, they have to declare that their financial statements are in compliance with
IAS /TFRS as endorsed by the EU. If a company uses carve-outs foreseen through the
endorsement process of the EU, this company complies with IAS /IFRS as endorsed
by the EU, but it does not comply with the IAS /IFRS as issued by the IASB. The lat-
ter element is important for the recognition of accounts in compliance with the
international standards outside the EU (e.g. in the USA, as we will see later in this
chapter). Companies will communicate with which versions of IAS they comply. We

include here as an illustration an extract of the annual accounts of Unilever 2009.

ILLUSTRATION

Opinion on financial statements

In our opinion the Group financial statements:

e give atrue and fair view of the state of the
Group'’s affairs as at 31 December 2009 and
of its profit and cash flows for the year ended

* have been properly prepared in accordance
with IFRSs as adopted by the EU, and

e have been prepared in accordance with the
requirements of the Companies Act 2006 and
Article 4 of the IAS Regulation.

Separate opinion in relation to IFRS as
issued by the IASB

As explained in note 1 to the consolidated financial state-
ments, the Group — in addition to complying with its legal
obligation to apply IFRSs as adopted by the EU - has
also applied IFRSs as issued by the International
Accounting Standards Board (IASB). In our opinion, the
Group financial statements comply with IFRSs as issued
by the IASB.

After the endorsement of the IASs, IFRSs and their Interpretations, the texts of the
standards and the interpretations are translated in the different official EU languages.
These translations are the standards EU-listed groups have to comply with on EU
stock markets. As enforcement of these standards is still a national issue, the different
Courts of the Member States will judge whether the financial statements are in com-
pliance with the official EU translation of IAS, IFRS or an Interpretation. So, in order
to have comparable information, it is crucial that the translations of IAS in the differ-
ent EU languages embed the same concepts and substance. In order to stimulate
consistent application of IFRS in the EU, the European Security and Markets Author-
ity (ESMA) oversees and stimulates the European Enforcement Coordination Sessions
(EECS). A key function of these EECS is the analysis and discussion of decisions taken
by independent EU National Enforcers in respect of financial statements published by
issuers with securities traded on a regulated market and who prepare their financial
statements in accordance with IFRS. Decisions taken by Enforcers do not provide
generally acceptable interpretations of IFRS, which remains the role of the Interna-
tional Financial Reporting Standards Interpretations Committee. The publication of
the enforcement decisions, however, will inform market participants about which
accounting treatments EU National Enforcers may consider as complying with IFRS;
that is, whether the treatments are considered as being within the accepted range of
those permitted by the standards or IFRIC interpretations. Such publication, together
with the rationale behind these decisions, will contribute to a consistent application of
IFRS in the EU.
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ACTIVITY 3.2

Check ESMA'’s website on pronouncements with regard
to application of certain international standards and inter-
pretations (www.esma.europa.eu).

Activity feedback
On ESMA’s website you will find pronouncements with
regard to problems of application of a number of stand-

ards and interpretations. After deliberations, ESMA for-
mulates an opinion on application problems and bundles
these decisions into a report. If you review all the deci-
sions published so far, one notices that most decisions
had to be taken with regard to fair value measurements
of financial instruments and issues related to all kinds of
business combinations.

Member States have the option of extending the application of the Regulation to
unlisted companies and to legal entity, rather than consolidated financial statements.
A number of Member States in the EU have already extended this compulsory applica-
tion of IAS to financial institutions, group accounts of unlisted companies and even
individual accounts (e.g. Czech Republic, Estonia, Malta, Lithuania). In other Mem-
ber States companies are allowed to prepare their group accounts or individual
accounts according to IAS/IFRS on a voluntary basis. These statements then replace
the statements which would have been prepared according to national GAAP. Only a
tew Member States still prohibit companies from preparing their individual accounts
in compliance with IAS/IFRS (e.g. Austria, Belgium, France, Spain and Sweden). The
reason for this prohibition is that in those countries there is a strong link between
the accounting profit and the taxable profit (see also Chapter 2, ‘Link between account-
ing and taxation’).

The future of EU accounting regulation

The EU updated in 2003 the Fourth and Seventh Directives to make them more
receptive to the international standards. Major amendments include to:
e empower Member States to allow or require a cash flow statement

* bring the definition of parent and subsidiary fully into line with IAS 27 (see
Chapter 27)

e require the consolidation of all subsidiaries, even those with dissimilar activities

e achieve consistency between the formal requirements for the financial statements
and IAS requirements

e allow for likely IAS requirements on performance reporting

e allow the revaluation of intangible assets and any other class of assets

e allow the application of the fair value

e cxtend the disclosures about environmental and social aspects of a business

e modify the format and content of the audit report to reflect current best practice
and achieve harmonization.

The EU continuously works on the modernization and simplification of the Fourth
and Seventh Directives in which the EU consulted stakeholders several times through
the publication of consultation papers. In a Discussion Paper for the Stakeholders’
meeting on 12 June 2009, the European Commission stated that stakeholders support
that the Directives should continue to be based on a ‘minimum harmonization
approach’. Regarding the future role of the Directives, different views exist. On one
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side, some prefer that the Directives only constitute a high level legal framework and
general principles according to which Member States determine their own accounting
requirements in conformity with the principle of subsidiarity. On the other side, other
stakeholders believe that the Directives should continue to provide detailed account-
ing requirements for all European limited liability companies, tailored to the specific
needs of Europe. The revision of the Fourth and Seventh EU Directives currently in
progress (winter 2013) aims to limit the administrative burden for SMEs in the EU,
which is linked to the current reporting requirements driven by the Fourth and Sev-
enth EU Directives on financial reporting. In the light of the publication of IFRS for
SMEs, stakeholders suggest that the Directives should provide Member States with
the possibility to make use of IFRS for SMEs — at least to certain categories of compa-
nies. However the EU did not opt for that route. As a consequence, individual
Member States in the EU could choose whether they adapted their national GAAP for
SMEs in accordance with IFRS for SMEs, as long as the IFRSs were not in contradic-
tion with the EU Directives, or whether they developed national GAAP further in line
with the EU Directives. As a consequence of the non-adoption of IFRS for SMEs by
the EU, national differences in financial reporting for non-listed companies will still
persist for a long time within the EU.

After the discussion of harmonization efforts in the EU, we now focus on the
worldwide harmonization efforts of the IASB and its predecessor the IASC.

INTERNATIONAL ACCOUNTING STANDARDS

The IASC and the start of international harmonization

The IASC was created in 1973. Its creation was related to that of the International
Federation of Accountants (IFAC), which is the worldwide umbrella organization of
accountancy bodies. It is independent of government or pseudo-government control.
Its stated purpose is to develop and enhance a coordinated worldwide accountancy
profession with harmonized standards. All members of the IFAC were, under the old
IASC constitution, automatically members of the IASC.

IASC’s description of itself as an ‘independent private sector body’ is accurate and
revealing. It was, in essence, a private club with no formal authority. This is in contrast
to national regulatory or standard-setting bodies, which operate within a national ju-
risdiction and some form of legal and governmental framework that delineates, defines
and provides a level of authority. The IASC, however, operated throughout its exis-
tence in the knowledge that, in the last resort, it and its standards had no formal
authority. It therefore always had to rely on persuasion and the quality of its analysis
and argument. This can be seen to have had two major effects. First, the quality of
logic and discussion in its publications was generally high and its conclusions were — if
sometimes debatable — feasible and clearly articulated. Second, however, the conclu-
sions and recommendations of many of the earlier published IAS documents often
had to accommodate two or more alternative acceptable treatments, simply because
both or all were already being practised in countries that were members of IASC and
were too significant to be ignored.

The disadvantages of this state of affairs are obvious and were well recognized by the
IASC itself. Towards the end of the 1980s the IASC decided it would attempt a more
proactive approach and early in 1989 it published an exposure draft (E32) on the com-
parability of financial statements. This proposed the elimination of certain treatments
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permitted by particular IASs and the expression of a clear preference for one particular
treatment, even where two alternatives were still to be regarded as acceptable.

This ‘comparability project’ led to a large number of revised standards operative from
the mid-1990s, which did indeed considerably narrow the degree of optionality compared
with the earlier versions of the standards issued in the 1970s and 1980s. The comparabil-
ity project, therefore, can be said to have made the set of IAS more meaningful and
significant. Of course, it did nothing to increase the formal authority of the IASC.

Towards acceptance of IAS by 10SCO

In 1995, as the next stage in its development, IASC entered into an agreement with the
International Organization of Securities Commissions (IOSCO) to complete a ‘core
set” of IAS by 1999. With regard to the agreement, the IOSCO’s Technical Committee
stated that completion of ‘comprehensive core standards acceptable to the Technical
Committee’ would allow it to ‘recommend endorsement’ of those standards for ‘cross-
border capital raising in all global markets’. The significance of this agreement is great.
It would mean that one set of financial statements, properly prepared in accordance with
IAS GAAP, would automatically be acceptable for listing purposes without amendment
and without any reconciliation to national (i.e. local) GAAP on each and all of the
world’s important stock exchanges. This would save huge resources at the international
and multinational level, both for preparers and for users and analysts. The role of
national standard setters — except, arguably, for small and medium-sized entities — would
simply disappear, if enforcement were left to bodies other than the standard setter.

From the IAS viewpoint, successful implementation of this process would provide
the de facto authority that it needed. With regard to enforcement, however, the IASB
is still dependent on securities regulators and other bodies with the power to impose
de-listing and other sanctions and on a mechanism for bringing breaches of IASs to
the attention of such bodies.

In December 1998 the then IASC completed its ‘core standards’ programme with
the approval of IAS 39, Financial Instruments Recognition and Measurement. In late
1999, following the publication of the report Recommendations on Shaping IASC for
the Future of IASC’s Strategic Working Party, the board of IASC approved proposals
to make significant changes to IASC’s structure, in order to prepare it for an enhanced
role as a global accounting standard setter.

Following these proposals for changes, the year 2000 was a momentous one for IASC.
In May the proposed structural changes were approved by IASC’s membership. (The
results of these changes are outlined in the following section.) Also, in May the IOSCO
formally accepted the IASC’s ‘core standards’ as a basis for cross-border securities-listing
purposes worldwide (although for certain countries, notably the USA, reconciliations of
items such as earnings and stockholders’ equity to national GAAP would still be required
up until 2007). In June, the European Commission issued a Communication proposing
that all listed companies in the EU would be required to prepare their consolidated finan-
cial statements using IASs, a proposal that has since been adopted.

International Accounting Standards: From voluntary adoption
to compulsory adoption
Up until 2005, companies complied with IASs and IFRSs on a voluntary basis. From

2005 onwards, not only did EU listed groups have to comply with IFRS on a manda-
tory basis, also Australian listed groups were now subject to mandatory compliance
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with IFRS. New Zealand followed this Australian and EU example, and from 2007
onwards listed companies in New Zealand have to prepare their group accounts
according to IFRS.

Since then, worldwide use of IASs/IFRSs is increasing. Regulatory authorities in a
number of countries have decided to move towards compulsory application of IFRS for
listed groups. The following is a list of these decisions. We notice that IFRS adoption has
increased in Asia as well as in the Americas. Korea decided that from 2009 any company
could choose to apply IFRS, with the use of IFRS becoming mandatory for all listed
companies from 2011. China announced that its central-level state-owned enterprises
and large- to mid-scale companies would adopt China’s new accounting standards that
comply with IFRSs by the end of 2009. In Brazil banks had to comply with IFRSs from
2009 onwards and listed companies from 2010 onwards. Canada has implemented IFRS
in 2011. In 2008 Isracl, Malaysia and Mexico decided to adopt IFRS for listed groups.

Further, we are able to distinguish a number of countries in which the domestic
GAAP are identical to the IAS/IFRS. These countries are South Africa, Singapore,
the Philippines and the jurisdiction Hong Kong. There is always a period of time
which elapses between the issuance of a new international standard (IAS/IFRS) or
interpretation (SIC /IFRIC) and the moment it is translated into these national GAAD
rules. Auditors, when certifying these accounts, state that the financial statements are
in compliance with the national GAAP, although the national GAAP is similar to IAS.

Next we observe countries which stopped developing their own national GAAP
and have substituted their national GAAP with IASs. We find this situation in Bahrain,
the Emirates, Croatia, the Dominican Republic, Kenya, Haiti, Nepal and Venezuela.
In these countries, international accounting standards receive a national label.

One global set of accounting standards or worldwide use of IASs/IFRSs will only
be achieved if the American Securities and Exchange Commission (SEC) accepts inter-
national accounting standards for listing purposes for all firms listed on US stock
exchanges. Up until now IFRS is only accepted on US stock markets for foreign listed
firms only. In the next section we provide some insights on that process.

The process of acceptance of IAS/IFRS in the USA

The Securities and Exchange Commission approved in November 2007 that for ‘for-
eign private issuers’ (a corporation or other organization incorporated or organized
under the laws of any foreign country) financial statements prepared in accordance
‘with IFRS as issued by the IASB” would be accepted on American stock exchanges
without reconciliation to US GAAP. This new regulation applies to financial state-
ments covering years ended after 15 November 2007. Shortly after the decision to
allow foreign registrants to file annual accounts in compliance with IFRS for listing
in the US, the SEC announced that it would decide in 2011 whether it would also
allow US issuers to prepare financial statements in accordance with IFRS for listing on
US stock exchanges. The change in attitude of the SEC dates back to the turn of the
century. The collapse of Enron and subsequent further ‘scandals’ have shaken the com-
placency of American regulation to the core. At almost the same time as the Enron
collapse, a new chairman was appointed to the US Financial Accounting Standards
Board (FASB) — Robert Herz. Herz was one of the two half-time appointments to
the new IASB, was an active supporter of convergence between the USA and IAS,
and was of a more principles-based, than rules-based, approach for US standards, which
would obviously make such convergence easier. However the positive momentum
towards IFRS did not continue, the decision to be taken in 2011 was postponed.
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Finally on 13 July 2012 the staft of the SEC published a report on IFRS (SEC Final Staff
Report — Work plan for the consideration of incorporating IFRS into the financial
reporting system for US issuers). The SEC Staff Report was designed to inform the SEC
commissioners when they would come to decide whether, and if so, how, IFRS should
be applied in the US. It is understood that the next step in this process is the develop-
ment by the SEC Staff of a recommendation to commissioners on the possible
adoption of IFRS for US companies listing in the US. However, so far (winter 2013),
no timetable has been disclosed for completing this work.

Despite this evolution, the convergence process between the standards issued by the
IASB and the FASB still continues. This process of convergence between the IASB
and the FASB started in September 2002 when, after a joint meeting by the two bodies,
the ‘Norwalk Agreement’ was issued in which both parties acknowledged their commit-
ment to the development of high-quality, compatible accounting standards that could
be used for both domestic and cross-border financial reporting. On 27 February 2006,
a Memorandum of Understanding (MoU) between the FASB and the IASB was issued.
The title of the MoU was ‘A Roadmap for Convergence between IFRSs and US GAAP:
2006-2008’. The FASB and the IASB agreed on the following guidelines regarding
their approach to the convergence programme:

e Convergence of accounting standards can best be achieved through the develop-
ment of high-quality, common standards over time.

e Trying to eliminate differences between two standards that are in need of signifi-
cant improvement is not the best use of the FASB’s and the IASB’s resources —
instead, a new common standard should be developed that improves the financial
information reported to investors.

e Serving the needs of investors means that the boards should seek convergence by
replacing weaker standards with stronger standards.

The IASB and the FASB agreed on a convergence programme 2006-2008 after
discussions with the representatives of the European Commission and the American
Securities and Exchange Commission. The convergence process can in fact be divided into
two distinct groups of projects. On the one hand, there is the short-term convergence
project whereby a limited list of topics is on the agenda of both organizations to remove
the differences before 2008. In 2009, in the wake of the financial crisis, the Group of
20 Leaders (G20) called for standard setters to redouble their efforts to complete conver-
gence in global accounting standards by June 2011. Following this request, in November
2009 the IASB and the FASB published a progress report FASB and IASB Reaffirm
Commaitment to Memorandum of Understanding, describing an intensification of their
work programme, including the hosting of monthly joint board meetings and providing
quarterly updates on their progress on convergence projects. In their joint statement, they
explicitly underlined ‘we aim to complete each major project by the end of June 2011,
consistent with the milestones established by the 2008 update of the MoU”.

If we consult the update of the IASB on the convergence project with the FASB,
we learn that convergence has been reached on the following items (April 2013):
share-based payments, segment reporting, inventory accounting, non-monetary assets,
accounting changes, fair value option, borrowing costs, research and development,
non-controlling interests and joint ventures. On the other hand, there were projects
with a longer timeframe where practices were studied in order to find out how the
current standards could be improved. With regard to these longer-term projects,
the following projects have been completed: business combinations, derecognition,
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consolidated financial statements, fair value measurement post-employment benefits
and financial statement presentation — other comprehensive income. In Part Two and
Part Three of this book you will therefore witness the introduction of a substantial
number of new IFRSs released in the last years. Many of these new IFRSs result from
the discussions and the work under the convergence project. Projects not yet finished
under the convergence agreement are leasing, revenue recognition and financial
instruments. Under the convergence project the IASB and the FASB also try to come
to a joint conceptual framework of accounting (see Chapter 9 for more information
on the development of the conceptual framework).

ACTIVITY 3.3

Go to the website of the IASB (www.ifrs.org) and check the Memorandum of Understanding with the FASB and its

status of the convergence project of the IASB with the FASB. current status. List the items they are still working on at
the time when you consult the website. See if there is any

Activity feedback progress compared to the situation mentioned in this

On the website of the IASB under the heading standards ~ bOOK.
development, you will find the information on the

STRUCTURE OF THE IASB

In order to become a world leader in standard setting, it was necessary to change the
structure of the IASC at the turn of the century. This happened in 2001. We discuss
below the structure of the IASB and subsequently we pay attention to its due process
of standard setting. Like the Financial Accounting Standards Board (FASB) in 1972
and the UK Accounting Standards Board in 1990, which replaced the APB and the
ASC respectively, the IASB differs from its predecessor by having a two-tier structure,
based on an organ of governance not involved in standard setting (the trustees) and a
standard-setting board. The change to the two-tier structure was proposed in the Stra-
tegic Working Party’s November 1999 report, Recommendations on Shaping LASC for
the Future. This structure was articulated in the IASC Foundation Constitution on
24 May 2000. In the aftermath of the financial crisis, this structure was changed into
a three-tier structure. Next to the governance organ and the standard-setting board, a
monitoring board was introduced. According to Clause 3 of the Constitution (gover-
nance of the IASC Foundation, December 2010):

The governance of the IFRS Foundation shall primarily rest with the Trustees and
such other governing organs as may be appointed by the Trustees in
accordance with the provisions of this Constitution. A Monitoring Board shall
provide a formal link between the Trustees and public authorities. The Trustees
shall use their best endeavours to ensure that the requirements of this
Constitution are observed; however, they are empowered to make minor
variations [in the Constitution] in the interest of feasibility of operation if such
variations are agreed by 75 per cent of all the Trustees.

The Constitution has been adapted several times since 2000. The current structure
of the IASB can be found in Figure 3.1. The role of each of the organs listed in Figure 3.1
will now be discussed.
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Figure 3.1 The structure of the International Accounting Standard
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IFRS Foundation support operations

IFRS Foundation The IFRS Foundation is primarily responsible for the governance of
the international accounting standard setter and the organs of this standard setter by
appointing the members of these organs in accordance with the provisions of the Con-
stitution. The governance role of the IFRS Foundation includes establishing and
maintaining appropriate financing arrangements for the organization. The members
of the IFRS Foundation are called the Trustees and they appoint the members of the
IASB, IFRIC and the IFRS Advisory Council. The trustees review broad strategic
issues affecting financial reporting standards and they are required to review the Con-
stitution every five years. The IFRS Foundation shall comprise 22 Trustees. Trustees
are individuals, of whom six are from North America, six from Europe, six from the
Asia/Oceania region, one from Africa, one from South America and two from any
area, subject to establishing ‘overall geographical balance’. Paragraph 7 of the Consti-
tution stipulates that Trustees shall comprise individuals that as a group provide an
appropriate balance of professional backgrounds, including auditors, preparers, users,
academics and other officials serving the public interest. Two of the Trustees shall nor-
mally be senior partners of prominent international accounting firms. To achieve such a
balance, Trustees should be selected after consultation with national and international
organizations of auditors (including the International Federation of Accountants),
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preparers, users and academics. Trustees are appointed for a three-year term, with a pos-
sibility for renewal once.

In 2011 a substantial review of the future strategy was undertaken by the Trustees
in cooperation with the Monitoring Board. The Due Process Oversight Committee
(DPOC) was established. This Committee works on the enhancement of the transpar-
ency and oversight of the IASB’s standard-setting process. Of particular importance is
the emphasis on the post-implementation reviews when a new standard has been
issued or an existing standard changed to a large extent.

The International Accounting Standards Board (IASB) The task of standard setting lies with
the IASB. The IASB consists of 16 members. Up to three members may be part-time
members. The expression ‘part-time members’ means that the members concerned
commit most of their time in paid employment to the IASC foundation. With regard to
the composition of the IASB, the main qualifications for membership of the IASB are
professional competence and practical experience. The Trustees have to select a group
of people, consistently with the criteria specified in the annex of the constitution, who
represent the best available combination of technical expertise and diversity of interna-
tional business and market experience in order to contribute to the development of
high-quality global accounting standards. The constitution also foresees in geographical
diversity of these 16 members (four members from the Asia/Oceania region, four from
Europe, four from North America, one from Africa, one from South America, and two
appointed from any area, subject to maintaining overall geographical balance).

With regard to the composition of the Board, the Constitution now stipulates
(para. 27) that the Trustees shall select IASB members so that the IASB as a group
provides an appropriate mix of recent practical experience among auditors, preparers,
users and academics.

ACTIVITY 3.4

Go to the website of the IASB (www.ifrs.org) and look for the ability to analyze
IFRS Foundation Constitution. Check for the criteria for IASB
members in the Appendix to the Constitution. What are

these criteria?

communication skills

Jjudicious decision making

awareness of the financial reporting environment
Activity feedback

You will find that eight criteria are found to be of impor-
tance to become a member of the IASB.

ability to work in a collegial atmosphere
integrity, objectivity and discipline

© N O B h N

commitment to the IASC Foundation’s Mission and
1 demonstrate technical competency and Public Interest.
knowledge of financial accounting and reporting

Each member has one vote. On both technical and other matters, proxy voting
shall not be permitted, nor shall members of the IASB be entitled to appoint alternates
to attend meetings. The publication of an exposure draft on final IAS or final interpre-
tation of the Standing Interpretations Committee, requires approval by at least ten of
the 16 members of the IASB (by nine if there are fewer than 16 members). Other
decisions of the IASB, including the publication of a discussion paper, shall require a
simple majority of the members of the IASB present at a meeting that is attended by
at least 60 per cent of the members of the IASB, in person or by telecommunications.
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The Monitoring Board On 21 July 2008 the IASCF (the predecessor of the IFRS
Foundation) communicated an important change in the structure of the standard
setter in a document Review of the Constitution: Public Accountability and the Compo-
sition of the IASB — Proposals for Change: the creation of a new organ in the structure
of the international accounting standard setter, namely the Monitoring Board. The
role of the Monitoring Board is to provide a formal link between the Trustees and
public authorities. This relationship seeks to replicate, on an international Dbasis,
the link between accounting standard setters and those public authorities that have
generally overseen accounting standard setters.

The Monitoring Group will consist of public authorities outside the IFRS Founda-
tion’s organizational framework. The Monitoring Board shall comprise the responsible
member of the European Commission, the chair of the IOSCO Emerging Markets
Committee, the chair of the IOSCO Technical Committee, the commissioner of the
Japan Financial Services Agency, the chairman of the US Securities and Exchange
Commission, and, as an observer, chairman of the Basel Committee on Banking. The
Monitoring Group shall participate in the process for appointing the Trustees and
approve the appointment of the Trustees. The Trustees report to the Monitoring Group
regularly to enable it to address whether and how the Trustees are fulfilling their role as
set out in the Constitution.

The International Financial Reporting Standards Interpretations Committee Next to the
Trustees and to the Board, the structure of the international accounting standard setter
includes an Interpretations Committee named the International Financial Reporting
Standards Interpretations Committee. Since 1997, a committee which issues interpreta-
tions to the IASs exists. At that time the name of the committee was the Standards
Interpretations Committee (SIC); the SIC’s name was changed to the International
Financial Reporting Interpretations Committee (IFRIC) in 2001 with the change in
structure of the IASB. Recently the name changed again to the International Financial
Reporting Standards Interpretations Committee. The Committee consists of 14 mem-
bers, who are appointed by the Trustees. The Trustees have the task of selecting members
of the Committee so that it comprises a group of people representing, within that group,
the best available combination of technical expertise and diversity of international business
and market experience in the practical application of IFRSs and analysis of financial state-
ments prepared in accordance with IFRSs. The task of this Committee, according to the
Constitution, is to interpret the application of IASs and IFRSs and to provide timely guid-
ance on financial reporting issues not specifically addressed in IASs and IFRSs, in the
context of the IASB framework, and to undertake other tasks at the request of the IASB.
In carrying out this work, IFRIC needs to work together with national standard setters to
bring about convergence and to reach high-quality solutions.

The International Financial Reporting Standards Advisory Council This Council (formerly
named the Standards Advisory Council) with 30 or more members, provides a forum
for participation by organizations and individuals with an interest in international fi-
nancial reporting and having diverse geographic and functional backgrounds. The
IFRS Advisory Council gives advice to the Board on agenda decisions and priorities
and informs the Board of the view of members of the Council on major standard-
setting projects. The Council shall be consulted by the IASB in advance of IASB
decisions on major projects, and by the Trustees in advance of any proposed changes
in the Constitution. The Chairman of the Council is appointed by the Trustees and
shall not be a member of the IASB or its staft.
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The objectives of the IASB
When the TASC was established in the 1970s its mission statement was:

e to formulate and publish in the public interest accounting standards to be
observed in the presentation of financial statements and to promote their world-
wide acceptance and observance; and

e to work generally for the improvement and harmonization of regulations,
accounting standards and procedures relating to the presentation of financial
statements.

In this mission statement the emphasis lies on the harmonization of financial
reporting and promoting worldwide acceptance of these standards. In order to gain
this worldwide acceptance, the IASC allowed many options in the standards it promul-
gated in the early years.

Together with the reorganization of the IASC, in 2001 its mission was reformu-
lated. In the Constitution of the International Accounting Standards Committee
Foundation the mission statement includes the following objectives:

The objectives of the IASC Foundation are:

(a) to develop, in the public interest, a single set of high quality, understandable and
enforceable global standards that require high quality, transparent and comparable
information in financial statements and other financial reporting to help partici-
pants in the world’s capital markets and other users make economic decisions

(b) to promote the use and rigorous application of those standards

(c) in fulfilling the objectives associated with (a) and (b), to take account of; as
appropriate, the needs of a range of sizes and types of entities in diverse economic
settings

(d) to promote and facilitate the adoption of International Financial Reporting Stand-
ards (IFRSs), being the standards and interpretations issued by the IASB, through
the convergence of national accounting standards and IFRSs.

We do observe an evolution in the objectives of the IASC; the focus lies now on
developing one single set of high-quality and enforceable standards. The role of the
IASB has evolved towards the role of a global standard setter. This implies, however,
that the IASB will issue standards that have to be applied in a variety of different legal
and cultural contexts. This will require the use of IFRS by companies that vary consid-
erably in size, ownership structure, capital structure, political jurisdiction and financial
reporting sophistication (Schipper, 2005). Financial reports must be comprehensible
across countries, across jurisdictions and across cultures. This universality of IAS appli-
cation is increasingly being questioned, especially as the direction of USA and EU
influence is likely to push IASs further towards a large enterprise multinational focus.
The relevance of this focus to SMEs or to developing economies is debatable. The
latter has come to the attention of the IASB which has issued IFRS for SMEs.
Recently the IASB formed an Emerging Economies Group consisting of members
from: Argentina, Brazil, China, India, Indonesia, Korea, Malaysia, Mexico, Russia,
Saudi Arabia, South Africa and Turkey.

It is important to emphasize that the IASB has no authority with regard to the
enforcement of its standards in the different jurisdictions. The enforcement of the IAS
or IFRS is still a national matter. There is a real need, again strongly expressed from
the USA, for visible enforcement and adequately uniform application of international
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standards. The people applying those standards come from many different countries
with many different native languages. Their attitudes are inevitably influenced by all
the historical and cultural baggage inherent in our discussion in Chapter 2. In this
respect, academic research plays a major role by providing evidence that differences in
enforcement quality across the different jurisdictions impede the global objective of
comparable high-quality financial information (see Chapter 2).

The IASB’s due process of standard setting

In order to achieve its objectives, it was necessary for the IASB to develop accounting
standards along a transparent process in which the different constituent parties could
have their voices heard. This transparency and accountability was highly criticized dur-
ing the financial crisis in 2008 and 2009. The IASB communicated several times in the
wake of the financial crisis that ‘they aim to provide a high degree of accountability
through appropriate due process, including wide engagement with stakeholders, and
oversight conducted in the public interest’ (IASB and FASB — joint statement — 9
November 2009). The standards promulgated by the IASB are developed through a
formal due process in which opportunities for broad international consultation —
which involves accountants, financial analysts and other users of financial statements,
the business community, stock exchanges, regulatory and legal authorities, academics
and other interested individuals — are foreseen.

The IASB’s due process of standard setting involves six stages (see the IASB’s Due
Process Handbook — February 2012) which we will briefly enumerate here.

ACTIVITY 3.5

While you are reading the different stages of the standard-
setting process, it is interesting to look at the website
of the IASB (www.ifrs.org) and consult its timetable of
projects.

Activity feedback

You will find a timetable of the IASB’s agenda for the future.
This agenda lists the standards, the exposure drafts of
standards, the discussion documents and the research
projects the IASB is working on in the coming years. A pro-
jected timetable of the IASB workplan is posted on the

website. A distinction is drawn in their active agenda
between new standards, major projects, amendments to
standards, the conceptual framework and research proj-
ects. Except for the text of a standard which is going to be
approved, you will find the texts of all the other documents
(exposure drafts, discussion papers, research reports) on
the IASB website. Besides the texts of these documents
you are able to consult the comment letters sent by the
constituent parties in relation to exposure drafts and dis-
cussion documents. Looking at the website helps you
better understand the process described below.

Stage 1: Setting the agenda The IASB will set the agenda for the future by taking into
account the users’ needs in relation to high-quality accounting standards. The IASB
will evaluate the merits of adding a potential item to its agenda mainly by reference to
the needs of investors. According to the IASB, their needs will also meet most needs
of other users such as employees, lenders, suppliers and other trade creditors, custom-
ers, government and their agencies and the public. Whether the latter is true is an issue
of debate, certainly in Europe.

When deciding whether a proposed agenda item will address users” needs, the IASB
considers:

(a) the relevance to users of the information and the reliability of information that
could be provided
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(b) existing guidance available
(c) the possibility of increasing convergence
(d) the quality of the standard to be developed

(e) resource constraints.

When the IASB considers potential agenda items, it may decide that some issues
require additional research before it can take a decision on whether to add the item to
its active agenda. Such issues may be addressed as research projects on the IASB’s
research agenda. A research project may be undertaken by the IASB or by another
standard setter. The TASB discusses potential agenda items with the IFRS Advisory
Council, IFRIC, other standard setters and other interested parties.

Stage 2: Project planning When adding an item to its active agenda, the IASB also
decides whether to conduct the project alone, or jointly with another standard setter.
The due process of standard setting is similar under both approaches. After consider-
ing the nature of the issues and the level of interest among constituents, the IASB may
establish a working group at this stage.

Stage 3: Development and publication of a discussion paper Although a discussion paper
is not a mandatory step in its due process, the IASB normally publishes a discussion
paper as its first publication on any major new topic as a vehicle to explain the issue
and solicit early comment from constituents. If the IASB decides to omit this step, it
will state its reasons.

Typically, a discussion paper includes a comprehensive overview of the issue, possible
approaches in addressing the issue, the preliminary views of its authors or the IASB, and
an invitation to comment. This approach may difter if another accounting standard set-
ter develops the research paper. The IASB normally allows a period of 120 days for
comment on a discussion paper, but may allow a longer period on major projects (which
are those projects involving pervasive or difficult conceptual or practical issues).

Stage 4: Development and publication of an exposure draft Publication of an exposure
draft is a mandatory step in due process. Irrespective of whether the IASB has pub-
lished a discussion paper, an exposure draft is the IASB’s main vehicle for consulting
the public. Unlike a discussion paper, an exposure draft sets out a specific proposal in
the form of a proposed standard (or amendment to an existing standard). The devel-
opment of an exposure draft begins with the IASB considering issues on the basis of
staft research and recommendations, as well as comments received on any discussion
paper, and suggestions made by the IFRS Advisory Council, working groups and
accounting standard setters and arising from public education sessions.

An exposure draft contains an invitation to comment on a draft standard, or
amendment to a standard, that proposes requirements on recognition, measurement
and disclosures. The draft may also include mandatory application guidance and
implementation guidance, and will be accompanied by a basis for conclusions on the
proposals and the alternative views of dissenting IASB members (if any). The IASB
normally allows a period of 120 days for comment on an exposure draft. However, this
period can be extended if the standard deals with a major issue or the period can be
shortened to 30 days if there is already broad consensus on the topic.

Stage 5: Development and publication of an IFRS The development of an IFRS is carried
out during IASB meetings, when the IASB considers the comments received on the
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exposure draft. Changes from the exposure draft are posted on the website. After
resolving issues arising from the exposure draft, the IASB considers whether it should
expose its revised proposals for public comment, for example by publishing a second
exposure draft.

When the IASB is satisfied that it has reached a conclusion on the issues arising from
the exposure draft, it instructs the staft to draft the IFRS. A pre-ballot draft is usually
subject to external review, normally by the IFRIC. Shortly before the IASB ballots the
standard, a near-final draft is posted on its limited access website for paying subscribers.
Finally, after the due process is completed, all outstanding issues are resolved and the
TIASB members have balloted in favour of publication, the IFRS is issued.

Stage 6: Procedures after an IFRS is issued After an IFRS is issued, the staff and the IASB
members hold regular meetings with interested parties, including other standard-
setting bodies, to help understand unanticipated issues related to the practical
implementation and potential impact of its proposals. For each new IFRS or major
amendment of existing IFRSs, a post-implementation review (PIR) is carried out. The
first major post-implementation review that the IASB undertakes is the PIR of IFRS 8
‘Operating Segments’.

The aim of this elaborate due process of standard setting is that all constituent parties
from the different regions of the world do participate in this process. Whether or not this
goal is achieved is not that easy to observe. Constituent parties often meet with mem-
bers of the IASB or its staff to discuss items. No tracks are left of this kind of lobbying
activity. Lobbying activities which are traceable are the comment letters sent by constit-
uent parties in response to discussion documents and exposure drafts of standards.

Figure 3.2 presents a graphical overview of the IASB’s due process of standard
setting.

During the financial crisis, the due process of the IASB was not always respected.
Political pressure from governments forced the IASB to bypass its own due process when
making amendments to standards in relation to financial instruments. Due to the sharp
drop in the stock markets in the late summer and autumn of 2008, a number of financial
institutions in Europe, which had large amounts of debt securities classified as ‘trading’,
wanted to avoid having to report huge losses on their holdings in their quarterly figures
at the end of September 2008. The financial sector, supported by the French Govern-
ment, asked the European Commission to pressure the IASB to approve an amendment
of TAS 39 which would allow those financial institutions to reclassify their holdings as
‘held to maturity’ back-dated. If the IASB would issue this amendment, the financial
institutions would not have to report huge losses for their third quarter of 2008.
At the beginning of October 2008, the European Commission threatened the IASB that
the IFRS would no longer be the accounting standards to comply with by listed compa-
nies in EU markets, unless the IASB would approve the amendment of IAS 39 the
Commission asked for. The IASB asked permission to the IASC Foundation Trustees to
override its own due process. By mid-October 2008 the IASB approved an amendment
to IAS39 to enable the re-classification, with the backdating to 1 July 2008.

In order to avoid this breach of the due process in the future, an accelerated due
process — to be applied only in exceptional circumstances — is now elaborated. Since
receiving input from a diverse range of constituents from diverse professional back-
grounds and geographical backgrounds is important for the deliberative process of the
IASB, the standard setter now employs much more mechanisms besides the traditional
comment letters to be informed on the view of its constituents. On a regular basis,
public hearings, field tests and field visits are carried out.
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Figure 3.2 The IASB’s due process of standard setting
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After a long due process, starting in 2003, which included all possible steps of the due
process (e.g. discussion papers, round tables, extensive field testing), the IASB pub-
lished in 2009 IERS for SMEs. These IFRS for SMEs are separate from the numbered
IASs or IFRSs, which are now called “full” IFRS. The IFRSs for SMEs are simplified
IFRS, but built on an IFRS foundation. These IFRSs are aimed at non-publicly
accountable entities that must produce general purpose financial statements. Since the
large majority of companies worldwide are private, there is a large market for these new-
track standards promulgated by the IASB. If we consult the website of the IASB, it
seems that ‘emerging’ countries show a great deal of interest in these IFRSs for SMEs
and are planning to adopt them (e.g. Cambodia, Ethiopia). These IFRSs for SMEs allow
the TASB to fulfil its third objective, namely to take account of the special needs of SMEs
and emerging countries. At the Trustees meeting in January 2010, an SME Implementa-
tion Group (SMEIG) was set up. The SMEIG has a dual role. First, it needs to consider
implementation questions raised by users of IFRS for SMEs. Second, it needs to



consider and make recommendations to the IASB on amendments for IFRS for SMEs.
The TASB remains the standard-setting body for both groups of standards, namely the
‘full’ TFRS and the IFRS for SMEs. IFRS for SMEs are stand-alone standards; the only
‘fallback’ option to full IFRS is the option to use IAS 39 instead of the financial instru-
ments section of IFRS for SMEs. In fact, IFRS for SMEs are simplifications from full
IFRS and they contain only 230 pages, whereas full IFRS take up 2855 pages.

The simplification is achieved in many ways:

1 By the omission of topics not relevant for SMEs (e.g. segment reporting, interim
reporting, earnings per share, insurance, assets held for sale).

2 When IFRS have options, only the simpler option is retained and the more com-
plex options are omitted (e.g. financial instruments options including: available
for sale, held to maturity, fair value option; proportionate consolidation; revalua-
tion of property, plant and equipment; revaluation of intangibles; free choice on
investment property; various options for government grants).

3 Recognition and measurement principles simplified (e.g. goodwill impairment —
indicator approach, expense all R&D, cost method for associates and joint
ventures, financial instruments: two classifications instead of four; expense all
borrowing costs, defined benefit plans: no corridor or deferrals).

4 The number of disclosures is reduced. Whereas full IFRS has more than 3000
items in the disclosure checklist, IFRS for SME has about 300 disclosures. Disclo-
sures that are kept in IFRS for SMEs are disclosures about short-term cash flow,
liquidity, solvency, measurement uncertainties and accounting policy choices.

The IASB is currently reviewing IFRS for SMEs. This comprehensive review is
undertaken by the SME Implementation Group (SMEIG). They plan to have the revi-
sions finished by 2015.

Listed companies in more than 100 countries in the world prepare their financial
accounts in compliance with IFRS. Whether IFRSs will truly become ‘the’ global
accounting standards will depend on the attitude of the SEC and other US stakehold-
ers involved. However, for their decision no timeline has even been proposed yet. The
future agenda of the IASB will still be dominated by a number of convergence projects
with the FASB but also by projects on financial instruments in the wake of the financial
crisis (see Chapter 18 on accounting for financial instruments). Besides the conver-
gence project with the FASB, the IASB also embarked on a convergence project with
the Japanese standard setter. Along with these large projects on convergence, the
TASB also started a review of its conceptual framework.

ACTIVITY 3.6

By means of the IASB website (www.ifrs.org), websites of Activity feedback

THE FUTURE?

regulatory and professional accounting organizations in Up to you, of course. Think about the political dimension

your own country and any other convenient sources, as well as about the pure accounting issues.

update this chapter for yourself. The chapter was written
in January 2013.
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SUMMARY

This chapter has provided a background of history and understanding
behind current international accounting developments with an emphasis on
the increasing importance of the IASB. Thirty years ago the EU started with
the harmonization of financial reporting. The EU changed its accounting
strategy in the mid-1990s and started to back the efforts of the IASC, and
later on the IASB. The new accounting strategy of the EU, the acceptance
by IOSCO of IASs for listing purposes and the change in the structure of the
international standard setter in 2001 paved the way for the IASB to become %
a global standard setter. It seems that the final steps towards this status will
be taken in the very near future.

Suggested answers to exercises marked v* are to be found on our dedicated CourseMate platform
for students.

Suggested answers to the remaining exercises are to be found on the Instructor online support

resources.

v

The European Commission has handed over accounting regulation in Europe to the IASB.
Discuss.

Global accounting ignores the needs of developing economies. Discuss.

Enumerate which of the steps of the due process of standard setting are necessary in issuing
standard.

The International Financial Reporting Standards Foundation oversees a number of other
international committees, two of which are the IFRS Advisory Council and the International
Financial Reporting Interpretations Committee (IFRIC).

Explain the role of the IFRS Advisory Council and IFRIC in assisting with developing and imple-
menting International Financial Reporting Standards.

(CIMA P7 — November 2008)

Explain the role of the Monitoring Board in the governance structure of the International
Accounting Standard Setter.



ECONOMIC VALUATION
CONCEPTS

OBJECTIVES After studying this chapter you should be able to:

provide an overview and context of the asset valuation debate
explain definitions and interrelationships of income, capital and value

describe the variety of alternatives that need to be explored within the
parameters of the valuation debate

outline the concepts of income developed by Fisher (1930) and Hicks
(19406)

contrast ex ante and ex post economic income

outline the scope of economic thinking in this area.

INTRODUCTION

This chapter is the first of a series that explores the whole area of asset valuation and
income measurement. A number of separated research traditions have grown up, some
over several centuries, often associated with particular individuals. There is a tendency
in the English-speaking world to think that most of the important ideas involved were

invented by Anglo-Saxons, but this is far from the truth.
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Nevertheless, since, as we have shown in Chapter 2, IASB capital market-driven
accounting has largely developed from Anglo-Saxon thinking (very broadly defined),
it is suitable to present the analysis in something of what in the old nationalistic days
would have been regarded as an Anglo-Saxon context. We briefly relate the ideas to a
number of other research traditions at the end of Chapter 7. It is also important to
realize that the principles underlying much of this theoretical debate are directly
applicable to regulatory issues and debates considered in Parts Two and Three.

More pertinently, it is important to accept that we are here concerned with theoretical
analysis, i.e. with what could be done, and what appear to be the advantages and
disadvantages of doing it. Practical traditions are, again, outlined at the end of Chapter 7.

THE BASIC EQUATION

We have already established that a well-behaved balance sheet does not balance just
because accountants are good at adding up. It balances because it is defined in such a
way that it must balance. Following from the business entity convention, capital is the
balancing figure. Capital is the liability of the business entity to the ownership entity.
The business owns a collection of assets, and owes a collection of borrowings to lend-
ers and unpaid suppliers of goods and services. Deducting these borrowings from the
assets enables us to say that the business owns a collection of net assets. So the owners
own the business and the business owns the net assets. Therefore the owners’ invest-
ment in the business —i.c. the capital — must equal the net assets.

That much is couched in static terms. But we can easily modify the wording to
allow for profit or income. To avoid possible confusion, we will for the moment use
profit and income as, in the accounting context, completely synonymous terms. Profit
(income) means the positive difference between revenues and expenses for a given pe-
riod. If a business makes a profit then money or money’s worth received or to be
received increases by more than money or money’s worth consumed. This is a compli-
cated way of saying that its net assets go up by the amount of the profit. But in logic
and in bookkeeping profit represents an increase in capital. Profit is attributable to
owners, is owned by owners and is therefore owed by the business to the owners.

So the amount of profit equals the amount of the increase in the net assets, which,
in turn, equals the amount of the increase in the capital. In practice, drawings or divi-
dends are likely to occur. These obviously represent a withdrawal of money or
money’s worth and therefore a reduction in net assets. They also mean that the busi-
ness has paid the owners some of what is owed to them. There is therefore a reduction
in what remains owing to them, i.e. a reduction in capital. If drawings in a period equal
profits for the period, then capital (and net assets) is maintained at its original level. If
profit exceeds drawings in a period, capital (and net assets) increases.

This can usefully be summarized schematically. Let W) be the opening wealth (net
assets of the business) and W, be the closing net assets. Let P be the profit for the
period and D be the (net) drawings. Then:

W, +P-D=W,

Or in more purely accounting terms: Opening capital plus profit minus drawings
equals closing capital.

It is obvious that the W} + P — D = W, equation fits our traditional accounting
model. But it is in no way restricted to that model. It is expressed in the most general
of terms. It can be reduced to:
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What you had
-+ What you’ve added to it
— What you’ve removed from it
= What you’ve got

This is a truism, mere tautology. The unit of measurement could be absolutely any-
thing. But in accounting we take a particular view. First, we measure the elements in
money terms. Second, we traditionally measure the sums of money in a particular way,
following the concepts we considered in Chapter 1. We record assets using the histori-
cal cost convention and we recognize revenue and net asset increases following the
realization and accrual conventions. We are so used to this procedure that we tend to
do it automatically, without considering the alternatives. We tend to accept normal
practice out of sheer habit. Such acceptance will not do.

INCOME AND CAPITAL

A useful starting point is the work of the economist Irving Fisher (1930). He defines
capital thus: ‘Capital is a stock of wealth at an instant in time’. In contrast to this, we
can say that: Income is a flow of benefits or services arising through time. This is quite
consistent with our earlier tautological equation. What you had (capital, stock) plus
additions (income, flow) less withdrawals equals what you have got.

Capital is a stock of wealth that generates income. Income is the enjoyment from the
use of capital. These seem like circular, and therefore inadequate, definitions. The way
around this difficulty is to distinguish between capital on the one hand, and the value of
capital on the other. Capital is a stock of assets capable of generating future services.
The value of capital is dependent on the value of those future services. For example, a
field is a stock of wealth, a field is capital. The value of the field, the value of the capital,
is dependent on the (net) value of crops to be grown on the field, i.e. on the income.

All this makes income and the value of capital sound like forward-looking concepts.
Perhaps they are!

ACTIVITY g1

Go to a library and look up the words ‘income’ (or ‘profit’)
and ‘capital’ in: (a) a number of accounting texts, (b) a
number of economics texts, (c) general dictionaries and
encyclopaedias. Record book titles under these three
subheadings and summarize the definitions given.
Record book titles that fail to include definitions of
either concept (you may wish to avoid these in the
future). Does a clear consensus and a clear understand-
ing emerge?

WEALTH AND VALUE

Activity feedback
You may have more luck than we did, but likely
conclusions are:

1 The terms have a wide variety of different
meanings.
2 Clear definition is extremely difficult.

3 Many accounting texts evade the difficulties by
talking in purely bookkeeping terms.

It should be clear by now that we can talk about evaluating the assets of an entity, we
can talk about evaluating the wealth of an entity and we can talk about evaluating the
capital of an entity. Each of these descriptions amounts to exactly the same thing.
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It amounts to an evaluation of what the entity ‘has got’. Whichever way we look at
this problem, whichever word we wish to use, the key point is the obvious need for
evaluation. We noticed earlier that any measuring unit will do. But there must be a
measuring unit — certainly a generally understandable one and preferably one generally
accepted as a means of exchange (i.e. acceptable as ‘money’). You are already familiar

with the ways in which accountants usually evaluate different assets in a balance sheet.

You are familiar, at least intuitively, with the ideas of ‘A is better off than B’ or ‘this
car is worth more than that one’ variety. Try the next activity — it may be both more
fun and more productive if you try it in a group, but, if this is not possible, think it

over for half'an hour while doing something else and then summarize your ideas.

ACTIVITY 4.2

We have an asset, for example a briefcase, and we wish
to evaluate it, to attach a monetary value to it. List and
describe all the possible ways of doing this you can think
of. lllustrate each possible way by making up some sim-
ple figures. Which is the best method?

Activity feedback

One of the purposes of this activity is simply the realiza-
tion that there is a very large number of possible
answers. Here are some possibilities:

1 We could take as our basic figure the amount of
money we originally paid for the briefcase:

(a)
(b)

We could simply use this base figure as being
our ‘value’.

We could reduce it according to the life of the
item. Thus, if the briefcase cost €10, is
expected to last for ten years and is now eight
years old, we could retain the figure of €10 as
giving the ‘value’, but it arguably makes more
sense to say that since the briefcase is eight-
tenths ‘used up’, then eight-tenths of the €10
has been ‘used up’ and therefore the
remaining ‘value’is €2.

2 We could take as our basic figure the amount of
money we would now have to pay to buy the
briefcase. Again there are several specific
possibilities arising from this basis:

(a)
(b)

(c]

We could take the cost, today, of buying a
new briefcase.

We could take the cost, today, of buying a
second-hand briefcase in this particular
condition.

We could take the cost, today, of buying a
new briefcase and reduce it according to the
life of our briefcase. Thus, if a new briefcase

costs €20, the second-hand cost of an old one
is €3 and other information is as before, the
alternative figures under this basis would be
(a) €20; (b) €3; (c) eight-tenths of €20, i.e. €4.

A variant of this basis is not to consider the cost of
replacing the asset, but rather to consider the cost
of replacing its function. Thus, in our example, we
would consider the cost of enabling me to carry my
bits and pieces if my briefcase were lost, rather
than the cost of replacing my briefcase. In
situations of rapid technology change, this variant
may be the only practical possibility, as the original
assets are no longer available.

We could take as our basic figure the amount of
money we would get if we sold the briefcase in its
existing condition — say, €1. This should be the
net figure after deducting any selling expenses.

We could take as our basic figure an evaluation of
the future usefulness to us of the briefcase if we
keep it and use it. We might say that the value of
the use we shall get from the briefcase in the two
final years of its life is €3 and €2, respectively.
This does not mean that our basic figure would be
3+ 2= €5. The question is not: What is the sum
of the valuations of the usefulness in each year
over the remaining life of the briefcase? But it is
rather: What is the value today of the receipts of
usefulness expected in the future? Thus, in our
example, we need to find the value today of
receiving a benefit of €3 in one year’s time and a
further €2 in two year’s time. (Strictly, this
assumes that the whole of a year’s benefit or
usefulness occurs on the last day of the year.)

The essence of this problem can be considered as

follows. Suppose | owe you €80. If | say, ‘Would you pre-
fer €80 now or €90 in one year?’, you would probably

(Continued)
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ACTIVITY 4.2 (Continued)

say you would take €80 now. If | were to say, ‘Would you
prefer €80 now or €150 in one year?’, however, you
would probably prefer the €150 in one year.

There will be some point between €80 and €150 at
which you are completely indifferent as between the €80
and the higher figure in one year. If that point occurs at
€100 (i.e. you are completely indifferent between €80
now and €100 in one year), then the rate of discount is:

25% (25% x 80 = 20; 100 — 20 = 80). This enables us to
say that €100 expense in one year is the equivalent of
€80 expense today and, equally, that €100 benefit in
one year is only ‘worth’ €80 benefit today.

Suppose a project involves expenses of €100 pa for
three years, and then benefits of €200 for a further two
years. At a 25 per cent discount rate, the present ‘value’
of this project is found as follows:

End year 1-100 x 80% = —80
2—100 x 80% = 80 x 80% = —64
3—100 x 80% = 80 x 80% = 64 x 80% = —51
44-200 x 80% = 160 x 80% = 128 x 80% =
102 x 80% = +80
54200 x 80% = 160 x 80% = 128 x 80% =
102 x 80% =
80 x 80% = +64
< =5

Therefore, the project, involving net cash inflow of €100
(2 x 200)- (3 x 100), has a net present ‘value’ (discounted
value) of —51 and is not worth pursuing (unless all available
alternatives give even greater negative present values).

The problem, of course, is finding the rate of discount,
which is influenced by alternative uses of the resource
(e.g. interest on money) and by future expectations, which
are of necessity subjective. Even if a discount rate as of
now can be found, the implied assumption used here, that
the rate remains constant, is almost certainly false.

If we take the same 25 per cent discount factor as in
the example, then €3 in one year will be evaluated at
80 per cent of €3 today, i.e. €2.40, and €2 in two years
will be evaluated at 80 per cent of 80 per cent of €2,
i.e. €1.28. Thus, the value today of the future usefulness
to us of the briefcase would, under these assumptions,
be €2.40 + €1.28 = €3.68.

We can label these four evaluation approaches:

historical cost
replacement cost
net realizable value

D WON -

net present value or economic value.

You may, of course, have thought of other ideas or
other combinations. Our suggestions are restricted in at
least two ways. First, we have thought purely in monetary
terms. Second, we have assumed that money is a per-
fectly acceptable measuring unit — that we know exactly
what one euro means. Both these assumptions require
critical consideration.

ACTIVITY 4.3

Analyze and summarize the thought process that made
you decide this book was worth buying.

Activity feedback

These suggestions make the assumption, not necessarily
valid, that you did actually buy it. Whatever the price you
paid, we can logically deduce that you considered having
the book was worth more to you than having the money.
But you do not want the book in order to have the book.
You bought the book in order to read it, to learn from it, to
enjoy and savour its every word. This cannot be precisely

evaluated. Equally, if you had not bought the book it would
not be because you wanted to have the money. It would be
because you wanted to spend the money on something else
even more advantageous than ownership of your own copy.
This also would not mean that you had evaluated the bene-
fits of this alternative with any precision. There is no need to
evaluate the benefits of these alternative courses of action,
merely to rank them. So in order to take this significant invest-
ment decision it is not obvious that we can necessarily
restrict our thinking to the financially quantifiable. This idea is
further explored in Chapter 11.
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ACTIVITY 4.4

Obtain a pencil, a measuring rule and an elastic band.
Now attempt to measure the length of the pencil: (a) with
the rule; and (b) with the elastic band.

Activity feedback

Quite! Stupid, isn’t it? A centimetre is a precisely defined
concept. But the idea of measuring a length with an elas-
tic band is nonsensical because, of course, we do not
know how far we have stretched it — it is continually
changing by unknown amounts.

But a euro is as elastic a concept as an elastic band!
In relative terms, for example in relation to the US dollar,
the euro keeps changing, as published exchange rates
tell us. Even more importantly, the euro keeps changing
in absolute terms — indeed, is undefinable in absolute
terms — as published inflation rates confirm. The value of
a euro is neither clearly defined nor constant. Yet
accountants use it as if it were both. This is another
idea requiring detailed analysis and we return to it in
Chapter 7.

AN ARRAY OF VALUE CONCEPTS

A fuller explanation of some possible value concepts is given in a book that every
accounting student should read — Edwards and Bell (1961). We are asked to consider
a semi-finished asset, i.c. part-way through the production process, to enumerate the
various dimensions through which we can describe this asset and thus to calculate and
define all possible permutations arising from this multidimensional consideration.
Three dimensions are suggested:

1 the form (and place) of the thing being valued
2 the date of the price used in valuation

3 the market from which the price is obtained.

The form can be of three types. First, the asset could be described and valued in its
present form, for example a frame for a chair. Second, it could be described and valued
in terms of the list of inputs — wood, labour and so on; its initial form. Third, it could
be described and valued as the expected output, less the additional inputs necessary to
reach that stage — a chair less a padded seat, for example; its ultimate form.

The date of the price used in valuation when applied to any of these three
forms gives rise to three possibilities — past, current and future. We can talk about
past costs, current costs or future costs of the initial inputs. We can talk about past
costs of the present form (i.e. what we could have bought it for in the past as
bought-in work in progress), about current costs of the present form, or about
future costs of the present form. Finally, the prices assigned to the asset in its ulti-
mate form (and to the inputs which must be deducted) could also bear past, current
or future dates.

This now yields nine possible alternatives for our asset. But we have still to consider
the third dimension — the market from which the price is obtained. Two basic types of
market need to be distinguished: the market in which the firm could buy the asset in
its specified form at the specified time, giving entry prices; and the market in which
the firm could sell the asset in its specified form at the specified time, giving exit prices.
Adding this third dimension with its two possibilities leads to a total of 18 possible
alternatives for the asset. Edwards and Bell (1961) summarize this in Table 4.1.



TABLE 4.1

AN ARRAY OF VALUE CONCEPTS

An array of value concepts

Form and place of asset

Value date, market

Past, entry
Past, exit
Current, entry
Current, exit
Future, entry
Future, exit

Initial inputs

Historical costs

Discarded alternatives
Current costs

Irrelevant

Possible replacement costs
Irrelevant

Present form

Discarded alternatives
Discarded alternatives

Present costs
Opportunity costs

Possible replacement costs
Possible selling values

Ultimate form

[rrelevant
[rrelevant
[rrelevant
Current values
[rrelevant
Expected values

ACTIVITY 4.5

Articulate and explain the meaning of each of the 18
alternatives shown in Table 4.1.

Activity feedback
Your words will undoubtedly be different from ours, but
your ideas should be somewhat on the following lines.

Initial inputs
Past, entry
Past, exit
Current, entry
Current, exit
Future, entry
Future, exit

Present form
Past, entry

Past, exit

Current, entry

original costs of raw inputs

past selling prices of those raw inputs
in their raw form

cost of those raw inputs today

today’s potential selling price of those
raw inputs, if still in their original
form (which they are not)

expected future costs of those same
raw inputs in their original form

the expected future selling price of
those raw inputs, if still in their
original form (which they are not)

the past cost at which the product
could have been purchased in its
present partially completed form
(it was not)

past selling prices at which the product
could have been sold in its present
partially completed form (but it was
not)

the cost at the present time of buying
the asset in its present partially
completed form

Current, exit

Future, entry

Future, exit

Ultimate form
Past, entry

Past, exit

Current, entry

Current, exit

Future, entry

Future, exit

today’s selling price of the product
in its present partially
completed form

the expected future cost of buying
the asset directly from a
supplier in its present partially
completed form

the expected future selling price of the
product in its present partially
completed form

the past cost at which the product
could have been purchased directly
from a supplier in its final fully
completed form (but it was not)

the past selling price at which the
product could have been sold in its
final fully completed form (if we had
had the product in that form, which
we did not)

the cost at the present time of buying
the product in its final fully
completed form (which we did not)

today’s selling price of the product in its
final fully completed form

the expected future cost of buying the
product directly from a supplier in
its final fully completed form

the expected future selling price of the
product in its final fully completed
form

67
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ACTIVITY 4.6

You may have found Activity 4.5 rather mind-bending! It
is a good example of the type of mental flexibility
required if we are going to analyze from first principles
without being influenced by prior experience. Now a
rather easier task. Select the six alternatives from the total
of 18 that you think are most likely to lead to the provision
of useful information.

Activity feedback
The six as selected and defined by Edwards and Bell
(1961) themselves are shown in Table 4.2. It is clear from

the feedback to Activity 4.5 that not all the other tasks are
totally irrelevant (although some of them obviously are).
So you may have included one or two different ones. Sat-
isfy yourself, however, that you at least agree that the six
alternatives selected in Table 4.2 will indeed provide use-
ful information for decision-making purposes. These six
ideas, as developed by later thinking, are all explored in
subsequent chapters.

TABLE 4.2

Edwards and Bell’s useful valuation possibilities

Exit values

1 Expected values (ultimate, future, exit) — values expected to be received in the future for output
sold according to the firm’s planned course of action.

2 Current values (ultimate, current, exit) — values actually realized during the current period for
goods or services sold.

3 Opportunity costs (present, current, exit) — values that could currently be realized if assets
(whether finished goods, semi-finished goods or raw materials) were sold (without further
processing) outside the firm at the best prices immediately obtainable.

Entry values

1 Present costs (present, current, entry) — the cost currently of acquiring the asset being valued.

2 Current cost (initial, current, entry) — the cost currently of acquiring the inputs which the firm used
to produce the asset being valued.

3 Historic cost (initial, past, entry) — the cost at time of acquisition of the inputs which the firm in fact
used to produce the asset being valued.

ECONOMIC VALUE

We have already met the idea of this in Activity 4.2. It is mentioned again here in order
to point out that the Edwards and Bell (1961) exposition of the array of value con-
cepts is clearly incomplete in that it excludes the economic value possibility. To extend
their own illustration, one possible course of action with a partly completed chair is to
complete it and hire it out for rental or use it oneself by sitting on it, in either case
producing returns over a number of periods capable of being evaluated using the
discounting process.

CAPITAL MAINTENANCE

We established with our tautology that profit is an increase in capital. Turning the
argument around, we can suggest that profit is the increase in the closing capital after
having maintained the original capital. This provides a different, but often useful, way
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of looking at problems of income measurement. For each and every value concept that
we can define, with its corresponding income concept, there is also a clearly definable
capital maintenance concept.

ACTIVITY 4.7

Under traditional accounting conventions, based on his-
torical cost, what precisely is the definition of capital that
has to be maintained before a profit is reported?

maintained the original €100, so it is the original money
capital, the number of euros originally invested, which
has to be maintained under this traditional thinking. If the
€100 were in 1898 and the €103 in 2014, this statement
still applies!

We shall return to the idea of capital maintenance for
each of the methods we consider in detail. It will help
considerably in appraising the usefulness of the various
alternatives. It is also an important element in the IASB
conceptual framework discussed in Chapter 9.

Activity feedback

Traditionally, profit is the numerical quantity of money
units generated by the business for the owners over a
period. If opening money capital is €100 and closing
money capital €103, then (ignoring dividends and capital
infusions) profit is €3. Profit is the excess after having

CRITERIA FOR APPRAISING ALTERNATIVE VALUATION €C

We discussed the definition and role of accounting together with suggested character-
istics of useful information. In essence, accounting communicates useful information
for decision making. We need to analyze each valuation concept to be considered so
as to understand in detail the meaning and significance of the information it gives. Dif-
ferent users face different decisions. Users are asking a number of questions. An array
of valuation bases are providing a number of answers. If we can match up question
with answer then we are being useful. Many valuation bases may be useful, but for dif-
ferent purposes. The question is generally not ‘which is the best valuation concept?’,
but ‘which is the best valuation concept to answer this question or help this decision?’
Appraisal is a way of analyzing and a way of thinking, never an absolute.

ACTIVITY 4.8

What are the questions, what are the decisions, for which
traditional historical cost accounting (as outlined in
Chapter 1) appears to provide the relevant answers?

Activity feedback

One safe answer, following on from our discussion on
capital maintenance, is that it tells us our gain, our profit,
after ensuring the retention of the number of euros

FISHER AND PSYCHIC INCOME

we originally invested. It does not seem obvious, how-
ever, that this is very useful information. Investment and
expansion decisions as regards future activity require
projections into the future based on today’s euros.
Reports on past activity related to euros of the day the
business started seem a pretty illogical substitute. But
you may, of course, have other ideas!

The implication of Activity 4.3 was that people buy something, not because of the
object itself, but because of what they can do with it. This idea leads us into Fisher’s
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concept of psychic income. People do things because of the satisfaction they derive
from so doing. Satisfaction is a mental occurrence, an event of the mind. It is a psychic
rather than a physical happening. People act, and make decisions about actions, so as
to maximize their personal, mental or psychic satistaction. Fisher (1930) puts the
argument as follows:

For each individual only those events which come within the purview of his
experience are of direct concern. It is these events — the psychic experiences of
the individual mind — which constitute ultimate income for that individual. The
outside events have significance for that individual only in so far as they are the
means to these inner events of the mind. The human nervous system is, like a radio,
a great receiving instrument. Our brains serve to transform into the stream of our
psychic life those outside events which happen to us and stimulate our nervous
system.

Directors and managers providing income for thousands of people sometimes
think of their corporation merely as a great money-making machine. In their eyes its
one purpose is to earn money dividends for the stock-holders, money interest for
the bond-holders, money wages and money salaries for the employees. What
happens after these payments are made seems too private a matter to concern
them. Yet that is the nub of the whole arrangement. It is only what we carry out of
the market place into our homes and our private lives which really counts. Money is
of no use to us until it is spent. The ultimate wages are not paid in terms of money
but in the enjoyments it buys. The dividend cheque becomes income in the
ultimate sense only when we eat the food, wear the clothes, or ride in the
automobile which are bought with the cheque.

The essence of this proposition seems to us to be obviously correct. How do we
decide whether to work overtime and earn an extra €20 or to go for a walk in the sun-
shine? We shall take the decision that, we believe (possibly wrongly, of course), will
lead to the greater pleasure. Clearly, the pleasure to be derived from spending the €20
is relevant in this equation. Equally obviously, such pleasure or satisfaction — enjoy-
ment income as Fisher terms it — cannot be measured directly or objectively. He
proposes a series of approximations. The first approximation he calls real income. This
involves physical events and material things. A litre of milk and a daily newspaper are
both examples of real income. Real income consists of:

those final physical events in the outer world which give us our inner enjoyments.
This real income includes the shelter of a house, the music of a radio, the use of
clothes, the eating of food.

In one sense, real income is measurable — litre is an objective term (although ‘milk’
is less so!). But there is no additivity — no standard measuring unit or common denom-
inator. To achieve this we need to move to a second approximation, which Fisher calls
the cost of living. This consists of the money paid to obtain the real income — the cost
of the litre of milk and the daily newspaper. Fisher’s exposition of the argument has
something of a period flavour:

So, just as we went behind an individual’'s enjoyment income to his real income, we
now go behind his real income, or his living, to his cost of living, the money
measure of real income. You cannot measure in dollars either the inner event of
your enjoyment while eating your dinner or the outer event of eating it, but you can
find out definitely how much money that dinner cost you. In the same way, you
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cannot measure your enjoyment at the cinema, but you do know what your house
shelter is really worth to you, you can tell how much you pay for your rent, or what is
a fair equivalent for your rent if you happen to live in your own house. You cannot
measure what it is worth to wear an evening suit, but you can find out what it costs
to hire one, or a fair equivalent of its hire if, perchance, the suit belongs to you.
Deducing such equivalents is an accountant’s job.

The total cost of living, in the sense of money payments, is a negative item,
being outgo rather than income; but it is our best practical measure of the positive
items of real income for which those payments are made.

The problem with this, as Fisher himself recognizes, is that money paid out (outgo)
does not seem to make much sense as a measure of income in money terms. We there-
fore move to a third approximation, that of money income:

All money received and readily available and intended to be used for spending is
money income.

We can illustrate Fisher’s arguments by considering eating a meal. If we wish to eat,
we have to go out and earn some money. This means that we have a money income —
in this case, wages. This money income, of course, is the idea that corresponds to the
everyday use of the words ‘income’ or ‘earnings’. Having some money, we go out to a
restaurant where we eat, and pay for, a meal. Here we have real income. We have the
‘final physical event’, namely the actual eating of the food. This is approximately
measured by the ‘cost of living’, i.e. by the cost of the meal — the amount we pay the
restaurant. This idea of taking a cost-based approach is clearly not a new one to an
accountant.

But this is not the end of the story. Fisher argues further. We did not eat a meal for
the sake of it, we ate a meal to receive the satisfaction, the pleasure of having eaten (or
to avoid the unpleasantness, the pain, of feeling hungry). This satisfaction, this pleas-
ure, is the ‘enjoyment’ or ‘psychic’ income. It may be unmeasurable, at least in a
manner that can be recorded, but it is still, argues Fisher, the most important. After
all, if it did not exist we would have had no reason to buy the meal. And without a
reason to buy the meal, we have no reason to earn the wages.

Fisher thus distinguishes three successive stages, or aspects, of a person’s income:

1 enjoyment or psychic income, consisting of agreeable sensations and experiences
2 7eal income, ‘measured’ by the cost of living

3 money income, consisting of the money received by someone for meeting their
costs of living.

The last — money income — is most commonly called income; and the first — enjoy-
ment income — is the most fundamental. But for accounting purposes real income, as
measured by the cost of living, is the most practical.

This last statement may seem surprising. Fisher dismisses money income as being
unimportant (enjoyment income is the most important, the cost of living is the most
practical).

Notice again the definition he gives of money income, emphasis now added:

All money received and readily available and intended to be used for spending is
money income.

So if we receive a salary of $10 000 (Fisher’s figures, writing in 1930!), save $4000
and put $6000 as available for spending, the significant figure to Fisher is the $6000,
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not the $10 000. Real income, as measured by the cost of living, may be more or less
than money income. Real income is a closer approximation to ultimate reality (i.e. psy-
chic satisfaction) than money income, so real income is the preferable concept:

A definition of income which satisfies both theory and practice, in both economics
and accountancy, must reckon as income in the most basic sense all those uses,
services, or living for which the cost of living is expended even though such
expenditure may exceed the money income.

What this all boils down to is that Fisher’s definitions of income do not involve n
concept of capital maintenance. It is this point that distinguishes Fisher’s ideas from
the mainstream of both accounting and economic thinking. Fisher’s measure of
income is really a measure of consumption.

HICKS AND CAPITAL MAINTENANCE

We have already seen (Activity 4.2) that, in very general terms, economic value is
based on a current evaluation of future streams of (net) receipts. It is also obvious that,
in our earlier equation Wy + P— D = W,, capital maintenance requires that W, is at
least equal to W;. Another way of putting this is that D (= drawing or consumption)
cannot exceed P (= profit or income). The classic analysis of the implications of this
thinking is by Hicks (1946). The opening of the following quote makes it clear just
how fundamental he feels capital maintenance to be:

The purpose of income calculations in practical affairs is to give people an
indication of the amount which they can consume without impoverishing
themselves. Following out this idea, it would seem that we ought to define a man’s
income as the maximum value which he can consume during a week, and still
expect to be as well off at the end of the week as he was at the beginning. Thus,
when a person saves, he plans to be better off in the future; when he lives beyond
his income, he plans to be worse off. Remembering that the practical purpose of
income is to serve as a guide for prudent conduct, | think it is fairly clear that this is
what the central meaning must be.

However, business men and economists alike are usually content to employ one
or other of a series of approximations to the central meaning. Let us consider some
of these approximations in turn.

Hicks moves on to attempt to operationalize this ‘central meaning’. Like Fisher,
Hicks is obviously adopting a forward-looking approach to valuation and income
measurement. We have seen in Activity 4.2 that we can operationalize such an
approach (once we have invented the raw figures!) by calculating net present value
figures for expected receipts. Putting these two ideas together, we can regard capital,
wealth, ‘well-offness’ as being the net present value of expected receipts. If we put this
notion into the original definition in place of the vague ‘as well off’, we arrive at a first
approximation:

Income No. 1 is thus the maximum amount which can be spent during a period if
there is to be an expectation of maintaining intact the capital value of prospective
receipts (in money terms). This is probably the definition which most people do
implicitly use in their private affairs; but it is far from being in all circumstances a
good approximation to the central concept.
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ACTIVITY 4.9

Suppose that at the beginning of the week our individual
possesses property worth €10 010 and no other source
of income. If the rate of interest were one-tenth per cent
per week, income would be €10 for the week. For, if €10
were spent, €10 000 would be left to be reinvested; and
in one week this would have accumulated to €10 010 —
the original sum. This is income No. 1. But suppose that
the rate of interest per week for a loan of one week is
one-tenth per cent, that the corresponding rate expected
to rule in the second week from now is one-fifth per cent
and that this higher rate is expected to continue indefi-
nitely afterwards. What is the individual's income for:
(a) week 1, (b) week 27

Activity feedback

At the beginning of week 1 the individual is bound
to spend no more than €10 in the current week, if he is to
expect to have €10 010 again at his disposal at the end
of the week, however if he desires to have the same sum
available at the end of the second week, he will be able
to spend nearly €20 in the second week, not €10 only.
The same sum (€10 010) available at the beginning of
the first week makes possible a stream of expenditures:

€10, €20, €20, €20, ...

while if it is available at the beginning of the second week
it makes possible a stream:

€20, €20, €20, €20, ...

It is obvious that these two alternative possible ex-
penditure streams do not give equal well-offness. One is
worth more than the other. If we put the income as €10
for week 1 and €20 for week 2, then we are not ‘maintain-
ing intact the capital value of prospective receipts (in
money terms). The amount the individual can spend
each week while still maintaining well-offness intact
must, under these conditions, be the same in week 1
and in week 2 (and subsequent weeks):

This leads us to the definition of Income No. 2. We
now define income as the maximum amount the indi-
vidual can spend this week, and still expect to be
able to spend the same amount in each ensuing
week. So long as the rate of interest is not expected
to change, this definition comes to the same thing as
the first; but when the rate of interest is expected to
change, they cease to be identical. Income No. 2 is
then a closer approximation to the central concept
than Income No. 1 is.

(Hicks, 1946)

There are several problems with this as an operational
concept. First, interest rates may change. Second, prices
may be expected to change. In principle we can deal
with this easily by a small addition to the wording:

Income No. 3 must be defined as the maximum
amount of money which the individual can spend this
week, and still expect to be able to spend the same
amount in real terms in each ensuing week. If prices
are expected to rise, then an individual who plans to
spend €10 in the present and each ensuing week
must expect to be less well off at the end of the week
than he is at the beginning. At each date he can look
forward to the opportunity of spending €10 in each
future week; but at the first date one of the €10s will
be spent in a week when prices are relatively low. An
opportunity of spending on favourable terms is pres-
ent in the first case, but absent in the second.

(Hicks, 1946)

Thus, if €10 is to be his income for this week, accord-
ing to definition No. 3 he will have to expect to be able to
spend in each future week not €10, but a sum greater
or less than €10 by the extent to which prices have
risen or fallen in that week above or below their level in
the first week.

In practice, of course, the apparent simplicity of this
change is false. We need expectations of price changes
for every individual for every commodity of projected pur-
chase for every need of each anticipated expenditure!

In addition to this practical difficulty, Income No. 3
also has the problem of how to deal with long-term
assets, i.e. fixed assets or ‘durable consumption goods’:

Strictly speaking, saving is not the difference between
income and expenditure; it is the difference between
income and consumption. Income is not the maximum
amount the individual can spend while expecting to
be as well off as before at the end of the week; it is
the maximum amount he can consume. If some part
of his expenditure goes on durable consumption
goods, that will tend to make his expenditure exceed
his consumption. If some part of his consumption is
consumption of durable consumption goods, already
bought in the past, that tends to make consumption
exceed expenditure.

(Hicks, 1946)

It should be noted that we have now come full circle
back to an emphasis on consumption. But Hicks is con-
cerned with consumption and capital maintenance,
whereas Fisher is only concerned with consumption. We

(Continued)
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ACTIVITY 4.9 (Continued)

can summarize the basic difference between Fisher and
Hicks by realizing that while Fisher is concerned with
consumption, Hicks is concerned with the capacity to
consume. This is clearly a long-run concept. To take an
obvious example, consider the farmer's seed corn. This
is the basis of next year's crops. It is available now and it

could be eaten (consumed). But if it is eaten now there
will be no crop next year and therefore no possibility of
consumption next year. Therefore, if we wish to maintain
the capacity to consume next year, the seed corn must
not be consumed now. In other words, it must be saved.
This is, to put it mildly, useful information.

CALCULATION OF ECONOMIC INCOME

One way of summarizing what we have just looked at is to say that for Fisher:

But for Hicks:

Income = Consumption

Income = Consumption and Saving

which can be expressed as:

Savings can be expressed as (K, —

Y=C+S

K;) where:

Ke = value of capital at the end of a period
Ks = value of capital at the start of a period

Thus:

Y=C+ (Ks — Ks)

For example, if income = €100, capital at the end of the period = €280 and capital
at the beginning of the period was €300, then: €100 = 120 + (280 — 300).

This tells us that consumption has exceeded income by €20 because of dis-saving of
€20. ‘Well-offness’ has not been maintained.

In the business world rather than the personal consumption world, C is redefined
as the realized cash flows of the period. We will illustrate this as simply as possible.

ACTIVITY g.10

An investment on 1 January year 1 has expected
receipts on 31 December each year of €1000 for three
years. The discount rate to reflect the time value of
money is 10 per cent. Calculate the capital as at 1 Janu-
ary for each of the years 1, 2 and 3.

Activity feedback
On 1 January year 1 the expected receipt on 31 Decem-
ber year 1 needs to be discounted back by one year, the

expected receipt on 31 December year 2 needs to be
discounted back by two years and the expected receipt
on 31 December year 3 needs to be discounted back by
three years.

Thus, capital at 1 January year 1 is:

1000 1000 | 1000
11 (112

R 1)3 =909 + 826 + 751 = €2486

(Continued)
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ACTIVITY 410 (Continued)

On 1 January year 2 the receipt on 31 December
year 1 is now irrelevant. The expected receipt on
31 December year 2 now needs to be discounted
back to 1 January year 2, ie. by one year and
the expected receipt on 31 December year 3 also
needs to be discounted back to 1 January year 2,
i.e. by two years. Similarly, on 1 January year 3 only
the expected receipt on 31 December year 3 is
of any relevance and this needs to be discounted

back to 1 January year 3, i.e. by one year. Thus, capi-
tal at 1 January year 2 is:
1000 1000
A1 (1)
=909 + 826 = €1735
and capital at 1 January year 3 is:

1000
T _g
1.1 909

ACTIVITY 4.1

Considering the investment in the previous activity, now
suppose that the actual cost of the investment on 1 Janu-
ary year 1 is €2486. According to the Hicksian way of
thinking, what is the income for each year?

Activity feedback

Our formula was:

Y=C+ (Ke - Ks)

Soinyear 1:
Y = 1000 + (1735 — 2486)
= 1000 — 751
= €249
In year 2:
Y = 1000 + (909 — 1735)
= 1000 — 826
=€174
In year 3:

Y = 1000 + (0 — 909)
= 1000 — 909
= €91

In year 1, the cash receipts are €1000, but the
income is stated as €249. The difference (€751) needs
to be reinvested (saved) in order to facilitate future

spending. This reinvestment of €751 on 1 January year 2
will by itself earn 10 per cent in the year 2, i.e. €75. So,
total income in year 2 is €174, from the original invest-
ment, plus €75 from the reinvestment, i.e. again €249.

In year 2, the cash receipts from the original invest-
ment are €1000, but the income is stated as €174. The
difference (€826) again needs to be reinvested. This
investment of €826 will itself earn €83 in year 3, giving
total cash receipts in that year of €91 from the original
investment, €75 from the first reinvestment and €83 from
the second reinvestment, i.e. €249 once again. Similarly
in year 3, cash receipts will be €1000, but the income is
stated as €91. The difference (€909) will be reinvested
at 10 per cent, earning itself €91 in each year. Total cash
receipts in year 4, all from reinvestments, will therefore
be 75 + 83 + 91 = €249 and similarly in year 5 onwards.
This of course satisfies our original conditions. The
income of year 1 is the amount ‘that can be spent while
still enabling the income of all future periods to be the
same amount’. This has been shown to be €249 under
the given assumptions. These results are summarized in
Table 4.3.

The present value of an annual income stream of
€249, to infinity, at a 10 per cent discount rate is €2490.
This, allowing for rounding errors, gives us our original
‘capital’ figure of €2486, which of course is what it should
do. So the answer may possibly have come as no sur-
prise. But you should still make sure you understand all

the logic involved. )
(Continued)
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ACTIVITY 411 (Continued)

TABLE 4.3 Hicks’ economic income model

1 2 3 4 5 6 7 8 9

Income Total

Cumulative Total from economic

Year (o] Ke Ks Y Reinvestment reinvestment reinvestment reinvestment income
0 0 2486 0 0 0 0 2 486 0 0
1 1000 1735 2486 249 751 751 2 486 0 249
2 1000 909 1735 174 826 1577 2 486 75 249
8 1 000 0 909 91 909 2 486 2 486 158 249
4 0 0 0 0 0 2 486 2 486 249 249

Notes:4=1+2-3
5=1-4
7=2+6
9=4+8

INCOME EX ANTE AND INCOME EX POST

We have assumed that we are in a world of perfect knowledge and perfect foresight, an
ideal world in fact. The economic income devised under these assumptions is known
as ideal income. It is obviously an unreal oversimplification. We can, however, extend
our analysis to allow for estimates of future events and this leads to two further mod-
els: income ex ante and income ex post. Income ex ante means income measured before
the event; income ex post means income measured after the event.

Two possibilities for changes exist: in the timing and /or amount of forecast cash flow
and in the appropriate discount rate. Formally, income ex ante can be expressed as:

Y =Ci+ (K] - Ks)

where C; is the expected realized cash flow for the period anticipated at the beginning
of the period, K is the closing capital as measured (estimated) at the beginning of the
period, and Kj is the capital at the beginning of the period as measured (estimated) at
the beginning of the period.

ACTIVITY g4.12

Assume the same original information as in the previous Year 1 - No change.

two activities. Now suppose that, at the end of year 2, the
expected return from the investment in year 3 increases
to €1100. Using an ex ante approach, consider the

Year 2 — Still no change. The calculations for year 2
are based on expectations as at the beginning of the
year 2 and they had not altered at that time.

effects on the calculations for each of the years.

Activity feedback

Year 3 — The opening capital Ks will no longer be the
same as the closing capital K at the end of year 2. It
will now be:

Using an ex ante approach the effects will be: (Continued)
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ACTIVITY 412 (Continued)

Ks =190 _ £4000
1.1
This compares with the corresponding figure of
€909 for Ks in year 3 under the ideal income
calculations. There is therefore a windfall gain of
€91 appearing under the ex ante way of thinking in
year 3.

Income ex post can be expressed correspondingly, as:

Y=C+(K! - K

S

where C is the actual realized cash flow of the period, K}
is the closing capital measured (estimated) at the end of
the period, and Kl is the opening capital measured
(estimated) at the end of the period.

ACTIVITY 4.13

Given all the information of the previous Activity, recon-
sider the effects of the change in expectations which
occurs at the end of year 2.

Activity feedback

Again there will be no change in year 1 but, using an ex
post approach, there will be a change in the calculations
for year 2, because at the end of year 2 our expectations
had already altered. Capital at 1 January year 2, based
on expectations as at the end of year 2, is:

1000Jr 1100
1.1 (1,1)2
Ks =909 + 909 = €1818

This compares with the corresponding figure of
€1735 for K in year 2 under the ideal income calcula-
tions, giving rise to a windfall gain of €83 appearing in
year 2. For present purposes, it is not considered neces-
sary to pursue the calculations any further as regards
recalculation of reinvestment amounts and so on. How-
ever, several points should be noted:

1 Income ex post is measured after the event, but it
is still based on expectations of the future; income
ex post for year 2 is derived from the expectations
held as at the end of year 2, but these
expectations relate to years 3, 4 and so on to
infinity. Economic income ex post is therefore just
as subjective as economic income ex ante.

2 /s the windfall gain realized? This is relatively
straightforward. The gain becomes realized as the
cash flow whose estimation gave rise to it is
actually received.

3 Is the windfall gain income or capital, i.e. should it
be saved (reinvested) or can it be spent? This is
not so clear-cut, as it depends on where we

consider our starting point to be. Taking our original
example, if our original, and permanent, intention is
to maintain the capacity to consume €249 each
year to infinity, then it is clear that we have already
achieved that requirement without taking account
of the windfall gain. The gain is, therefore, ‘spare’, it
need not be reinvested and so it is available for
immediate consumption. Notice carefully that the
windfall gain is available for consumption as soon
as it is recognized, whether or not it has been
realized, i.e. in year 2 under the ex post method
and in year 3 under the ex ante method. Thus, the
windfall gain could be regarded as a simple one-off
increase in possible consumption (do not forget it
could be a windfall loss, leading to a one-off
decrease in possible consumption).

However, the change in expectations might cause us
to amend the permanent annual consumption require-
ment in some way. We might, for example, wish to redo
the complete calculations taking year 2 as a new starting
point, giving 2 years of cash flow only. Here the windfall
gain would not, or not necessarily, be spendable at all
(even if it is alreadly realized!).

It is, of course, possible, taking the original ideal
income scenario as our starting point, to consider an
almost infinite number of changes in expectations, vari-
able as to timing of the change in expectations, changes
in the expected timing of receipts, changes in the
expected amounts of receipts and changes in discount
rates. In every case, under both ex ante and ex post
thinking, we need to establish whether the effect of the
change is on income or on capital before we can attempt
to rework all the calculations and this depends entirely
on the intentions of the decision maker concerned. If
these intentions remain unaltered despite the change in
expectations, then the windfall will be income.

(Continued)
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ACTIVITY 413  (Continued)

Refer back to Hicks’ Income No. 3 definition: the max- if ‘this week’ means ‘the current week’, for example the
imum amount of money the individual can spend this week when expectations change, then the windfall
week and still expect to be able to spend the same affects capital and requires that a new permanently
amount in real terms in each ensuing week. If ‘this week’ spendable weekly consumption be calculated.

is, and remains, week 1, then the windfall is income. But

SUMMARY

Income, capital and value are interrelated concepts. Value can be defined
and enumerated in a variety of ways and detailed description, analysis and
appraisal of the alternatives is required.

It is suggested that the economic ideas outlined in this chapter are:

1 theoretically sound and logically sensible
2 highly subjective in application as regards:

(a) size of future cash flows

(b) timing of future cash flows

(c) discount rate to apply to future cash flows
3 problematic as regards windfall gains and losses
4 and therefore, as far as accounting is concerned, they probably represent an unattainable ideal.

Suggested answers to exercises marked v are to be found on our dedicated CourseMate platform
for students.

Suggested answers to the remaining exercises are to be found on the Instructor online support
resources.

1 Obtain three sets of published accounts of quoted companies. Look carefully at the
consolidated balance sheets and notes thereto and read the ‘accounting policies’. Taking each
item in the balance sheet separately, describe how the item is evaluated. Are these evaluations
consistent? i.e. in mathematical terms, do we have genuine additivity?

v'2  Two retail businesses, A and B, run a similar trade from similar shops in similar areas. A bought
its shop in 1950 for €5000 and B bought its shop in 1990 for €105 000. Both businesses
consistently prepare their accounts on historical cost principles and they have identical
operating profits. To what extent do the resulting accounts give a true (and fair) representation
of the relative performance of the two businesses?

v3 It is never possible to define capital or income, only to define capital and income. Do you
agree?



a

EXERCISES

(a) Outline Fisher’s thinking on the concept of income.
(b) Outline Hicks’ thinking on this topic.
(c) Relate and compare the two.

Explain the principles of economic income, carefully distinguishing income ex ante and income
ex post.

‘Economic income is an unattainable ideal.” Consider and discuss.

Spock purchased a space invader entertainment machine at the beginning of year 1 for €1000.
He expects to receive at annual intervals the following receipts: at the end of year 1 €400; end
of year 2 €500; end of year 3 €600. At the end of year 3 he expects to sell the machine for
€400.

Spock could receive a return of 10 per cent on the next best investment. The present value of
€1 receivable at the end of a period discounted at 10 per cent is as follows:

End of year 1 0.909
End of year 2 0.826
End of year 3 0.751
Required:

Calculate the ideal economic income, ignoring taxation, and working to the nearest whole euro.
Your answer should show that Spock’s capital is maintained throughout the period and that his
income is constant.

(ACCA — adapted)
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CURRENT ENTRY VALUE

OBJECTIVES After studying this chapter you should be able to:

e cxplain the effects and implications of using current entry values to
record the possession and usage of economic resources

e carry out the necessary technical manipulation

e cxplain the strengths, usefulness and weaknesses of the resulting
information.

INTRODUCTION

The ideas of the previous chapter are of fundamental importance. But they are
inherently highly subjective to apply. Of crucial importance from the point of view of
accounting thinking, they are far removed from the marketplace. All 18 of the value
concepts considered by Edwards and Bell (1961) (see Chapter 4) relate directly to
actual or expected market values. One of these, past entry values, i.e. the historical cost
(HC) of the initial inputs, is the traditional process which we summarized in Chapter 1.

Four of the remaining five are current values, two being current entry values and
two current exit values. We look first at current entry values. Remember that entry val-
ues represent a market buying price, i.e. current entry values represent a cost-based
process (but not a historical cost-based process).
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CHAPTER 5 CURRENT ENTRY VALUE

ACTIVITY 5.4

On 1 January, Mr Jones starts off in business with 100 cents.
His transactions are as follows:

2 January Buys one bag of sugar for 40c
4 January Sells one bag of sugar for 50c
5 January Buys one bag of sugar for 44c

Prepare balance sheets on 2 January and on 6 Janu-
ary, and a P&L account for the intervening period.

Activity feedback

This should not present major problems.

Balance sheet 2 January

Inventory 40 Capital 100

Cash 60
100c

Balance sheet 6 January

Inventory 44 Capital 110
Cash 66
110c 110c
Profit and loss
Sales 50
Cost of sales 40
10c

In terms of our very general equation, W; + P —D = W:

100+ 10— 0= 110

So Jones has made a profit of 10c. This, of course, is
the usual accounting approach. But it is important to
notice that there are really two stages in the progress from
2 January to 6 January. Between 2 January and the eve-
ning of 4 January, after the sale was made, Jones has
turned 100c into 110c. On 4 January he actually has
physically 110c and nothing else. Then, between the

Compare the physical possessions of Jones’ business on
2 January with those on 5 January, assuming still that
Jones withdraws his 10c profit.

Activity feedback
In physical terms the business possesses: On 2 January:

1 one bag of sugar
2 apile of 60 shiny bright 1c pieces.

BACK TO BASICS

evening of 4 January and 6 January he has changed
110c plus nothing into 66¢ plus a bag of sugar. Since the
second bag of sugar cost 44c and we are recording all
our resources at original, or historical, cost, it necessarily
follows that we show total resources of 110c on both
4 January and 6 January. The 4 January balance sheet
was as follows:

Balance sheet 4 January
Cash 110 Capital 110

110c 110c

Comparing this 4 January position with the 2 January
and 6 January balance sheets confirms that:

1 A profit of 10c was made between 2 January and 4
January.

2 No profit or loss at all was made between 4
January and 6 January.

Jones, of course, is running a business. He also has
to live. So he decides to withdraw the business profit for
his own spending purposes.

If he takes 10c out then, by the accountant’s definition,
he has still left in all the money originally put in. This 10c
must therefore be genuine gain, so it can obviously be
withdrawn from the business without in any way reducing
the resources of the business. So we can rewrite our 6
January sheet, after the withdrawal, as follows:

Balance sheet 6 January
Inventory 44 Capital 100
Cash 56

100c 100c

Our equation now becomes:

100 + 10 — 10 =100

ACTIVITY 5.2

On 6 January:

1 one bag of sugar
2 apile of 56 shiny bright 1c pieces.

Now, by simple subtraction, we can compare the
physical position between 2 January and 6 January in
terms both of sugar and of shiny bright 1c pieces. In
terms of sugar, we are comparing one bag with one bag.

(Continued)
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ACTIVITY 5.2  (Continued)

There is no difference. In terms of bags of sugar, the
business is exactly the same size as it was before. In
terms of shiny bright 1c pieces, the business had 60 on 2
January, and 56 on 6 January. There is therefore a reduc-
tion of four shiny bright 1c pieces. In terms of shiny bright
1c pieces the business has got smaller by four pieces.

Something must be wrong somewhere. The account-
ant has shown us that there is a ‘genuine gain’ of 10c over
and above the original 100c capital put in. Jones has
therefore withdrawn the 10c, and yet the result is not that
the business is ‘back where it started’. The result is that
the business has got smaller to the tune of 4c.

Surely, either the physical comparison is wrong or the
profit and loss statement prepared in Activity 5.1 is wrong.
If the physical comparison is correct (try it yourself) then
the ‘genuine gain’ of 10 per cent mentioned is quite simply
not genuine! Further thinking is needed. On 4 January we
had, in physical terms, as we have already seen, a pile of
110 shiny bright 1c pieces. We have also already seen that
the profit of 10c was made by 4 January. It therefore
follows that the accountant’s statement at 4 January is
identical with the actual physical position at that date. The
accountant says cash is 110c and profit is 10c. The physi-
cal position shows a pile of 110 shiny bright 1c pieces. It is
obvious that since the physical position and the account-
ing position were identical as at 4 January the divergence,
the difference between the two, must have occurred after 4
January. But only one event has happened after 4 January.
This was the purchase of the second bag of sugar on 5
January. So the problem must be something to do with the
accounting treatment of the second bag.

Question: Why did Jones have to buy a second bag
of sugar for 44c? The answer is because he has sold
the first bag of sugar (for 50c). He would not have

bought the second bag of sugar had he not sold the
first one. It seems, therefore, that the selling of the first
bag of sugar and the buying of the second bag of
sugar are really two parts of one complete action. If he
does not sell the first bag of sugar and does not buy
the second bag of sugar, he obviously ends up with the
same amount of cash on 6 January as he had on 2 Jan-
uary, i.e. 60c. If he does sell the first bag of sugar for
50c and does buy the second bag of sugar for 44c, he
will end up with 6c more cash on 6 January than he
had on 2 January. So the result of selling bag 1 and
buying bag 2, as compared with doing neither, is a gain
of éc.
We can show this as follows:

Sales 50c

Costs incurred as a direct result of making  44c
sale

Profit 6c

We are now suggesting a profit of 6c, as compared
with the earlier suggestion of 10c. This will presumably
reduce the maximum drawing payable by 10c — 6¢ = 4c.
And remember, we argued earlier that the error, the differ-
ence between the original accountant’s calculations and
physical reality, the amount by which Jones’ business
had unintentionally ‘got smaller, was 4c. We seem to have
corrected the error exactly. We have produced an
accounting calculation that agrees with actual physical
events:

W1+P—D: W2
100+6 —6 =100

It is essential to remember the purpose and nature of Jones’ business. It is a sugar-
selling business. The essence of our conclusion is a very simple one. It is that the cost
of sales figure that we should relate to any particular sale should be calculated as equal
to the cost of the resulting replacement, assuming that the replacement occurs immedi-
ately. The cost of sales figure should not be related to the cost of the item actually
sold. This raises a difficulty. In order to be able to transfer this higher replacement
figure out of the balance sheet and into the profit and loss calculation, the higher
replacement figure must obviously first be recorded in the balance sheet. The com-
plete picture is most easily seen by a series of balance sheets:
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1 January
Cash 100 Capital 100
100c 100c
2 January
Sugar 40 Capital 100
Cash 60 L
100c 100c
3 January
Sugar (1st bag) 44 Capital 100
Cash 60 Gain _ 4
104c 104c¢
4 January
Cash 110 Capital 100
Gain 4
Profit _ 6
110c¢ 110c
5 January
Sugar (2nd bag) 44 Capital 100
Gain 4
Cash 66 Profit )
110c¢ 110c

Now, we must choose our words carefully. It is perfectly correct to say that Jones
began his business on 1 January with 100c. But that is not the point. The point is
that Jones began the business on 1 January with 60c plus the capacity to buy a bag of
sugar. Jones is setting up in business for the purpose of acquiring and selling bags
of sugar. Therefore, we need to evaluate his position at any time in terms of his capacity,
his ability, to carry out his purpose. In other words, his capacity to acquire and sell sugar.

So on 1 January, Jones had the capacity to buy one bag of sugar (for 40c) plus also
60c. On 4 January, Jones had 110c. More usefully, we can say that on 4 January, Jones
had the capacity to buy one bag of sugar (for 44c), plus also 66¢c. Comparing the
4 January position with the 1 January position clearly shows that Jones has:

1 maintained his capacity to buy one bag of sugar, and

2 gained six shiny bright 1c pieces.
This calculation agrees with the real physical events. Jones has:

1 six more shiny bright 1c pieces, and

2 astatement from his accountant giving a figure for profit of 6¢.

ACTIVITY 5.3

Open individual accounts to reflect Jones’ balance sheet  In full we have on 2 January:
on 2 January (as before). Record in these and any other

_ o i Inventory Cash Capital

necessary accounts the increase in inventory figure lead- 20 50 100

ing to the 3 January balance sheet, then the full effect of

the sales transaction on 4 January. On 3 January, we increase the inventory so as to bring
the recorded figure up to the current level of replacement

Activity feedback cost (RC). Thus there is a debit of 4c to inventory and a

We have on 2 January, the inventory T account shows  credit of 4c somewhere else. This credit cannot be to

a debit of 40c and on 3 January, a total debit of 44c. cash, neither can it be to capital, so it must be to a new

(Continued)



CAPITAL MAINTENANCE

ACTIVITY 5.3 (Continued)

T account. Now this 4c represents a gain that has arisen
as a result of holding our inventory over a period of time.

This enables us to show on 4 January:

We did not sell it, but we held it over a period during Inventory Cash
which the replacement cost rose. We shall more formally Balb/f44 | 44toP&L  Balb/f 60 ‘
refer to this gain as a holding gain. So on 3 January: ToP&L 50
Inventory Cesn Capital Holding gain

salbl 40 Balbifeo [100 Bal b/t [ 2Bal bt
Holding gain 4|44 Balc/d

44 | 44
Bal b/f i P&L account

Inventory sold 44 | 50 Cash sales
. : : Bal c/d 6
Capital Holding gain 50 | 50
[100 Bal b/f [4 Inventory 6 Bal bff

On the assumptions that Jones wishes to carry on selling and buying bags of sugar,
this is obviously the correct answer.

We have solved a major problem. We have shown the accountant how to produce a
profit figure that actually makes physical sense and that Jones can actually believe. But
we have created another difficulty. The statement from the accountant showed not
only a profit of 6¢, but also a separate, different gain of 4c. This gain of 4c occurred
earlier than the profit. The gain was included in the balance sheet of 3 January and the
profit did not appear until 4 January. We know that this ‘gain’ is not the same as profit —
the whole point of all this is that the ‘total’ profit, i.c. the total increase in the
capacity of the business to do things, is only 6¢. So if the ‘gain’ is not profit, what on
carth is it?

In the most simple of terms it is the double-entry for an increase in the recorded
figure for an item of inventory.

CAPITAL MAINTENANCE

Given that we are considering a different profit concept from the traditional historical
profit, we are necessarily implying also a different capital maintenance concept from
that discussed in Activity 4.7.

ACTIVITY 5.4

Define clearly the capital maintenance concept implied
by the T account calculations just examined.

Activity feedback

Profit could here be defined as the amount generated
by the business over and above that necessary to
replace the assets. The capital maintenance concept

could therefore be said to be the maintenance of the
capacity to replace the resources of the business.

A more rigorous analysis

If an item of inventory is bought for €10, held until its buying
price increases to €12, and then sold for €15, then the HC
profit is €15 — €10 = €5. But we know from the previous
discussion that this can be split into two parts as follows.

(Continued)
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ACTIVITY 5.4 (Continued)

During the time the inventory is held, the cost price To summarize, for year 1 we have:
rises from €10 to €12. There is therefore a holding gain of
€2 giving a recorded inventory figure immediately before Operating profit €15
the sale of €12. When the inventory is sold, an asset of Realized holding gain €5
€12 (inventory) is transformed into an asset (cash) giving Unrealized holding gain €8 (5 + 3 or 38 - 30)

rise to a profit from operating of €3. Clearly we have split

the HC profit into two elements, namely the operating For year 2 we have:

profit (revenue minus current replacement cost) and the Operating profit €20
holding gain (current replacement cost minus original Realized holding gain €10
purchase cost). In these circumstances both elements Unrealized holding gain €0

would be regarded as ‘realized’ (see Chapter 1).
More normally, both realized and unrealized gains will

Note carefully that the €10 holding gain realized in the
be involved, as in the following example:

year 2 includes the €8 holding gain that was recognized
and recorded in year 1, but which had not become real-
ized in year 1, as well as the €2 of holding gain recognized
inyear 2.

These figures demonstrate that the HC profit consists

1 October 20X1 Buy 2 at €30
1 November 20X1 Sell 1 at €50, when RC is €35
31 December 20X1 RC is €38

31 January 20X2 Sell 1 at €60, when RC is €40 .
aald h I of two of the three elements involved:
The HC profits are:
HC profit = Operating profit + Realized holding gains
Year 1 50 — 30 =€20
Year 2 60 — 30 = €30 Inyear 1 €20=15+5

Inyear 2 €30=20+10
A fuller analysis gives the following:
Notice that we include all the holding gains realized in

1 Between 1 October and 1 November there has the year, whether or not they have been recognized and

been a holding gain of: recorded (as unrealized) in earlier years. Edwards and Bell
2 X (385 —30) = <€10. (1961) referred to the reported results under an RC system
2 On 1 November one of the items is sold; therefore as business income, which they defined as follows:

on 1 November:
Operating profit + Realized holding

(a) half of the holding gain becomes realized (i.e. recognized in the period +

Business income =

1 x [35 — 30]), as the item to which it relates Unrealized holding gains

has been sold recognized in the period
(b) there is a (realized) operating profit of 50 — 35 Thus business income in year 1 is:

=Z75.

15+ 15+ 8 =€28
3 On 31 December there is an additional holding s

gain of 38 — 35 = €3. This will be unrealized as the
item is still unsold. Between 31 December 20X1

and 31 January 20X2 there has been a holding 20+2=€22
gain of 40 — 38 = €2.

And in year 2 is:

Observe that the proportion of the realized holding

4 On 31 January the second item is sold and gain in year 2 which had already been included in busi-
therefore: ness income of year 1 (as an unrealized holding gain) is
(a) there is a (realized) operating gain of 60 — 40 not included in year 2. To do so would, of course, involve

= €20 double counting.

Examination will show that the differences between
accounting (HC) income and business income are caused
by different elements of the holding gains being included.

(b) all the unrealized holding gain related to the
second item becomes realized.
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ACTIVITY 5.5

Derive the formal relationship between accounting
income and business income and apply it to the preced-
ing situation.

Activity feedback

Accounting income includes:

1 Realized holding gains of the period recognized in
the period; plus

2 Realized holding gains of the period recognized in
previous periods.

Business income includes:

3 Realized holding gains of the period recognized
in the period; plus

4 Unrealized holding gains recognized in the
period.

Since 1 and 3 are the same, it follows that:
Accounting income — 2 = Business income — 4
or:

Accounting income = Business income — 4 + 2
(as defined earlier)

€20=28-8+0
€30=22-0+8

For the year 1
For the year 2

The important thing about all this analysis is that it ena-
bles us to discuss and decide which elements we wish to
include in our own preferred definition of income.
Edwards and Bell, arguing in favour of a current entry
(RC) approach, include all the holding gains recognized

in the period as being included in income. This has been
criticized on two grounds. First, it is suggested that no
unrealized gains should be included, as this would lack
prudence. Second, and more importantly, it is suggested
that all the holding gains, whether realized or unrealized,
need to be retained in the business in order to enable it to
replace resources as they are used. Using the terminology
we developed earlier, the operating profit is the gain after
having retained sufficient resources to enable us to do
those things that we originally had the capacity to do. If we
ask the question: ‘How much profit can | remove without
impairing the substance, the operating capability of the
business?’ then the answer is the operating profit. Only the
operating profit should be regarded and reported as
income. Holding gains, whether realized or not, should be
excluded. This objection to the Edwards and Bell conclu-
sion is generally regarded as a valid one, and most authors
argue that the central profit figure under a current entry
value system should consist of the operating profit alone.

Remember the capital maintenance concept as we
defined it in Activity 5.4, i.e. the maintenance of the
capacity to replace the resources of the business. The
holding gains represent reserves — i.e. ownership claims
on resources — corresponding to the resources which will
have to be used in addition to replace existing assets if
they are replaced at current prices. Income, within this
capital maintenance requirement, therefore excludes all
such holding gains.

In practice, the changes in cost levels are likely to be
approximated to by the use of appropriate price indices.
Activity 5.6 provides an example of the application of this
mechanism to the principles already discussed. Study
the activity carefully and try to at least rough out a solution
before you work through the feedback which follows.

ACTIVITY 5.6

Chaplin Ltd’s balance sheet on 31 December year 1, after
one year's trading was as follows:

€ € €
Capital — €1 Land and buildings at cost 110 000
Ordinary shares 200 000 Plant and equipment at cost 40 000
Profit 26 000 less Depreciation 4 000 36 000
226 000 146 000
Creditors 50 000 Inventory 90 000
Loan 50 000 Debtors 90 000
180 000
326 000 326 000

(Continued)
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ACTIVITY 5.6  (Continued)

3 Price indices were as follows:

1 The capital and loan had been contributed in cash
and the land and buildings, plant and equipment
and opening inventory of €60 000 had been
purchased on 1 January.

2 Transactions took place evenly during the year.
The situation may therefore be treated as if all
opening balances were held from 1 January until
30 June, as if all transactions took place on 30
June and as if all closing balances were held from
30 June until 31 December.

General Plant  Inventory
inflation
1 January 100 100 100
30 June 110 105 115
31 December 120 110 130

4 The land and buildings were professionally valued

at 31 December at €135 000.

Prepare a closing balance sheet on RC lines.

Activity feedback
Chaplin Ltd RC solution HC profit less Adjustments:
Depreciation 4000% W 400 26 000
Inventory 60000x (1151—60100) 9 000 9 400
Current operating profit add holding gains: 16 600
Inventory: realized as previously 9 000
unrealized 90 000x W 11 740
Plant and equipment: realized as previously (110 — 100) 400
unrealized 40 000X EEET R 400 3600
Land and buildings: Unrealized 135 000 — 110 000 25 000 49 740
€66 300
Business income
The general view today is that the holding gains should i € <€
be shown separately as holding gains, rather than com- Share capital 200 000
bining all gains of every sort as ‘business income’, This ~ 10lding gain reserve 49740
leads to the following balance sheet: P&L account __ 16600
266 340
€ € Loan 50 000
Land and 135 000 Creditors 50 000
building 10 €366 340
FE aﬁd O 100 SH00Y In checking through Activity 5.6, note the treatment of
equipment ) o o
the inventory gains; it is assumed that the opening inven-
110 tory was all sold on 30 June, so the relevant holding gain
less 4000750 is realized, the €90 000 closing inventory is treated as
Depreciation 4 400 39 600 being purchased on 30 June and held ever since. Check
174 600 that you understand the usage of all the index adjust-
Current assets ments (and note the irrelevance of the general inflation
130 E e index here). As regards the distinction between realized
Inventory 90 000x 75 101740 and unrealized holding gains, note that only the current
Debtors 90 000 ;32:3 ;ig operating profit can be distributed without impairing the

ability to replace physical assets.
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REPLACEMENT COST ACCOUNTING AND DEPRECIATI

ACTIVITY 5.7

There is one particular problem with replacement cost
(RC) accounting and depreciation that is not revealed by
the Chaplin illustration. Consider the following:

A fixed asset costs €100, has an expected useful life
of four years, with zero scrap value and the RC of a new
asset rises by €20 each year. Calculate the profit and
loss (P&L) account charge and show the balance sheet
position, for each of the first two years, under RC.

Activity feedback

The year 1 position is simple enough. We have:
Cost (RC) €120
Depreciation (25%) (in P&L a/c) 30
Balance sheet € 90

But year 2 is problematic. From a P&L account view-
point we have an RC figure of €140 and we have had 25
per cent of the benefit, therefore we should have an
expense to match of 25 per cent of 140 = €35. This
leaves total accumulated depreciation of €65 and a bal-
ance sheet figure of €75 (140 — 65). But taking a balance
sheet view, we have an asset with an RC of €140 that is
exactly half used up. Therefore, again following the
matching convention, we should have accumulated
depreciation of exactly half of €140, leaving a balance
sheet figure also of exactly half of €140 to carry forward
for future matching. This implies an expense figure in year
2 of €40 (closing depreciation balance €70, opening bal-
ance €30, therefore necessary charge for this year €40).

We are obviously in trouble. In year 2 we need a €35
charge in the P&L account (25% of 140) and at the same
time a deduction of €40 (70 — 30) in the balance sheet.
From a double-entry viewpoint this is somewhat disturb-
ing. This problem is usually solved by the idea of backlog

depreciation. The year 2 balance sheet deduction is
regarded as consisting of two elements:

1 The proper annual charge (€35).

2 The extra figure necessary to bring the
accumulated depreciation at the beginning of year
2 up to what it would have been if the current (end
of year 2) RC had been prevailing earlier (€5).

Thus we have a credit of €40 to depreciation provi-
sion, a debit of €35 to P&L account and a debit of €5 to —
well, where?

Since the €5 relates in effect to the correction of what
we now know with hindsight to have been under-
depreciation in earlier years, one possibility would seem
to be to reduce the accumulated revenue reserves figure
brought forward - like a prior year adjustment. By the
same token, the earlier years’ accounts were certainly
correct at that time with the matching convention properly
applied in the then current circumstances. It could be
argued that the problem of this backlog adjustment is
covered by the existence and recording of holdings
gains. Therefore, the €5 could be ‘charged to’ holding
gain account. This last argument is usually followed. This
would give year 2 balance sheet entries as follows in our
example:

Fixed asset RC 140
Depreciation 70
(Net book value) NBV 70
Holding gain  b/f 20
reserve
Add 20
Less 5 85

CURRENT ENTRY VALUES: PRELIMINARY APPRAISAL

ACTIVITY 5.8

Prepare a list, in point form, of advantages and disadvan-
tages which you think could reasonably be said to apply
to current entry value accounting.

Activity feedback

Possible, but not necessarily exhaustive, suggestions are
as follows:

(Continued)
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ACTIVITY 5.8 (Continued)

6 Comparisons over time, and performance analysis,

Advantages

1

It provides more information in that it splits the total
profit into holding gains and operating profit. This

are more valid and meaningful.

7 ltis practicable, it has been shown to be feasible in

permits better appraisal of earlier actions and practical application.
provides more useful data for decision-making
purposes. Disadvantages

By permitting holding gains to be excluded from
reported profit, it allows for a proper maintenance
of operating capacity — the ‘business substance'’.

It provides a balance sheet based on current
value, on figures relevant to the date of the
balance sheet.

It is consistent with accounting concepts — if
holding gains are excluded from reported profit it is
more prudent than HC.

Holding gains are recognized and reported when
they occur.

It requires more subjectivity (or arbitrary choice
between different available indices). It is therefore
less ‘auditable’.

It requires the use of replacement cost figures for
assets that the firm does not intend, or perhaps
could not possibly, replace.

It still fails to give an indication either of the current
market value of most assets in their present state
or of the business as a whole.

It fails to take account of general inflation, of
changes in the purchasing power of money.

You may recall from the array of value concepts analyzed by Edwards and Bell that
they suggested that two different concepts of current entry value were worthy of more
detailed consideration. They named and defined these as:

1 Present cost— the cost currently of acquiring the asset being valued.

2 Current cost — the cost currently of acquiring the inputs which the firm used to
produce the asset being valued.

So far in this chapter we have ignored this distinction. We would suggest, broadly
following the thinking of Edwards and Bell themselves, that the route to making a
rational choice between them lies in remembering the underlying arguments for using
current entry values in the first place. As we saw in Activity 5.4, we are secking the
maintenance of the capacity to replace the resources of the business. We are therefore
secking to ensure the continued long-run operation of the business. The approach we
need to adopt, therefore, is that which accords with the expected operations of the
firm in the ordinary course of its business. Given that the going concern convention
applies, and given that the firm is going to continue operations in the long run, it is
clear that current cost rather than present cost (both as defined earlier) will better
reflect the reality of transactions and economic events in most cases. To a firm in busi-
ness to manufacture motor cars and aiming for long-run operations as a manufacturer
of motor cars, it is the cost of the replacement inputs which it needs to manufacture
motor cars which is the relevant datum to ensure the maintenance of operating
capacity. The cost to a manufacturer of motor cars of buying in complete motor cars
(at present cost) is not normally an operationally relevant figure.

So it is argued that current cost is normally the appropriate current entry value to
use, on the grounds of its relevance to normal ongoing business operations. It follows,
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however, that where this justification ceases to be true, because, for example, the
inputs are no longer available, then the conclusion may well no longer be correct. If
the firm would as a matter of expected action (not merely should as a matter of efficient
management) replace an asset in a more complete state than with the previous raw
components, then the appropriate present cost should be used instead.

It could be suggested that in arguing for the relevance of current cost as a useful
entry value measure leading to the practical maintenance of operational capability, we
are failing to follow properly the logic of the arguments put forward. The essence of
the whole thinking is that a firm should charge as an expense the costs of replacing the
resources used or consumed. Past (historical) costs are useless for this purpose. But
what is theoretically needed is obviously the amount that wi/l have to be paid for the
replacement items at the time when they are replaced. The current cost may or may
not be identical to the actual cost when replacement eventually occurs. In many cases
current cost will be the same as expected actual cost. But if it is not, should we make
some adjustment?

Theoretically, at least from the viewpoint of the income statement and capital main-
tenance in the operating sense, the answer seems to be yes. But there are at least two
arguments against this. The first is the essentially practical one that a considerably
greater degree of subjectivity is introduced which may more than outweigh the theo-
retical advantages. The second argument is that there are perhaps implications for the
matching principle and the balance sheet. A current entry value balance sheet can be
argued as being consistent within itself, giving proper additivity in the mathematical
sense. But a future entry value balance sheet, with the timing implications of the word
future being different for different items, is of more suspect validity. And since today’s
asset figure affects next period’s results there are possible implications for future peri-
ods too.

SUMMARY

In this chapter we have explored the logic of using current entry values for
the preparation of accounting results, analyzed the effects and usefulness
of the additional information derived, related the approach to capital mainte-
nance and prepared and interpreted current entry value information.

The main advantages of current entry value accounting lie in its effects
on the profit and loss account information given. It can be argued as giving
more effective application of the matching and accruals conventions (rent
costs against current revenues) and, through its long-run economically
rational capital maintenance concept, of the going concern convention. It
provides important information, at minimum, about those elements of histori-
cal cost profit which do not represent increases in economic wealth (given
continuing operation). As regards the balance sheet it gives figures based
on up-to-date market numbers. However, the approach is still clearly to

determine profit and loss figures and then to ‘stick what is left’ in the balance sheet. The balance sheet is

still essentially a statement of unexpired expenses, not a list of marketable assets at valuation.
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Suggested answers to exercises marked v are to be found on our dedicated CourseMate platform

for students.
Suggested answers to the remaining exercises are to be found on the Instructor online support
resources.
1 Explain and demonstrate how replacement cost accounting affects reported profit as compared
with historical cost accounting.
v2 Isreplacement cost accounting more or less prudent than historical cost accounting?
3 Under areplacement cost accounting system, which holding gains should be reported as:
(a) realized
(b) part of profit
(c) distributable? Why?
4 In general, replacement cost accounting produces reported profit figures which are a better
indication of long-run future performance than historical cost accounting does. Discuss.
5 Areplacement cost balance sheet is just as useless as a historical cost balance sheet. Discuss.
v6 |.M. Confused, computer dealer.
From the following information compute
(a) Profit and loss accounts and closing balance sheets for each of the years 20X1 and 20X2
under historical cost principles.
(b) Profit and loss accounts and closing balance sheets for each of the years 20X1 and 20X2
under current replacement cost principles.
Comment briefly on the significance of the results.
Date Event relating to trading in computers ‘Wealth’ € cash
Computers
01/01/X1 Set up business with €10 000 in the bank 10 000
02/01/X1 Buy six computers for €1 000 each 6 4 000
01/05/X1 Sell two for €1 500 each (RC = €1 100) 4 7 000
01/09/X1 Buy two computers for €1 200 each 6 4 600
01/10/X1 Pay annual rent of €600 6 4 000
31/12/X1 Financial year-end. Pay tax of €200 6 3 800
03/03/X2 Sell two computers for €1 800 each (RC = €1 300) 4 7 400
01/10/X2 Pay annual rent €700 4 6 700
01/11/X2 Buy two computers for €1 400 each 6 3900
31/12/X2 Financial year-end. Pay tax €450 6 3 450
7 Mallard Co. was formed on 1 January 20X1 with 10 000 issued €1 ordinary shares. The same

day they obtained a 12 per cent loan of €8 000 and bought fixed assets for €9 000. During
20X1 their purchases and sales of widgets were as follows:



Purchases Sales
3 January 100 at €80 8 000
1 February 60 at €120
1 April 110 at €75 8 250
1 May 90 at €120
1 July 100 at €85 8 500
1 August 130 at €120
1 October 120 at €90 10 800
1 November 110 at €130

(a) Purchases and sales were all paid for in cash.
(b) The loan interest was paid early in the following year (20X2).

7 200

10 800

15 600

14 300

EXERCISES

(c) The buying price of widgets changed on 1 March, 1 June, 1 September and on 1 December

(when it was €100).

(d) The fixed assets are to be depreciated at 10 per cent p.a. At 31 December 20X1 their buy-

ing price was €12 600.
(e) General expenses during the year were €13 200.

(i) Prepare a balance sheet as at 31 December, 20X1 together with a trading profit and loss account

for the year to 31 December 20X1, on replacement cost lines.
(i)  What are holding gains? In what circumstances are they distributable?

L and H

On 1 January, L and H each started a business by investing €100 in cash, and then

immediately purchasing one widget.

L sold her widget on 3 March for €110, but on 1 April discovered that she needed to pay this

to buy another, which she did.

On 30 June this was sold for €120, and a new one bought in July for €120.

On 29 September this was sold for €130, and a replacement purchased on 30 September for

€130.

H had been less active and had merely kept his first widget and read the newspaper. Both
have decided to adopt 30 September as their accounting date, and come to you for accounting

services.

(a) How would the above appear under:
(i) historical cost
(i) replacement cost.

(b) Which results make more sense, and why?
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CURRENT EXIT VALUE AND
MIXED VALUES

OBJECTIVES After studying this chapter you should be able to:

e cxplain the effects and implications of using current exit values to
record the possession and usage of economic resources

e outline the implications of using an ad hoc mixture of valuation
methods

o define and explain the effects and implications of deprival values as the
basis of recording the possession and usage of economic resources

e discuss the overall relevance of current values.

INTRODUCTION

In this chapter we look first of all at remaining current values worthy of consideration,
current output or exit values. We then explore the possibility of using a combination
of different valuation methods in preparing financial reports and, in particular, the
concept of deprival value. In each case, as in earlier chapters, we seek to investigate
both the techniques and logic of calculation and the meaning and usefulness of the
resulting information.
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CURRENT EXIT VALUE ACCOUNTING

Edwards and Bell (1961) suggested two current exit value concepts as worthy of con-
sideration (see p. 66). These were current values and opportunity costs.

Current values they defined as ‘values actually realized during the current period
for goods or services sold’. On reflection, however, it quickly becomes apparent that
the idea of substituting current values so defined into our basic equation of W, + P—
D = W, does not make a great deal of sense. Values actually realized for goods and
services already sold cannot obviously be argued as relevant to resources still possessed
at the date or dates under consideration. Rather, of course, these realized values are
the basis of revenue flows.

It is the second concept, that of opportunity costs, which we need to develop.
Edwards and Bell defined this as ‘values that could currently be realized if assets were
sold ... (without further processing) outside the firm at the best prices immediately
obtainable’. This is certainly a concept relevant to the resources possessed at the date
under consideration. It shows the amount of money we could derive immediately
(currently) from the resources held, or to take the alternative viewpoint, it shows the
amount of money we choose not to derive immediately if we retain the resources for
any reason. We can adapt the application of the definition slightly to allow for further
unavoidable processing or expenses of disposal and consider the concept of net realiz-
able value (NRV), i.e. the proceeds after deducting these additional unavoidable
expenses of disposal. These ideas are explored further in this chapter.

We intend to base our valuation figure on the current market selling price, more pre-
cisely, on NRV. So if an asset could be sold for €250, but the sale would involve €10 of
selling expenses, the NRV is €240. The income under this method is based on the dif-
ference between the NRV of all resources at the two chosen dates. Following Edwards
and Bell, it is often referred to as realizable income. It can be defined as follows:

Yi=D+ (Re—Fy)

where Y is the exit value income, D is the distributions (less new capital inputs), R, is
the NRV of the assets at the end of the period and Ry is the NRV of the assets at the
start of the period.

In practice, several possibilities exist as to exactly what we mean by NRV.

ACTIVITY 6.1

Consider an item of work in progress that has an NRV
today of €10 in its existing state. The finished product
(which would require a further €4 of expenses) has an
NRV today of €20, but by the time the actual item of cur-
rent work in progress is finished and sold, it is expected
to have an NRV of €22. On a forced sale (e.qg. if all the
assets have to be sold off at once by a liquidator), the
item in its existing state would realize €6.

Suggest possible figures for the exit value and which
one of these you would normally find most useful.

Activity feedback
Possible figures for the exit value would seem to include
€6, €10, €20 - 4) and €(22 - 4). It is generally agreed
that exit values should refer to assets in their existing
state, on the assumption that they are sold in an orderly
manner, i.e. in the normal course of business. Thus, in
our example, the exit value for the work in progress would
be €10.

It is clear that the exit value capital (R) at any particu-
lar date shows the amount of money that the business

(Continued)
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ACTIVITY 6.1 (Continued)

could obtain from its assets as on that date. Turning this
around, exit value is seen as an opportunity cost concept —
it shows the amount of cash that the business could obtain
if it did not keep the asset. The opportunity cost of having
an asset is the amount of cash the business sacrifices by

+ realized non-operating

gains i.e. on assets held for
+ unrealized non-operating use
gains

Before looking at an example, it is important to under-

retaining the asset instead. Advocates of exit value
accounting argue that it is necessary to know the cash
resources tied up in a business in order to measure
efficiency. The amount of cash potentially available — the
‘current cash equivalent’ of the resources of a business —
also provides a genuinely common measuring unit when
comparing different businesses.

It is often argued — indeed often merely stated — that
exit value accounting does not conform to the going con-
cern convention. lts advocates argue that it is not
intended to show what will happen, rather it is intended
to show the results of what could happen, in order to
assist decision making and internal appraisal.

We can usefully divide the exit value income (Y,) into
four elements:

stand the effect of exit value accounting on the P&L
account. Since the opening and closing balance sheets
are now value based and not cost based, it necessarily
follows that the P&L account is also value based and not
cost based. For example, ‘depreciation’ is no longer a
process of cost allocation under the matching conven-
tion. It simply becomes the loss in value of the asset in
the period.

Now work through the following example. Remember
particularly that an unrealized gain in year 1, reported as
such, will become a realized gain in a later year and will
need to be reported as a realized gain. Care is needed
to ensure that gains are not reported twice: as both
unrealized and realized. This of course would be double
counting.

i.e. on assets held for

unrealized operatin
a P 9 resale

Y, = realized operating gains
gains

Example

A company commences business with capital in cash of €15 000. It buys a fixed asset
for €10 000. The following information is available:

Year 1 Year 2
€ €
NRYV of fixed asset 6 000 4 000
Sales 20 000 25 000
Cost of sales 11 000 12 000
Closing inventory: cost 2 000 3 000
NRV 2 500 3 800
Exit value revenue statements
Sales 20 000 25 000
Cost of sales 11 000 12 000
9 000 13 000
‘Depreciation’ 4000 (1) 2000 (2)
5 000 11 000
less Operating gain included in previous year - 500 (3)
5 000 10 500
add Unrealized operating gain 500 (4) 800 (5)
Realizable income 5500 11 300
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Year 1 Year 2
€ €
Exit value balance sheets
Fixed assets 6 000 4 000
Inventory 2 500 3 800
Cash 12 000 (6) 24000 (7)
20 500 31 800
Capital 15 000 15 000
Realizable income 5500 16 800
20 500 31 800
Notes:
1 10 000-6000
2 6000 - 4000
3 Included as realized in the 11 000, but already included, as unrealized, in the 5500 for year 1.
4 2500-2000
5 3800-3000
6 15 000-10 000+ 20 000 - (11 000 + 2000)
7 12 000 4 25 000 - (12 000 + 1000)

The unrealized gain on inventory is here calculated on an annual basis, inventory
during the year being left at cost. It would be possible, although more complicated, to
record such unrealized gains more frequently — even daily if desired. Care must be
taken, however, to ensure that a previously recorded unrealized gain is not again
added into ‘realizable income” when it is realized.

Now try the following activity, making a proper attempt before looking at the feed-
back which follows.

ACTIVITY 6.2

Bonds plc commenced business on 1 January year 7. The following information relates to the machine:

Let us assume all transactions are by cheque and no

credit is given or taken and that Bonds plc deals only in 37';2‘7 37‘;:2'8
one type of item of inventory.
Replacement cost 10 000 12 000
1 January Year 7 Realizable value 8 000 6 000
Introduced capital of €25 000 and purchased a  Costof realization 1000 1000
machine for €9 000 Required:
Purchased 500 items of inventory for €15 each. Produce a set of realizable value accounts for years 7
31 December Year 7 e el
I i fi for € h ..
Sold 300 items of inventory for €30 eac Ac tivity feedback

Paid rent for the year of €1 000
Paid other expenses for the year of €1 000.

1 January Year 8

Purchased 400 items of inventory for €17 each.

31 December Year 8
Sold 500 items of inventory for €33 each
Paid rent for the year of €1 100
Paid expenses for the year of €1 200.

Bonds plc Trading and P&L account for the year ended
31 December.

31.12.7 31.12.8
= =
Sales 9 000 16 500
Less cost of
sales (4 500) (8 100)
Gross profit 4 500 8 400
Rent 1 000 1100
Expenses 1 000 1200

(Continued)
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ACTIVITY 6.2 (Continued)

31.12.7 31.12.8
€ €
Depreciation
(note 2) 2000 2 000
(4 000) (4 300)
Gross profit 500 4 100
Holding gain
(note 3) 3 000 (1 400)
3 500 2 700
Balance sheet as at 31 December
31.12.7 31.12.8
& &
Fixed assets
Machine at NRV 7 000 5 000
Current assets
Inventory at
NRV (note 1) 6 000 3 300
Bank 15 500 22 900
21 500 26 200
28 500 31 200
Share capital 25 000 25 000
Profit 3 500 6 200
28 500 31200
Notes:

1 The inventory is also brought into the balance sheet
at the end of each year at its net realizable value.

31.12.8 200 units x €30 = €6 000
31.12.7 100 units x €33 = €3 300

2 Depreciation. The depreciation is the difference
between the NRV of the asset at the end of each
year less the NRV of the asset at the beginning of
the year. Note that the NRV is after deducting the
costs of realizing the asset.

€7 000 - €9 000
€5 000 -<€7 000

Year 1
Year 2

3 Holding gain. In year 7 the holding gain is the
unrealized holding gain on the closing inventory:

200 units X €15 (i.e. €30 - €15) = €3 000

In year 8 the holding gain of year 7 has now
been realized (and therefore included in the
trading account for year 8) while there is an
unrealized holding gain on the closing stock of:

100 units X€16 (i.e. €33 -€17) = €1 600

Therefore, in year 8 the holding gain (loss) is:

€
Unrealized holding gain in year 8 1 600
less Unrealized holding gain from
year 7 now realized in year 8 3 000
(1 400)

In effect we have a holding loss.

CURRENT EXIT VALUES: PRELIMINARY APPRAISAL

ACTIVITY 6.3

Prepare a list, in point form, of advantages and disadvan-
tages which you think could reasonably be said to apply
to current exit value accounting.

Activity feedback

Advantages

1 It follows the economic ‘opportunity cost’ principle.
It reveals the money sacrifice being made by
keeping an asset. This permits rational decision
making on the alternative uses of resources.

2 Exit values facilitate comparisons. They provide a

genuinely common measure for the value of
assets — cash or current cash equivalent.

3 The concept of realizable value is easy for the
non-accountant to understand.

4 Useful information about assets is provided to
outsiders, e.g. creditors.

5 Itis already widely used, e.g. debtors, inventory
at lower of HC and NRV, revaluation of land and
buildings.

Disadvantages
1 Itis highly subjective. Arguably more so than
replacement cost (RC) accounting.

2 |t fails to follow the going concern assumption,
fails to recognize that firms do not usually sell all
(Continued)
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their assets (the proponents of exit value
accounting explicitly deny this charge, arguing
that it makes no assumptions either way, it merely
provides useful information).

3 It fails to concentrate attention on long-run
operational effectiveness.

4 |t fails to give realistic information about the
internal usefulness of assets — particularly of
highly specialized assets that could have a very
low NRV on the general market.

You may, of course, have some slightly different views.
One point we should certainly consider is the possible
relevance of expected values, which Edwards and Bell
(1961) suggested to be a concept worth further explora-
tion. They defined expected values (see Table 4.2) as
‘values expected to be received in the future for output
sold according to the firm’s planned course of action’.
Expected values are therefore a future exit rather than a
current exit way of thinking. Expected values defined in
this way certainly give useful information. In fact they
form the raw material for the preparation of both cash
and revenue budget statements. However, our essential
purpose here is to prepare statements of current position
and similar arguments apply to those already considered
in relation to future entry values. To use future exit values
would introduce greater subjectivity, greater possible

ACTIVITY 6.3 (Continued)

inconsistency of evaluation and could be argued as fail-
ing to reflect current reality. Current exit values are
suggested as a more useful concept.

It is essential to remember that exit value NRV
accounting tends to focus on the balance sheet to a con-
siderably greater extent than current entry value RC
accounting. Profit or gain is very much determined by a
consideration of changes in output values of resources.
The balance sheet under NRV can be regarded as a con-
sistent statement, with all figures on the same basis and
as at the same date. This balance sheet is not just a list
of ‘balances left over’ in the sense that a current entry
value balance sheet is (see Chapter 5). However, it fol-
lows from this that it is the profit and loss calculation
which in a sense picks up and contains ‘the figures lying
around’. Current exit value is essentially a short-run
concept. It provides valuable information about market
values of business resources and therefore about short-
term alternatives and possibilities. This is clearly seen in
the capital maintenance concept associated with NRV.
This could be expressed as: the maintenance of the
NRV, the current cash equivalent, of the resources of the
business. But exit value accounting information does not
provide us with the information necessary for manage-
ment to seek to ensure the long-run operational capability
of the business.

MIXED VALUES - AD HOC METH

As we shall see in detail later on, companies following IAS, and also some national sys-

tems, may have a great deal of flexibility in practice as regards the valuation policy they
wish to adopt. There is no requirement for any consistency of approach as between
one asset and another. It is in fact extremely common for businesses that broadly
follow historical cost accounting principles to revalue some of their fixed assets at
intervals (not necessarily annually), sometimes then depreciating on the revalued

figure, sometimes not depreciating at all. This may well lead to the provision of more
useful information as regards particular resources. For example, a current or recent val-

uation of land or factory is surely more useful than a 50-year-old cost figure. But, of

course, it further increases the inconsistencies within the accounting reports as a

whole, making the balance sheet as a statement of resources and the sources thereof

ever more difficult to understand, usually influencing the size of expense figures
charged and certainly influencing any interpretational ratios relating return with the

source base being employed.
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MIXED VALUES - DEPRIVAL VALUE

A much more theoretically defensible approach to the idea of using different valuation
bases for different assets — or more accurately for using different valuation bases for
assets in different circumstances — is the concept of deprival value.

Assume that a business owns an asset. What is that asset ‘worth’ to the business?
The deprival value (DV) approach says that the DV of an asset is the loss that the
rational businessman or businesswoman would suffer if he or she were deprived of the
asset. This loss will depend on what would rationally have been done with the asset if
he or she had not lost (been deprived of) it.

ACTIVITY 6.4

Six people, A to F, are possessors and owners of six
assets, U to Z, respectively. The various monetary evalu-
ations (in €) of each asset by its owner are shown in the

which he or she will now never receive. Being rational,
the intention must have been to act so as to derive the
highest possible return, i.e. the higher of NRV and eco-

nomic value (EV). Therefore, in situations where the
rationally acting businessman or businesswoman would

following table.

Person Asset HC RC NRV Ev not replace the asset if deprived of it, DV is the higher of
A U 1 2 3 4 NRV and EV. This last element — the higher of NRV and
£ u 5 6 8 v EV —is known as the ‘recoverable amount’.

c w 9 12 10 11 So we can formally state that DV is the lower of RC
D X I = L L and recoverable amount, where recoverable amount is
E M vz e 0 L the higher of NRV and EV (see Figure 6.1). Given three
F VA 23 22 21 24

different concepts (RC, NRV and EV), there are in fact

All six people signed a contract with an insurance only six possible different rankings:

agent, Miss Prue Dential, under which they shall be reim-

. . EV > NRV > RC
bursed, in the event of loss of their assets, by ‘the amount NRV - EV - RC
of moneylta :(a:nolnaII)t/hactmg Serson will actually have lost RC - EV - NRV
as aresulto o§|ng e ggse . ‘ - RC - NRV - EV

Put yourself in the position of the rationally acting person, NRY - RC - EV
decide what action you would take in each circumstance EV - RC - NRV

and then calculate the net effect on your monetary position.
The example contains all six of these alternatives. The

Activity feedback DV in each situation is as follows:

In gach situaﬁgn the ﬁrs.t question to ask ig: Would the o DV Reason

rationally —acting businessman or . bus:nesswqman A 5 Cost of replacement

replace the as;et or ngt? He or she W/lllrep./ace it if tﬁe B 6 Cost of replacement
proceeds of e/z‘f{er selling it (NRV) or using /t’ (eclonom/’c c 1 B

va/ye, EV) are higher than the costs of rep/aqng it. If it is D 14 Realizable value not received
going to be replaced, then the /.oss ;uffered is c/ear/y‘the E 19 Cost of replacement

cost of replacement. Thus, in situations where the ration- F 2 Cost of replacement

ally acting businessman or businesswoman would

replace the asset, DV is RC. If he or she would not Make sure that you understand why, in the context of

replace it, the loss suffered is given by the value of the
benefits that would have derived from the asset but

the logic of the DV definition (and notice the irrelevance
of the HC figures).
(Continued)
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ACTIVITY 6.4 (Continued)

Relationship between DV, RC, NRV and EV

Figure 6.1

Deprival
value
lower of
Replacement Recoverable
cost amount
higher of
Net realizable Economic
value value

DEPRIVAL VALUE: APPRAISAL

Deprival value (DV) has a clearly definable concept of capital maintenance. Profit is
here being regarded as the excess after maintaining the ‘value to the business’ of its
assets. The value to the business is clearly seen to be related to actual operations (what
the business would do). Following from this, we can say that DV seeks to maintain the
business’s capacity to do things, usually expressed as the operating capacity or operat-
iy capability. We saw earlier that in four of the six possible rankings, DV equals RC.
In the practical business situation, the chances of replacement cost being higher than
both NRV and EV will generally be relatively small, so the other two rankings will in
practice not occur frequently. This means that, in a practical business context, DV usu-
ally comes back to RC.

Theoretically, therefore, it can be suggested that deprival value provides an improve-
ment and refinement on current replacement cost accounting. It reduces itself to
replacement cost when the economically logical action is to replace and uses the more
relevant benefit foregone figure in those situations where replacement would logically
not occur. Notice, of course, that it is not strictly a completely current concept at all,
as the EV possibility is a future orientation. Another way to look at the implications of
the previous discussions would be to take the more practical line of arguing that
deprival value shows that replacement cost is relevant most of the time. In other
words, deprival value thinking positively explores the possibilities of refining replacement
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cost thinking and shows that in most situations the refinements introduce difficulty and
subjectivity for very little benefit in terms of extra relevance of information.

As a final thought, what about additivity? Is deprival value a separate concept, lead-
ing to a balance sheet consistently valued in deprival terms? Or is deprival value merely
a formula for choosing which of the three (RC, NRV, EV) valuation bases to use in
any particular situation? Under the latter way of thinking, deprival value obviously
leads to a variety of bases in the balance sheet and therefore to a lack of additivity.

ACTIVITY 6.5

Disadvantages

Prepare a list, in point form, of advantages and disadvan-
tages which you think could reasonably be said to apply
to deprival value accounting.

Activity feedback

Advantages
1 All the advantages of RC accounting can be
claimed here also.

2 As a ‘mixed value’ system it is more realistic and
relevant than either RC or NRV. It values
resources at RC if it is profitable to replace them
and at the expected proceeds if they would not be
replaced.

1

2
3

Disadvantages 1, 3 and 4 of RC accounting can
be claimed here too.

It is more subjective than RC.

If the balance sheet is expressed in ‘mixed
values’, what do the asset and capital employed
totals mean? Can mixed values be validly added
at all?

Firms are not in practice being continually
deprived of their assets.

The concept of fair value seems to have become popular in recent years. It is cer-
tainly a form of current value, but its precise nature and meaning has been a matter of
considerable controversy, and indeed confusion. It is now important enough, with a
new standard (IFRS 13) recently issued, to warrant a chapter by itself. We therefore

defer consideration of fair value to Chapter 8.

SUMMARY

In this chapter we have analyzed the logic and implications of current
exit value accounting and prepared accounting statements on a current exit
(NRV) basis. We then explored the possibility of ad hoc mixtures within the
framework of traditional accounting reports and analyzed the logic and

implications of deprival value accounting.
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Suggested answers to exercises marked v are to be found on our dedicated CourseMate platform
for students.

Suggested answers to the remaining exercises are to be found on the Instructor online support

resources.

1
2

v3

v6

Explain the principles of exit value accounting, providing a simple made-up illustration.
Explain the principles of deprival value accounting, providing a simple made-up illustration.

Discuss the proposition that businesses should be required to publish their P&L statement on
replacement cost lines and their balance sheet on net realizable value lines.

Deprival value removes significant disadvantages of replacement cost, while retaining its
advantages. Discuss.

(a) Provide a definition of the deprival value of an asset.

(b) For a particular asset, suppose the three bases of valuation relevant to the calculation of its
deprival value are (in thousands of euros): €12, €10 and €8. Construct a matrix of columns
and rows showing all the possible alternative situations and, in each case, indicate the
appropriate deprival value.

(c) Justify the use of deprival value as a method of asset valuation, using the matrix in (b) to
illustrate your answer.

Steward plc commences business on 1 January year 1. Let us assume all transactions are by
cheque and no credit is given nor taken and that Steward deals only in one type of item of inventory.
1 January Year 1

Introduced capital of €30 000.

Purchased machine for €10 000.

Purchased 1000 items of inventory for €10 each.

31 December Year 1
Sold 800 items of inventory for €15 each.
Paid expenses for the year of €1000.
The NRV of the machine is €9000.

1 January Year 2
Purchased 800 items of inventory for €13 each.

31 December Year 2
Sold 500 items of inventory for €20 each.
Paid expenses for the year of €1200.
The NRV of the machine is €8000.

Produce profit and loss accounts and balance sheets relating to years 1 and 2 using NRV
accounting.



EXERCISES

On 1 January, Stan and Oliver each started a business by investing €100 in cash, and then
immediately purchased one widget, which at that date could have been resold for €120.

Stan sold his widget on 31 March for €130, but on 1 April discovered that he needed to pay
€115 to buy another, which he did. On 30 June this was sold for €140, and a new one bought
on 1 July for €125.

On 29 September this was sold for €150, and a replacement purchased on 30 September for
€130, on which date the new one could have been sold for €160.

Oliver had been less active and had merely kept his first widget and read the newspaper.

Both have decided to adopt 30 September as their accounting date, and come to you for
accounting services.

All widgets are identical.

Replacement costs changed on 31 March, 30 June, 29 September. How would the above
appear under:

(a) historical cost
(b) replacement cost
(c) netrealizable value.

You may find it helpful to do this by using a table with each date on the left and columns for
Cash, Inventory, Profit, Holding gains, etc. across the top.
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CURRENT PURCHASING
POWER ACCOUNTING

OBJECTIVES After studying this chapter you should be able to:

e cxplain the concept of general inflation and its implications for
accounting measurement

e cxplain the mechanisms for taking account of general inflation in
financial reporting, especially, but not exclusively, in the context of
historical cost accounting

e discuss theoretical arguments, and practical considerations, for and
against current purchasing power accounting

e outline present attitudes to the whole changing prices and inflation
debate.

INTRODUCTION

In our discussion so far we have considered various methods of ‘putting a monetary
figure on something’. There are many ways of deriving a figure with a € sign in front
that we must consider and appraise. But we have not yet stopped to consider what we
mean by the € sign. What is a euro? It is a unit of money — and money is of no use by
itself. Money has no intrinsic value. Its value is related to what we can get with it, what
we can do with it. When most prices are rising, then we can obtain gradually less and
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less with any given number of euros. This means that if, under any particular valuation ba-
sis, we have maintained our capital appropriately defined in terms of numbers of euros, we
have not necessarily maintained our capital in terms of the purchasing power of those
curos. Current purvchasing power (CPP) accounting attempts to take account of this.

THE MEASURING UNIT PROBLEM

There are many examples of difficulties with measuring units. Litres and gallons or
inches and centimetres are classic examples. In these cases the use of different meas-
uring units may be a nuisance, but the problems are capable of rapid and objective
solutions. An inch has a precise or standard specification. A centimetre has a precise or
standard specification. It follows, of course, that the relationship between the two also
has a precise or standard specification. We can very exactly convert one to the other
and, even more significantly, the conversion factor is fixed and constant between dif-
ferent people, between different places and between different times.

None of this is true of money as a measuring unit. A unit of money is an artificial
construct. It is related to spending power and spending patterns, and these are per-
sonal and individual. It follows that a unit of money is not fixed as between different
people, is not fixed between different places and, crucially for accounting, it is not
fixed between different times. We need a conversion factor between our altering meas-
uring units. But since our units (curos) are not fixed in inherent valuation, it follows
that the conversion factor cannot be fixed cither. The solution (or evasion) which cur-
rent purchasing power provides to this problem is to use averages as an approximate
surrogate for the theoretically unique conversion factor required. The euro is con-
verted, or adjusted, by means of general indices.

CURRENT PURCHASING POWER

It is vital to understand that current purchasing power (CPP) is a general purchasing
power concept. We are concerned with general inflation, usually expressed as the aver-
age rise in the cost of living, i.e. with inflation in the politicians’ sense. If inflation in
the last year is 10 per cent, then €100 last year has the same general (i.e. average) pur-
chasing power as €110 this year. This means that in order to know what we are talking
about we have to ‘date’ all our euros. Euros at different dates can no longer be
regarded as the same, as a common measuring unit. In order to return to the position,
essential for proper comparison, of having a common measuring unit, we have to con-
vert euros of one date’s purchasing power into euros of the other date’s purchasing
power. This needs illustrating!
Basic figures (all at 31 December) are:

20.1 €200
20.2 €250

The general inflation index stood at 300 in 20.1 and 330 in 20.2 (i.e. inflation in
the year was 10 per cent). Over the year 200, 1 euros have been changed into 2505 »
euros. How much better oft are we?

The description ‘basic figure’ is deliberately vague. The idea of CPP adjustments
can be superimposed on any valuation basis. The practical proposals made in recent
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years for the introduction of CPP have generally assumed an HC basis and for the
present we will discuss and illustrate the ideas under this assumption.

ACTIVITY 74

Well. How much better off are we?

330
o 200 X 300 = €590 220
Activity feedback
To answer this, we need to calculate the equivalent in So in terms of a common measuring unit (€0 2) we have

€000, Of €501 200. In terms of general purchasing power an increase in well-offness of 250 — 220 = €5, - 230.
this will be:

It is important to distinguish, when considering CPP accounting, between mone-
tary and non-monetary items. Monetary items are items fixed by contract, custom or
statute in terms of numbers of euros, regardless of changes in the general price
level and the purchasing power of the euros. Examples are cash, debtors and creditors
and longer-term loans. Non-monetary items are all items not so fixed in terms of
number of euros, for example land, buildings, plant, inventory and shares held as
investments.

Suppose I held a monetary asset in 20.1 of €200 (i.e. €301 200). If I still hold this
asset, untouched and unchanged, a year later, it will be worth €200. It might even be
a pile of 200 physical € coins, although it could equally be a debtor or a loan. But in
20.2 what sort of euro is it worth 200 of? The answer is 20.2 euros. By definition the
item is fixed in terms of number of euros. So I have turned €,9; 200 into €5,
200. But we know that in terms of general purchasing power €55 is worth less than
€50.1 was. Therefore, in maintaining my position in terms of the number of euros of
my monetary asset, I have failed to maintain my position in terms of purchasing
power.

Contrariwise, suppose we borrow €100 in 20.1 and repay the loan, €100, one year
later. We have borrowed €501 100 and repaid €509, 100. We have repaid the same
number of euros that we borrowed, but each euro is of lower purchasing power.
Therefore, in terms of (general) purchasing power we have repaid less than we bor-
rowed, so we have gained. (We shall also have to pay interest of course, which may
have attempted to take account of the effects of inflation.) These gains and losses on
monetary items are an important part of the argument in favour of CPP accounting —
it is suggested that such gains and losses should be calculated and reported.

With monetary items, then, when considering two sets of accounts at different
dates, no adjustment to the € figure reported is needed, but care must be taken in
interpretation. However, when comparing two sets of accounts of the same business at
different dates it is necessary to adjust all the contents of one balance sheet into the
measuring unit (dated euro) of that of the other. The question may be: what is the
current (today) purchasing power of the €100 I held one year ago (and still hold)?
The answer is 100 of today’s euros. But the question might be: If I have €200 today
and I had €100 one year ago, how much better oft am I in terms of purchasing power?
The answer, in terms of today’s euros is:

(RPI today)

200 - 100 X ——n 22
00— 100 (RPI 1 year ago)
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For example:

(330)
200 — 100 X
(300)
=200 - 110
= € today 90
This process leads to a good deal of confusion. Study the following example
carefully.
Example

Given: All the information of Chaplin Ltd, as on pp. 87-88. Prepare: A closing balance
sheet under CPP principles.

Chaplin Ltd — CPP solution

120 € €
Capital 200000 x 100 240 000
Operating profit 21 382
261 382
Gain on net monetary liabilities 2 000
263 382
Loan 50 000
Creditors 50 000
120 363 382
Land and buildings 110 000 X 100 132 000
12
Plant and equipment: cost 40000 X % 48 000
120
Depreciation 4000 X — 4 800 43 200
100
120 175 200
Inventory 90 000 x 110 98 182
Debtors 90 000
188 182
363 382
Notes
1 Operating profit. Balancing figure or provable as follows:
Per HC results 26 000
110 — 100
less Depreciation adj. 4000 x oo 400
110 — 100
Inventory sold adj. 60 000 X ~—oo 6 000
Adjusted profit at 30 June prices 120 19 600
Adjusted profit at 31 December prices 19 600 X 110 €21 382

Guain on net monetary linbilities.

(a) In total, this is easily provable as follows:
Net monetary liabilities 1 January €10 000 (loan 50 000 less cash 40 000).



(b)

CURRENT PURCHASING POWER

Net monetary liabilities 31 December €10 000 (loan 50 000 plus creditors
50 000 less debtors 90 000).

Therefore, the gain is 10 000 <l 120) = €2000 (at 31 December

. 100
prices).
More generally, however, the figures should be considered individually:
Debtors — arose on 30 June, remained until 31 December:
120
1-— ) =1L €8181
90 000 ( 100) 0ss 818

Creditors — arose on 30 June, remained until 31 December:

120
_ = i €
50 000 (1 100) Gain 4545

Loan —arose on 1 January, remained until 31 December:

50 000(1 — @> = Gain €10 000

Cash — arose on 1 January, remained until 30 June:

110
40 000(1 — m) = Loss 4000

But this loss on holding cash is expressed in 30 June euros. This figure must
be converted to 31 December euros, i.c.:

120
X = = €
40 000 110 Loss 4364

So in summary, we have:

Losses of 8181 + 4364 €12 545
Gains of 4545 + 10 000 €14 545
Giving a net gain on net monetary liabilities of: € 2000

Is this €2000 gain distributable? Is it realized? In fact, as the practical busi-

nessman or businesswoman might say, where is it?

Indices used. Study carefully which index number is used where and make sure
you see why. Remember the simplifying assumption that all sales, purchases and
associated payments occurred on 30 June and also that monetary items need no

adj

ustment for balance sheet purposes. Note the irrelevance of the plant and in-

ventory indices.

Co

mplexity. This example is highly simplified yet the numbers and, more impor-

tantly, the logic, are not at all easy.

Co

mparatives. Next year this balance sheet will be used as a comparative for next

year’s results. For this purpose it will need, next year, to be multiplied by:

m
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(RPI at 31 December next year)
120

This will need to be done to every figure, whether monetary or non-
monetary. Thus, for example, the loan figure at the end of the year 2 will be
50 000 year 2 curos. If the RPI is then 150, then the comparative figure from
year 1, as updated to year 2 euros, will be:

150

X —=%€
50000 120 62500

This cannot, of course, mean that the loan has been reduced in monetary
amount by €12 500. What it does mean is that the loan has reduced in value in
terms of year 2 euros (i.e. there has been another gain on monetary liabilities).

Now try the following activity. Our solution follows, but we strongly suggest that you
make a serious attempt at your own solution first.

ACTIVITY 7.2

Mushroom Ltd was established on 1 January 20X4. Its
opening balance sheet (on this date) was as follows:

€
Land 6 000
Equipment 4 000
Inventory 2 000
Equity 12 000

During 20X4, the company made the following trans-
actions:
(a) Purchased extra inventory €10 000.

(b) Sold inventory for €11 000 cash, which had an
historical cost value of €9000.

(c) Closing inventory on 31 December 20X4 had an
historical cost of €3000 and was bought when
the RPI index was 115 (average).

(d) The equipment has an expected life of four years
and nil residual value. The straight line method of
depreciation is used.

(e) The general price index stood at:
100 on 1 January 20X4
110 on 30 June 20X4
120 on 31 December 20X4

You should assume that purchases and receipts
occur evenly throughout the year. There are no
debtors or creditors.

Required
Calculate the CPP profit for 20X4 and prepare the CPP
balance sheet as at 31 December 20X4.

Activity feedback
cpp cpp
Sales 11000 x 120/110 12 000
Opening
inventory 2000 x 120/100 2 400
Add purchases 10 000 x 120/110 10 909
13 309
less Closing
inventory (3000 x 120/115) 3 130
10 179
1821
Less
Depreciation 1200
621
Loss on holding monetary assets (cash)* 91
CPP profit 530

*If cash accrues evenly over the year, the loss is €(1000 x 120/
110) — €1000 = €91

The historical cost profit (€11 000 — €9000 — €1000 for

depreciation = €1000) and the CPP profit can be recon-
ciled as follows:

(Continued)
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ACTIVITY 7.2 (Continued)

Historical cost profit 1000 *The historical cost profit is based on:
/nve.nltory . e e e
Additional f:harge based on re'.stayng the (270) Sales 11 000 CPP12 000 1000
cost of |nventor¥ at the beginning and Purchases 10 000 10 909 (909)
end of the year in euros of gurrent Net difference o1
purchasing power, thus taking the O
inflationary element out of the profit on
the sale of inventory. Opening Calculation of balance sheet items, and reconciliation of
inventory + 400 — closing profit figure with balance sheet:
Inventory — 130
Depreciation 1 Value of equity, 1 January 20X4 € 12000
Additional depreciation based on cost, (200) Revalued in terms of €cpp at 31 December
measured in euros of current 20X4 (€12 000 x 120/100) € pp 14400
purchasing power of fixed assets 2 Mushroom Ltd
€1200 - €1000 CPP balance sheet as at 31 December 20X4
Monetary items €cpp €crp
Net loss in purchasing power resulting (91) Land 6000 x 120/100 7 200
from the effects of inflation on the Equipment 4000 x 120/100 4800
company’s net monetary assets less Depreciation 1000 x 120/100 @
Sales, purchases and all other costs* 3600
These are increased by the change in the 10 800
index between the average date at Inventory 3000 x 120/115 3130
which they occurred and the end of the Cash (11 000 - 10 000) 1000
year. This adjustment increases profit 4130
as sales exceed the costs included in 14 930
this heading 91 Financed by equity and reserves 14930
CPP profit 530 CPP profit - ECPP
(14930 — 14 400) = S 530

COMBINATION OF METHODS

As already stated, CPP thinking can be applied to any valuation basis, not just histori-
cal costs. It is often suggested that CPP adjustments could and indeed should be
applied to replacement cost calculations. It is important to remember that:

1 RC accounting deals with specific price rises only

2 CPP accounting deals with general price rises only

3 both types of change are in fact occurring at the same time.

Thus, to take the simplest of examples, if HC = 10 and a year later RC = 13, there
is a holding gain of €3. But if the GI has increased by 10 per cent, then (10 x 110/
100) = €1 of that holding gain of 3 (closing date) euros is not ‘real’ because it cannot
be translated into increased purchasing power. The ‘real” holding gain is arguably only

2 (3 - 1) (closing date) euros. This combined approach, known as stabilized account-
iny, 1s shown for Chaplin Ltd in the following example.

13



114 CHAPTER 7 CURRENT PURCHASING POWER ACCOUNTING

Example
Chaplin Ltd — stabilized (RC plus CPP) solution
€
Capital (per CPP answer) 240 000
Operating profit 18 328
258 328
Real holding gain 8 012
266 340
Loan 50 000
Creditors 50 000
366 340
Land and building (per RC answer) 135 000
Plant and equipment (per RC answer) 39 600
Inventory (per RC answer) 101 740
Debtors 90 000
366 340
Notes:
1 Operating profit
120
Per HC answer 26000 X 170 = 28 364
Depreciation RC 30 June 4200
Depreciation less HC 4 000
120
Cost of sales 120
(per RC answer) 9000 X 110 = (9 818)
18 328
2 Real holding gain
Gain on net monetary items (per CPP answer) 2 000
- 135 120
X _— ey
Land and buildings 110000 (110 100) 3 000
Plant and equipment:
110 120
>< - J—
Cost 40000 (100 100) (4 000)
o 105 110 120
X — X _— =
Depreciation (400 100) <105 100) 182 (? E;Elgélg)
Cost of sales:
11 11 12
Opening inventory (60 000 X (fg — %)) X l—lg = 3273
1 12
Closing inventory (90000 X <% - %) = 3557 6830

€8 012
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CURRENT PURCHASING POWER - WHAT DOES IT REAL

It is most important when thinking about CPP accounting to be fully aware of exactly
what it is doing and what it is not doing. The crucial point is that it is not producing a
current valuation of the term concerned in any sense. What it is doing, in general terms,
is to re-express, in terms of current euros, the figures as originally calculated under the
original measurement basis, whatever that was. It does not alter the basis of valuation. It
alters the measuring unit which is being applied to the original basis of valuation.

ACTIVITY 7.3

Look at the figure of €132 000 for land and buildings
shown in the Chaplin Ltd example (p. 110) and think
about it carefully. What does it mean?

Activity feedback
We would suggest it means something like: the number of
current euros that would have to be spent today to buy the

The other point that could be made concerns the
assumption that a general adjustment to purchasing
power is of relevance even when viewed in measuring
unit terms to the particular user of the particular set of
accounts of the particular business being considered.
Can the spending or purchasing power of one euro be
equated as between a retail shop and a chemical manu-

facturer? Can the spending or purchasing power of one
euro be equated as between a non-smoking pensioner
and a smoking teenager? Is general purchasing power
so general that it is not really relevant to any particular
user?

land and buildings if all economic circumstances were
exactly unaltered from when the original purchase was
made. Since all economic circumstances will most certainly
not be unaltered from when the original purchase was made,
itis not obvious that this is particularly useful information.

SOME INTERNATIONAL PRACTICES AND TRADITIONS

No attempt is made here to replicate a full coverage of either national research traditions
or of national practices. Readers wishing to investigate the story as it applies in their own
country should look elsewhere. We merely present a brief sketch and overview.

A significant starting point is the publication of a French ordinance (law) in 1673
and an authorized (by Royal Decree) commentary on it published in 1675 by Jacques
Savary. Savary argued that an annual inventory — which we would now call balance
sheet — had two functions. The first function is to give an indication of the position of
the business as a performing (and continuing) operation. This function logically
requires that assets are measured on a cost basis if not yet sold. The second function is
an indication of debt coverage, i.c. to give an indication of the risk of bankruptcy. This
function logically requires that assets are measured on a net realizable value basis.

ACTIVITY 7.4

2 |t distinguishes between gains or losses on
monetary liabilities and assets, on the one hanad,
and ‘real’ gains or losses through trading
activities, on the other.

Prepare a list, in point form, of advantages and disadvan-
tages which you think could reasonably be said to apply
to current purchasing power accounting.

Activity feedback

Advantages

1 All necessary figures are stated or restated in
terms of a common measuring unit (CPP units).
This facilitates proper comparison.

3 Itrequires only a simple objective adjustment to
HC accounts. Easily auditable.

(Continued)
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ACTIVITY 7.4 (Continued)

Disadvantages the disadvantages of the original HC

1 Itis not clear what CPP units are. They are not the accounts.
same as monetary units. 4 |t fails to give any sort of meaningful ‘value’ to

2 General purchasing power, by definition, has no balance sheet items, although it gives the
direct relevance to any particular person or impression to non-accountants that it has done
situation. precisely that.

3 When CPP is applied to HC-based accounts, 5 Itis extremely difficult to understand and interpret.

the resulting figures necessarily contain all

These two functions, and the resulting balance sheets, later became known as
dynamic and static respectively. These are the terms used in the German tradition,
developed to considerable sophistication by theorists in the early years of the twentieth
century. Schmalenbach wrote Dynamische Bilanz, in several editions to 1926 (also
available in English (1959)), which argues for a reporting system based on historical
costs together with general indexation adjustment. This is in contrast with Schmidt,
who, in various writings, supported the essentially static view (in the sense already
described) that current values should be used, actually current entry (replacement
cost) figures under his proposals.

The Dutch academic Theodor Limperg broadly followed and developed the
Schmidt approach in the years to 1940 (e.g. see Mey (1966)). The essential argument
is that replacement cost is the sacrificed value for production resources used. Distribut-
able income is then logically defined as the difference between revenue and the value
sacrificed in order to obtain that revenue, i.e. profit is revenue less replacement cost of
consumption.

A connection into the English-speaking world was made through the publication by
Sweeney of Stabilized Accounting (1936). Sweeney had access to the German literature
and was strongly influenced by Schmidt. Sweeney went further, however, demonstrating
in detail the feasibility of a full-scale combination of replacement cost measurement in
combination with general indication, i.e. RC and CPP at the same time.

The ‘resources sacrificed’ approach, essentially an opportunity cost philosophy, can
be traced to The Valuation of Property, by Bonbright, published in the USA in 1937.
It was this book that provided the foundations for the development of the concept of
deprival value, already discussed.

Practice since the middle of the twentieth century bears little resemblance to the ear-
lier research developments. The general middle European practical approach, influenced
by the factors discussed in Chapter 2, has been a strict adherence to historical costs. The
same is true in the USA, although perhaps more for reasons of objectivity (and fear of
the power of lawyers) than for reasons of prudence. The UK (and also the Netherlands)
have adopted a more flexible approach, both in law and in practice. The large Dutch
company, Philips, used a broadly Limpergian reporting system for several decades.

In the 1970s the UK experimented with a compulsory supplementary Current Pur-
chasing Power System (SSAP 7, 1974). Following the government-sponsored (and
influenced) Sandilands Report (1975), an expanded (and excessively complicated) de-
velopment of deprival value, known as Current Cost Accounting (SSAP 16, 1980) was
required (without general indexation). Neither lasted very long. Moves along similar
lines were made over this period in a number of other countries, including the USA,



EXERCISES 17

which briefly introduced additional note disclosures using both specific and general
adjustments. But the timing of these events strongly influenced the content and word-
ing of the Fourth European Directive on the accounts of limited companies, published
in 1978 and still very much with us today. This Directive allows a very wide variety of
different approaches.

In terms of the future, general inflation adjustments are regularly employed in
hyperinflationary economies, such as some South American countries and supported
by requirements in IAS 29, discussed in Chapter 23. Specific price change adjustments
are not generally in fashion at present. But as trends of price rise tend to increase, then
the debate is likely to return.

SUMMARY

In this chapter we have explored the concept of general inflation and current
purchasing power adjustments and seen how the figures are calculated.
Finally, we attempted to consider the meaning and usefulness of the result-
ing accounts and statements and to outline some practical developments.

Suggested answers to exercises marked v are to be found on our dedicated CourseMate platform
for students.

Suggested answers to the remaining exercises are to be found on the Instructor online support
resources.

v1  What do CPP adjustments do and how do they do it?
2 Are general indices more or less useful in financial reporting than specific price changes?

3 Look at the figure of €240 000 for capital shown in the Chaplin CPP example (p. 114) and think
about it carefully. What does it mean?

4 To what extent do current purchasing power adjustments to historical cost figures lead to up-to-
date valuations in a balance sheet?

5 Current purchasing power adjustments are simple to apply, but hard to explain and interpret.
Discuss.
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6 From the following historical cost accounts of Page plc, prepare a set of CPP accounts for the
year ended 31.12.8.

31.12.7 31.12.8
€000 €000
Fixed assets
Cost (purchased 1.1.5) 500 500
less depreciation 300 400
200 100
Current assets
Inventory (purchased 31.10) 100 150
Debtors 200 300
Bank 150 350
450 800
less Current liabilities 300 400
150 400
_350 _500
Share capital 100 100
Reserves 250 400
350 500

Profit and loss account for the year ended 31 December year 8:

€ 000
Sales 1850
Cost of goods sold

Opening inventory 100
Purchases 1350
1450
Less Closing inventory 150

1 300

Gross profit 550
Expenses 300
Depreciation __100

400

Net profit 150

The movement on the retail price index has been as follows:

1 January year 5 180
1 January year 7 200
Average for year 7 210
31 October year 7 215
31 December year 7 220
Average for year 8 230
31 October year 8 235

31 December year 8 240



EXERCISES

Assume all sales, purchases and expenses accrue evenly throughout the year.

You are the management accountant of a manufacturing company where production is capital-
intensive, using machinery that is estimated to have a five-year life. The present machinery is
now approximately three years old. Whilst raw material stocks have a low turnover due to supply
problems, finished goods are turned over rapidly and there is minimal work-in-progress at any
one time. The technology incorporated in the means of production is thought to be stable.

In recent years, it has not been possible to increase the price of the company’s outputs
beyond the rate of general inflation without diminishing market share, due to keen competition in
this sector. The company does not consider that it has cash-flow problems. The company is all
equity financed. Although a bank overdraft is a permanent feature of the balance sheet, this is
primarily due to customers being given a 60-day credit period, whilst most suppliers are paid
within 30 days. There is always a positive balance of short-term monetary assets.

In the previous financial year, net profit after taxation on a strict historical cost basis was
considered very healthy, and the directors felt that they could prudently distribute a major
portion of this by way of dividend. The directors are considering whether, and if so how, to
reflect price-level changes in their financial statements. They are concerned that this would
affect their profit figure and therefore the amount they could distribute as dividend.

The following price-level changes have been brought to the attention of the directors:

Retail price Index for company’s Raw materials
index machinery stock index
3 years previously 100 100 100
2 years previously 104 116 102
1 year previously 107 125 108
Present 112 140 120

You are required to prepare a report for your directors setting out in general terms how to
explain to the shareholders the likely impact on the historical cost profit of possible methods of
accounting for price-level changes.

(CIMA — adapted)
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FAIR VALUES

OBJECTIVES After studying this chapter you should be able to:

e cxplain and discuss the concept of fair value

o describe and appraise the requirements of IFRS 13, Fair Value
Measurement

e discuss the arguments for and against the usage of fair value

e articulate your own views on the various valuation methods
considered in Chapters 4, 5, 6 and 7.

INTRODUCTION

The notion of fair value has a long and complicated history. It emerged gradually in a
number of IASs from the early 1980s. However the term, without a clear definition,
could be found rather earlier in the US. Generally the (limited) extent to which fair value
has a coherent theoretical basis has grown up in a rather ad hoc way. For many years the
formal IASB definition of fair value was ‘the amount by which an asset could be
exchanged, or a liability settled, between knowledgeable willing parties in an arm’s length
transaction’. This definition was used in a number of specific standards by both IASB
and the American FASB. The definition has the obvious characteristic, since an exchange
must by definition involve a buyer (with therefore an entry (cost) value) and a seller (with
therefore a selling price (exit value), of avoiding, or defining away, the problem of exactly
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122 CHAPTER 8 FAIR VALUES

what kind of concept and number is represented by fair value. Since it is gross of transac-
tion costs, it is necessarily the same number, under this definition, for both buyer and
seller, so was arguably an entry and an exit concept at the same time. It is certainly a cur-
rent value, being updated for each reporting date, but exactly what kind of current value,
in the context of the exposition in the previous four chapters, is not so obvious.

In 2006 the FASB, at the same time as officially professing a desire for convergence
with the IASB, issued a new standard, then numbered FAS 157, with a new and differ-
ent definition, which changed fair value to an explicitly exit value concept. Eventually
the TASB accepted this new definition, and issued a completely new standard relating
to the definition and operationalization of fair value.

IFRS 13, FAIR VALUE MEASUREMENT

IERS 13, Fair Value Measurement, issued in May 2011, does not impose fair value
(FV) measurement as a requirement. Instead, it:

e defines FV

e sets out:
e a framework for measuring FV, including the ‘Fair Value Hierarchy’

e requirements for disclosures when FV measurement is used.

In other words, it specifies sow an entity should measure FV and disclose informa-
tion about FV measurement, but not when FV measurement should be used. When it
should or may be used is a matter for individual standards, as discussed extensively in
Parts Two and Three of this book.

FV is now defined as ‘the price that would be received to sell an asset or paid to
transfer a liability in an orderly transaction between market participants at the mea-
surement date’. It is therefore now a market-based exit price. Before we go into
details, try the following activity, to put the general idea of fair value into context.

ACTIVITY 8.1

S takes a product to market, incurring transaction costs Activity feedback
of €2 and exchanges it with B, in an arm’s length (i.e. in- Answers would seem to be as follows:
dependent) transaction at an agreed exchange price of

) L ; (@) S'sselling price €30
€30. B takes the product to his own entity, incurring (b) S's net realizable value eos
transaction costs of €3. Calculate each of the following (©) B'sbuying price €30
within the limits of the given data: GIE i €33
(a) S’s selling price (e) B'’scurrentreplacement cost 303
(b) S's net realizable value (f) Fair value to S before sale €30

) B's buyi ) (g) Fair value to B after purchase €30
c s buying price

(d) B’s historical cost A number of points emerge: (a) and (c) are necessarily
equal, (f) and (g) are necessarily equal at least instantane-

(e) B's current replacement cost ously before and after the transaction. Further, (a), (c), (f)

(f) Fairvalue to S before the sale and (g) are all necessarily equal. Third, (b) < (c) < (e), i.e.
(g) Fair value to B after the sale. in the general case where disposal and acquisition costs
are not nil:

NRV < Fair value < CRC



IFRS 13, FAIR VALUE MEASUREMENT

Both practically and conceptually, FV measurement is problematic insofar as it
requires assumptions about ‘an orderly transaction between market participants’ in
situations where there is in fact no active market. These assumptions relate among
other things to prices, market characteristics, characteristics of market participants,
assumed uses and accounting choices. The IASB has insisted that FV measurement is
both feasible and meaningful in such circumstances. Its response is the ‘Fair Value
Hierarchy’ of inputs into the FV measurement process. In this three-level hierarchy
(passages in quotation marks below are from the text of IFRS 13):

e The unproblematic Level 1 inputs are ‘quoted prices in active markets for identi-
cal assets or liabilities that the entity can access at the measurement date’.

® The Level 2 inputs are those which, while not being quoted prices as in Level 1,
are observable, such as quoted prices for similar assets in active markets, or in
markets that are not active, or are not quoted prices but are valuation-relevant in-
formation such as interest rates and yield curves, etc., or are market-corroborated
data derived from or corroborated by observable market data by correlation or
other means.

e The Level 3 inputs are to be used in the absence of Level 1 or Level 2 inputs (or
in some cases to adjust Level 2 inputs) and are unobservable inputs which are
‘used to measure FV to the extent that relevant observable inputs are not avail-
able, ... [but which] reflect the assumptions that market participants would use
when pricing the asset or liability, including assumptions about risk. [ Such
inputs] might include the entity’s own data’. Nevertheless, the IASB insists that
FV is not an entity-specific value such as net present value or net realizable value,
but a market-based value.

It will be clear that it is FV measurement based on Level 3 inputs which is particu-
larly problematic. IFRS 13 seeks to mitigate this problem by means of disclosure. For
both Level 2 and Level 3 inputs, where so-called ‘marking to model’ is involved, IFRS
13 requires a description of the valuation technique and the inputs used, while for
Level 3 inputs assumptions about risk and much more extensive disclosures are
required, including the sensitivity of the FV measurement to changes in unobservable
inputs. The application of this hierarchy is discussed in more detail later in this
chapter.

Whether or not market information from observable market transactions is avail-
able, the objective of FV measurement under IFRS 13 is the same: to estimate the
price at which an orderly transaction to sell the asset or transfer the liability would take
place between market participants at the measurement date under current market con-
ditions, i.c. an exit price from the standpoint of a market participant holding the asset
or owing the liability. Because FV is a market-base measurement, the measurement
takes place based on the assumptions that market participants would use when pricing
the asset or liability, including assumptions about risk. Thus, in such measurement an
entity’s intention to hold or dispose of an asset, or settle or fulfil a liability, is irrelevant.
As well as being applied to assets and liabilities, IFRS 13 is to be applied to an entity’s
own equity instruments. (IFRS 13, paras 1-4).

IFRS 13 applies, in both initial and subsequent measurement, when another IFRS
requires or permits FV measurements or requires disclosures about such measure-
ments or measurements based on FV, with the following exceptions:

1 Share-based payment transactions within the scope of IFRS 2, ‘Share-based pay-
ments’ (see Chapter 22);
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2 Leasing transactions within the scope of IAS 27, Leases (see Chapter 16);

3 Measurements that have some similarities to FV but are not FV| such as net real-
izable value in IAS 2, Inventories, or value in use in 1AS 36, Impairment of Assets
(see Chapters 17 and 15).

In the first two cases, the relevant standards both state, surely bizarrely, that the
earlier ‘exchange price’ definition continues to apply.
Further, the disclosure requirements of IFRS 13 do not apply to:

4 Plan assets measured at FV in accordance with IAS 19, Employee Benefits (see
Chapter 22);

5 Retirement benefit plan investments measured at FV in accordance with IAS
26, Accounting and Reporting by Retivement Benefit Plans (see Chapter 22);

6 Assets for which recoverable amount is FV less costs of disposal in accordance
with IAS 36 (see Chapter 15).

On the other hand, the measurement requirements (and the disclosure require-
ments) apply when FV measurements are disclosed by an entity even if they are not
used in the entity’s financial statements, for example being disclosed only in the Notes
(IFRS 13, paras 5-8).

FV measurement applies to a particular asset or liability (or a particular interest in
an entity’s own equity instruments, e.g. an equity interest issued or transferred in a
business combination). Depending on its unit of account, an asset or liability measured
at FV may be ecither:

e a stand-alone asset or liability such as a financial instrument
e a group of assets or a group of liabilities, which function together

e a group of assets and liabilities which necessarily function together, such as a busi-
ness or a cash-generating unit.

The unit of account is determined based on the IFRS in accordance with which the
FV measurement is being applied, except where otherwise stated in IFRS 13.

APPLYING THE STANDARD

As noted above, a FV measurement assumes that the asset or liability (or interest in
the entity’s own equity instruments) is exchanged in an orderly transaction between
market participants to sell the asset or transfer the liability or own equity instrument
at the measurement date under current market conditions. The market should be
cither the principal market for the asset, liability or equity interest, or, in the absence
of a principal market, the most advantageous market. The reporting entity must have
access to the market in question, i.e. the practical ability to trade in the market, at the
measurement date. The FV measurement represents the price in that market, whether
directly observable or estimated using another valuation technique. Even when the FV
measurement is entirely dependent on Level 3 inputs, a FV measurement assumes that
a transaction takes place on that date considered from the perspective of a market par-
ticipant that holds the asset or owes the liability (or transfers the equity instrument).
That assumed transaction creates the basis for estimating the price to sell the asset or
transfer the liability (IFRS 13, paras 13-21). Extensive guidance is provided in the



APPLYING THE STANDARD

Standard on how to carry out FV measurements of assets based on Level 3 inputs and
for liabilities and an entity’s own equity instruments.

The price in the principal or most advantageous market is not to be adjusted for
transactions costs, which should be accounted for in accordance with other IFRSs.
Transactions costs are not considered to be a characteristic of an asset or liability, as
they are specific to a transaction and may vary depending on how the transaction is
entered into. In other words transaction costs are entity specific rather than market
specific. Although fair value measurement is gross of transaction costs, thereby con-
firming our earlier proposition that FV is greater than NRV, transport costs are specifi-
cally excluded from transaction costs. Transport costs as regards IFRS 13 are defined
as ‘the costs that would be incurred to transport an asset from its current location to
its principle (or most advantageous) market’. In contrast to transaction costs, transport
costs may be a characteristic of an asset as they reflect a change in one of its attributes
(its location). Hence, in making a FV measurement, a downwards adjustment to the
hypothetical price should be made for any transport costs that would be necessary to

transport an asset from its current location to the principal or most advantageous mar-
ket (IFRS 13, paras 22-20).

ACTIVITY 8.2

Does the distinction between transaction costs and trans-
port costs make sense?

Activity feedback

We find it hard to be positive here! The origin of the dis-
tinction seems to be the determination to maintain the
position that fair value is defined in relation to a market
and not in relation to an entity. Cows live in fields or barns
owned by particular farmers/entities, but are sold in
(physical) markets, so their location has to be changed
(hence requiring transport costs) before they can be

presumably is part of transaction costs since it is related
to the market and not related to the entity itself.

But we have difficulty with all this. If you wish to sell a
cow, or you do sell a cow, there is a selling price. But in
order to sell, you have to both transport the cow, and pay
the auctioneer. Gross selling (or exchange of course)
price has a clear economic meaning. Net realizable value
has a clear economic meaning. Fair value, as defined and
applied here, is in the general case in-between. What pre-
cisely is its economic meaning or message? To whom and
for what is it useful? We find these questions difficult to

considered as market-related. The commission to the answer.
auctioneer is integral to the market, not to the farmer, and

Apart from the IFRSs dealing with financial assets and liabilities, several IFRSs
require or permit measurement at FV for non-financial assets. These include IAS 16,
Property, Plant and Equipment (sce Chapter 13), IAS 38, Intanygible Assets (see Chap-
ter 14), IAS 40, Investment Property (see Chapter 13), IAS 41, ‘Agriculture’ (see
CourseMate) and a number of IFRICs.

A FV measurement of a non-financial asset takes into account a market participant’s
ability to generate economic benefits by using the asset in its ‘highest and best use” or
by selling it to another market participant that would do so. Highest and best use
(HBU) is a valuation concept used to value many non-financial assets such as real
estate. The concept is not relevant to items other than non-financial assets since they
do not have an alternative use without being changed and therefore ceasing to be the
same asset or liability.

The HBU of a non-financial asset must be physically possible, financially feasible
and legally permissible. Financial feasibility takes into account whether a physically
possible and legally permissible use would generate adequate income or cash flows to
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produce an investment return that market participants would require, and any costs of
converting the asset to that use.

The HBU is determined from the perspective of market participants, even if the
reporting entity has a different use in mind. Nevertheless, the entity’s current use of a
non-financial asset is presumed to be its HBU unless market or other considerations
suggest otherwise (e.g. in the case of an intangible asset that the entity plans to use
defensively so as to prevent others from using it).

The HBU establishes the valuation premise used to measure FV for a non-financial
asset which might be used in combination with other assets as a group, or with other
assets and liabilities as a business or business unit, as follows:

e If the HBU is the use of the asset in combination with a group of other assets or
other assets and liabilities, the FV of the asset is the price that would be received
in a current transaction to sell the asset assuming that it would be used with that
group of other assets or assets and liabilities (its complementary assets and any
associated liabilities) and that these would be available to market participants.

e Associated liabilities for this purpose include those that fund working capital but
not those that fund assets other than those within the group of complementary
assets.

e Assumptions about the HBU must be consistent for all the assets included in the
group of complementary assets for which HBU is relevant.

e The HBU might provide maximum value to market participants when the asset
is used on a stand-alone basis. In that case, the FV of the asset is the price that
would be received on the assumption that the buyer would use it on a stand-
alone basis.

A FV measurement of a financial or non-financial liability or an entity’s own equity
instrument (e.g. as issued as consideration in a business combination) assumes that:

e The instrument is transferred to a market participant at the measurement date.

e A liability would remain outstanding and the transferee would be required to ful-
fil the obligation which would not be settled with the counterparty or otherwise
extinguished on the measurement date.

e An entity’s own equity instrument would remain outstanding and the transferee
would take on the rights and responsibilities associated with the instrument which
would not be cancelled or otherwise extinguished at the measurement date.

Even when there is no observable market to provide pricing information about such
a transfer (for example, because transfer is prevented by contractual or other legal
restrictions), if such items are held by other parties as assets this may result in an
observable market. In all cases, to meet the objective of FV measurement, which
remember is to estimate the price at which an orderly transaction to transfer the item
would take place between market participants under current market conditions at the
measurement date, an entity maximizes the use of relevant observable inputs and mini-
mizes the use of unobservable inputs.

When a quoted price is not available, and an identical item is held by another party as
an asset, the FV is measured from the perspective of a market participant that holds the
item as an asset at the measurement date, according to the FV hierarchy (see below).

When a quoted price is not available, and an identical item is not held by another
party as an asset, the FV of the item is measured using a valuation technique from the
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perspective of a market participant that owes the liability or has issued the equity
instrument.

The FV of a liability reflects the effect of the risk that the entity that owes it may
not fulfil that obligation, i.e. non-performance risk, which includes, but is not limited
to, the entity’s own credit risk. Hence, when measuring the FV of a liability, an entity
takes into account the effects of its own credit risk as well as other factors that may
affect the likelihood that the obligation will be fulfilled. Non-performance risk related
to a liability is assumed to be the same before and after the transfer of the liability, for
various reasons:

e A market participant taking on the obligation would not enter into a transaction
that changed the non-performance risk associated with it without reflecting that
change in the price.

¢ Creditors would not knowingly agree to a transfer to a transferee with a lower
credit standing.

e Those who might hold the liability as an asset would consider, when pricing
those assets, the effects of the entity’s own credit risk as well as other factors that
may affect the likelihood that the obligation will be fulfilled.

THE MEASUREMENT PROCESS

When an asset is acquired or a liability is assumed in an exchange transaction, the
transaction price is an entry price, whereas FV is defined as an exit price. Nevertheless,
in many cases the transaction price will be equal to FV, for example when on the trans-
action date the transaction to buy the asset takes place in the market in which the asset
would be sold (remember that transaction costs are not taken into consideration).
When this is not the case, the difference (gain or loss) between FV and the transaction
price is recognized in profit or loss for the period unless the applicable IFRS specifies
otherwise.
There are some cases where the transaction price will differ from FV:

e The transaction is between related parties, although the transaction price may be
used as an input where the entity has evidence that the transaction was entered
into at market terms.

e The transaction takes place under duress or in a forced sale (e.g. in financial dis-
tress of the seller).

e There is a difference in the units of account between the buyer and the seller, for
example in a business combination where the transaction includes unstated rights
and privileges that are to be measured separately or the transaction price includes
transactions costs.

¢ The market in which the transaction takes place is not the principal or most
advantageous market. This might be the case if the entity is a dealer that enters
into transactions in the retail market, whereas the principal or most advantageous
market is with other dealers in the wholesale market. If the entity is a dealer, the
entry price it will pay for items in the retail market will be lower than the exit
price for the same items in the principal or most advantageous market, namely
the wholesale market (IFRS 13, paras 57-60).
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The objective of using a valuation technique is to estzmate the price at which an
orderly transaction to sell the asset or transfer the liability takes place between market
participants at the measurement date under current market conditions. Valuation
techniques that are used should maximize the use of observable inputs and minimize
the use of unobservable inputs. They include the market approach (a current transac-
tion price), the cost approach (a historical cost) and the income approach (a present
value calculation), all of which have been discussed at length in previous chapters. If a
transaction price is used to measure FV on initial recognition, and a valuation tech-
nique that uses unobservable inputs is used to measure FV in subsequent periods, that
valuation technique needs to be calibrated so that if applied at initial recognition it
would result in the transaction price.

The FV hierarchy was originally included in IFRS 7 (see Chapter 18), but has now
been transferred to IFRS 13. It classifies the inputs to valuation techniques used to
measure FV into three levels. The FV hierarchy prioritizes inputs to valuation techni-
ques, not the techniques themselves. Where a combination of inputs from different
levels is used, the combined input is classified at the level of the lowest of the inputs.
For example, if an observable input requires an adjustment using an unobservable
input and the resulting adjustment is of a significant amount, then the resulting
measurement is a Level 3 measurement. Hence, the FV hierarchy is also applied to
FV measurements based on the lowest level of the inputs used in a particular FV
measurement. This then leads to disclosure requirements which are somewhat more
onerous for Level 2 measurements than for those at Level 1, and substantially
more onerous for Level 3 measurements. The formal definitions are as follows.

Level 1 inputs are unadjusted quoted prices in active markets for identical assets or
liabilities that the entity can access at the measurement date. These prices typically pro-
vide the most reliable indication of FV and should be used to measure FV whenever
available.

Level 2 inputs are all inputs other than quoted prices included in Level 1 that are
observable, cither directly or indirectly, for the asset or liability, such as quoted prices
for similar assets in active markets, or in markets that are not active, or are not quoted
prices but are valuation-relevant information such as interest rates and yield curves,
credit spreads, etc., or are market-corroborated data derived from or corroborated by
observable market data by correlation or other means. Such inputs are substantially
less subjective than Level 3 inputs.

Adjustments to Level 2 inputs will vary depending on various factors including the
following:

e The condition or location of the asset (for non-financial assets).

e The extent to which inputs relate to items that are comparable to the asset or
liability. There may be diftferences in characteristics such as credit quality or the
unit of account.

e The volume or level of activity in the markets within which the inputs are
observed.

Level 3 inputs are unobservable inputs to be used to measure FV (or in some cases
to adjust Level 2 inputs) to the extent that relevant observable inputs are not available,
which reflect the assumptions that market participants would use when pricing the
asset or liability, including assumptions about risk. Such inputs might include the
entity’s own data. Nevertheless, as emphasized ecarlier, FV is not an entity-specific
value, but a market-based value.
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Assumptions about risk include the risk inherent in a particular valuation technique
used to measure FV, such as a pricing model, and the risk inherent in the inputs to the
valuation technique. A measurement that does not include an adjustment for risk
would not be a FV measurement if market participants would include such an adjust-
ment when pricing the asset or liability. For example, an adjustment might be called
for when there is significant measurement uncertainty. This might be the case when
there has been a significant decrease in the volume or level of activity when compared
to normal market activity for the asset or liability (or similar assets or liabilities) and
the entity has determined that a transaction or quoted price does not, as such, repre-
sent FV (for example, there might be transactions that are not orderly such as forced
or distressed sales).

Where a Level 3 input is used to adjust a Level 2 input and the adjustment is signifi-
cant, the result is a Level 3 measurement (IFRS 13, paras 67-90).

The disclosures required by IFRS 13 are onerous, especially for FV measurements
based on Level 3 inputs. This is intended to mitigate the acknowledged uncertainty
and subjectivity of such measurements. Much information is required about the
assumptions which underpin the actual measurement process. The detailed disclosure
requirements can be found in the standard itself (paras 91-99).

TOWARDS AN APPRAISAL OF FAIR VALUE

There is no doubt that the fair value concept is controversial. One of the major issues
is the insistence that it is, and should be, a market-specific value and not an entity-
specific value. In a comment letter published in 2006 on an earlier discussion draft
concerning the concept of fair value, EFRAG included the following paragraph:

We think that a number of important statements the paper makes are neither
generally accepted nor justified in the paper. We are also not convinced by the
reasoning underlying a number of important conclusions. For example — and
probably most important of all — we are not convinced by the arguments advanced
in the paper in support of the statements that (a) the market value measurement
objective provides superior information to entity-specific measurement objectives,
at least on initial recognition (paragraph 60) and (b) fair value is more relevant than
measurement bases that depend on entity-specific expectations (paragraph 102).
If the arguments in the paper are the only arguments in favour that exist and have
been expressed in the paper in the best way possible, we do not understand how
the paper could have reached the conclusions it has.

We tend to be supportive of current values, regard fair value as a valid contender
for an appropriate current value, but, like EFRAG, are not at all convinced by the
apparent determination to avoid entity-specific measurements. If a user of financial
statements is making a detailed comparison of, say, Daimler-Benz and Peugeot-
Citroén, surely figures related to Daimler-Benz and Peugeot-Citroén are likely to be
more relevant than figures related to the world markets for steel, rubber, cars and so
on. Let the debate continue!
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Parallel to the theoretical uncertainty of what fair value actually implies in terms of
real-life calculation, there is great political uncertainty regarding the future of, and
desirability of, the use of fair values. As a general and oversimplified comment, we sug-
gest that the greater the emphasis by users of published financial reports on the estima-
tion of long-run cash flows, and therefore on long-run profitability, the greater the
support for fair values in some form is likely to be. It follows from the discussions on
user needs in Chapter 1, and on international differences in Chapter 2, that those
countries and traditions tending to take a common law economic focus are likely to be
more receptive to fair values than those taking a code law legislation focus. It further
follows within any given tradition that, other things equal, companies whose shares
are actually traded are likely to be relatively favourable towards fair values, whereas
companies where the only users in practice are creditors,/bankers and taxation author-
ities are likely to be critical. The implications of these tensions and differences are
nowhere near resolution amongst legal and regulatory authorities.

A further point of contention is the possible relationship between the use of fair
value reporting and the financial crisis which began around 2008. In essence, fair value
as applied to impairment of financial assets (of which bank receivables are a prime
example) removes the possibility of income smoothing and secrecy about perform-
ance, and these are exactly the attributes which bankers, and banking regulators, wish
to preserve. For consideration of this, and for other specific applications of the fair
value concept in relation to particular standards, see the relevant chapters in Parts Two
and Three of this book.

VALUATION AND INCOME MEASUREMENT - SOME

OVERALL CONSIDERATIONS

We have spent a long time and many pages exploring a variety of bases for the evalua-
tion of assets and liabilities, and therefore for different measures of performance over
time. In Chapter 1 we revised and developed the traditional historical cost model. This
is backwards looking and relatively objective (remember the relatively!). In Chapter 4
we considered the thinking of important economists in this area, the psychic theories
of Fisher — unmeasurable in money terms by very definition but properly recognizing
that only human beings take decisions and that they are the ultimate consumers — and
the more quantifiable work of Hicks with its important capital maintenance implica-
tions. These economic-based ideas are properly forward looking and logically relevant
to the decision-making process, but they are highly subjective. Current values lie in
the middle of this spectrum, both in terms of their time relationship (in between past
and future) and in terms of their degrees of objectivity /subjectivity. In this sense they
are clearly worth exploring as a compromise between relevance and verifiability.

There are stronger claims that can be made, however. The usual financial reporting
statements essentially claim to report on the position at a (current) date and on the
results ending on that date. Current values can properly claim to provide information
consistent with this approach. The question follows, of course, which current value?
The discussions in this and previous chapters suggest that each of the suggested bases
has particular merits. All provide useful information. All give good and relevant
answers to some questions. One obvious suggestion to follow from this is that the
preferable method in any situation depends on the particular situation itself — in other
words, the abstract question ‘Which is the best method?” has no answer and indeed is
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simply a silly question. We should be prepared to use different valuation methods and
different reporting methods for different purposes.

A second suggestion is an idea for you to take away and think about. The practice
and application of double-entry channel us unthinkingly into the assumption that the
balance sheet and the income statement are two elements in the same system and that
they therefore have to be fully compatible with each other. But our basic purpose is to
produce meaningful reports and there is no logical reason why they should be in any
way constrained by data-recording systems. Perhaps we should consider producing
smaller more ad hoc statements, using combinations of valuation bases depending on
the purpose of each statement, or producing several different versions of a (loosely
defined) income statement and a (loosely defined) statement of financial position, so
that users can choose between them for their own particular purposes. Would the
increased costs of preparation, and the increased complexity of published documents,
be justified by the increased usefulness?

Here is an activity, deliberately in two major parts. We suggest you answer them
quite independently of each other.

First, suggest, with reasons, which method (or methods)
seems likely to produce the most useful measurement of
performance (revenues and expenses and therefore
income).

Second, suggest, with reasons, which method (or
methods) seems likely to produce the most useful mea-
surement of financial position (assets and liabilities and
therefore equity).

If the answers are not compatible, consider the impli-
cations.

Activity feedback

In a sense, this is the ultimate accounting question. It can
be approached in many different ways, and we make no
attempt to suggest a definitive answer. It is in the end
your own opinions that matter. The qualitative character-
istics outlined in Chapter 1 could well point in different
directions, depending on which characteristics are given
more or less importance. But we suggest that the best
starting point is the users and user needs. One argument
which we find persuasive is derived from the Hicks
emphasis on long-run repetitive performance, i.e. on the
permanent maintenance of operating capability. This sup-
ports the removal of holding gains from the performance
(earnings) measure, and therefore current replacement
cost. This not only gives an important indicator for

management, and for government economic and taxation
policy, but also gives current and potential investors a
meaningful approximation to long-run cash flows.

But the resulting balance sheet numbers, for both car-
rying value of assets and for the reserves section of
equity, are more difficult either to explain precisely, or to
defend in terms of usefulness. If there are no global
investors to consider, i.e. the main or only likely users of
the financial statements are groups such as banking
lenders, tax authorities and lawyers, then some kind of
meaningful estimate of asset valuations seems particu-
larly relevant, perhaps either net realizable value or fair
value, logically an entity-specific figure being preferable.
But of course these ideas taken together do indeed mean
the usage of multiple bases, which is both relatively
costly in preparation and relatively difficult in comprehen-
sion. Note also that our discussion takes no account at
all of the issue of general inflation, of the decline in value
over time of the currency measuring unit in terms of
spending power, and the only reason for holding cur-
rency is for what it can be exchanged for in terms of
further investment or for consumption.

As a general and perhaps evasive conclusion, user
needs, and the relevant culture (whether national or inter-
national) are likely to significantly affect preferences and
desirabilities.
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In this chapter we have explored the concept of fair value both in itself and
through IFRS 13. We have considered its characteristics and usefulness,
noting that there are uncertainties both conceptually and in terms of practi-
cal usage and application. We have also briefly considered the overall ‘set’
of valuation methods explored so far. It would be good to consider this ap-
praisal again after reading and working through the rest of this book!

Suggested answers to exercises marked v are to be found on our dedicated CourseMate platform

for students.
Suggested answers to the remaining exercises are to be found on the Instructor online support

resources.
v1  Whatis ‘fair value'? Is it a good idea?

2 Investors need an up-to-date forward-looking indication of annual performance, implying a
focus on the income statement, and lenders need an up-to-date indication of asset values,
implying a focus on the balance sheet. Discuss.

3 Inthe end, for most practical purposes, historical cost is best. Discuss.

4 The following extract is taken from the ‘Accounting Policies’ section of the 31 December 2011
Consolidated Annual Report of the Dutch firm Philips.

‘The fair value of financial instruments that are not traded in an active market is determined by
using valuation techniques. The Company uses its judgment to select from a variety of common
valuation methods including the discounted cash flow method and option valuation models and
to make assumptions that are mainly based on market conditions existing at each balance

sheet date.’
Does this policy seem likely to provide data which are sufficiently reliable to be useful?



ACCOUNTING THEORY AND
CONCEPTUAL FRAMEWORKS

OBJECTIVES After studying this chapter you should be able to:

e cxplain the difference between accounting theory and a comprehensive
theory of accounting

e describe the main attempts at constructing accounting theory
e appraise current developments in the area
e describe and discuss the contents of the IASB Framework

e appraise the quality and usefulness of the IASB Framework in the
context of its self-declared purposes

e describe and discuss the parts of IAS 1 relating to accounting concepts
and policies

e appraise the overall effect of the Framework and comparable parts of IAS 1

e describe and appraise the requirements of IAS 8 relating to accounting
policies

e outline the requirements of IFRS 1 relating to first-time adoption of
IFRS.
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INTRODUCTION

This chapter discusses accounting theory and the possibility of a comprehensive theory
of accounting, as well as different approaches to formulating accounting theories. It
then discusses the IASB Framework and its accounting principles and concepts, before
moving on to IAS 1, IAS 8 and IFRS 1 to talk about the adoption and disclosure of
accounting policies, accounting policy changes, and the first time adoption of IFRSs.

ACCOUNTING THEORY AND A COMPREHENSIVE

THEORY OF ACCOUNTING

According to Eldon S. Hendriksen in Accounting Theory (1977):

Theory as it applies to accounting is the coherent set of hypothetical, conceptual
and pragmatic principles forming the general frame of reference for a field of
inquiry. Thus accounting theory may be defined as logical reasoning in the form of
a set of broad principles that:

1 Provide a general frame of reference by which accounting practices can be
evaluated; and
2 Guide the development of new practices and procedures.
Accounting theory may also be used to explain existing practices to obtain a
better understanding of them. But the most important goal of accounting theory

should be to provide a coherent set of logical principles that form the general frame
of reference for the evaluation and development of sound accounting practices.

Let us compare this with the IASB’s Conceptual Framework for Financial Report-
ing issued in 2010. Among others, this Framework purports to:

1 assist the board of IASB in the development of standards and review of existing
standards

2 provide a basis for reducing the number of permitted alternative accounting
treatments

3 assist preparers in applying IFRSs and in dealing with topics that have yet to form
the subject of a standard.

ACTIVITY 9.1

Do you think that the quote from Hendriksen (1977) is
about accounting theory or about a comprehensive
theory of accounting? Do you think that the IASB Frame-
work is intended to be a comprehensive theory of
accounting?

Activity feedback
Hendriksen appears to be talking about a comprehen-
sive theory of accounting as he mentions that it serves as

a general frame of reference. In other words, it has a
scope that is broad enough to be comprehensive. He
mentions logical reasoning in the form of a set of broad
principles, which indicates that the set of principles
that constitutes the theory must be coherent and inter-
nally consistent. In other words, on the basis of these
principles, we would be able to explain and predict
which accounting practices and rules are better for a
certain specified purpose.

(Continued)
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ACTIVITY 9.1 (Continued)

The IASB Conceptual Framework certainly sounds
like a comprehensive accounting theory as defined by
Hendriksen. But if it is, what is the certain specified
purpose for which accounting practices and rules are
developed? How was it determined and who determined
it? If there was agreement on the general purpose of
financial accounting, would it be the case that this theory
would clearly determine how we should provide informa-
tion to users, and different practices would not prevail?
Such agreement may exist on an abstract level. For
example, we probably agree that accounting information

must be useful. However, at a detailed level, agreement
is highly unlikely because accounting is an interested
activity and the financial interests of most stakeholders
are in conflict with one another. Historically, the FASB
Conceptual Framework was called conceptual rather
than theoretical because it consisted of generally agreed
concepts rather than a coherent set of theoretical princi-
ples. The IASC modelled its 1989 Framework on that of
the FASB and the IASB adopted the same in 2001. How-
ever, the IASB has a different mandate than the IASC
and the FASB did.

ACTIVITY 9.2

In what ways did the IASB in 2001 (and today) have a
different mandate than the IASC in 1989 or the FASB at
any time?

Activity feedback

The FASB’s mandate is to set accounting standards in the
USA in the public interest of the people and businesses in
the USA. The IASC was not an accounting standard setter.

It was a private organization consisting of representatives
of the accounting firms and professional bodies in a num-
ber of countries. When the IASC was reorganized into the
IASB in 2001, it became a private accounting standard
setter committed to act in the international public interest,
but the IASB Conceptual Framework then and now is still
based on the basic concepts that were agreed upon by
the FASB in the American public interest.

In sum, accounting theory as it is described in the textbooks, consists of many different
theories for different purposes. Some are larger in scope, and others are smaller in scope.
A comprehensive theory of accounting is not impossible, but it is not likely any time soon.

APPROACHES TO THE FORMULATION

OF ACCOUNTING THEORY

How do we approach the development of theories in accounting? Approaches to the
development of theories in accounting are similar to approaches to theory develop-
ment in other social sciences.

Non-theoretical approaches are concerned with developing accounting techniques
and principles that will be useful to users, particularly decision makers. They may lead
to the description of generally accepted principles and practices being regarded as a
body of theory. These approach can be developed in a pragmatic or authoritarian way.
In essence, in the past the accounting profession adopted a non-theoretical approach
to formulating accounting theory. It is fairly apparent that this approach did not
lead to the resolution of conflict in accounting practices or principles. An example is
the regulatory approach.

Regulatory approach Many would regard this as the approach we currently have to
accounting theory. They hold this view because to them it does not appear that stand-
ards, even those of the IASB (in spite of its Conceptual Framework), are based on a
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coherent set of broad, relevant theories, but are developed as solutions to current con-
flicts that emerge in our attempts to provide useful information to users. These solu-
tions are sometimes influenced by the politics of standard setting and by political
lobbying by interest groups. Indeed, some might argue that new standards are only
developed when a particular user complains about misinformation or non-information.
But there are ideological questions to consider if we do adopt this approach to the
development of accounting theory. In the main, these questions centre on whether we
should adopt a free market approach to the regulation, a private sector regulatory
approach, or a public sector regulatory approach. This regulatory approach is also one
that tends to identify solutions to difficulties that have occurred in our reporting, rather
than providing us with a theory that anticipates the issues.

Apart from the non-theoretical pragmatic process to the development of an
accounting theory from a basic methodological perspective we can distinguish deduc-
tive, inductive, or mixed processes.

Deductive approach This approach involves developing a theory from basic proposi-
tions, premises and assumptions that results in accounting principles that are logical
conclusions about the subject. The theory is tested by determining whether its
results are acceptable in practice. Edwards and Bell (1961) are deductive theorists
(Chapter 4) and historical cost accounting was also derived from a deductive approach.
This approach is sometimes considered ‘normative’ because the propositions, premises
and assumptions are a priori truths. That is, you cannot prove them, other than in a cir-
cular manner. In other words, they are based on beliefs, values and accepted truths, and
are supported by deductive logic. An example of such a theory is the Decision-usefulness
Theory developed by Staubus (1959,1961) which, as will be discussed later in this
chapter, still forms the basis of the FASB and IASB conceptual frameworks today.

Inductive approach The inductive approach stems from the natural sciences, where the-
ories often take the form of law-like generalizations. It starts with observed phenom-
ena on the basis of which researchers form hypotheses about causal explanations. The
approach requires empirical testing of the hypotheses, i.c. the theory must be sup-
ported by sufficient instances/observations that support the validity of the derived
conclusions about which variable causes, an observed phenomenon and hence might
explain it. Generalized conclusions about causality are made on the basis of inference,
and must be interpreted with reference to the statistical likelihood that the same results
will be obtained in the future. Some question whether the inductive approach is suita-
ble for the social sciences, which include economics and accounting. Quite often the
deductive and inductive approaches are mixed as researchers use their knowledge of
accounting practices, or they may not be aware of the subjectivity with which they
interpret their own observations.

Mixed approaches These attempt to use both conceptual reasoning and empirical
observations to formulate and verify a paradigm from which to approach developing
and testing an accounting theory. In the social sciences, approaches to doing research
and formulating theories can, very roughly, be categorized as those based on positivist,
interpretivist and critical methodological assumptions. Positivist assumptions include
the belief that social scientists must use the same methods used in the natural sciences,
and the belief that researchers can and must base their hypotheses and theories solely
on purely objective empirical observations. On this view, the function of theory is to
explain presently observed phenomena in terms of causality, which subsequently
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enables the prediction of behaviour, events and other phenomena in the future. Exam-
ples of paradigms based on the methodological assumptions of positivism include:

e the informational paradigm
e positive accounting theory (PAT)
e behavioural paradigm

e new institutional paradigm.

The informational paradigm This theoretical paradigm is rooted in neo-classical eco-
nomics. It started with Ball and Brown (1968) and Beaver (1968) which introduced
empirical methods based on the assumptions of economic general equilibrium models
into accounting research. The aim is to demonstrate how accounting information
influences investment decisions. Capital-markets-based accounting research is perhaps
still the most popular and prolific form of positivist research in accounting.

Positive accounting theory (PAT) This theoretical paradigm was developed in the 1970s. Its
best known proponents are Watts and Zimmerman (1978, 1979) and Jensen and Meck-
ling (1976). The approach aims to develop a positive theory of accounting which will
explain why accounting is what it is and why accountants do what they do, and predict what
effects accounting choices have on people and the allocation and utilization of resources.

The assumption in neo-classical economics (micro-economics, also called positive
economics) is that, as long as certain initial conditions are met, individuals freely pur-
suing their own interests will lead to the greatest economic benefit and happiness for
all. PAT is based on the assumptions of positive economics, which includes the propo-
sition that managers, shareholders and regulators are rational, self-interested and that
they attempt to maximize their utility. PAT holds that, on aggregate, individual
behaviour is predictably rational. Ideally, PAT would not lead to prescriptions of the
accounting procedures and policies to be implemented, however, agency theory (Jen-
sen and Meckling, through the anticipation of predictably rational behaviour, has a
big impact on corporate governance and indirectly on accounting as well).

Behavioural paradigm The behavioural paradigm in economics and finance was
developed on the basis of evidence in studies done by psychologists indicating that
individuals are not necessarily always predictably rational or self-serving in their deci-
sion making. See for example, Kahneman and Tversky (1972, 1973, 1979), Odean
(1998), Shefrin (2000), Simon (1979), Statman and Shefrin (1985), Shiller (2000,
2003), Shleifer (2000) and Thaler (1999). Hence, this approach attempts to take into
account human behaviour as it relates to decision making in accounting. In many
behaviourist theories in economics, finance and accounting, the assumption is that
individuals are predictably irrational.

New institutional paradigm The new institutional approach in accounting is based on
the new institutional approach in economics. The latter was developed by researchers
doing comparative economic history because they realized that institutions influence
economic growth and development. What is rational in one institutional environment is
not necessarily rational in another. Researchers in comparative financial and accounting
systems came to the conclusion that, particularly, legal and financial institutions matter
to the development of accounting systems (e.g., La Porta ez al., 1997; Nobes, 1998).
The gradual progression of the internationalization of capital markets and the increasing
number of countries where IFRSs have been adopted has focused attention on the
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importance of differences in institutional environment between countries (e.g., Leuz,
2010; Hail ez al., 2010). It is important to understand the difference between the new
and the old institutional paradigms in economics in order to appreciate the impact on
accounting research. The old institutional paradigm grew out of political economy,
which was later split up into political economy and economics. In the old institutional
paradigm, importance is attached to the influence of political, economic and military
power. If institutions matter so much to economic development and the development
of accounting and financial systems, research questions will focus on who has the power
to determine what the economic, legal and other institutions are. On the other hand,
the new institutional accounting paradigm shares the assumption with neoclassical eco-
nomic theory, that there is no single person or group or country which has the power to
shape the development of institutions to their/its own benefit.

Interpretive paradigm Interpretivist research and theories are based on the belief that it is
not always possible for researchers to provide entirely objective interpretations of
observed social phenomena (such as accounting practices and rules). In other words, they
realize that some a priori truths are actually dependent on context and perspective, and
that because of this it is difficult to judge our own ability to be objective about social phe-
nomena. One implication is that these approaches to the formulation of accounting
theory do not focus on predicting behaviour and events. They rather focus on explaining
and interpreting the meaning of acts and actions from the perspective of the individuals
involved. This paradigm is perhaps more popular in managerial than in financial account-
ing research. On the basis of data collected in case studies and interviews etc., researchers
try to understand motivations behind and the meaning of behaviour and individual acts.
They will then form hypotheses, for example about how workers can be motivated by
sharing responsibility for setting performance targets as well as their realization.

Critical paradigm The critical approach to accounting theory formulation originates in
political economy, neo-Marxism and sociology, and focuses on theories about the dis-
tributional consequences of financial reporting. Critical researchers try to expose
certain accepted truths as false or unfair, and point to how fairness and justice can be
improved. In accounting, this approach has led to theories about the social responsi-
bility of managers of large companies, or about the need to report on the social,
economic and ecological sustainability or the operations of large companies. The criti-
cal paradigm may lead to ethical approaches that centre on social welfare. In other
words, accounting principles and techniques are evaluated for acceptance after consid-
ering all effects on all groups in society. Writers/researchers in this area include Scott
(1940), Yu (1976) and Williams (2002, 2006). Within this approach we would need
to be able to account for a business entity’s effect on its social environment.

Finally, there are two more approaches to the formulation of accounting theory
that need to be mentioned here:

e cconomic approach

e cclectic approach.

Economic approach A macro-economic approach focuses on the economic consequences
of accounting policies and standards on general economic welfare. Thus accounting
principles and techniques are evaluated for acceptance depending on their impact on the
national economy. Sweden, in its national GAAP, uses an economic approach to
its development. Theories about macro-economic consequences of accounting policies
often relate to taxation and investment fixed capital formation. From a positivist
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perspective, theories about economic consequences may focus on the effects on busi-
nesses or on investor behaviour. From a critical perspective, they might focus on the
effect of accounting policies on employment and wage levels. Traditionally, accounting
standards have been set without considering economic consequences, but lobby pres-
sures from groups who perceive themselves as being aftfected can be strong. The IASB
in developing its standards does tend to take an economic approach into account. For
example, the current discussion on accounting for leases focuses on the effect that a
standard requiring the capitalization of all leases, whether finance or operating, might
have on the economy or business in general.

Eclectic approach Here we have a combination of all the approaches already identified
appearing in our accounting theory. This approach has come about more by accident
than as a deliberate attempt due to the interference in the development of account-
ing theory by professionals, governmental bodies (including the EU) and individuals.

ACTIVITY 9.3

Explain, with reference to the concepts of predictable takes. Users of financial statements will be able to see

rationality and bounded rationality, how PAT and behav-
ioural accounting theory might consider disclosing infor-
mation on the face of the financial statements or in the
notes to the financial statements.

Activity feedback

through any attempt to manipulate their decisions.
Behavioural theory probably takes into consideration the
fact that most investors do not study the financial state-
ments in great detail. Hence they might miss or discard
information that is not presented on the face of the finan-
cial statements.

The assumption of rationality under PAT means that it
does not matter what form the disclosure of information

The future of financial accounting theory

This section has merely listed the main approaches to the development of accounting
theories that exist in the literature. For different overviews of this area, please refer to
Smith (2011, Ch. 1) or Riahi-Belkaoui (2004). Van Mourik (2014a) presents an over-
view of methodology in financial accounting research and Van Mourik (2014b) outlines
different types of issues in financial accounting theory. Other sources for information
about accounting research methodology and methods include Ryan ez 4/ (2002) and
Smith (2011). Over the past 40 years or so, financial accounting theories have primarily
been based on the assumptions of the positive approach and were aimed at explanation
and prediction of preparers’ and investors’ actions and accounting phenomena. Most of
the accounting theories developed by financial accounting researchers during this period
have been of a relatively small scope.

A more cynical view held by others is that any conceptual framework is
primarily an attempt to legitimize the authority of accounting standard setters and
regulators. Yet others regard a conceptual framework as a possible means for private
accounting standard setters (such as the IASB) to keep political interference from
national regulators at bay. In essence, the IASB’s conceptual framework is the result of a
pragmatic regulatory approach to the determination of accounting principles which
comprises an eclectic mixture of deductive, inductive and political elements. As the
Framework and the IFRSs are applied in many different institutional environments, it
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will be interesting to see what theoretical contributions the old and new institutional
paradigms will provide to the field of international accounting theory.

THE IASB CONCEPTUAL FRAMEWORK

A number of attempts have been made since the 1970s to create some form of coherent
conceptual framework. In 1978, the Financial Accounting Standards Board (FASB) of
the USA issued its framework. In 1989, the International Accounting Standards Com-
mittee (IASC), the predecessor of the IASB, issued the Framework for the Preparation
and Presentation of Financial Statements. Both belong to the family of conceptual
frameworks for financial reporting that have been developed by accounting standard set-
ters in a number of countries where accounting standard setting is carried out by a
private sector body. On one level, such conceptual frameworks may be considered
attempts to assemble a body of accounting theory (or interrelated concepts) as a guide
to standard setting, so that standards are (as far as possible) formulated on a consistent
basis and not in an ad hoc manner. On another, but complementary, level, they may be
thought of as devices to confer legitimacy and authority on a private sector standard set-
ter that lacks the legal authority of a public body. The IASB, as a private sector standard
setter, shares these reasons for developing a conceptual framework.

In 2001, the EU announced its adoption of IFRSs for listed companies from 2005.
Soon afterwards, the IASB and the FASB entered into a Memorandum of Under-
standing for the purpose of convergence and in 2004 started a joint project for
convergence between the two conceptual frameworks. It was supposed to happen in
different phases. The first phase involved the objectives of general purpose financial
statements and the qualitative characteristics of information that are useful for making
investment and other economic decisions. In September 2010, the TASB issued its
revised framework: The Conceptual Framework for Financial Reporting.

As a result of completion of the first phase, the objectives and qualitative characteris-
tics have now been converged with the FASB Conceptual Framework. Work on this
project had stalled because the 2007 /2008 financial crisis required the IASB to work on
standards related to financial instruments. In the meantime, the USA still had not
adopted IFRS. In 2011, the IFRS Foundation’s Strategy Review revealed that the
public opinion in those countries where IFRS had already been adopted, was against
the privileged position of the FASB in the determination of the IASB Conceptual
Framework and the TFRSs. However, most respondents had also indicated to attach
great importance to the completion of the Framework. Hence, in late 2012, the
IASB announced that it would resume work on its Conceptual Framework. This time, it
will not be as part of a convergence project with the FASB. Although the IASB does not
appear to see the need to revisit Chapters 1 and 3, at least it now recognizes that it is
better to work on the Framework as a whole because its elements are interconnected.
The TASB expects to issue the completed Conceptual Framework sometime in 2015.

The Conceptual Framework for Financial Reporting (2010)

As of September 2010, the IASB Conceptual Framework consists of an introduction
(remaining from the 1989 version) and four chapters:

{4141 1. The objective of general purpose financial statements
Chapter 2.—(does not yet have any content)
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Chapter 5. Qualitative characteristics of useful information

Chapter 4. The Framework (1989): the remaining text

Underlying assumption

The Conceptual Framework for Financial Reporting (2010):
Introduction

(Introduction: Purpose and Status). The purpose of the Conceptual
Framework is stated as follows (Introduction: Purpose and Status):

1 To assist the Board of TASB in the development of future IFRSs and in its review
of existing IFRSs.

2 To assist the Board of IASB in promoting harmonization of regulations,
accounting standards and procedures relating to the presentation of financial
statements by providing a basis for reducing the number of alternative account-
ing treatments permitted by FRSs.

3 To assist national standard-setting bodies in developing national standards.

4 To assist preparers of financial statements in applying FRSs and in dealing with
topics that have vet to form the subject of an IFRS.

5 To assist auditors in forming an opinion as to whether financial statements con-
form with TFRSs.

6 To assist users of financial statements in interpreting the information contained
in financial statements prepared in conformity with FRSs.

7 To provide those who are interested in the work of the IASB with information
about its approach to the formulation of accounting standards.

The Conceptual Framework deals with (Introduction: Scope):

1 the objective of financial reporting

2 the qualitative characteristics of useful financial information

3 the definition, recognition and measurement of the elements from which finan-
cial statements are constructed; and

4 concepts of capital and capital maintenance.

The Conceptual Framework for Financial Reporting (2010):
Chapter1

The 2010 Conceptual Framework states that ‘(t)he objective of general purpose finan-
cial reporting forms the foundation of the Conceptual Framework. Other aspects of
the Conceptunl Framework — a reporting entity concept, the qualitative characteristics
of, and the constraint on, useful financial information, clements of financial
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statements, recognition, measurement, presentation and disclosure — flow logically
from the objective’ (OB1). It then continues: The objective of general purpose finan-
cial reporting is to provide information that is useful to existing and potential invest-
ors, lenders and other creditors in making decisions about providing resources to the
entity. Those decisions involve buying, selling or holding equity and debt instruments,
and providing or settling loans and other forms of credit’ (OB2). Conform Decision-
usefulness Theory (Staubus, 1959, 1961), OB3, states that ‘existing and potential
investors, lenders and other creditors need information to help them assess the pros-
pects for future net cash inflows to the entity’. This includes information about ‘the
resources of the entity, the claims against the entity, and how efficiently and effectively
the entity’s management and governing board have discharged their responsibilities to
use the entity’s resources’ (OB3).

The 2010 IASB Conceptual Framework then defines the primary users of general
purpose financial reports ‘existing and potential investors, lenders and other creditors
(who) cannot require reporting entity’s to provide information directly to them and
must rely on general purpose financial reports for much of the information they need’
(OB5). The information in general purpose financial reports includes information
about economic resources and claims (i.e. the balance sheet or statement of financial
position) (OB13 and OB14), changes in economic resources and claims (i.e. the income
statement, the statement of comprehensive income, or the statement of financial per-
formance) (OB14 and OB16). Financial performance is to be measured as the difference
in the entity’s resources (i.e. assets) and claims (i.e. liabilities) during a period on an
accruals basis because this provides a better basis for assessing past and future perform-
ance than information about cash receipts and payments alone (OB17). However,
financial performance does not include additional resources directly obtained from
investors and creditors (OB18). Furthermore, according to OB19, financial perform-
ance includes ‘the extent to which events such as changes in market prices or interests
rates have increased or decreased the entity’s economic resources and claims, thereby
affecting the entity’s ability to generate net cash inflows.” OB20 explains that a cash flow
statement helps users assess the entity’s ability to generate further cash flows in the
future, and assess the entity’s operating, financing and investing activities. Finally, OB21
indicates that it is important to be able to assess the changes in an entity’s economic
resources and claims that are not the consequence of financial performance. This is then
the function of a statement of changes in sharcholders’ equity.

ACTIVITY 9.4

What do you think is the logic according to which the rest
of the IASB Conceptual Framework flows from the objec-
tive of general purpose financial reporting? As the IASB
and the FASB conceptual frameworks share the same
objective of general purpose financial reporting, if OB1 is
correct, should we expect both frameworks to be (more
or less) identical?

Activity feedback
Although the idea expressed in OB1 is intuitively appeal-
ing, when you start thinking about the logic, it is actually

not so straightforward. Unfortunately, the logic and its
source have not been explained in the Framework. The
objective outlined in OB2 is, in all likelihood, based on
Decision-usefulness Theory (Staubus, 1959, 1961) as
Staubus was involved in the development of the 1978
FASB Conceptual Framework. Decision-usefulness
Theory regards assets and liabilities as net cash inflow
potential and defines the qualitative characteristics of
useful financial reporting information with reference to its
relevance to economic decision making. One problem is
that the same information is not necessarily relevant to

(Continued)
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ACTIVITY 9.4 (Continued)

economic decision making by different types of share-
holders (i.e. long-term, speculative, majority or minority
shareholders) or holders of debt securities or other types
of debt. Short-term investors would find forward-looking
information based on managers’ expectations regarding
future cash flows and the market value of net assets
relevant to their decision whether or not to buy, hold or sell

their securities. Long-term lenders might prefer independ-
ently verifiable information based on the actual transac-
tions and recordable events. The 1989 version of the
Framework mentioned a trade-off between the qualita-
tive characteristics of relevance and reliability. As you will
see below, in the 2010 Conceptual Framework, the focus
is squarely on relevance at the expense of reliability.

The Conceptual Framework for Financial Reporting (2010):
Chapter 3

Qualitative characteristics help identify the types of financial information that are likely
to be most useful to existing and potential investors, lenders and other creditors for
making economic decisions about the reporting entity (QC1). The 2010 Conceptual
Framework states: ‘If financial information is to be useful, it must be relevant and
faithfully represent what it purports to represent. The usefulness of financial informa-
tion is enhanced if it is comparable, verifiable, timely and understandable’ (QC4).

The fundamental qualitative characteristics

“The fundamental qualitative characteristics are relevance and faithful representation’
(QC5). Applying the fundamental characteristics requires the identification of an eco-
nomic phenomenon, information about which is potentially useful to users of the
financial reports. It then requires identification of the type of information that would
make it relevant and can be faithfully represented. Finally, determine if that informa-
tion is available or can be produced (QC18).

Relevance

This is defined as ‘capable of making a difference in the decisions made by users’
(QCH6). ‘Financial information is capable of making a difference in decisions if it has
predictive value, confirmatory value or both’ (QC7). Predictive value consists of the
capability of being used as an input in processes or models used to predict future out-
comes (QC8). Confirmatory value exists when the information provides feedback
about earlier estimations. The information will either confirm or change previous
estimations (QC9). ‘Information is material if omitting or misstating it could influence
decisions that users make on the basis of financial information about a specific report-
ing entity’ (QC10). However, because materiality is an entity-specific aspect of
relevance, it is difficult to specify a uniform quantitative threshold.

Faithful representation

To be a perfectly faithful representation of an economic phenomenon, a depiction
would be complete, neutral and free from error (QC12). Completeness means that
the depiction will include all the information, including descriptions and explanations,
necessary for a user to understand the phenomenon (QC13). Neutrality is
obtained when a depiction is without bias in the selection or presentation of financial
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information. In other words, it is not manipulated in order to present a favourable or
unfavourable depiction of an economic phenomenon (QC14). ‘Faithful representa-
tion does not mean accurate in all respects. Free from error means that there are no
errors or omissions in the description of the phenomenon, and the process used to
produce the reported information has been selected and applied with no errors in the
process’ (QC15).

Enhancing qualitative characteristics

As mentioned above, these include comparability, verifiability, timeliness and under-
standability. The enhancing characteristics enhance the usefulness of information that
is relevant and faithfully represented, and may help decide on the best way to represent
an economic phenomenon (QC19). ‘Applying the enhancing qualitative characteris-
tics is an iterative process that does not follow a prescribed order’ (QC34).

Comparability This relates to information of an entity that can be compared with other
entities as well as with information about the same entity at another time (QC20).
Interestingly, QC21 to QC25 discuss what comparability is not, such as consistency
or uniformity.

Verifiability This helps users to have confidence in the faithful representation of the
economic phenomenon. Different knowledgeable and independent observers could
reach consensus, although not necessarily agreement, about the faithful representation
of'a depiction (QC26). Direct verification is verification through observation. Indirect
verification means checking the inputs to a model, formula or other estimation tech-
nique (QC27). When some forward-looking financial information cannot be verified
indirectly, at least the underlying assumptions and estimation methods must be dis-
closed (QC28).

Timeliness This is defined with reference to financial information being in time to be
capable of influencing decisions (QC29).

Understandability ‘Classifying, characterizing and presenting information clearly and
concisely makes it understandable’ (QC30). Inherently complex phenomena may not
be made easy to understand, but this information must be included in the financial
reports because otherwise they would be misleading (Q31). Users of financial reports
are expected to have a reasonable knowledge of business and economic activities, but
even well-informed users may occasionally need to seek the aid of a professional
adviser (QC32).

The cost constraint on useful financial reporting

Cost is a pervasive constraint on the information that can be provided by financial
reporting (QC35). The providers of information directly bear the costs of producing
the information, and the users of this information directly bear the costs of analyzing
and interpreting the information (QC36). The idea is that financial reporting helps
users make decisions with more confidence, capital markets become more efficient
and costs of capital to become lower, which is assumed to benefit the international
economy as a whole (QC37). As applying the cost constraint is inherently subjective,
the IASB seeks to consider costs and benefits generally, and not in relation to individ-
ual reporting entities (QC38-QC39).
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The Conceptual Framework for Financial Reporting (2010):
Chapter 4

As mentioned above, Chapter 4 contains the remaining text of the 1989 Framework.
It discusses going concern as an underlying assumption, defines the elements of finan-
cial statements, discusses recognition and measurement of the elements of the financial
statements and concepts of capital and capital maintenance. The IASB is currently
working on revising Chapter 4.

Underlying assumption: Going concern

“The financial statements are normally prepared on the assumption that an entity is a going
concern and will continue in operation for the foreseeable future. Hence, it is assumed
that the entity has neither the intention nor the need to liquidate or curtail materially the
scale of'its operations; if such an intention or need exists, the financial statement may have
to be prepared on a different basis and, if so, the basis used is disclosed” (para. 4.1).

The elements of financial statements

The section of the Framework concerning the elements of financial statements (paras
4.2-4.36) consists essentially of definitions of the elements of financial statements as
identified by the Framework. The definitions given in this section, and especially those
of assets and liabilities, are the core of the Framework as a prescriptive basis for stand-
ard setting. The section on ‘Recognition of Elements’ (paras 4.37—4.53) acts to
reinforce this core. In particular:

1 The Framework defines income and expenses in terms of increases and decreases
in economic benefits that are equated with changes in assets and liabilities.

2 The latter are defined in terms of ‘resources controlled” and ‘present obligations’
to exclude some of the types of items that have been recognized as assets or liabil-
ities (accruals and deferrals) in the name of ‘matching’ expenses and revenues.

In other words, the definitions of assets and liability are the starting point for the
entire edifice, putting the focus on balance sheet items, not on profit (revenue and
expense) calculation.

The elements considered to be ‘directly related to the measurement of financial
position” are assets, liabilities and equity, which are defined as follows (para. 4.4):

1 An asset is a resource

(a) controlled by the entity
(b) as a result of past events; and

(¢) from which future economic benefits are expected to flow to the entity.

Recognition as an asset thus requires that all three components of the definition,
(a), (b) and (¢), be satisfied.

2 A liability is
(a) apresent obligation of the entity
(b) arising out of past events

(c) the settlement of which is expected to result in an outflow from the entity of
resources embodying economic benefits.
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Recognition as a liability thus requires that all three components of the defini-
tion, (a), (b) and (c), be satisfied.

3 Equity is defined as the residual interest in the assets of the entity after deducting
all its liabilities.

Merely satisfying these definitions does not entail recognition, since the recognition
criteria must also be satisfied. In the 1989 Framework, also the principle of ‘economic
substance over legal form” had to be respected. For example, this principle requires
non-current assets held under finance leases to be recognized by the lessee as non-
current assets (with corresponding leasing liabilities), while the lessor recognizes a
financial asset. In the 2010 IASB Conceptual Framework, ‘substance over form’ is

assumed to be included in the qualitative characteristic called ‘faithful representation’
(BC3.20).

Assets The ‘future economic benefit embodied in an asset’ is defined as ‘the potential
to contribute, directly or indirectly, to the flow of cash and cash equivalents to the en-
tity’, including ‘a capability to reduce cash outflows’. In case that definition should
leave the status of cash itself as an asset unclear, it is stated that cash satisfies this defini-
tion, because it ‘renders a service to the entity because of its command over other
resources’. Assets embody future economic benefits that may flow to the entity by
having one or more of the following capabilities:

¢ being exchanged for other assets
¢ being used to settle a liability

¢ being distributed to the entity’s owners.

Cash conspicuously possesses these three capabilities, as well as that of being used
singly or in combination with other assets in the production of goods and services to
be sold by the entity (paras 4.8—4.10).

Neither having physical form nor being the object of a right of ownership is an
essential attribute of an asset. Intangible items, such as patents and copyrights, may
satisty the definition of an asset, as may a fixed asset held under a finance lease (by vir-
tue of which it is a resource controlled although not owned by the entity and from
which future benefits are expected to flow). Moreover, knowledge obtained from de-
velopment activity may meet the definition of an asset (capitalized development costs)
even though neither physical form nor legal ownership is involved, provided there is
de facto control such that, by keeping the knowledge secret, the entity controls the
benefits that are expected to flow from it (paras 4.11-4.12).

Assets may result from various types of past transactions and other past events.
Normally, these are purchase transactions and the events associated with production,
but they may include donation (for example, by way of a government grant) or discov-
ery (as in the case of mineral deposits). Expected future transactions or events do not
give rise to assets; for example, a binding contract by an entity to purchase inventory
does not cause the inventory in question to meet the definition of an asset of that
entity until the purchase transaction that fulfils the contract has occurred. While
expenditure is a common way to acquire or generate an asset, expenditure undertaken
with a view to generating future economic benefits may fail to result in an asset, for
example if the intended economic benefits cannot be expected or are not controlled
by the entity (paras 4.13—4.14).
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ACTIVITY 9.5

Consider whether each of the following are assets, giving Activity feedback
reasons for your answers. None of these is an asset because it:

1 A heap of rusty metal worth €10 as scrap but 1 has no probable future benefit
costing €20 to transport to the scrap dealer.

2 A municipal or trade union social or welfare centre
outside the factory that substantially improves the
overall working conditions of a firm’'s employees.

3 The benefits derived from next year’s sales.

Assets are always divided into non-current (or fixed) assets and curvent assets. The
definition of non-current assets is often misunderstood. A non-current asset is not an
asset with a long life. The essential criterion is the intention of the owner, the intended
use of the asset. A non-current asset is an asset that the firm intends to use within the
business, over an extended period, in order to assist its daily operating activities. A cur-
rent asset, by way of contrast, is usually defined in terms of time. A current asset is an
asset likely to change its form, i.e. likely to undergo some transaction, usually within
12 months. Consider two firms, A and B. Firm A is a motor trader. It possesses some
motor vehicles that it is attempting to sell, and it also possesses some desks used by the
sales staff, management and so on. Firm B is a furniture dealer. It possesses some desks
that it is attempting to sell and it also possesses some motor vehicles used by the sales
staft and for delivery purposes. In the accounts of A, the motor vehicles are current
assets and the desks are non-current assets. In the accounts of B, the motor vehicles
are non-current assets and the desks are current assets. Note incidentally that a non-
current asset, which, after several years’ use, is about to be sold for scrap, remains in
the non-current asset part of the accounts even though it is about to change its form.

These two definitions, because they are based on different criteria (one on use and
one on time), are not mutually exclusive. It is possible to think of assets that do not con-
veniently appear to be either fixed or current; investments, for example, or goodwill.

Liabilities An essential characteristic of (or necessary condition for) a liability is that the
entity should have a ‘present obligation’. An obligation is ‘a duty or responsibility to
act or perform in a certain way’. The duty or responsibility may arise from the law, for
example the law of contract; or it may arise from normal business practice, which leads
to legitimate expectations that the entity will act or perform in a certain way (that is, a
constructive obligation). An example of the latter is a constructive obligation to
extend the benefits of a warranty for some period beyond the contractual warranty pe-
riod, because this is an established practice (para. 4.15).

A present obligation (in the relevant sense) is not the same as a future commitment.
An entity may have a commitment to purchase an asset in the future at an agreed
price; however this does not entail a net outflow of resources. The commitment does
not give rise to a liability, which arises only when the purchase has actually taken place
and title in the asset has passed to the entity, leaving the latter with an obligation to
pay for it. (In the case of a cash transaction, no liability would arise (para. 4.16).)

There are a number of ways in which a liability may be settled or discharged, which
include replacement by another obligation, conversion into equity and the creditor

2 s not possessed or controlled by the business
3 contains no earlier transaction or event.
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waiving or forfeiting his rights. There are also various types of ‘past transactions or past
events’ from which liabilities may result (paras 4.17—4.18). If a provision involves a
present obligation and satisfies the rest of the definition of a liability given in the
Framework, it is a liability even if the amount has to be estimated (para. 4.19). Para-
graph 4.18 does not emphasize the equally important point that a provision that fails
to satisfy the criterion of being an obligation arising from a past transaction or past
event is not a liability. This point, however, was crucial in arriving at the requirements
for recognition of provisions in 1AS 22, Business Combinations (now IFRS 3), and IAS
37, Provisions, Contingent Liabilities and Contingent Assets.

Equity Paragraphs 4.20-4.23 are concerned with equity. The fact that equity is
defined as a residual interest (assets minus liabilities) does not mean that it cannot be
meaningfully divided into sub-classifications that are shown separately in the balance
sheet. Examples are the difference among the following:

e paid-in capital (capital stock and paid-in surplus)
e reserves representing appropriations of retained earnings

e reserves representing the amounts required to be retained in order to maintain
‘real” capital, that is, either real financial capital or (real) physical capital
(para. 4.20).

There are various legal, tax and valuation considerations that affect equity, such as
requirements for legal reserves and whether or not the entity is incorporated. It is
emphasized that transfers to legal, statutory and tax reserves are appropriations of
retained earnings and not expenses. (Likewise, releases from such reserves are credits
to retained earnings and not income, but this is not spelled out.) The rather obvious point
is made that the amount at which equity is shown in the balance sheet is not intended to
be a measure of the market value of the entity, either as a going concern or in a piecemeal
disposal. It is stated that the definition and treatment of equity in the Framework are
appropriate for unincorporated entities, even if the legal considerations are different.

Performance

Paragraphs 4.24—4.36 contain the section of the Framework in which definitions of
the financial statement elements relating to performance are given. ‘Profit is frequently
used as a measure of performance or as the basis for other measures, such as return on
investment and carnings per share’ (para. 4.24). However, this section of the Frame-
work does not discuss the relationship between the elements of performance and the
profit measure, except to say that ‘the recognition and measurement of income and
expenses, and hence profit, depends in part on the concepts of capital and capital
maintenance used by the entity in preparing its financial statements’. The determina-
tion of profit and related issues are discussed in a later section of the Framework (paras
4.59-4.65). The clements of income and expenses are defined as follows:

1 Income is increases in economic benefits during the accounting period in the form
of inflows or enhancements of assets or decreases of liabilities that result in increases
in equity, other than those relating to contributions from equity participants.

2 Expenses are decreases in economic benefits during the accounting period in the
form of outflows or depletions of assets or incurrences of liabilities that result in
decreases in equity, other than those relating to distributions to equity partici-
pants (para. 4.25).
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These definitions identify the essential features of income and expenses but do not
attempt to specify their recognition criteria (para. 4.26). The definition makes it
clear that the Framework’s approach treats the definitions of assets and liabilities as
logically prior to those of income and expenses. This is sometimes characterized as a
‘balance sheet approach’ to the relationship between financial statements. This term is
potentially misleading, however. The Framework’s approach should certainly not
be understood as implying the subordination of the income statements to the balance
sheet from an informational perspective.

Income The Framework’s definition of income encompasses both revenue and gains. Reve-
nue is described as arising in the course of the ordinary activities of an entity and includes
sales, fees, interest, royalties and rent. Gains may or may not arise in the course of ordinary
activities. Gains may arise on the disposal of non-current assets and also include unrealized
gains, such as those arising on the revaluation of marketable securities and from increases in
the carrying amount of long-term assets. Gains, when recognized in the income statements,
are usually displayed separately because their economic significance tends to difter from that
of revenue, and they are often reported net of related expenses (paras 4.29—4.31).

The counterpart entry corresponding to a credit for income may be to various asset
accounts (not only cash or receivables) or to a liability account such as when a loan is
discharged by the provision of goods or services (para. 4.32).

Expenses The Framework’s definition of expenses encompasses losses as well as
expenses that arise in the course of the ordinary activities of the entity. Examples given
of expenses that arise in the course of ordinary activities are cost of sales, wages and
depreciation. They usually take the form (that is, are the accounting counterpart) of
an outflow or depletion of assets such as cash and cash equivalents, inventory, property
or plant and equipment (para. 4.33).

Losses represent items that may or may not arise in the course of ordinary activities.
They include those that result from such disasters as fire or flood, as well as those aris-
ing on the disposal of non-current assets and also encompass unrealized losses, such as
those arising from the effects of adverse currency exchange rate movements on finan-
cial assets or liabilities. Losses, when recognized in the income statement, are usually
displayed separately because their economic significance tends to differ from that of
other expenses and they are often reported net of related income (paras 4.34—4.35).

Recognition of the elements of financial statements

Recognition issues are dealt with in paras 4.37—4.53. Recognition is described as ‘the
process of incorporating in the balance sheet or [the] income statement an item that
meets the definition of an element and satisfies the criteria for recognition set out in
paragraph 83’. (The statement of changes in financial position is not mentioned
because its elements consist of those that are also elements of financial position or per-
formance.) Failure to recognize in the main financial statements items that satisty the
relevant definition and recognition criteria is not rectified by disclosure of the account-
ing policies used or by use of notes or other explanatory material.

The recognition criteria, set out in para. 4.38, are that an item that meets the defi-
nition of an element should be recognized if:

1 itis probable that any future economic benefit associated with the item will flow
to or from the entity

2 the item has a cost or value that can be measured with reliability.
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Recognition is subject to materiality. Accounting interrelationships are also signifi-
cant, since recognition in the financial statements of an item that meets the definition
and recognition criteria for a particular element, for example an asset, entails the recog-
nition of another (counterpart) element, such as income or a liability (para. 4.39). (This
refers, strictly speaking, to the initial recognition of an item. However, a similar point
could be made about the implications of re-measurement or valuation adjustments. )

Probability of future economic benefit The concept of probability is used in the recogni-
tion criteria ‘to refer to the degree of uncertainty [as to whether] the future economic
benefits associated with the time will flow to or from the entity ... in keeping with the
uncertainty that characterizes the environment in which an entity operates’. Assess-
ments of such uncertainty are made on the basis of the evidence available when the fi-
nancial statements are prepared. In regard to receivables, for example, for a large
population of accounts, some statistical evidence will usually be available regarding
collectibility (para. 4.40).

Reliability of measurement Reliability, the second recognition criterion, was discussed ear-
lier in the section on qualitative characteristics of financial statements. If an item does not
possess a cost or value that can be measured with reliability (so that the information has that
qualitative characteristic), then it is not appropriate to recognize it. However, in many
cases, cost or (more particularly) value must be estimated; indeed, the use of reasonable
estimates is an essential part of the financial reporting process and need not undermine
reliability. In cases where an item satistied the definition of an element but not the recog-
nition criteria, it will not be recognized in the financial statements themselves, but its
relevance is likely to require its disclosure in the notes to the financial statements or in other
supplementary disclosures. This applies when the item meets the probability criterion of
recognition but not the reliability criterion, but may also apply to an item that meets the
definition of an element when neither recognition criterion is met. The key issue here is
whether the item is considered to be relevant to the evaluation of financial position, per-
formance or changes in financial position. An item that does not satisfy the recognition
criteria for an asset or a liability at one time may do so later, if more information relevant to
estimating its probability, cost or value becomes available (paras 4.41-4.43).

It is important to note that ‘probable” and ‘reliability” are both relative and subjective
concepts. The Framework does not pretend otherwise. Professional judgement is
required in the context of the particular situation in which the entity concerned operates.

Recognition of assets An asset is recognized in the balance sheet when it is probable
that future economic benefits will flow to the entity (as a result of its control of the
asset) and the asset’s cost or value can be measured reliably. When expenditure has
been incurred but it is not considered probable that economic benefits will flow to the
entity beyond the current accounting period, this expenditure will be recognized as an
expense, not as an asset. The intention of management in undertaking the expenditure
is irrelevant (paras 4.44—4.45).

Recognition of liabilities A liability is recognized in the balance sheet when it is proba-
ble that an outflow of resources embodying economic benefits will result from the
settlement of a present obligation and the amount of that settlement can be measured
reliably. Obligations under executory contracts — that is, non-cancellable contracts that
are equally proportionately unperformed (such as the amount that will be a liability
when inventory ordered and awaiting delivery is received) — are not generally recog-
nized as liabilities in the balance sheet, neither are the related assets recognized in the
balance sheet. In some cases, however, recognition may be required (para. 4.46).
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Recognition of income Recognition of income occurs simultaneously with the recogni-
tion of increases in assets or decreases in liabilities (or a combination of the two). The
normal recognition procedures used in practice are applications of the Framework’s
recognition criteria. An example is the requirement that revenue should be earned
(that is, it should be associated with a simultaneous increase in assets or decrease in
liabilities). These procedures are concerned with restricting the recognition of income
to items that, in effect, meet the Framework’s recognition criteria of probability (a
sufficient degree of certainty that an economic benefit has flowed or will flow to the
entity) and reliability of measurement (paras 4.47—4.48).

Recognition of expenses Recognition of expenses occurs simultaneously with the rec-
ognition of an increase in liabilities or a decrease in assets (or a combination of the
two). Expenses are commonly recognized in the income statement on the basis of an
association (matching) between the incurrence of costs and the earning of specific
items of revenue, that result directly and jointly from the same transactions or other
events. An example is the matching of the cost of goods sold with the associated sales
revenue. However, the Framework does not permit the application of the matching
procedure to result in the recognition of items in the balance sheet that do not meet
the definition of assets or liabilities (paras 4.49—4.53).

Measurement of the elements of the financial statements

Paragraphs 4.54—4.56 deal with measurement issues, insofar as these are covered in
the Framework. The treatment here is descriptive and avoids being prescriptive.
Measurement is described as ‘the process of determining the monetary amounts at
which the elements of the financial statements are to be recognized and carried in the
balance sheet and income statement’. It involves the selection of a particular basis of
measurement.

Four different measurement bases are specifically mentioned and described (with-
out any claim to exhaustiveness): historical cost, current cost (of replacement or settle-
ment), realizable or (for liabilities) settlement value and present value. Historical cost
is mentioned as the measurement basis most commonly adopted by entities in prepar-
ing their financial statements, usually in combination with other measurement bases.
An example of the latter is the carrying of inventories at the lower of historical cost
and net realizable value. Marketable securities may be carried at market value and pen-
sion liabilities are carried at their present value. Current cost may be used as a means
of taking account of the effects of changing prices of non-monetary assets.

Concepts of capital and capital maintenance

Concepts of capital The Framework identifies two main concepts of capital: the finan-
cial concept and the physical concept. The financial concept of capital may take two
forms: invested money (nominal financial) capital or invested purchasing power (real
financial) capital. In either case, capital is identified with the equity of the entity (in ei-
ther nominal or real financial terms) and with its net assets measured in those terms.
The physical concept of capital is based on the notion of the productive capacity or
operating capability of the entity, as embodied in its net assets. Most entities adopt
a financial concept of capital, normally (in the absence of severe inflation) nominal
financial capital (paras 4.57-4.58).

Capital maintenance and the determination of profit Choice of a concept of capital is
related to the concept of capital maintenance that is most meaningful, given the
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implications of the choice for profit measurement and the needs of the users of the fi-
nancial statements in that regard, as follows:

o Muaintenance of nominal financial capital. Under this concept a profit is earned
only if the money amount of the net assets at the end of the period exceeds the
money amount of the net assets at the beginning of the period, after excluding
any distributions to, and contributions from, equity owners during the period
(para. 4.59 (a)).

o Muaintenance of veal financial capital. Under this concept a profit is earned only
if the money amount of the net assets at the end of the period exceeds the money
amount of the net assets at the beginning of the period, restated in units of the
same purchasing power, after excluding distributions to, and contributions from,
owners. Normally, the units of purchasing power employed are those of the cur-
rency at the end of the period, into which the net assets at the beginning of the
period are restated (para. 4.59 (a)).

o Muaintenance of physical capital. Under this concept a profit is earned only if the
operating capability embodied in the net assets at the end of the period exceeds
the operating capability embodied in the net assets at the beginning of the pe-
riod, after excluding distributions to, and contributions from, owners. Operating
capability embodied in assets may, in principle, be measured by employing the
current cost basis of measurement (para. 4.59 (b)).

The main difference among the three concepts of capital maintenance is the treat-
ment of the effects of changes in the carrying amounts of the entity’s assets and liabilities.
Under nominal financial capital maintenance, increases in the money-carrying amounts
of assets held over the period (to the extent that they are recognized as gains) are part of
profit.

Under real financial capital maintenance, such increases are part of profit only if they
are ‘real’ increases; that is, increases that remain after money-carrying amounts have been
restated in units of the same purchasing power. The total amount of the restatement is
known as a ‘capital maintenance adjustment’ and is transferred to a capital maintenance
reserve, which is part of equity (but not of retained profits). Real financial capital mainte-
nance may be used in conjunction with historical cost as a measurement basis but would
more normally be used in conjunction with the current cost basis.

ILLUSTRATION

Let us assume that a company begins with capital stock replacement cost at that time is €120 and general infla-
of €100 and cash of €100. At the beginning of the year, tion throughout the year is 10 per cent. Profit measured
one item of inventory is bought for €100. The item of in- using each of the capital maintenance concepts men-

ventory is sold at the end of the year for €150, its tioned earlier would be as shown:

Nominal financial capital Real financial capital Real physical capital
maintenance maintenance maintenance
Sales € 150 € 150 € 150
less Cost of sales (100) (100) (120)
Operating profit 50 50 30
less Inflation adjustment - (10) -
Total gain € 50 € 40 € 30
Capital maintenance adjustment € 0 € 10 € 20

(Continued)
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ILLUSTRATION (Continued)

Column 1 shows the gain after ensuring the mainte-
nance of the stockholders’ opening capital measured as
a sum of money. Column 2 shows the gain after ensuring
the maintenance of the stockholders’ opening capital
measured as a block of purchasing power. Both of these
are concerned, under different definitions, with the main-
tenance of financial capital — in terms either of its money
amount or of its general purchasing power. Column 3
shows the gain after ensuring the maintenance of the
company’s initial operating capacity and is therefore of a
completely different nature.

Under real physical capital maintenance, changes in

held over the period are considered not to affect the
amount of operating capability embodied in those items
and therefore the total amount of those changes is
treated as a capital maintenance adjustment and
excluded from profit.

Different combinations of measurement bases and
capital maintenance concepts provide different account-
ing models, between which management should choose,
taking into account relevance and reliability. Readers
should be very familiar with the concepts underlying
these alternatives, which have been fully discussed in
Chapters 4-8.

the money prices at current costs of assets and liabilities

IAS 1, PRESENTATION OF FINANCIAL STATEMENTS

IAS 1, Presentation of Financial Statements, covers some of the topics discussed in the
Framework. It was originally issued by the IASC in 1997 and adopted by the IASB in
2001. It was revised in 2003 and has subsequently been amended in 2007 and 2011.
Minor amendments were made as a consequence of changes in standards in 2004,
2005, 2008, 2009 and 2010, particularly those relating to financial instruments. It is
the 2011 version that we discuss here.

Presentation of Financial Statements represents an attempt to cover several impor-
tant aspects, some of which are also covered in the Framework. As a full Standard, IAS
1 automatically takes priority over the Framework where there is any overlap or con-
flict. In 2010, the IASB issued a revised Conceptual Framework and a further revision
is expected in 2015.

The objective of the Standard is to prescribe the basis for presentation of general
purpose financial statements, in order to ensure comparability both with the entity’s
own financial statements of previous periods and with the financial statements of other
entities. To achieve this objective, the Standard sets out overall considerations for the
presentation of financial statements, guidelines for their structure and minimum
requirements for the content of financial statements (para. 1).

In principle, therefore, IAS 1 applies to all aspects of all businesses. Many aspects of fi-
nancial reporting are covered additionally by other more specific IASs and IFRSs, as
detailed elsewhere in this volume. However, some other aspects are not further devel-
oped and IAS 1 therefore comprises the IAS GAAP in those respects. For example,
disclosure of non-current assets is discussed in IAS 16, Property Plant and Equipment
(see Chapter 13), but disclosure of current assets has no additional Standard, except for
component parts such as inventories, covered by IAS 2, Inventories (see Chapter 17).

Broadly speaking, IAS 1 consists of two parts. Part 1 discusses a number of ‘overall
considerations’ consisting of general principles, conventions and requirements. Much
of Part 1 is a restatement of aspects of the Framework, as discussed already. Part 2 dis-
cusses in some detail the required contents of general purpose financial statements. It
is worth noting that most national accounting standards operate, and are designed to
operate, within the context of national legislation, especially for corporations. There
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is, of course, no single international company or corporation statute. To some extent,
IAS 1 provides a minimal filling in of this lacuna.

Consistent with our chapter structure in this book, the first part of IAS 1 is dis-
cussed here. Part 2 is covered in Chapter 10.

SCOPE OF IAS 1

The scope and applicability of IAS 1 is very wide. It should be applied in the presenta-
tion of all general purpose financial statements prepared and presented in accordance
with International Financial Reporting Standards (IFRSs) (para. 2).

General purpose financial statements are those intended to meet the needs of users
who are not in a position to demand reports tailored to meet their specific information
needs. They include statements presented separately or those within another public
document such as an annual report or prospectus.

IAS 1 does not apply to condensed interim financial information, but it must be
applied in full to all general purpose statements as already described which claim to be
in accordance with IFRSs. Not-for-profit organizations can also apply the Standard
(and IFRSs generally) by amending item descriptions in the financial statements as
appropriate.

IAS 1 repeats the objective of general purpose financial statements from the Frame-
work, as being to provide information about the financial position, performance, and
cash flows of an entity that is useful to a wide range of users in making economic deci-
sions. Financial statements also show the results of management’s stewardship of the
resources entrusted to it. Financial statements provide information about an entity’s
(para. 9):

1 assets

liabilities

equity

income and expenses, including gains and losses

a b~ WD

contributions by and distributions to owners in their capacity as owners, and

6 cash flows.

A complete set of financial statements, therefore, includes the following compo-
nents (para. 10):

(a) astatement of financial position as at the end of the period

(b) a statement of profit or loss and other comprehensive income for the period

(c) astatement of changes in equity for the period

(d) a statement of cash flows for the period

(e) notes, comprising a summary of significant accounting policies and other explana-
tory information, and

(f) a statement of financial position as at the beginning of the earliest comparative pe-
riod when an entity applies an accounting policy retrospectively or makes a retro-
spective restatement of items in its financial statements, or when it reclassifies items
in its financial statements.

An entity may use titles for the statements other than those used in this Standard.
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An entity shall present with equal prominence all of the financial statements in a
complete set of financial statements. The implications of this are discussed and illus-
trated in more detail in Chapter 10.

IAS 1 encourages, but does not require, the additional presentation, ‘outside
the financial statements’, of a management report about the financial performance and
financial position of the enterprise, and about its environment, risks and uncertainties.

Briet suggestions as to coverage are made in paragraph 8, but none of the sugges-
tions are mandatory. Further additional statements and reports — for example, on
environmental matters — are also encouraged.

FAIR PRESENTATION AND COMPLIANCE WITH IFRSs

The first substantive part of IAS 1 concerns the vexed question of, what in the UK is
called the ‘true and fair override’. The issue at stake is whether or not the detailed reg-
ulations —i.e. the IFRSs in this case — are always and automatically both necessary and
sufficient conditions for the preparation of adequate financial statements, or whether
some more fundamental overriding criterion — such as the provision of a true and fair
view, a requirement to present fairly or a requirement not to mislead users — is, when a
clash occurs, the determining requirement (hence ‘overriding’ the IFRSs). IAS 1 rec-
ognizes that compliance with the IFRSs may be insufficient or inadequate ‘in
extremely rare circumstances’.

Entities whose financial statements comply with IFRSs should make an unreserved
statement of such compliance in the notes (para. 16). The appropriate application of
IFRS, with additional disclosure when necessary, results, in ‘virtually all circumstan-
ces’, in financial statements that achieve a fair presentation (para. 17).

‘In the extremely rare circumstances when management concludes that compliance
with a requirement in an IFRS would be so misleading that it would conflict with the
objective of financial statements set out in the Framework, the entity shall depart from
that requirement set out in paragraph 20 if the relevant regulatory framework requires,
or otherwise does not prohibit, such a departure’ (para. 19).

When an entity departs from a requirement of a Standard or an interpretation, it
shall disclose (para. 20):

(a) that management has concluded that the financial statements present fairly the
entity’s financial position, financial performance and cash flows;

(b) that it has complied with applicable Standards and Interpretations, except that it
has departed from a particular requirement to achieve a fair presentation;

(c) the title of the IFRS from which the entity has departed, the nature of the departure,
including the treatment that the IFRS would require, the reason why that treatment
would be so misleading in the circumstances that it would conflict with the objective
of financial statements set out in the Framework, and the treatment adopted; and

(d) for each period presented, the financial effect of the departure on each item in the finan-
cial statements that would have been reported in complying with the requirement.

The question of terminology and national positions here is both important and
potentially confusing. The US requirement to present fairly in accordance with (US)
GAAP means to follow GAAP, at least as far as accounting standards are concerned,
although the situation is slightly less clear as regards US auditing standards. The UK
requirement to give a true and fair view equally clearly means to follow standards
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TABLE 9.1 Terminology versus philosophy

Jurisdiction Terminology Overriding
UK True and fair view Yes

EU True and fair view Yes

USA Fair presentation No

IASB Fair presentation Yes

where suitable, but to depart from them if a true and fair view requires it. The UK
position in essence found its way into the EU Fourth Directive and hence, subject to
varying degrees of bastardization, into other European countries. IAS 1 follows the
US wording but the UK/EU philosophy. Table 9.1 makes this clear.

This is not to imply that the override is likely to be used in similar ways or in similar
volumes in the various jurisdictions where it exists. We predict that its usage under the
TASB will indeed be rare. But an important issue of principle is at stake. Can the quali-
tative characteristics required of financial reporting be ensured by compliance with a
set of (static) rules, or is some professional judgement involved which may, in princi-
ple, entail departure from one or more rules?

Although no attempt to define “fair presentation’ is provided (rightly in our view), the
presumption ‘in virtually all circumstances’ is that a fair presentation is achieved by compli-
ance in all material respects with applicable IFRSs. A fair presentation requires (para. 17):

1 selecting and applying accounting policies in accordance with IAS 8 (described
later)

2 presenting information, including accounting policies, in a manner which pro-
vides relevant, reliable, comparable and understandable information

3 providing additional disclosures when the specific requirements in IFRSs are
insufficient to enable users to understand the impact of particular transactions or
events on the entity’s financial position and financial performance.

In extremely rare circumstances, application of a specific requirement in an Interna-
tional Accounting Standard might result in misleading financial statements. In such
circumstances departure from the Standard is required. IASB is at pains to minimize
the likelihood of this happening. The override can only be applied when following the
Standard plus providing additional information would not give a fair presentation (i.e.
presumably, would mislead). The existence of national regulations which conflict with
IASB Standards is not an adequate reason for departing from an International Stand-
ard. IAS 1 requires in addition, as detailed earlier, if the override is employed, that full
details of the departure are given in the financial statements, sufficient to enable users
to make an informed judgement on whether the departure is necessary and to calcu-
late the adjustments that would be required to comply with the Standard.

Accounting policies

The actual process of selecting accounting policies by a particular entity was discussed in
the 1997 version of TAS 1, but in 2004 was transferred to the new version of IAS 8. This
is discussed below. However, IAS 1 proceeds to incorporate and discuss some, but not
all, of the assumptions and qualitative characteristics of financial statements included in
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the 2010 IASB Conceptual Framework. The two ‘underlying assumptions’ in IAS 1 are
going concern and the accrual basis of accounting. The going concern assumption
means that it is assumed that the entity will continue in operation for the foreseeable
future. Financial statements should be prepared on a going concern basis unless
management either intends to liquidate the entity or to cease trading or has no realistic
alternative but to do so. When management is aware, in making its assessment, of mate-
rial uncertainties related to events or conditions which may cast significant doubt on the
entity’s ability to continue as a going concern, those uncertainties should be disclosed.
When the financial statements are not prepared on a going concern basis, that fact
should be disclosed, together with the basis on which the financial statements are pre-
pared and the reason why the entity is not considered to be a going concern (para. 25).
When the financial statements are prepared on the going concern basis it is not necessary
to say so. Judgement, and in uncertain cases detailed investigation, may be required.

The accrual basis of accounting (except for cash flow statements) is also an auto-
matic assumption that need not be explicitly stated (para. 27). Under the accrual basis
of accounting, transactions and events are recognized when they occur (and not as
cash or its equivalent is received or paid) and they are recorded in the accounting
records and reported in the financial statements of the periods to which they relate.

Paragraph 28 indicates that, under the accruals basis of accounting, the elements in
the financial statements must satisfy their definitions as well as their recognition criteria
as set out in the Conceptual Framework.

The Framework states, however, that financial statements may include items not
falling within these definitions if specific IFRSs require their recognition. Some other
Standards do so require, for example with regard to the deferral of government grants
(IAS 20, see Chapter 13) and the deferral of income and expenses relating to operat-
ing leases (IAS 17, Chapter 16). Although there seems to be conflict between the
Framework and IAS 1 on this point, IFRSs explicitly override the Framework.

IAS 1 (para. 45) requires consistency of presentation and classification of items in
the financial statement. A change in presentation and classification of items in financial
statements between one period and another is permitted only when, following a signif-
icant change in the entity’s operations or a review of the financial statements, another
presentation or classification would be more appropriate according to the selection cri-
teria in IAS 8 or is required by a specific IFRS.

The issue of materiality and aggregation raises some important considerations.
Paragraph 29 states that each material class of similar items should be presented sepa-
rately in the financial statements. Immaterial amounts should be aggregated with
amounts of a similar nature or function and need not be presented separately (para.
30). In this context, information is material if its nondisclosure could influence the
economic decisions of users taken on the basis of the financial statements. Materiality
depends on the size and nature of the item judged in the particular circumstances of
its omission. In deciding whether an item or an aggregate of items is material, the na-
ture and the size of the item are evaluated together. Depending on the circumstances,
cither the nature or the size of the item could be the determining factor. For example,
evidence of breaking the law causing a fine could be significant in principle, even if the
amount is small. But similar items should be aggregated together however large they,
or the resulting total, are in relation to the entity as a whole.

It is important that both assets and liabilities, and income and expenses, when mate-
rial, are reported separately. Offsetting in either the income statement or the balance
sheet, except when offsetting reflects the substance of the transaction or event, would
detract from the ability of users to understand the transactions undertaken and to assess
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the future cash flows of the entity. Assets and liabilities, and income and expenses, should
not be offset except when offsetting is required or permitted by an IFRS (para. 32).

It is often not fully appreciated that the prevention of offsetting between assets and
liabilities and between income and expenses is not at all the same thing as the preven-
tion of netting out between debits and credits in a bookkeeping sense. Receipts and
payments in relation to the purchase of one asset, for example, involve the netting out
of debits and credits and are not examples of offsetting as discussed in IAS 1.

It should also be noted that there are several examples where IFRSs do ‘require or
permit’ offsetting. One such example is IAS 11 (see Chapter 17), where contract costs
plus recognized profits less losses are offset against progress billings to give a net figure
of amount due from customers.

Paragraph 35 states that gains and losses arising from a similar group of transac-
tions, such as foreign exchange gains and losses, or gains and losses arising on financial
instruments held for trading, may be presented on a net basis. However, if they are
materials, they must be presented separately.

The ‘presentation’ section of IAS 1 concludes with requirements about comparative
figures. Unless an IFRS permits or requires otherwise, comparative information should
be disclosed in respect of the previous period for all numerical information in the financial
statements. Comparative narrative and descriptive information should be included when
it is relevant to an understanding of the current period’s financial statements (para. 38).

Comparative information should be restated if necessary if the presentation or clas-
sification of items in the current financial statements is altered, unless it is impractical
to do so, in which case the reason for not reclassifying should be disclosed together
with ‘the nature of the adjustments that would have been made if the amounts had
been reclassified” (para. 42). Five- or ten-year summaries should logically be changed
as well, although IAS 1 does not consider this point.

It should be noted that 1AS 8, Accounting Policies, Changes in Accounting Esti-
mates and Errors, applies if changes constitute a change in accounting policy as
discussed in that Standard.

By now we have mentioned several times that financial statements serve as a means
for communicating the economic health of a company to external parties. For a proper
assessment of the performance and the financial status of a company, external stakehold-
ers need a benchmark with which to compare the financial accounting information. This
will be discussed and illustrated extensively in Part Four of this textbook. Data taken
from the financial statements of other companies are often used for benchmarking pur-
poses. In this respect, comparability of financial accounting information is extremely
important. Comparability refers not only to inter-firm comparability, but also to the
comparability over time of company data of the same enterprise. Techniques for inter-
firm comparisons and within firm comparisons over time are presented in Part Four of
this textbook.

As already indicated, the remainder of IAS 1 relates to the structure and content of
published financial statements, which is dealt with in the next chapter.

IAS 8, ACCOUNTING POLICY CHANGES, CHANGES

IN ESTIMATES AND ERRORS

The objective of IAS 8 is to enhance comparability of financial statement data over
time within the same firm and between firms. In order to improve comparability, IAS 8
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focuses on the criteria for selecting accounting policies, the accounting treatment and
disclosure of changes in accounting policies, changes in accounting estimates and errors.
The purpose of the Standard is to ensure that entities prepare and present their financial
statements on a consistent basis. IAS 8 shall be applied in selecting and applying account-
ing policies and accounting for changes in accounting policies, changes in accounting
estimates and corrections of prior period errors. The tax effects of corrections of prior
period errors and retrospective adjustments made to apply changes in accounting policies
are accounted for and disclosed in accordance with TAS 12, Income Taxes.

The first part of IAS 8, which deals with accounting policies, determines first how
to select and apply accounting policies (see paras 7-13). Accounting policies are
defined as specific principles, bases, conventions, rules and practices adopted by an en-
tity in preparing and presenting financial statements (para. 5). The selection process
for an accounting policy starts with determining if there is a specific IFRS that deals
with the transaction or event that has to be reported.

IAS 8 (para. 7) states that when an IFRS specifically applies to a transaction, other
event or condition, the accounting policy or policies applied to that item shall be
determined by applying the IFRS and considering the integral guidance to assist enti-
ties in applying the IFRS requirements (para. 9).

In the absence of an TFRS that specifically applies to an item in the financial state-
ments, management shall use its judgement in developing and applying an accounting
policy that results in information that is (para. 10):

e relevant to the decision-making needs of users; and reliable in that the financial
statements:

= represent faithfully the results and financial position of the entity

= reflect the economic substance of transactions and other events, and not merely
the legal form

= are neutral, i.e. free from bias
= are prudent

= are complete in all material respects.

In making the judgement described in para. 10, management shall consider the
following sources in descending order:

e the requirements and guidance in Standards and Interpretations of Standards,
dealing with similar and related issues

e the definitions, recognition criteria and measurement concepts for assets, liabil-
ities, income and expenses set out in the Conceptual Framework for Financial
Reporting (para. 11).

e the most recent pronouncements of other standard-setting bodies that use a simi-
lar conceptual framework to develop accounting standards, other accounting lit-
erature and accepted industry practices, to the extent, but only to the extent, that
these are consistent with the first two points of this paragraph (para. 12).

IAS 8 states explicitly that accounting policies should be applied consistently for
similar transactions, other events and conditions, unless a Standard or an Interpreta-
tion specifically requires or permits categorization of items for which different
policies may be appropriate. If an IFRS requires or permits such categorization, an
appropriate accounting policy shall be selected and applied consistently to each cate-

gory (para. 13).
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Accounting policy changes

Once an accounting policy is chosen it needs to be applied on a consistent basis over
the years. Although consistency is the rule, changes in accounting policies are permit-
ted if the change:

(a) is required by an IFRS, or
(b) results in the financial statements providing reliable and more relevant information

about the effects of transactions, other events or conditions on the entity’s financial
position, financial performance or cash flows (para. 14).

ACTIVITY 9.6

Can you think of events or elements which might induce harmonized with the accounting policies of
a voluntary change in accounting policies? company B.
e All changes between benchmark treatments
Activity feedback and allowable treatments prescribed in the IAS/
o Company A becomes a subsidiary of IFRS, for example a switch from capitalizing
company B, subsequently the accounting borrowing costs to expensing them, due to
policies within company A should be changes in the finance policy of a company.

IAS 8 addresses changes of accounting policy arising from three sources:

1 initial application (including early application) of an IFRS containing specific
transitional provisions

2 initial application of a IFRS which does not contain specific transitional provisions

3 voluntary changes in accounting policy.

Policy changes under 1 should be accounted for in accordance with the specific
transitional provisions of that IFRS.

A change of accounting policy under 2 or 3 should be applied retrospectively, that
is applied to transactions, other events and conditions as if it had always been applied
(paras 5-19). The Standard goes on to explain that retrospective application requires
adjustment of the opening balance of each affected component of equity for the ear-
liest prior period presented and the other comparative amounts disclosed for each
prior period presented as if the new accounting policy had always been applied (para.
22). The Standard observes that the amount of the resulting adjustment relating to
periods before those presented in the financial statements (which is made to the open-
ing balance of each affected component of equity of the earliest prior period
presented) will usually be made to retained earnings. However, it goes on to note that
the adjustment may be made to another component of equity (for example, to comply
with an IFRS). IAS 8 also makes clear that any other information about prior periods,
such as historical summaries of financial data, should also be adjusted (para. 26).

It will frequently be straightforward to apply a change in accounting policy retrospec-
tively. However, the Standard accepts that sometimes it may be impractical to do so.
Accordingly, retrospective application of a change in accounting policy is not required
to the extent that it is impracticable to determine either the period-specific effects or the
cumulative effect of the change (para. 23). The concept ‘impracticable’ occurs also in
relation to the accounting treatment of prior period errors (paras 43—48 and 50-53). As
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noted above, in the absence of a specifically applicable IFRS an entity may apply an
accounting policy from the most recent pronouncements of another standard-setting
body that uses a similar conceptual framework. The Standard makes clear that a change in
accounting policy reflecting a change in such a pronouncement is a voluntary change
in accounting policy which should be accounted for and disclosed as such (para. 21).

We have noticed that the IASB introduced the concept of impracticability in relation
to the retrospective application of accounting policy changes. Since this concept can be
used to circumvent the retrospective application of an accounting policy change, the
Standard devotes a considerable amount of guidance to discussing what ‘impracticable’
means for these purposes, i.c. the limitations on retrospective application (paras 23-27).

The Standard states that applying a requirement is impracticable when an entity
cannot apply it after making every reasonable effort to do so. It goes on to note that,
for a particular prior period, it is impracticable to apply a change in an accounting pol-
icy retrospectively or to make a retrospective restatement to correct an error if:

1 the effects of the retrospective application or retrospective restatement are not
determinable

2 the retrospective application or retrospective restatement requires assumptions
about what management’s intent would have been in that period

3 or the retrospective application or retrospective restatement requires significant
estimates of amounts and it is impossible to distinguish objectively information
about those estimates that:

(a) provides evidence of circumstances that existed on the date(s) as at which those
amounts are to be recognized, measured or disclosed

(b) would have been available when the financial statements for that prior period
were authorized for issue, from other information.

IAS 8 observes that it is frequently necessary to make estimates in applying an
accounting policy and that estimation is inherently subjective and that estimates may
be developed after the balance sheet date. But developing estimates is potentially more
difficult when retrospectively applying an accounting policy or making a retrospective
restatement to correct a prior period error, because of the longer period of time that
might have passed since the affected transaction, other event or condition occurred.

However, the objective of estimates related to prior periods remains the same as for
estimates made in the current period, namely, for the estimate to reflect the circumstances
that existed when the transaction, other event or condition occurred. Hindsight should
not be used when applying a new accounting policy to, or correcting amounts for, a prior
period, cither in making assumptions about what management’s intentions would have
been in a prior period or estimating the amounts recognized, measured or disclosed in a
prior period. For example, if an entity corrects a prior period error in measuring financial
assets previously classified as held-to-maturity investments in accordance with IAS 39, it
should not change their basis of measurement for that period if management decided later
not to hold them to maturity.

Therefore, retrospectively applying a new accounting policy or correcting a prior
period error requires distinguishing information that:

(a) provides evidence of circumstances that existed on the date(s) as at which the trans-
action, other event or condition occurred, and

(b) would have been available when the financial statements for that prior period were
authorized for issue from other information.
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The Standard states that for some types of estimate (e.g. an estimate of fair value not
based on an observable price or observable inputs) it is impracticable to distinguish these
types of information. When retrospective application or retrospective restatement would
require making a significant estimate for which it is impossible to distinguish these two
types of information, it is impracticable to apply the new accounting policy or correct
the prior period error retrospectively.

The concept of impracticability introduces limitations to the retrospective application
of accounting policy changes. The future will tell us if this concept of impracticability
will be used to avoid the retrospective application of accounting policy changes.

Although IAS 8 and similar standards of other GAAP systems require all these types
of disclosure, we do observe in practice a difference in the quality of disclosure relating
to changes in accounting policy or accounting methods. Less quality implies that exter-
nal parties are hindered in comparing financial data from subsequent years or between
firms. If accounting changes are used, for example, for earnings management purposes,
then there is an incentive to drop the quality level of these disclosures. As disclosure
requirements concerning these accounting method changes have become stricter over
the years, accounting method changes are now less used for annual accounts’ manage-
ment purposes. The stricter disclosure requirements allow external parties to ‘undo’ the
effect of the change and to detect the ‘real” underlying economic performance.

The issue of accounting quality will be discussed further in Chapter 31.

Changes in accounting estimates

IAS 8 defines a change in accounting estimates as an adjustment of the carrying
amount of an asset or a liability, or the amount of the periodic consumption of an
asset, that results from the assessment of the present status of and expected future ben-
efits and obligations associated with assets and liabilities. Changes in accounting
estimates result from new information or new developments and, accordingly, are not
corrections for errors.

ACTIVITY 9.7

Think of some balance sheet or profit and loss account ® inventory obsolescence
elements in which estimates are needed for valuation o dEiEmiEen of e i vale of aesEE
purposes. - ;

e determination of the useful life of an asset.
Activity feedback Indeed, it is difficult to think of elements that do not
Estimates are required, for example, in the valuation of: include estimations.

e allowances for bad debts

Valuing balance sheet and profit and loss account items often involves making esti-
mates. The use of reasonable estimates is an essential part of the preparation of
financial statements. However, estimates may need to be revised over the years in light
of new or changing information. The revision of an estimate does not aftect the original
classification of the transaction. As changes of accounting estimates imply in most cir-
cumstances elements of judgement, the IASB states explicitly in IAS 8 that the change
of the estimate should not undermine the reliability of the financial statements.
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IAS 8 requires that changes in estimate be accounted for prospectively; defined as
recognizing the effect of the change in the accounting estimate in the current and
future periods affected by the change (paras 36—-38). The Standard goes on to explain

that this will mean (as appropriate):

e adjusting the carrying amount of an asset, liability or item of equity in the balance

sheet in the period of change

e recognizing the change by including it in profit and loss in:

= the period of change, if it affects that period only (e.g. a change in estimate of bad

debts), or

= the period of change and future periods, if it affects both (e.g. a change in esti-
mated useful life of a depreciable asset or the expected pattern of consumption of

the economic benefits embodied in it).

ACTIVITY 9.8

Think of an example of a change in an accounting esti-
mate which affects only the current period. Then think of
an example which might affect the current period as well
as subsequent periods.

Activity feedback

For example, a change in the estimate of the amount of
bad debts affects only the current period and is therefore
recognized in the current period. However, a change in
the estimated useful life of or the expected pattern of
consumption of the future economic benefits embodied
in a depreciable asset affects depreciation expense for

the remainder of the current period and for each future
period during the asset’s remaining useful life. In both
cases, the effect of the change relating to the current pe-
riod is recognized as income or expense in the current
period. The effect, if any, on future periods is recognized
in future periods.

An entity shall disclose the nature and amount of a
change in an accounting estimate that has an effect
in the current period or is expected to have an effect in
future periods, except for the disclosure of the effect on
future periods when it is impracticable to estimate that
effect (para. 39).

Further, IAS 8 states explicitly that a change in an accounting estimate does not

result from a change in the measurement basis or method applied, which is a change
in an accounting policy. When it is difficult to distinguish between a change in an
accounting policy and a change in an accounting estimate, the change is treated as a
change in an accounting estimate, with appropriate disclosure.

Prospective recognition of the effect of a change in an accounting estimate means
that the change is applied to transactions, other events and circumstances from the
date of the change to estimate. A change in an accounting estimate may affect the cur-
rent period only or both the current period and future periods.

So a change in an accounting estimate involves less administrative work and is
somehow less visible than a change in accounting policy or method. The latter
is applied retrospectively, and therefore prior year comparative data need to be restated
as well. All these changes will probably catch the eye of the user of the
annual accounts sooner or later. Empirical evidence exists (this will be discussed in
Chapter 31) that changes in accounting estimates are now more popular for earnings
management purposes than accounting policy changes as they are less costly and less
visible.
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Errors

IAS 8 also deals with the treatment of prior period errors. Prior period errors are
omissions from, and misstatements in, the entity’s financial statements for one or more
prior periods arising from a failure to use, or misuse of, reliable information that:

e was available when financial statements for those periods were authorized for
issue

e could reasonably be expected to have been obtained and taken into account in
the preparation and presentation of those financial statements.

Such errors include the effects of mathematical mistakes, mistakes in applying
accounting policies, oversights or misinterpretations of facts, and fraud.

Paragraph 42 stipulates that the correction of the error has to be accounted for in a
retrospective way in the first set of financial statements authorized for issue after their
discovery, by:

e restating the comparative amounts for the prior period(s) in which the error
occurred, or,

e if the error occurred before the earliest prior period presented, restating the
opening balances of assets, liabilities and equity for the earliest prior period pre-
sented.

In this way the financial statements are presented as if the error had never occurred.

Also in the case of prior period errors, comparative information presented for a
particular prior period need not be restated if restating the information would be
impracticable (paras 43—45).

If the amount of the effect in future periods is not disclosed because estimating it is
impracticable, an entity shall disclose that fact (para. 40).

Special disclosure requirements apply in relation to such prior period errors

(para. 49):
(a) the nature of the prior period error

(b) for each prior period presented, to the extent practicable, the amount of the
correction:

(i) for each financial statement line item affected, and

(i) if TAS 33 applies to the entity, for basic and diluted earnings per share.
(c) the amount of the correction at the beginning of the earliest prior period pre-

sented, and

(d) if retrospective restatement is impracticable for a particular period, the circumstan-
ces that led to the existence of that condition and a description of how and from
when the error has been corrected.

Financial statements of subsequent periods need not repeat these disclosures.
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ACTIVITY 9.9

During 20X2, company A discovered that certain prod- 20X1

ucts which had been sold during 20X1 were incorrectly 20X2 (restated)

included in inventory at 31 December 20X1 at €3250. Income taxes 3 600 2 025
Company A’s accounting records for 20X2 show Net profit 8 400 4725

sales of €52 000, cost of goods sold of €43 250 (includ- Company A
ing €3250 for error in opening inventory), and income

Statement of retained earnings
taxes of €2625.

20X1

In 20X1, company A reported: 20x2 (restated)
Sales 36 750 Opening retained earnings as
Cost of goods sold 26 750 previously reported 17 000 10 000
Profit from ordinary activities before Correction of fundamental error

income taxes 10 000 (Net of income taxes of
Income taxes (3 000) €979) (note 1) 2275 -
Net profit 7 000 Opening retained earnings as

restated 14 725 10 000

20X1 opening retained earnings were €10 000 and Net profit 8 400 4725

closing retained earnings were €17 000. Company A’s Closing retained earnings 23 152 14 725

income tax rate was 30 per cent for 20X2 and 20X1.

Show the necessary disclosures in the financial state- Extract from notes to the financial statements:

ments for the year 20X2. 1 Certain products that had been sold in 20X1

were incorrectly included in inventory at 31
Activity feedback December, 20X1 at €3250. The financial
Company A — an extract from the income statement statement of 20X1 has been restated to correct

this error.

20X1
20X2 (restated) Once again, we notice that the restatement is made
Sales 52 000 36 750 on the judgement of the management whether or not the
Cost of goods sold 40 000 30 000 restatement is impracticable.
Profit from ordinary activities
before income taxes 12 000 6 750

IFRS 1, FIRST-TIME ADOPTION OF IFRS

When a company changes from its domestic GAAP to IFRSs, this change does not
belong to the scope of IAS 8. IFRS 1, First-time Adoption of IFRS, provides guidance
for all companies which change either compulsorily or voluntarily to IAS/IFRS
Standards.

Paragraph 3 states that an entity’s first IFRS financial statements are the first annual
financial statements in which the entity adopts IFRSs, by an explicit and unreserved
statement in those financial statements of compliance with IFRSs. Financial statements
under IFRSs are an entity’s first financial statements if, for example, the entity:

(a) presented its most recent previous financial statements:

(i) under national requirements that are not consistent with IFRSs in all respects

(ii) in conformity with IFRSs in all respects, except that the financial statements
did not contain an explicit and unreserved statement that they complied
with IFRSs
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(iii) containing an explicit statement of compliance with some, but not all,
IFRSs

(iv) under national requirements inconsistent with IFRSs, using some
individual IFRSs to account for items which national requirements did not
exist, or

(v) under national requirements, with a reconciliation of some amounts to the
amounts determined under IFRSs.

(b) prepared financial statements under IFRSs for internal use only, without making
them available to the entity’s owners or any other external users

(c) prepared a reporting package under IFRSs for consolidation purposes without pre-
paring a complete set of financial statements as defined in IAS 1, Presentation of
Financial Statements, or

(d) did not present financial statements for previous periods.

If'a company presents its financial figures for a particular financial year, these figures
are usually accompanied by prior year figures. For the sake of comparability these fig-
ures should be prepared using the same GAAP. This implies that the prior year figures
in an entity’s first [FRS financial statements should also be prepared with the use of
TIAS/IFRS. If we apply this principle to the compulsory change to IAS /TERS for listed
companies in the EU we obtain the following situation.

The reporting date for entity A’s first IFRS financial statements is 31 December
2005. If entity A decides to present comparative information in those financial state-
ments for one year only, the date of transition to IFRSs is the beginning of business
on 1 January 2004 (or, equivalently, close of business on 31 December 2003). Entity
A will have presented financial statements under its previous GAAP annually to 31 De-
cember each year up to and including 31 December 2004. In this case entity A is
required to apply the IFRSs effective for periods ending on 31 December 2005 in:

e preparing its opening IFRS balance sheet at 1 January 2004, and

e preparing and presenting its balance sheet for 31 December 2005 (including
comparative amounts for 2004), income statement, statement of changes in eq-
uity and cash flow statement for the year to 31 December 2005 (including com-
parative amounts for 2004 ) and disclosures (including comparative information
for 2004).

If a new IFRS is not yet mandatory but permits early application, entity A is permit-
ted, but not required, to apply that IFRS in its first IFRS financial statements. For
many preparers which present their first IFRS financial statements the main question
is: ‘Which accounting policies need to be applied for the recognition and measurement
of the items of the financial statements?” The main rule is that an entity shall use the
same accounting policies in its opening IFRS balance sheet and throughout all periods
presented in its first IFRS financial statements. Those accounting policies shall comply
with each IFRS effective at the reporting date for its first IFRS financial statements.
This general rule implies that an entity shall not apply different versions of IFRSs that
were effective at earlier dates.

In its opening IFRS balance sheet an entity shall (para. 10):

(a) recognize all assets and liabilities whose recognition is required by IFRSs

(b) not recognize items as assets or liabilities it IFRSs do not permit such recognition
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(c) reclassify items that it recognized under previous GAAP as one type of asset, liabil-
ity or component of equity, but are a different type of asset, liability or component
of equity under IFRSs, and

(d) apply IFRSs in measuring all recognized assets and liabilities.

The accounting policies that an entity uses in its opening IFRS balance sheet may dit-
fer from those that it used for the same date using its previous GAAP. The resulting
adjustments arise from events and transactions before the date of transition to IFRSs.
Therefore, an entity shall recognize those adjustments directly in retained earnings (or,
if appropriate, another category of equity) at the date of transition to IFRSs (para. 11).

In essence, companies have to use all IFRSs that are effective at reporting date for
all the information included in the annual accounts. However, there are two categories
of exception. First, IFRS 1 specifies a number of optional exemptions from retrospec-
tive application (paras 13-25). First-time adopters can elect to apply all, some or none
of these optional exemptions. Second, IFRS 1 foresees mandatory exceptions from
retrospective application.

The switch from a previous GAAP system to IFRS will have an impact on the pub-
lished figures of a company. IFRS 1 requires that in the notes to the accounts the
impact of the transition from the previous GAAP to IAS/IFRS on the financial posi-
tion, the financial performance and the cash flow should be explained.

Observing reporting practices of companies that have switched to IAS/IFRS, we
notice that there is an enormous difterence with regard to the level of detail that is pre-
sented to users of financial statements in relation to the impact of the switch on a form’s
financial position. Some companies provide several pages of explanation with regard to
the impact on the company’s equity; other companies just disclose a few lines.

A number of companies divided the impact of the IAS /TFRS transition over a num-
ber of years. Some companies started complying with International Accounting Stand-
ards which have a favourable impact on equity in the financial years before the ‘official’
financial transition year. Compliance with International Accounting Standards that
have an unfavourable impact on equity takes place in the ‘official’ transition year.

SUMMARY

This chapter began with an outline of ‘theories about theories’ in the
accounting context. We then looked at the nearest that accounting seems
to have got to a generally agreed theory, as illustrated by the IASB Frame-
work and relevant parts of IAS 1. These documents, however, seem far
removed from theory in a scientific sense. We also discussed changes in
accounting policies (IAS 8) and the first-time adoption of IFRS (IFRS 1).
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Suggested answers to exercises marked v are to be found on our dedicated CourseMate platform
for students.

Suggested answers to the remaining exercises are to be found on the Instructor online support
resources.

v1 Towhat extent is financial reporting a suitable subject for theorizing about?

v2 Positive research is a necessary starting point on the road to normative thinking, but it can never
be enough by itself. Discuss.

3 Isthe IASB Framework useful in its present form? How could it be improved?

4 Accounting standards and regulations should aim to state how to deal with all situations.
Discuss.

5 Rework question 9 from Chapter 1, specifically by applying the IASB Framework. Does it alter or
improve your original answer? Does IAS 1 make any difference?



STRUCTURE OF PUBLISHED
FINANCIAL STATEMENTS

OBJECTIVES After studying this chapter you should be able to:

e discuss the two fundamental conceptual issues concerning the
presentation of information in the financial statements

e describe and apply the format and disclosure requirements of TIAS 1

e describe and apply the format requirements of the EU Fourth
Directive

e discuss the adequacy of the disclosure requirements of IAS 1 and the
EU Fourth Directive and suggest and appraise possible alterations
thereto.

INTRODUCTION

There has been an increasing tendency over recent decades to regulate not only the
contents of published financial statements, but also the precise layout and format in
which those contents must be presented. Former country traditions in this respect var-
ied considerably, as Chapter 2 should have made you expect. Traditionally, the degree
of precise specification in the UK and US was low because the idea was that managers
know best how to present the information that the users of their particular company’s
financial statements need. In countries at the other end of the spectrum, for example
Japan, the formats of the financial statements, the notes to the financial statements
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and the supporting schedules to be submitted to the Ministry of Finance and the
Tokyo Stock Exchange are standardized. Here the idea is that standardization makes
information easier to find and compare.

There are two non-nationalistic influences of importance on the structure and con-
tents of published financial statements. The first one chronologically, and in some
ways the most detailed, is the Fourth Directive of the EU (Fourth Council Directive
78,/660/EEC of 25 July 1978). This obviously only directly affects those countries
that are members of the EU, and also those trying to join. The more recent influence,
and the more general one, but becoming the more pervasive, is the IASB, as repre-
sented by IAS 1, Presentation of Financial Statements, issued in its current form in
2007 with further amendments in 2011.

This chapter first discusses the presentation and disclosure requirements from
IAS 1. It starts with the balance sheet or statement of financial position, continues
with the statement of profit or loss and other comprehensive income, moves on to the
statement of changes in equity, briefly mentions the statement of cash flows which fall
under IAS 7, and finishes with the notes (required by IAS 1, para. 10). IAS 1 presents
(non-mandatory) illustrations of the financial statements, of which we reproduce
extracts in this chapter. Note that we omit all comparatives, which of course must be
included in practice, and notes.

Subsequently, it discusses the requirements under the Fourth Directive which include
the balance sheet, the income statement (or profit and loss account) and the notes.
However, before it turns to the financial statements, it introduces two important con-
ceptual issues in the presentation and disclosure of a set of financial statements.

CONCEPTUAL ISSUES IN THE PRESENTATION

OF FINANCIAL STATEMENTS

Issues such as aggregation and materiality and other topics covered by IAS 1 have
already been discussed in the previous chapter. Here, we briefly look at two other con-
ceptual issues that are not explicitly discussed in the IASB Conceptual Framework,
IAS 1 or the Fourth Directive, but that do find expression in the requirements. The
first is the articulation of financial statements, and the second is different views on
the presentation of performance and equity.

The articulation of financial statements

As you know, the balance sheet presents the entity’s financial position at a point in
time. In its nature it is a stock statement because it shows the stock of asset, liability
and equity line items which comprise the stock of wealth of the entity. On the other
hand, the income statement, statement of changes in equity and cash flow statement
present the respective flows generated by the entity during a period. If the statements
have been prepared under the same set of rules, they will articulate. That is, a flow
statement reconciles the difference between its corresponding account in the balance
sheet at one point in time, with that in the balance sheet at the next point in time. See
Table 10.1.

For example, the income statement (or statement of profit or loss) presents informa-
tion about how the increase or decrease in the retained earnings account in the equity
section of the balance sheet came about. The statement of changes in equity shows to
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TABLE 10.1 Stocks and flows

Stocks in the balance Stocks in the balance
sheet on 1 January —— Flows —»— sheet on 31 December
Cash and cash Cash flow Cash and cash
equivalents statement equivalents
Retained earnings Statement of profit or loss Retained earnings
Shareholders’ equity Statement of changes in equity Shareholders’ equity

what extent the net increase or decrease in equity was due to a change in retained earn-
ings, gains or losses on the revaluation of property, other comprehensive income in the
form of gains or losses on available for sale financial assets, or perhaps due to new share
issues. Similarly, the cash flow statement shows how the change in cash came about and
what part of the net cash inflow or outflow was due to operating, investing or financing
cash flows. In sum, the flow statements reconcile (i.e. present the details of the changes
in) certain stock accounts from one point in time to the next. Furthermore, the income
statement can be reconciled with the cash flow statement by removing the accruals
(or vice versa). This is what you do when you prepare a cash flow statement using the
indirect method, starting with net profit and ending with net change in cash.

Most accountants think it important that the balance sheet, the income statement
and the statement of changes in equity are prepared under the same set of rules so that
they can be reconciled with each other and ultimately with the net cash inflow or out-
flow. Others believe that there is no need for articulation. As we will see below,
depending on future developments, the statement of comprehensive income could
represent a step towards abandoning articulation as we now know it.

Different views on the presentation of
performance and equity

Historically, accounting theorists have debated whether performance is best presented
as an all-inclusive profit number or as a profit number that excludes non-recurrent and
extraordinary items and the consequences of events that are outside of managers’ con-
trol. Advocates of the all-inclusive approach think that it is in the owners’ interests that
elements of performance must not be hidden in the equity section of the balance
sheet. Comprehensive income under a current values measurement system is the ulti-
mate all-inclusive concept of performance because it includes the consequences of
changes in market prices that have not been realized yet and may not be realized in
the foreseeable future.

On the other hand, those who believe that performance must present only the
effects of events that are under managers’ control advocate presenting the other effects
in equity. In other words, they do not object to presenting equity including a dirty-
surplus. Currently, the statement of changes in equity presents the transfer of other
comprehensive income to the retained earnings account and shows a revaluation reserve
for unrealized gains or losses on property revaluations. Those who believe that compre-
hensive income is the best indicator of performance are likely to believe that equity must
be presented on a clean-surplus basis. That is, equity must be represented by paid-in
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capital, paid-in surplus and retained earnings. A problem then is how to treat unrealised
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gains or losses under a current values measurement system.

Do you think that performance measurement should be all-
inclusive or an indication of current operating performance?

Activity feedback

It depends on the nature of the reporting entity and its
business model. In the case of a company producing
goods or delivering services, it is perhaps better to use a

ACTIVITY 101

current operating performance measure because the
financing aspect is not the core of the model. However, if
it is a financial services entity or an entity that invests in
property, the success of the business is clearly depenad-
ent on the movements of market prices rather than a
production process where assets are being converted
into other goods for sale or used up to provide a service.

The introduction of the comprehensive income statement by IAS 1 in 2009 meant
that the all-inclusive side was winning. However, as you will see below, the conceptual
problem was the issue of recycling or not recycling other comprehensive income upon
realization. To those who regard net income as the main performance measure, not
recycling would mean abandoning the realization concept for the elements of other
comprehensive income. To those who regard comprehensive income as the main
measure of performance, recycling would mean double counting some elements of
other comprehensive income upon realization. Hence, the 2011 version of IAS 1 is
the consequence of an attempt to reconcile the two views as the IASB has not yet set-
tled on a performance concept.

STATEMENT OF FINANCIAL POSITION UNDER IAS 1

It should be noted that IAS 1 does not prescribe any particular balance sheet format.
The so-called horizontal and vertical formats are equally acceptable. The descriptions
used and the ordering of items may be amended according to the nature of the enter-
prise and its transactions, to provide information that is necessary for an overall
understanding of the enterprise’s financial position. For example, a financial institution
amends the above descriptions in order to apply the more specific relevant require-
ments of financial institutions. Other amendments not prescribed by promulgated
IFRSs may be necessary in other industrial or commercial situations.

However, as a minimum, the face of the balance sheet (i.e. not the notes to the balance
sheet) should include separate line items that present the following amounts (para. 54):

—t

property, plant and equipment

investment property

intangible assets

financial assets (excluding amounts shown under 5, 8 and 9)
investments accounted for using the equity method
biological assets

inventories

trade and other receivables

© O NO G A~ W®WNDN

cash and cash equivalents
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11
12
13
14
15
16

17
18

STATEMENT OF FINANCIAL POSITION UNDER IAS 1

the total of assets classified as held for sale and assets included in disposal
groups classified as held for sale in accordance with IFRS 5, Non-current Assets
Held for Sale and Discontinued Operations

trade and other payables

provisions

financial liabilities (excluding amounts shown under 11 and 12)
liabilities and assets for current tax, as defined in IAS 12, Income Taxes
deferred tax liabilities and deferred tax assets, as defined in IAS 12

liabilities included in disposal groups classified as held for sale in accordance
with IFRS 5

non-controlling interests, presented within equity

issued capital and reserves attributable to owners of the parent.

Additional line items, headings and subtotals should be presented on the face of the
balance sheet when their presentation is relevant to an understanding of the entity’s
financial position (para. 55). When an entity presents current and non-current assets
and current and non-current liabilities, as separate classifications on the face of its
balance sheet, it must not classify deferred tax assets (liabilities) as current assets (liabil-

ities)

(para. 56). Amounts included in line items in relation to IFRS 5 should not be

also included elsewhere.

The necessity or otherwise of additional line items is obviously a subjective matter.
Judgement on this should be based on: assessment of the nature and liquidity of assets;
the function of assets within the entity; and the amounts, nature and timing of liabilities.

The

current/non-current distinction

It is usual in Europe (and required by the Fourth Directive even though not at present
by IAS 1) for a balance sheet to present current and non-current assets and current and
non-current liabilities as separate classifications on the face of the balance sheet. When an
entity chooses not to make this analysis, assets and liabilities should still be presented
broadly in order of their liquidity, although this alternative is only allowed when it would
lead to information that is ‘reliable and more relevant’. In such circumstances, IAS 1 does
not specify ‘which way up’ the liquidity analysis should go. For example, it is European
practice for assets to end with cash (which is required by the Directive), whereas it is
North American, Japanese and Australian practice to start with cash. Whichever method
of presentation is adopted, an entity should disclose the amounts included in each item
that are expected to be recovered or settled before and after 12 months.

Where, as is usually the case, the current/non-current classification is followed,
then IAS 1 specifies the distinctions as now described. IAS 1 deals with assets first, by
defining a current asset.

An asset should be classified as a current asset when (para. 606):

1

it expects to realize the asset, or intends to sell or consume it, in its normal oper-
ating cycle

it holds the asset primarily for the purpose of trading

it expects to realize the asset within 12 months after the reporting period, or

the asset is cash or a cash equivalent unless the asset is restricted from being
exchanged or used to settle a liability for at least 12 months after the reporting period.
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All other assets should be classified as non-current assets.

This definition of a current asset requires careful consideration. Only one of the
conditions needs to be met for classification as a current asset to be required. Thus, an
asset which meets condition 1 in a business which has a two-year operating cycle is a
current asset, even if it is not expected to be realized within 12 months.

Although the wording on the matter is perhaps not as clear as it might be, a non-
current asset remains non-current throughout its useful life to the entity, as it is not
held primarily for trading purposes. It does not eventually become ‘current” merely
because its expected disposal is within less than 12 months. The IASB definition also
implies that the currently due portion of a long-term non-trading receivable is similarly
not to be reclassified as current.

The classification of liabilities, when undertaken by the reporting entity, must fol-
low a comparable distinction. A liability should be classified as current when it satisfies
any of the following criteria (para. 69):

1 itis expected to be settled in the entity’s normal operating cycle
2 itis held primarily for the purpose of being traded
3 itis due to be settled within 12 months after the balance sheet date

4 the entity does not have an unconditional right to defer settlement of the liability
for at least 12 months after the balance sheet date.

All other liabilities shall be classified as non-current.

Again, only one of these criteria needs to apply, so a long operating cycle could
lead to the classification as current liabilities of items due to be settled in more than
12 months. The ‘current’ (i.e. due within 12 months) portion of long-term interest-
bearing liabilities is to be classified as ‘current’ in most cases.

It is common for loan agreements to contain clauses such that, in the event of
defined undertakings by the borrower not being satisfied (e.g. maintenance of an
agreed maximum leverage ratio), the liability becomes payable on demand. If this hap-
pens, then the liability would in general immediately become ‘current’ under IAS 1.
The liability would continue to be classified as non-current, however, if the lender has
agreed, before the approval of the financial statements, not to demand payment within
12 months of the balance sheet date.

Further subclassifications

IAS 1 (para. 59) states that the use of different measurement bases for different classes
of assets suggests that their nature or function differs and, therefore, that they should
be presented as separate line items. It gives as an example the carrying of certain classes
of property, plant and equipment at cost, and other classes at revalued amounts, under
IAS 16, Property, Plant and Equipment (see Chapter 13).

It seems to us that the above proposition, or at least the example given, is not
logical. The recording of different subsets of property, plant and machinery under
different valuation bases does not necessarily suggest any difference in nature or func-
tion. Further disclosure in the notes may well be desirable, as discussed below, but that
is a separate matter. A more logical example might be the different treatments allowed
for investment properties (see Chapter 13), where the function of the property may
affect the accounting treatment.

Further subclassifications of the line items should be presented, either on the face
of the balance sheet or in the notes, classified in a manner appropriate to the enter-
prise’s operations (para. 77). The detail provided in subclassifications, either on the
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face of the balance sheet or in the notes, depends on the requirements of specific
IFRSs and the size, nature and function of the amounts involved (para. 78). In some
cases, other IFRSs provide requirements (subject always to the materiality considera-
tion). Tangible assets, for example, are classified by class as required by IAS 16,
Property, Plant and Equipment (see Chapter 13), and inventories are subclassified in
accordance with IAS 2, Inventories (see Chapter 17). Other applications will be more
subjective. For example, IAS 1 states that receivables are analyzed between amounts
receivable from trade customers, receivables from related parties, prepayments and
other amounts, and that provisions are analyzed showing separately provisions for
employee benefit costs and any other items.

Equity
Paragraph 79 requires extensive detailed disclosure regarding owner’s equity. This
must be provided either on the face of the balance sheet, the statement of changes in
equity or in the notes, as follows (para. 79):
1 For each class of share capital:

(a) the number of shares authorized

(b) the number of shares issued and fully paid and issued but not fully paid

(c) par value per share or that the shares have no par value

(d) areconciliation of the number of shares outstanding at the beginning and at the
end of the period

(e) the rights, preferences and restrictions attaching to that class, including restric-
tions on the distribution of dividends and the repayment of the capital

(f) shares in the entity, held by the entity or by its subsidiaries or associates, and

(g) shares reserved for issue under options and sales contracts, including the terms
and amounts.

2 A description of the nature and purpose of each reserve within equity.

Entities without share capital are required to present equivalent information show-
ing details and movements of each category of equity interest (para. 80).

Below is an extract of the illustration of the statement of financial position provided by
IAS 1. We omit all comparatives, which of course must be included in practice, and notes.

XYZ Group - Statement of financial position as at 31 December 20X7

(in thousands of curvency units) as at 31 December 20X7

ASSETS

Non-current assets
Property, plant and equipment 350 700
Goodwill 80 800
Other intangible assets 227 470
Investments in associates 100 150
Investments in equity instruments 142 500

901 620
Current assets
Inventories 135 230
Trade receivables 91 600
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(in thousands of currency units) as at 31 December 20X7

Other current assets 25 650
Cash and cash equivalents 312 400
564 880
Total assets 1 466 500
EQUITY AND LIABILITIES
Equity attributable to the owners of the parent
Share capital 650 000
Retained earnings 243 500
Other components of equity 10 200
903 700
Non-controlling interests 70 050
Total equity 973 750
Non-current liabilities
Long-term borrowings 120 000
Deferred tax 22 800
Long-term provisions 28 850
Total non-current liabilities 177 650

Current liabilities

Trade and other payables 115 100
Short-term borrowings 150 000
Current portion of long-term borrowings 10 000
Current tax payable 35 000
Short-term provisions 5 000
Total current liabilities 315 100
Total liabilities 492 750
Total equity and liabilities 1 466 500

Source: adapted from IAS 1’s illustrative presentation of financial statements (Red Book, Part B, 2013).

STATEMENT OF PROFIT OR LOSS AND OTHER

COMPREHENSIVE INCOME UNDER IAS 1

The requirement to report comprehensive income, mandatory from 1 January 2009,
has made major changes regarding the reporting of performance over the period (and
the corresponding comparatives). In 2011, the IAS 1 requirements regarding presen-
tation were amended again to further specify the separate disclosure of reclassification
adjustments relating to the components of other comprehensive income.

The statement of profit or loss and other comprehensive income (or statement of
comprehensive income) shall present profit or loss, total other comprehensive income
and comprehensive income for the period (para. 81A). Although the IASB preferred a
single statement of comprehensive income, the comments to the Exposure Draft made
it clear that many did not agree. “They argued that there would be undue focus on the
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bottom line in the single statement’ (BC 52). Hence IAS 1 requires that an entity shall
present all items of income and expense recognized in a period:

(a) in asingle statement of profit or loss and other comprehensive income, or

(b) in two statements: a separate profit or loss statement (separate income statement);
and a second statement beginning with profit or loss and displaying components of
other comprehensive income (separate comprehensive income statement).

Information to be presented in the profit or loss
section or the statement of profit or loss

In addition to items required by other IFRSs, the profit or loss section or the state-
ment of profit or loss shall include line items that present the following amounts for
the period (para. 82):

(a) revenue

(aa) gains and losses arising from the derecognition of financial assets at amor-
tized cost

(b) finance costs

(c) share of the profit or loss of associates and joint ventures accounted for using the
equity method

(ca) ifa financial asset is reclassified so that it is measured at fair value, any gain or
loss arising from a difference between the previous carrying amount and its
fair value at the reclassification date (as defined in IFRS 9)

(d) tax expense

(e) asingle amount for the total of discontinued operations (see IFRS 5).

An entity shall recognize all items of income and expense in a period in profit or loss
unless an TFRS requires or permits otherwise (para. 88). Some IFRSs specify circum-
stances where an entity recognizes particular items outside profit or loss in the current
period. For example, IAS 8 specifies the correction of errors and the effect of changes
in accounting policies (IAS 1, para. 89).

Information to be presented in the other
comprehensive income section

Paragraph 82A states that the other comprehensive income section shall present line
items for amounts of other comprehensive income in the period, classified by nature
(including share of the other comprehensive income of associates and joint ventures
accounted for using the equity method) and grouped into those that, in accordance
with other IFRSs:

(a) will not be reclassified subsequently to profit or loss, and

(b) will be reclassified subsequently to profit or loss when specific conditions are met.

An entity shall disclose the amount of income tax relating to each component of
other comprehensive income, including reclassification adjustments, either in the
statement of profit or loss and other comprehensive income or in the notes (para. 90).
An entity may present items of other comprehensive income either (a) net of related
tax effects, or (b) before related tax effects with one amount showing the aggregate



178  CHAPTER 10 STRUCTURE OF PUBLISHED FINANCIAL STATEMENTS

amount of tax relating to these items (para. 92). If an entity selects alternative (b), it
must show the allocation of the tax between items that will not be reclassitied
(recycled) to profit or loss and items that may subsequently be reclassified to the profit
or loss section. This is the option shown in the illustration below.

Information on allocations of profit or loss
and of total comprehensive income

Furthermore, an entity shall disclose the following items in addition to the profit or
loss and other comprehensive income sections, as allocation of profit or loss and other
comprehensive income for the period (para. 81B):

(a) profit or loss for the period attributable to:
(i) non-controlling interests, and
(ii) owners of the parent.

(b) total comprehensive income for the period attributable to:
(i) non-controlling interests, and

(ii) owners of the parent.

If an entity chooses to present two separate statements it must present each alloca-
tion in the corresponding statement. As you will see below, this requirement is also
reflected in the statement of changes in equity. It stems from the view that the con-
trolling shareholders are the owners of the consolidated entity. On this view the
minority shareholders are treated, for accounting purposes, as liability holders. This
view on the reporting entity is based on Proprietary Theory, which will be briefly
explained in the next chapter in relation to corporate governance. An alternative treat-
ment would be not to make such a sharp distinction between controlling and minority
shareholders, but to treat holders of equity securities and debt securities as providers
of long-term funding, which differ in terms of the seniority of their claims. This view
of the reporting entity is based on the Entity Theory and results in financial statement
requirements such as those by the Fourth Directive, shown later in this chapter.

An entity is required to present additional line items, headings and subtotals in the
statement(s) presenting profit or loss and other comprehensive income, when
such presentation is relevant to an understanding of the entity’s financial performance
(para. 85).

Reclassification (recycling) of components
of other comprehensive income

An entity shall disclose reclassification adjustments relating to components of other
comprehensive income (para. 92). These reclassification adjustments may be presented
in the statement(s) of profit or loss and other comprehensive income or in the notes.
If they are presented in the notes, the items of other comprehensive income must be
presented after any related reclassification adjustments (para. 94). Suppose that an
amount was recognized as an unrealized in gain in other comprehensive income in
one period, and it becomes a realized gain in the next. If it is an item that needs to be
reclassified into profit or loss, it needs to be deducted from other comprehensive
income in the second period so as to avoid including it in comprehensive income twice
(para. 93).
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Although the TASB fully embraced comprehensive income in 2009, as the quick revi-
sion in 2011 indicates, it is a somewhat controversial concept. The reason is that there
are two ways to look at total comprehensive income. One can either regard comprehen-
sive as the main performance concept, in which case profit or loss (i.e. realized net
income) becomes a secondary measure of performance. Proponents of this approach do
not object to abandoning the realization convention and the articulation of financial
statements. Hence, they regard the reclassification of components of other comprehen-
sive income to profit or loss upon their realization into cash as double counting these
components. Others regard realized profit or loss as the main performance measure, to
which the components of other comprehensive income provide additional information.
Proponents of this view, which Cearns ez al. (1999) called ‘the holding tank approach’
attach great importance to the realization convention and the articulation of financial
statements because this ‘anchors’ profit or loss to net cash inflow or outflow via accruals.
Therefore, they require components of other comprehensive income to be reclassified
into the profit or loss section in the period that they are realized (recycling). The com-
prehensive income statement under IAS 1 is not fully based on either approach. This is
because some IFRSs require recycling (e.g., unrealized gains or losses on available-for-
sale financial assets under IAS 39 Financial Instruments: Recognition and Measurement)
and others explicitly forbid it (e.g., unrealized gains or losses on investments in equity
instruments under IFRS 9, Financial Instruments). Another example is IAS 16, Prop-
erty, Plant and Equipment, which requires in para. 41 that a transfer from revaluation
surplus to retained earnings, on realization, ‘is not made through the profit or loss’
(see Chapter 13). Many people have asked the IASB to clarify the theoretical (or con-
ceptual) basis on which some components of other comprehensive income may be
recycled and others may not be recycled. However, the IASB would first need to decide
which it chooses as the main performance concept.

Other requirements related to the presentation
of performance

Unlike previously in IAS 1, there is no longer a requirement to present the result of
operating activities because IAS 1 does not define ‘operating activities’. Presenting oper-
ating results is not expressly forbidden. However, an entity shall not present any items
of income or expense as extraordinary items, in the statement(s) presenting profit or loss
and other comprehensive income or in the notes (para. 87). It is important to note that
no line item for ‘extraordinary items’ is allowed. This is the result of an amendment in
2002, and contrasts with the requirements of the Fourth Directive. The reasons for the
amendment are twofold. First, (t)he Board decided that items treated as extraordinary
result from the normal business risks faced by an entity’ (BC 63) and second, the Board
decided that the distinction between ordinary and extraordinary was too arbitrary
(BC 64). 1AS 33, Earnings per Share, requires the disclosure of earnings per share data
on the face of the statement of profit or loss (see Chapter 25).

IAS 1 explicitly accepts that considerations of materiality and the nature of an entity’s
operations may require addition to, deletions from, or amendments of descriptions within,
the list. The ordering of items may be changed from that given ‘when this is necessary to
explain the elements of performance’ (which seems likely to occur only very rarely).

Finally, an entity should present, either on the face of the income statement which
is encouraged but not obligatory, or in the notes to the income statement — an analysis
of expenses using a classification based on either the nature of expenses or their
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function within the entity (para. 99). Entity’s may choose because one or the other is
more prevalent in certain industries and countries. However, an entity classifying
expenses by function shall disclose additional information on the nature of expenses,
including depreciation, amortization and employee benefits expenses (para. 104).
The argument is that an analysis by nature is useful in predicting future cash flows
(para. 105).

Below are two illustrations adapted from the (non-mandatory) illustrations
presented by IAS 1. We omit all comparatives, which of course must be included in
practice, and notes. The first illustrates a single statement of profit or loss and other
comprehensive income. The profit or loss part analyzes expenses by function, and the
other comprehensive income part is based on application of IAS 39 and includes tax.
The second is an illustration of a separate statement of profit or loss, a separate
comprehensive income statement based on application of IFRS 9 which shows tax
separately in a note.

XYZ Group - Statement of profit or loss and other comprehensive income
for the year ended 31 December 20X7
(analysis by function, application of IAS 39, and OCl including tax)

(in thousands of curvency units) 20X7

Revenue 390 000
Cost of sales (245 000)
Gross profit 145 000
Other income 20 667
Distribution costs (9 000)
Administrative expenses (20 000)
Other expenses (2 100)
Finance costs (8 000)
Share of profit of associates 35100
Profit before tax 161 667
Income tax expense (40 417)
Profit for the year from continuing operations 121 250
Loss for the year from discontinued operations -
PROFIT FOR THE YEAR 121 250

Other comprehensive income:
Items that will not be reclassified to profit or loss

Gains on property revaluation 933
Remeasurements of defined benefit pension plans (667)
Share of gain (loss) on property revaluation of associates 400
Income tax relating to items that will not be reclassified* (166)
500
Items that may be reclassified subsequently to profit and loss
Exchange differences on translating foreign operations 5334
Available-for-sale financial assets** (24 000)
Cash flow hedges (667)
Income tax relating to items that may be reclassified* * * 4 833

(14 500)
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(in thousands of currency units) 20X7

Other comprehensive income for the year, net of tax (14 000)

TOTAL COMPREHENSIVE INCOME FOR THE YEAR 107 250

Profit attributable to:

Owners of the parent 97 000

Non-controlling interests 24 250
121 250

Total comprehensive income attributable to:

Owners of the parent 85 800

Non-controlling interests 21 450
107 250

Earnings per share (in currency units):
Basic and diluted 0.46

*As a consequence, if IFRS 9 is applied, income tax relating to items that will not be reclassified will amount to 5 834 000 currency units.

**IFIFRS 9 is applied, the unrealized loss on available-for-sale financial assets will have to be presented under items that will not be reclassified as
profit or loss.

***As a consequence, if IFRS 9 is applied, income tax relating to items that may be reclassified will amount to —1 167 000 currency units.

Source: adapted from IAS 1’s illustrative presentation of financial statements (Red Book, Part B, 2013).

XYZ Group - Statement of profit or loss for the year ended 31 December 20X7
(analysis by nature)

Statement of profit or loss (in thousands of currency units)

Revenue 390 000
Other income 20 667
Changes in inventories of finished goods and works in progress (115 100)
Work performed by the entity and capitalized 16 000
Raw material and consumables used (96 000)
Employee benefits expense (45 000)
Depreciation and amortization expense (19 000)
Impairment of property, plant and equipment (4000)
Other expenses (6 000)
Finance costs (15 000)
Share of profit of associates 35 100
Profit before tax 161 667
Income tax expense (40 417)
Profit for the year from continuing operations 121 250
Loss for the year from discontinued operations —
PROFIT FOR THE YEAR 121 250
Profit attributable to:
Owners of the parent 97 000
Non-controlling interests 24 250
121 250

Earnings per share (in current units):
Basic and diluted 0.46

Source: adapted from IAS 1’s illustrative presentation of financial statements (Red Book, Part B, 2013).
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XYZ Group - Separate statement of comprehensive income for the year ended
31 December 20X7
(application of IFRS 9, OCl excluding tax)

(in thousands of currency units)

PROFIT FOR THE YEAR 121 250
Other comprehensive income:
Items that will not be reclassified to profit or loss
Gains on property revaluation 600
Investments in equity instruments (18 000)
Remeasurements of defined benefit pension plans (500)
Share of gain (loss) on property revaluation of associates 400
17 500
Items that may be reclassified subsequently to profit and loss
Exchange differences on translating foreign operations 4 000
Cash flow hedges (500)
(3 500)
Other comprehensive income for the year, net of tax* (14 000)
TOTAL COMPREHENSIVE INCOME FOR THE YEAR 107 250
Total comprehensive income attributable to:
Owners of the parent 85 800
Non-controlling interests 21 450
107 250

*The income tax related to each component of other comprehensive income is disclosed in the notes.

Source: adapted from IAS 1’s illustrative presentation of financial statements (Red Book, Part B, 2013).

XYZ Group - Disclosure of tax effects relating to each component of other comprehensive
income — Notes — Year ended 31 December 20X7

(in thousands of currency units) 20X7

Tax

Before-tax (expense) Net-of-tax

amount benefit amount
Exchange differences on translating foreign operations 5334 (1 334) 4 000
Available-for-sale financial assets (24 000) 6 000 (18 000)
Cash flow hedges (667) 167 (500)
Gains on property revaluation 933 (333) 600
Actuarial gains (losses) on defined benefit pension plans (667) 167 (500)
Share of other comprehensive income of associates 400 400
Other comprehensive income (18 667) 4 667 (14 000)

Source: adapted from IAS 1’s illustrative presentation of financial statements (Red Book, Part B, 2013).
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STATEMENT OF CHANGES IN EQUITY UNDER IAS 1

An entity shall present a statement of changes in equity (para. 10) showing in the
statement (para. 100):

total comprehensive income for the period, showing separately the total amounts
attributable to owners of the parent and to non-controlling interests:

e for each component of equity, the effects of retrospective application or retro-
spective restatement recognized in accordance with IAS 8 (i.e., the effects of
the correction of errors and changes in accounting policies), and

e for each component of equity, a reconciliation between the carrying amount at
the beginning and the end of the period, separately disclosing changes result-
ing from:

(i) profit or loss

(ii) each item of other comprehensive income, and

(iii) transactions with owners in their capacity as owners, showing separately
contributions by and distributions to owners and changes in ownership
interests in subsidiaries that do not result in a loss of control.

An entity shall present, either in the statement of changes in equity or in the notes,
the following;:

an analysis of other comprehensive income by item (para. 106A);
the amount of dividends recognized as distributions to owners during the period,
and the related amount of dividends per share (para. 107).

XYZ Group - Statement of changes in equity for the year ended
31 December 20X7

(in thousands of currency units)

Translation Investments

Share  Retained  of foreign  in equity Cash flow  Revaluation Minority  Total
capital  earnings — operations  instruments hedges surplus Total interest equity
Balance at 1 January
20X7 600 000 161 700 2 400 17 600 (400) 1 600 782900 48 600 831 500
Issue of share capital 50 000 50 000 50 000
Dividends (15 000) (15 000) (15 000)
Total comprehensive
income for the year 96 900 3200 (14 400) (400) 800 85800 21450 107 250
Transfer to retained
carnings 200 (200)
Bal. at 31
December 20X7 050 000 243 500 5 600 3200 (800) 2200 903 700 70 050 973 750

Source: adapted from IAS 1’s illustrative presentation of financial statements (Red Book, Part B, 2013).

STATEMENT OF CASH FLOWS UNDER IAS 1

The widespread inclusion of cash flow statements in annual financial reporting packages
is a relatively recent phenomenon in some countries. There was no mention at all in
the EU Directives of the possibility or need to provide such statements. This formal
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regulatory position as regards the reporting of cash flows may seem rather surprising
given the demonstrable importance of cash availability and cash flows in the manage-
ment of an entity. This is presumably because at the time of the creation of the directives
there was no general practice of any such thing in the major countries involved. The
effect was that when national governments came to enact national legislation derived
from the directives, there was usually still no mention of any such statement.

Nevertheless the rise of the cash flow statement as a necessary part of a comprehen-
sive reporting package has been rapid. Something like it became a standard requirement
in the UK in 1975, in IASs in 1977 and eventually in German law, for listed companies,
in 1998. There have been a number of developments in the format — and, indeed, in the
underlying principles — of such statements and there have been two difterent versions of
an International Accounting Standard in the area, IAS 7. This is dealt with in full in
Chapter 24.

NOTES TO THE FINANCIAL STATEMENTS UNDER IAS 1

In one sense, the notes to the financial statements are ‘where everything else goes’.
TAS 1 summarizes the functions of the notes as being to (para. 112):

1 Present information about the basis of preparation of the financial statements
and the specific accounting policies selected and applied for significant transac-
tions and events.

2 Disclose the information required by IFRSs that is not presented elsewhere in
the financial statements.

3 Provide additional information which is not presented on the face of the financial
statements but that is relevant to an understanding of those statements.

Notes to the financial statements should be presented in a systematic manner. Each
item on the face of the balance sheet, income statement and cash flow statement
should be cross-referenced to any related information in the notes (para. 113).

The Standard suggests that notes ‘are normally’ presented in the following order
(para. 114):

1 astatement of compliance with IFRSs
2 a summary of significant accounting policies applied

3 supporting information for items presented on the face of the balance sheet,
income statement, statement of changes in equity and cash flow statement, in
the order in which each statement and each line item is presented

4 other disclosures, including:

(a) contingent liabilities (see IAS 37, Chapter 20) and unrecognized contractual
commitments

(b) non-financial disclosures, such as the entity’s financial risk management objec-
tives and policies (see IFRS 7, Chapter 18).

An entity must disclose the following:

o In the summary of significant accounting policies — the measurement basis or bases
used in preparing the financial statements and the other accounting policies used
that are relevant to an understanding of the financial statements (para. 117).
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o In the summary of significant accounting policies or other notes— the judgements,
apart from those involving estimations (see below), management has made in the
process of applying the entity’s accounting policies that have the most significant
effect on the amounts recognized in the financial statements (para. 122).

e In the notes— information about the key assumptions concerning the future, and
other key sources of estimation uncertainty at the balance sheet date, that have a
significant risk of causing a material adjustment to the carrying amounts of assets
and liabilities within the next financial year. In respect of those assets and liabil-
ities, the notes shall include details of their nature and their carrying amount as at
the balance sheet date (para. 125).

* In the notes — the amount of dividends proposed or declared before the financial
statements were authorized for issue but not recognized as a distribution to
equity holders during the period, and the related amount per share; and the
amount of any cumulative preference dividends not recognized (para. 137).

o In information published with the financial statements (if not disclosed elsewhere):

= the domicile and legal form of the entity, its country of incorporation, and the
address of'its registered office (or principal place of business, if different from the
registered office)

= adescription of the nature of the entity’s operations and its principal activities

= the name of the parent and the ultimate parent of the group

= ifitis a limited life entity, information regarding the length of its life (para. 138).
An entity shall disclose information that enables users of its financial statements to

evaluate the entity’s objectives, policies and processes for managing capital (para.
134). Therefore, to comply with para. 134, the entity must disclose the following;:

1 Qualitative information about its objectives, policies and processes for managing
capital, including (but not limited to):

(a) a description of what it manages as capital

(b) when an entity is subject to externally imposed capital requirements, the nature
of those requirements and how those requirements are incorporated into the
management of capital

(c) how it is meeting its objectives for managing capital.

2 Summary quantitative data about what it manages as capital. Some entities
regard some financial liabilities (e.g. some forms of subordinated debt) as part of
capital; other entities regard capital as excluding some components of equity
(e.g. components arising from cash flow hedges).

3 Any changes in items 1 and 2 from the previous period.

4 Whether, during the period, it complied with any externally imposed capital
requirements to which it is subject.

5 When the entity has not complied with such externally imposed capital require-
ments, the consequences of such non-compliance.

These disclosures shall be based on the information provided internally to the
entity’s key management personnel.

Recent practical examples of the major statements are given in Appendix II to
Chapter 32, pages 826-833.
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THE BALANCE SHEET UNDER THE FOURTH DIRECTIVE

The Fourth Directive sets out considerably more detail in its specifications regarding
balance sheets. It requires that all Member States should prescribe one or both of the
layouts specified by its Articles 9 and 10. Article 9, reproduced in Table 10.2, gives a
‘horizontal” format with the debits on one side and the credits on the other, following
the general continental European tradition. Article 10, reproduced in Table 10.3,
gives a ‘vertical’ format of the type more traditional in the UK. Companies are
required to show the items in these tables in the order specified, except that the head-
ings preceded by Arabic numbers may be combined or taken to the notes.

In the EU, companies that fall below a given size limit, which is updated as circum-
stances change, may be permitted by the laws of Member States to produce abridged
accounts. As far as the balance sheet is concerned, these would consist of only those
items preceded by letters and roman numerals in Table 10.2 and Table 10.3.

TABLE 10.2 Fourth Directive: Horizontal balance sheet format
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TABLE 10.2 (Continued)

3. Amounts owed by undertakings with which the company is linked by virtue of participating interests
4. Other debtors
5. Subscribed capital called but not paid
6. Prepayments and accrued income.
[Il. Investments
1. Shares in affiliated undertakings
2. Own shares
3. Other investments.
IV. Cash at bank and in hand
E. Prepayments and accrued income
F. Loss for the financial year

Liabilities

A. Capital and reserves
|. Subscribed capital
II. Share premium account
[Il. Revaluation reserve
IV. Reserves
1. Legalreserve
2. Reserve for own shares
3. Reserves provided for by the articles of association
4. Other reserves.
V. Profit or loss brought forward
VI. Profit or loss for the financial year
B. Provisions for liabilities and charges
1. Provisions for pensions and similar obligations
2. Provisions for taxation
3. Other provisions.
C. Creditors
(Amounts becoming due and payable within one year, and amounts becoming due and payable
after more than one year, must be shown separately for each item and for the aggregate of
these items.)
1. Debenture loans, showing convertible loans separately
2. Amounts owed to credit institutions
3. Payments received on account of orders insofar as they are now shown separately as deductions
from stocks
Trade creditors
Bills of exchange payable
Amounts owed to affiliated undertakings
Amounts owed to undertakings with which the company is linked by virtue of participating interests
Other creditors including tax and social security
9. Accruals and deferred income.
D. Accruals and deferred income
E. Profit for the financial year
a. share of the profit or loss of associates and joint ventures accounted for using the equity method
b. tax expense
c. asingle amount comprising the total of:
i. the post-tax profit or loss of discontinued operations, and
ii. the post-tax gain or loss recognized on the measurement to fair value less costs to sell or on the
disposal of the assets or disposal group(s) constituting the discontinued operation.
d. profit or loss

© N oA
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TABLE 10.3 Fourth Directive: Vertical balance sheet format




THE INCOME STATEMENT UNDER THE FOURTH DIRECTIVE

TABLE 10.3 (Continued)

7. Amounts owed to undertakings with which the company is linked by virtue of participating interests
8. Other creditors including tax and social security
9. Accrual and deferred income.

G. Net current assets/liabilities

H. Total assets less current liabilities

I. Creditors: amounts becoming due and payable after more than one year

1.
2.
3

© N oA

Debenture loans, showing convertible loans separately

Amounts owed to credit institutions

Payments received on account of orders in so far as they are not shown separately as deductions
from stocks

Trade creditors

Bills of exchange payable

Amounts owed to affiliated undertakings

Amounts owed to undertakings with which the company is linked by virtue of participating interests
Other creditors including tax and social security

Accruals and deferred income.

J. Provisions for liabilities and charges
1.
2. Provisions for taxation
3. Other provisions
K. Accruals and deferred income
L. Capital and reserves
|. Subscribed capital
II. Share premium account
IIl. Revaluation reserve
IV. Reserves

1.

Provisions for pensions and similar obligations

Legal reserve

2. Reserve for own shares
3. Reserves provided for by the articles of association
4. Other reserves

V. Profit or loss brought forward

VI. Profit or loss for the financial year

THE INCOME STATEMENT UNDER THE FOURTH DI

The implications of this distinction between classification by nature and classification
by function are conveniently illustrated by turning to the Fourth Directive’s specifica-
tions for the income statement. The Directive requires that Member States allow one
or more of the four layouts in its Articles 23 to 26.

These four layouts are necessary to accommodate the possibility of following either
an analysis by nature or an analysis by function combined with either a horizontal-type
presentation or a vertical-type presentation. Table 10.4 classifies the expense items by
nature showing, for example, staff costs as a single separate figure. Table 10.5 classifies
by function. Thus, for example, staff costs as a total are not shown, being split up
between the various functional heads related to staft activity, such as distribution and
administration.
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The formats in Tables 10.4 and 10.5 are vertical in style, treating the revenues
(credits) as pluses and the expenses (debits) as minuses. However, the Directive allows
a horizontal double-entry style of income statement. Table 10.6 shows the horizontal
version of the by nature format, i.e. a rearrangement of Table 10.4. Although the
Directive also allows a horizontal by function format this is not used in practice and is
not illustrated here.

TABLE 10.4 Fourth Directive: Vertical profit and loss account by nature
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TABLE 10.5 Fourth Directive: Vertical profit and loss account by function

TABLE 10.6 Fourth Directive: Horizontal profit and loss account by nature
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TABLE 10.6 (Continued)

7.

8.

Interest payable and similar charges, with a separate indication of those concerning affiliated
undertakings
Tax on profit or loss on ordinary activities

9. Profit or loss on ordinary activities after taxation

10. Extraordinary charges
11. Tax on extraordinary profit or loss

12. Other taxes not shown under the above items

13. Profit or loss for the financial year
B Income

1. Net turnover

2. Increase in stocks of finished goods and in work in progress

3. Work performed by the undertaking for its own purposes and capitalized

4. Other operating income

5. Income from participating interests, with a separate indication of that derived from affiliated
undertakings

6.

Income from other investments and loans forming part of the fixed assets, with a separate

indication of that derived from affiliated undertakings
7. Other interest receivable and similar income, with a separate indication of that derived from

affiliated undertakings

8. Profit or loss on ordinary activities after taxation

9. Extraordinary income
10. Profit or loss for the financial year

ACTIVITY 10.2

Consider the relative advantages and usefulness of the
four Directive formats for the income statement.

Activity feedback

As regards the financial reports of large listed entities,
there is no doubt that the vertical presentations are
increasingly predominant. As between the by nature and
by function classification, both methods have advan-
tages. Showing expenses by nature requires less
analysis and less judgement, but is arguably less inform-
ative. It shows the amount incurred on production for the
period, but does not highlight the total expenses under

the accruals convention. It fails to reveal the cost of sales,
and therefore the gross profit and it has the logical dis-
advantage that it might seem to imply (see Tables 10.4 or
10.6) that changes in inventory are an expense or a
revenue in their own right, which they are not. They are
logically an adjustment to purchases.

However, because information on the nature of
expenses is regarded as useful in predicting future cash
flows, IAS 1 and the Directive require additional disclo-
sure on the nature of expenses, including depreciation
and amortization expenses and staff costs, when the by
function classification is used.



EXERCISES

SUMMARY

This chapter has described and discussed the requirements of IAS 1 and
the EU Fourth Directive in relation to the structure of published financial
statements. The major revisions to performance reporting introduced from 1
January 2009 have as their fundamental purpose the prevention of informa-
tion being ‘hidden away’ outside the essential statement of performance,
now designated the statement of comprehensive income. The word ‘com-
prehensive’ is precisely the point. All adjustments and events should be
clearly reported in vision. The success of this policy remains to be seen.

Suggested answers to exercises marked v' are to be found on our dedicated CourseMate platform
for students.

Suggested answers to the remaining exercises are to be found on the Instructor online support
resources.

1 Are fixed formats for the key financial statements a good thing? If they are, why are several
different ones allowed?

v'2 It is important that revenues as determined under the realization convention are reported in a
separate statement from any other gains and asset increases. Discuss.

3 The accountant is entitled to assume that readers of financial statements will read and
understand all the notes to the accounts. Discuss.

4 The latest formats of reporting comprehensive income, required by the latest version of IAS 1
and described in this chapter, will now be in regular use. Obtain two sets of consolidated IAS
accounts for groups based in different countries. Consider whether these recent requirements:

(a) increase comparability
(b) increase the information content of the reports.
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CORPORATE GOVERNANCE,
CORPORATE SOCIAL
RESPONSIBILITY AND ETHICS

OBJECTIVES After studying this chapter you should be able to:

e cxplain what corporate governance is, why it is important to
shareholders and other stakeholders as well as the general public, and
roughly what the two main views on corporate governance are

e describe the main corporate governance mechanisms and problems
that they are meant to address

e describe the relation between corporate governance and financial
reporting

e outline, and comment on the importance of, a variety of possible
additional statements and reports which could be included in a
reporting package

e cxplain corporate social responsibility (CSR) and describe the main
ideas behind CSR reporting

e consider ethics and the professional accountant.
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INTRODUCTION

This chapter will first consider the definition of corporate governance in the OECD
Principles of Corporate Governance and The UK Corporate Governance Code. Further-
more, it discusses the reasons why effective corporate governance is important for
sustainable economic development and functioning of capital markets. The chapter
then describes the main causes of corporate governance failures and the mechanisms
that have been devised to address these problems. Subsequently, it introduces the
main elements of the OECD Principles of Corporate Governance, The UK Corporate
Governance Code and The UK Stewardship Code. It then discusses additional state-
ments that a company could prepare in addition to its financial statements to provide
contextual information for the interpretation of the financial statements or to meet the
information needs of its stakeholders in a broader sense. From there the chapter moves
on to the question of what is corporate social responsibility (CSR) and the main con-
cepts underlying CSR reporting and discusses recent developments of guidelines for
reporting on corporate strategies and performance with a view to achieving and main-
taining economic, social and environmental sustainability. Finally, it discusses ethics
and professional accountants.

CORPORATE GOVERNANCE

What is corporate governance and why is it important?

Many definitions on corporate governance exist. Below we will cite two definitions.
The first is by the Organization for Economic Co-operation and Development
(OECD) and the second by the Financial Reporting Council in The UK Corporate
Governance Code (September 2012).

Corporate governance is the system by which business corporations are
directed and controlled. The corporate governance structure specifies the
distribution of rights and responsibilities among different participants in the
corporation, such as the board, managers, shareholders and other
stakeholders, and spells out the rules and procedures for making decisions on
corporate affairs. By doing this, it also provides the structure through which the
company objectives are set, and the means of attaining those objectives and
monitoring performance.

(OECD, 1999)

Corporate governance is the system by which companies are directed and
controlled. Boards of directors are responsible for the governance of their
companies. The shareholders’ role in governance is to appoint the directors and
the auditors and to satisfy that an appropriate governance structure is in place.
The responsibilities of the board include setting the company’s strategic aims,
providing the leadership to put them into effect, supervising the management of
the business and reporting to shareholders on their stewardship. The board’s
actions are subject to laws, regulations and the shareholders in the general
meeting.

(FRC, 2012, para. 2, or, originally, FRC, 1992, para. 2.5)
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Although corporate governance is as old as the corporate legal form, since the mil-
lennium corporate scandals involving Enron, WorldCom and Parmalat have refocused
attention on governance, accountability and disclosure and we, as accountants, must
reconsider our role in it. The consequences of the financial crisis in 2007 and 2008,
the credit crunch, and the ensuing sovereign debt crisis which is partly the conse-
quence of having bailed out the financial institutions that were too big to fail, have
made it clear that getting (corporate) governance wrong could potentially cause the
(international) financial system to break down and leave national economies in ruins.

The OECD recognizes corporate governance as one important element in improv-
ing economic efficiency and growth as well as enhancing investor confidence. Good
corporate governance should provide proper incentives for the board and manage-
ment to pursue objectives that are in the interests of the company and its sharcholders
and should facilitate effective monitoring. The presence of an effective corporate gov-
ernance system, within an individual company and across an economy as a whole,
helps to provide a degree of confidence that is necessary for the proper functioning of
a market economy (OECD, 2004, 11).

ACTIVITY 111

Comparing the two definitions of corporate governance
above, can you find a very important difference between
them?

Activity feedback

Both definitions regard corporate governance as the sys-
tems by which corporations are directed and controlled.
However, the OECD definition regards the corporate gov-
ernance structure as a system that clarifies the rights and
responsibilities with respect to decision making among
all the participants in the corporation. The OECD defini-
tion is more representative of a stakeholder perspective
on corporate governance. Like Entity Theory in account-
ing, the stakeholder perspective regards corporations as

institutions in their own right, the managers of which must
be responsible to their shareholders as well as the wider
stakeholder community. The FRC definition sees the cor-
porate governance structure as a matter between the
board of directors and the shareholders. The board of
directors monitors whether the managers fulfil their stew-
ardship obligations in the best interests of the sharehold-
ers, and the shareholders monitor the board of directors.
This FRC definition is more representative of a share-
holder perspective on corporate governance. Like Propri-
etary Theory in accounting, the shareholder perspective
regards corporations as the private property of its share-
holders. Hence the managers are responsible to the
owners of the firm.

ACTIVITY 1.2

From the above discussion on the OECD’s view on cor-
porate governance, what do you think is the essential
problem and how does this relate to financial reporting?

Activity feedback

The above discussion is about economic efficiency and
investor confidence. Corporate governance mechanisms
are meant to support the functioning of capital markets
and the market economy in general. Without investor

confidence in the economy in general and the liquidity of
markets for equity and debt securities, corporations are
not able to raise the capital they need for their operations.
The discussion is also about incentives and monitoring.
Providing the (independently audited) information on the
basis of providing incentives and monitoring perform-
ance and operations is where financial reporting plays its
part in corporate governance.
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Corporate governance mechanisms and
the problems they are meant to address

Why does the governance of publicly held corporations present such challenges? What
structures or mechanisms have been developed to meet these challenges? Corporate
governance is not new — it has been around for as long as corporate entities, but the
study of corporate governance is relatively new. Governance issues arise as soon as we
separate ownership from management. Adam Smith (The Wealth of Nations, 1776)
already understood the concept of governance: “The directors of companies being man-
agers of other people’s money than their own, it cannot well be expected that they
should watch over it with the same anxious vigilance with which the partners in a private
copartnery frequently watch over their own.” The separation of ownership and control
introduces the principal-agent (or agency) problem which creates the need for managers
to discharge their stewardship obligations and for sharcholders to monitor the manag-
ers. The economic opportunities are expanded but the corporate governance problems
are compounded by attaching limited liability to shares, and making them freely tradable
in liquid markets. When companies become very large and influential, they may become
more powerful than local governments. Particularly when they become multinationals
and are able to engage in regulatory arbitrage (for example, basing the company in a
country with lenient company laws or in a tax haven) the need to monitor management
becomes very acute. In sum, the need for corporate governance mechanisms must be
sought in the characteristics of corporations, particularly large, multinational, publicly
held corporations. These characteristics developed over time and include:

e the separation of the ownership of the company and the control of its resources
limited liability
the ability of shareholders to sell their shares at will

e large size and complexity

global reach and structure.

A brief history of corporations and corporate governance
mechanisms

Early history until 1930 The corporation finds its origin in the Middle Ages. Corpora-
tions were often established for a specific social purpose so that churches, universities,
ctc. could have a life beyond those who operated them. In the sixteenth and seventeenth
centuries, at a time when the market economy was only germinating, they were used to
raise capital for ventures of a limited period, such as sea voyages to the East. The VOC
and East India Companies extended the corporate form again to make these ventures
last beyond single voyages. Later, corporations were established for the purpose of
building capital-intensive canals and railways, without which the Industrial Revolution
would have been difticult, if not impossible. The concept of limited liability was devel-
oped to enable projects on an ever increasing scale to be realized. Limited liability makes
investing in companies less risky for shareholders and hence more attractive. This was at
the time a very controversial concept because it meant doing away with unlimited liabil-
ity, which is one of the fundamental elements attached to the institution of private prop-
erty. Public limited corporations listed on stock exchanges made markets more liquid
and investment more flexible and thus even more attractive. However, limited liability
also limits the incentives for shareholders to perform their monitoring task and, in
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combination with the ability to sell their shares at will, reduces sharcholders’ incentives
to monitor managers even further, particularly when they invest in portfolios which they
regularly adjust. By the third quarter of the nineteenth century, especially in the UK and
the USA, corporations had lost their social purpose and were primarily regarded as
vehicles for individual investors to increase their wealth. With a view to promoting share-
holder democratization, ever smaller par value denominations enabled more and more
ordinary people to invest in shares. During this period, Proprietary Theory, which holds
that accounting for corporations must be done from the viewpoint of the owners, was
based on the idea that the company is the private property of the shareholders and that
they are, indeed, the effective owners of the company.

1930 to 1960 The stock market crash in the USA in 1929 indicated a problem with cor-
porate governance. The consequences of the crash reverberated around the world.
Berle and Means (1932) found that the separation of ownership of the company and
control of its assets caused a fundamental alteration in the institution of private prop-
erty rights. They suggested solutions such as voting rights for all shareholders and
greater transparency and accountability. The Securities and Exchange Laws (1932 and
1933) included a serious attempt at the regulation of financial reporting disclosure. In
other words, this was the start of an increased role for financial reporting in corporate
governance. During this period, the Entity Theory was developed. The Entity per-
spective on the corporation is based on the idea that it is not eftectively owned by the
shareholders and that therefore, the accounting must be done from the perspective of
the reporting entity itself. World War II may have contributed to the development of
the stakeholder perspective on corporate governance because it forced the introduc-
tion of greater equality in many societies in the post-war period.

1960 to 1990 Decveloped in the 1960s and 1970s, Agency Theory focused solutions to
the ‘Principal/Agent’ (or agency) problem on aligning the incentives of managers
with those of the owners. The agency problem concerns potential conflicts of interests
arising between the owners (principals) and boards of directors (agents) who have
effective control over the company. Bonuses and other incentives became increasingly
popular and these are often based, at least partially, on financial reporting information.
Later, it became more common to also include market indicators, such as stock price,
in the bonus calculations.

The 1970s also saw an emphasis on independent outside directors, audit commit-
tees and the establishment of two-tier boards in companies because it became apparent
that if the relation between senior management and the board of directors is too close,
it will pervert the monitoring function of the board. The EEC in its fifth draft directive
1972 advocated two-tier board governance as seen in Germany and Holland. In the
USA the same problem caused litigation to increase as shareholders of failed compa-
nies sought recompense from directors and so on.

Owing to the gigantic size of some corporations, the 1970s also saw a growth in
the idea that public companies, in addition to their duty to shareholders (owners) also
had responsibilities to other stakeholders such as employees, customers, suppliers,
lenders, community and government.

During the 1980s, action on corporate governance was minimal and more com-
pany collapses and questionable practices were seen throughout the world, attributed
by many to the power of executive directors who had no checks or balances upon
them. In particular, the combination of the chief executive officer and chairman role
was questioned, as was the lack of power of non-executive directors.
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1990 to 2008 Until the carly 1990s, the assumption was often that ownership of com-
panies was widely dispersed, so that shareholders were often unable to influence man-
agement decisions unless they found ways to unite. However, the 1990s saw the
growth in power of major institutional investors. In the UK the issue was brought to
the fore by the Cadbury Report (Cadbury Committee, 1992) and the establishment of
the Cadbury Code that focused on the financial aspects of corporate governance, cor-
porate behaviour and ethics and led to improved boardroom practice. In 1995, the
Greenbury Report (Greenbury Committee, 1995) added Principles on the Remunera-
tion of Executive Directors in an attempt to curb CEO salaries. These two reports
were brought together by the Hampel Report of 1998 and formed the first Combined
Code. The following year, 1999, saw the publication of the Turnbull Report which
concentrated on risk management and internal controls. All of these reports were as a
result of shareholder disquiet as regards corporate performance and to avoid the threat
of government legislation if such codes were not developed voluntarily by the business
sector. The Cadbury Report had great influence around the world and several other
countries published their own corporate governance reports in the 1990s. All of these
reports were concerned with the abuse of corporate power and recommended wider
use of audit committees, outside non-executive directors, remuneration committees
composed of independent outside directors to advise on director remuneration and
separation of the chairman and CEO role.

Starting in the 1980s, the 1990s also saw the use of (sometimes hostile) takeovers as
an effective means to bring managers to heel. From then on, the takeover market was
deemed an external corporate governance mechanism to help focus managers on the fi-
nancial interests of sharcholders. Particularly in the Anglophone countries, renewed
shareholder power reversed the idea that sharecholders were not eftectively the owners of
the company. During this period, there was a swing back from the Entity perspective on
the corporation towards the Proprietary perspective. This can also be observed in the
IASB Conceptual Framework and the IFRSs. This trend had started earlier in the USA,
probably because the influence of Agency Theory, institutional investors and the take-
over market had started earlier there. In 1998, the OECD proposed the development of
global guidelines for corporate governance and emphasized the difference between the
strong external investment culture of the USA and UK with the firm corporate gover-
nance practices in Japan, France and Germany where employees had more influence and
investors seemed to take a longer-term view.

The turn of the century saw the growth in global corporate structures with vast net-
works of subsidiaries, strategic alliances and related parties. For better or worse, direc-
tors of major entities now wield extensive power and companies have a pervasive
influence on communities.

The FRC in the UK took the Higys Report torward together with the Smith Report
on Audit Committees to publish its Combined Code of Corporate Governance in July
2003. This was further revised by the Turnbull Review Group and a revised code
issued by the FRC in 2005. About this time the European Commission also issued its
Corporate Governance and Company Law Action Plan covering disclosure require-
ments, exercise of voting rights, cross-border voting, disclosure by institutional invest-
ors and responsibilities of board members.

From 2008 onwards The cvents of 2008 have shown us that bankers, traders and finan-
cial institutions around the world wield extensive power and for all the reports, codes,
action plans and publications on corporate governance it still remains an issue. James
Wolfensohn, President of the World Bank, stated in 2008: ‘The governance of
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companies is more important for world economic growth than the government of
countries.” However, a potentially socially costly danger is multinational corporations
engaging in regulatory arbitrage. This enables them to cherry-pick the countries with
the most advantageous rules and regulations. Think, for example, of the news in No-
vember 2012 that Starbucks, Amazon and Google had not paid corporation tax in the
UK for years because ingenious constructions allow them to legally show no profit.
Under pressure of public opinion, Starbucks voluntarily decided to pay £10 million.
How is it possible that Starbucks can decide how much tax it is going to pay? Since
economic and financial globalization has progressed much faster than political global-
ization, it may not be so easy for governments of countries to effectively do anything
about the problems of tax evasion and regulatory arbitrage.

Since 2008, many codes worldwide have been adapted or are in the process of adap-
tation, implying that new articles are added or that elements are being transferred to the
law. The OECD did not reform its 2004 Code (the principles of which will be outlined
below), but issued recommendations in three documents entitled: Corporate Gover-
nance Lessons from the Financial Crisis (January 2009), Corporate Governance and the
Financial Crisis: Key Findings and Main Messages (June 2009), and Conclusions and
Emerging Good Practices to Enhance Implementation of the Principles (February 2010).
In the UK, the FRC revised its Code in 2010 and issued a new edition in 2012, when it
also issued The UK Stewardship Code (both of which will be discussed below).

ACTIVITY 1.3

Identify the main corporate governance mechanisms dis-
cussed above and indicate what problems they are
meant to address. Can you think of any others?

Activity feedback
Corporate governance mechanisms discussed above
include the following:

Problem it is meant to
address

Specifies the distribution of
rights and responsibilities
among different
participants in the
corporation

Align the interests of the
executive directors and
senior managers with
those of the company’s
shareholders in order to
mitigate the agency
problem

Corporate governance
mechanism
Governance structure of
the company

Incentives for executive
directors and other
senior managers

Problem it is meant to
address

To enable the discharge of
managers’ stewardship
and responsibilities to
the shareholders and
provide accountability to
the other stakeholders

Monitor and influence the
managers’ decisions in
the interest of long-term
shareholders

Corporate takeover market Discipline the managers to

act in the best interests of

short-term shareholders

Corporate governance
mechanism
The audited annual and
interim financial
statements

Shareholder participation
inthe AGM

A mechanism that has not been discussed above is monitoring by creditors and lend-
ers. Creditors will make use of financial statements to impose discipline on companies
by demanding certain restrictions on ratios or demanding cash or liquidity ratios to not
fall below a certain level. Credit rating agencies also perform a monitoring function by
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imposing discipline through lowering the credit rating based on ratios and other finan-
cial indicators (and hence making it more expensive for the company to issue debt or
borrow from a bank). Customers also perform a role in the corporate governance. By
not buying the company’s products or complaining about its activities, the general pub-
lic can force managers of companies to change their policies and behaviour.

Broad comparison of the OECD and
UK corporate governance principles
As mentioned before, the OECD views corporate governance from a stakeholder per-

spective whereas the FRC views corporate governance from a shareholder perspective.
Unsurprisingly, this difference is also clear when we look at Table 11.1 below.

TABLE 1.1 The elements of the OECD and the FRC principles of

corporate governance

OECD Principles of Corporate FRC: The UK Corporate Governance Code
Governance (2004) and The UK Stewardship Code* (2012)

|. Ensuring the Basis for an Effective
Corporate Governance Framework
II. The Rights of Shareholders and Key E. Relations with Shareholders
Ownership Functions *Seven principles of effective monitoring
and managing conflicts of interest by
institutional investors
[ll. The Equitable Treatment of
Shareholders
IV. The Role of Stakeholders in Corporate

Governance
V. Disclosure and Transparency C. Accountability
VI. The Responsibilities of the Board A. Leadership

B. Effectiveness
D. Remuneration

The first of the OECD principles state that ‘(t)he corporate governance framework
should promote transparent and efficient markets, be consistent with the rule of law
and clearly articulate the division of responsibilities among different supervisory, regu-
latory and enforcement authorities’ (Principle I). Of course, this is true for the UK as
well, but because the FRC is only concerned with the UK, the FRC may assume this
principle as given.

The second of the OECD principles sets out the basic rights of shareholders in the
participation of decision making and voting at the annual general meeting (AGM), the
authorization of additional shares and the sale of the company. Section III discusses
the equitable treatment of all types of shareholders and the protection of minority
shareholders’ rights. Section E of the UK Code stipulates that the board must make
sure that a satisfactory dialogue with shareholders takes place and that shareholders
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must be encouraged to participate in the AGM. Following the financial turmoil of
2008, since 2012, The UK Stewardship Code sets out principles which help institu-
tional investors such as pension funds, insurance companies, investment trusts and
other collective investment vehicles to fulfil their responsibilities to the companies they
invest in as well as their stewardship obligations for those whose funds they invest.

Section IV of the OECD Principles discusses the role and rights of other stakehold-
ers, such as employees (and their representative bodies), lenders and creditors in
corporate governance. In contrast, there is no equivalent in the UK Code.

Section V of the OECD Principles discusses disclosure and transparency regarding
the financial and operating results, company objectives, major share ownership and
voting rights, remuneration policy for the board of directors and key executives,
related party transactions, foreseeable risk factors, issues regarding employees and
other stakeholders, and corporate governance issues. Section C of the UK Code also
requires the presentation of the company’s financial position and prospects, maintain-
ing sound risk management and internal control systems.

Section VI of the OECD Principles sets out the responsibilities of the board of
directors. These include reviewing and guiding strategy; plans of action; risk policy;
annual budgets and business plans; overseeing major capital expenditures, acquisitions
and divestitures; monitoring governance; selection, compensating and monitoring
executives; aligning executive and board remuneration with the interests of the com-
pany and its stakeholders; monitoring and managing potential conflicts of interest of
management, board members and sharcholders; ensuring the integrity of the financial
reporting system and the independent audit; and overseeing disclosure and com-
munications. Sufficient non-executive board members must ensure independent
judgement. The UK Corporate Governance Code as a whole is meant to identify princi-
ples that underpin an effective board of directors. Three of its five main principles, i.e.
A. Leadership, B. Effectiveness, and D. Remuneration, are entirely dedicated to the
functioning of the board. It stresses the collective responsibility of the board for
the long-term success of the company and the chairman’s responsibility for leadership
of the board. Also, C. Accountability, and E. Relations with Shareholders, are pre-
sented as functions of the board. The UK Codes are not a rigid set of rules and do
recognize that non-compliance may be justified in particular circumstances if good
governance can be achieved by other means. The reasons for non-compliance should,
however, be explained to shareholders. Thus, the UK Codes rely on a ‘comply or
explain approach’.

You can of course access the OECD Principles of Corporate Governance on the web-
site: www.oecd.org and The UK Corporate Governance Code and The UK Stewardship
Code on the FRC website: www.frc.org.uk.

Corporate governance in the EU

Corporate governance codes are adapted to the needs of society. In the EU, the distri-
bution of governance-related principles between law and codes in each Member State
depends on a number of factors, including legal tradition, ownership structures and
the maturity of the corporate governance tradition. In 2006, the European Commis-
sion issued Directive 2006,/46/EC, introducing the comply-or-explain principle for
the first time in European Law. According to The Study on Monitoring and Enforcement
Practices in Corporate Governance in the EU Member States (23 September 2009 —
contract no. ETD/2008/IM/F2/126) some topics are in most instances regulated
by law, often following European legislation: general board organization, audit
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committees, statutory audit, as well as procedural sharcholder rights. Other topics are
more often treated in codes: board members’ independence, remuneration and nomina-
tion committees, or internal control and risk management. Certain topics can also
evolve from code-based norms to regulated rules, as the recent takeover by regulators of
the remuneration issue shows in some Member States.

Since the comply-or-explain principle is an important feature of the EU approach
to corporate governance, disclosure on the application of this principle by individual
companies is of utmost importance. Users of financial information need to know
whether a company followed the principles of the code or whether they followed firm
specific rules. In the latter case, they need to explain why they do so. Paragraph 4 of
the Preamble to the Dutch corporate governance code states that departures from best
practice provisions may be justified in certain instances. However, ‘(s)hareholders (...)
should carefully assess the reason for each and every departure from the Code’s provi-
sions.” The Dutch corporate governance code is part of a system based on national
and international best practice integrated with Dutch and European legislation and
case law on corporate governance, which must be viewed in its entirety. It is also an
example of a corporate governance code that lies inbetween the OECD and FRC
codes discussed above. See: www.commissiecorporategovernance.nl/monitoring-
committee (accessed 1 May 2013).

FINANCIAL REPORTING AND CORPORATE GOVERNAN

ACTIVITY 11.4

Identify the role of financial reporting within corporate regarding stewardship and the future. Information on

governance. whether or not a company complies with the principles of

the governance code is of key importance to judge the
Activity feedback governance of the firm. In case of non-compliance, a
Financial reporting is about providing useful information transparent explanation should be provided why the
to users to enable them to make informed decisions company choose not to comply.

The UK Corporate Governance Code is quite pertinent as an example of the board of
directors’ responsibilities in respect of accountability and audit, and we reproduce it
below.

C.1 Financial Reporting

Main principle The board should present a balanced and understandable assessment of
the company’s position and prospects.

Supporting principle The board’s responsibility to present a balanced and understand-
able assessment extends to interim and other price-sensitive public reports and reports
to regulators as well as to information required to be presented by statutory require-
ments. The board should establish arrangements that will enable it to ensure that the
information presented is fair, balanced and understandable.
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Code provisions

C.1.1 The directors should explain in the annual report their responsibility for prepar-
ing the accounts and there should be a statement by the auditors about their
reporting responsibilities.

C.1.2 The directors should include in the annual report an explanation of the basis on
which the company generates or preserves value over the longer term (the busi-
ness model) and the strategy for delivering the objectives of the company.

C.1.3 The directors should report in annual and half-yearly statements that the
business is a going concern, with supporting assumptions or qualifications as
necessary.

C.2 Risk management and internal control

Main principle The board is responsible for determining the nature and extent of the
significant risks it is willing to take in achieving its strategic objectives. The board
should maintain a sound risk management and internal control systems.

Code provision

C.2.1 The board should, at least annually, conduct a review of the company’s risk
management and internal control systems and should report to shareholders
that they have done so. The review should cover all material controls, including
financial, operational and compliance controls.

C.3 Audit committee and auditors

Main principle The board should establish formal and transparent arrangements for
considering how they should apply the financial reporting and internal control princi-
ples and for maintaining an appropriate relationship with the company’s auditors.

Code provisions

C.3.1 The board should establish an audit committee of at least three, or in the case
of smaller companies two, independent non-executive directors. In smaller
companies the company chairman may be a member, but not chair, of the com-
mittee in addition to the independent non-executive directors, provided he or
she was considered independent on appointment as chairman. The board
should satisfy itself that at least one member of the audit committee has recent
and relevant financial experience.

C.3.2 The main role and responsibilities of the audit committee should be set out in
written terms of reference and should include:

e to monitor the integrity of the financial statements of the company, and
any formal announcements relating to the company’s financial perform-
ance, reviewing significant financial reporting judgements contained in
them;

e to review the company’s internal financial controls and, unless expressly
addressed by a separate board risk committee composed of independent
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C.3.3

C.34

C.3.5

C.3.6

C.3.7

directors, or by the board itself, to review the company’s internal control
and risk management systems;

e to monitor and review the effectiveness of the company’s internal audit
function;

e to make recommendations to the board, for it to put to the sharcholders
for their approval in general meeting, in relation to the appointment, re-
appointment and removal of the external auditor and to approve the
remuneration and terms of engagement of the external auditor;

e to review and monitor the external auditor’s independence and objectivity
and the effectiveness of the audit process, taking into consideration rele-
vant UK professional and regulatory requirements;

e to develop and implement policy on the engagement of the external audi-
tor to supply non-audit services, taking into account relevant ethical guid-
ance regarding the provision of non-audit services by the external audit
firm; and to report to the board, identifying any matters in respect of
which it considers that action or improvement is needed and making
recommendations as to the steps to be taken; and

e to report to the board on how it has discharged its responsibilities.

The terms of reference of the audit committee, including its role and the
authority delegated to it by the board, should be made available. A separate sec-
tion of the annual report should describe the work of the committee in dis-
charging those responsibilities.

Where requested by the board, the audit committee should provide advice on
whether the annual report and accounts, taken as a whole, is fair, balanced and
understandable and provides the information necessary for sharcholders to
assess the company’s performance, business model and strategy.

The audit committee should review arrangements by which staff of the com-
pany may, in confidence, raise concerns about possible improprieties in matters
of financial reporting or other matters. The audit committee’s objective should
be to ensure that arrangements are in place for the proportionate and independ-
ent investigation of such matters and for appropriate follow-up action.

The audit committee should monitor and review the effectiveness of the inter-
nal audit activities. Where there is no internal audit function, the audit commit-
tee should consider annually whether there is a need for an internal audit
function and make a recommendation to the board, and the reasons for the ab-
sence of such a function should be explained in the relevant section of the an-
nual report.

The audit committee should have primary responsibility for making a recom-
mendation on the appointment, reappointment and removal of the external
auditors. FTSE 350 companies should put the external audit contract out to
tender at least every ten years. If the board does not accept the audit commit-
tee’s recommendation, it should include in the annual report, and in any papers
recommending appointment or re-appointment, a statement from the audit
committee explaining the recommendation and should set out reasons why the
board has taken a different position.

C.3.8 A separate section of the annual report should describe the work of the commit-

tee in discharging its responsibilities. The report should include:
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e The significant issues that the committee considered in relation to the financial
statements, and how these issues were addressed;

e An explanation of how it has assessed the eftectiveness of the external audit proc-
ess and the approach taken to the appointment or reappointment of the external
auditor, and information on the length of tenure of the current audit firm and
when a tender was last conducted; and

e if the auditor provides non-audit services, an explanation of how auditor objectiv-
ity and independence is safeguarded.

On the website www.frc.org.uk, you can find the latest version of the UK Corporate
Governance Code. For an overview of codes of corporate governance worldwide,
you can go to the website of the European Corporate Governance Institute:
www.ecgi.org/codes/all_codes.php.

ACTIVITY 11.5

What other information might investors and other
stakeholders be interested in that is not provided in
the published financial statements? You might check the
‘investor relations’ sections of a few websites of listed
companies in order to find out what kind of additional
information is provided most frequently.

Activity feedback

tion which helps them to better understand the entity’s
financial performance, such as a management commen-
tary. Other statements will give more information about
the entity’s corporate governance structure, such as a
corporate governance charter. Yet other statements will
give information about the entity’s relations with the
broader stakeholder community in addition to the rela-
tions with its shareholders.

You may find many different types of additional report,
some of which are meant to give investors more informa-

ADDITIONAL STATEMENTS FOR EXTERNAL REPORTINC

When doing Activity 11.4 you may have come across many types of reports including
a management commentary and other information in the annual report as well as in-
formation that is often presented outside of the annual report.

Management commentary

In December 2010, the IASB issued IFRS Practice Statement Management Commen-
tary. The Practice Statement is not an IFRS. This means that entities applying IFRS
do not have to comply with its recommendations unless specifically required to do so
by their jurisdiction (IN2). The IASB has also issued a guidance document.

The TASB’s definition of management commentary is as follows: A narrative report
that provides a context within which to interpret the financial position, financial per-
formance and cash flows of an entity. It also provides management with an opportu-
nity to explain its strategic objectives and its strategies for achieving those objectives
(IN3). When management commentary relates to financial statements, the commen-
tary must make the financial statements available with the commentary or identify in
the commentary to which financial statement it relates (IN5). However, management
should clearly identify what it is presenting as management commentary and distin-
guish it from other information (IN6). Companies have to clarify to what extent they
have followed the recommendations in the Practice Statement (IN7).
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The principles underpinning useful management commentary are (para. 12):

(a) it provides management’s view of the entity’s performance, position and progress;

(b) supplements and complements information presented in the financial statements;
and

(c) should include forward-looking information which possesses the qualitative charac-
teristics described in the Conceptual Framework for Financial Reporting.

The elements of management commentary include (para. 24):

(@) The nature of the business

(b) Management’s objectives and its strategies for meeting these objectives
(c) The entity’s most significant resources, risks and relationships

(d) The results of operations and prospects

(e) The critical performance measures and indicators that management uses to evaluate
the entity’s performance against stated objectives.

The management commentary can be one comprehensive report or include a sepa-
rate statement of corporate objectives, future prospects and risks, but it could include
other information as well.

A statement of corporate objectives shows management policy and medium-term
strategic targets. This statement will assist users to evaluate managerial performance,
efficiency and objectives. It can be argued that the objectives being pursued by a busi-
ness need to be publicised for two reasons. First, so that users can see the extent to
which management objectives differ from their own and, second, so that manage-
ment’s ability to achieve the stated objectives can be assessed. Of course, there is a
distinct danger that management will declare objectives that it feels it can be almost
certain of achieving.

A statement of future prospects which shows forecasts of future profit, employ-
ment and investment levels. This statement will assist users to evaluate the future
prospects of the entity and assess managerial performance. It may also include infor-
mation in respect of innovations in the organization that will develop tangible and
intangible capital /assets in the future. Many users want to assess an entity’s future
prospects. However, any such assessment of future prospects involves a high degree of
uncertainty. Forecasts of future prospects do not predict the future, but they do set
out in a logical and systematic manner the future implications of past and present
known facts adjusted by reference to estimates of likely future developments. These
projections will have different degrees of probability attached to them that the user
will need to judge. It is the certainty of uncertainty that makes entities unwilling to
make public projections, although all those acquainted with such exercises are per-
fectly familiar with the limits on reliability that are inherent in them. However, such
forecasts are certainly desired by users and competitors and, in general, management
and accountants are likely to be able to make better and more rational projections that
can then be reported than the external users can make for themselves.

A statement on the risks inherent in the entity which provides information on
the potential risks associated with an entity’s activities may enable users to assess the
possible consequence of materialization of that risk and whether suitable measures
have been taken to mitigate it.
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ACTIVITY 11.6

Identify three objections to publishing a statement of
future prospects.

Activity feedback

e forecasts are concerned with the future and are
therefore inherently uncertain. Unless carefully
presented, users may regard forecasts as
presenting facts rather than best estimates.

lower its targets by publishing only conservative
forecasts it knows are wholly attainable and to
accept results that meet those forecasts.

e The provision of forecasts by entities suffering
from financial difficulties may result in the
withdrawal of support and thus precipitate an
otherwise avoidable collapse.

It should be remembered that these forecasts will be

o Management will be judged by how well it has highly subjective and based on various management

met its forecasts and may be encouraged to assumptions.

Other information aimed at investors

Many entities provide information in their annual reports that they believe investors
will find useful. Such information covers:

* Stock data where share prices, market capitalizations, number of shares traded in
a period and dividends are tracked for a number of years.

e Balance sheet ratios where the traditional ratios of return on capital employed,
etc. are tracked.

e Financial highlights where the entity identifies key changes from one to the next
in such items as sales, capital expenditure, personnel expenses, research and de-
velopment expenses, etc.

e Ten-year summary information of sales, assets, financial obligations, etc.

Risk management issues where entities report, as part of best practice within corpo-
rate governance, on the potential risks associated with their activities, the assessment
of the possible consequences of their materialization and measures available to miti-
gate them.

Other information aimed at the broader group of stakeholders

Below are discussed the employment report, the statement of money exchanges with
government, the value added statement and sustainability reports.

An employment report is a report which enables users of annual reports to assess
the performance of the entity in relation to employees. Employees are obviously
closely involved in business. They have to make many important decisions for them-
selves that will be heavily influenced by the activities, actions and prospects of business
organizations. It could be argued that they have much more to lose than many share-
holders or lenders, particularly as they are unable to spread their risk. Employees
almost always have to put their faith in one business; they cannot involve themselves
with large numbers, as investors or lenders can.

Employees certainly need some indication of future profitability, as do other users,
but they also need additional information. Some of this may be financial — for example
relating to the profitability of their own particular plant — but much of it will not be
best presented in financial terms at all. In spite of this, many accountants would regard
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the provision of information useful to employees as being a necessary component of
the total reporting package.
Employment reports could contain the following information:

total workforce with breakdown by employment type, employment contract and
gender

employee wages and benefits with breakdown by employment type and gender
total number and rate of employee turnover broken down by employment type,
employment contract and gender (plus broad reasons for changes in the numbers
employed)

age, distribution, sex and functions of employees

geographical location of major employment centres

major plant and site closures, disposals and acquisitions during the period

hours scheduled and worked by employees, giving as much detail as possible con-
cerning the differences between groups of employees

costs and benefits associated with pension schemes and the ability of such
schemes to meet future commitments
cost and time involved in training

percentage of employees covered by collective agreements (plus the names of
unions recognized by the entity for the purpose of collective bargaining and
membership figures where available, or the fact that this information has not been
made available by the unions concerned)

information concerning safety and health including the frequency and severity of
accidents and occupational diseases

selected ratios relating to employment.

A statement of money exchanges with government will enable users of financial
reports to assess the relationship between the entity and the state. Thus a statement of
money exchanges with government will assist users to assess the economic function of
the entity in relation to society.

A value added statement shows how the benefits of the efforts of an entity are
shared between employees, providers of capital, the state and reinvestment. This state-
ment will assist users to evaluate the economic performance of the entity from a more
social perspective.

ACTIVITY 1.7

Identify information in the value added statement in Table
11.2 that is not provided in the published financial

statements.

Activity feedback

statement is removed and instead attention is focused on
the wealth created by the business as a whole and on
how that created wealth has been split up for various
subgroups of the community. It is therefore arguable that
a much more rounded picture is presented both of the

Rather difficult to do as a value added statement does
not give any information that is not already in traditional
published accounts. What it does do is to rearrange the
information and present it from a different perspective.
The emphasis on shareholders inherent in the income

business as a whole and of the interrelationships
between the various essential inputs that make the busi-
ness operations possible. Note that depreciation is not
shown as providing for the maintenance of assets as
retained profit does, but is shown as a deduction from

(Continued)
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ACTIVITY 1.7 (Continued)

turnover. Thus the value added shown is an indicator of requirements to include a value added statement in the
wealth created over and above that required for current reporting package, but in spite of this many entities do

maintenance. In most countries, there are no formal publish a statement of this type.

TABLE 11.2 Value added by continuing operations

Source Distribution

Million euros 2001 Change in %  Million euros 2001 Share in %
Net sales 28 938 +1.1 Stockholders 657 6.7
Other income 701 —-22.5 Employees 7 576 771
Total operating Governments 826 8.4
Performance 29 639 +0.4

Cost of materials 11 057 +10.1 Lenders 463 4.7
Depreciation 2 403 +20.8 Earnings retention 304 3.1
Other expenses 6 353 +0.5

Value added 9 826 —10.1 Value added 9 826

Data source: Bayer’s Financial Report 2001

A sustainability report enables the general public to assess the social and environ-
mental impact of the entity on the society surrounding it. The investor relations (IR)
page on companies’ websites will often have a corporate social responsibility section
which may comprise several reports and statements.

XBRL AND ELECTRONIC DISSEMINATION

Information, to be useful, requires the characteristic of timeliness. One means of
ensuring timely information is to place financial statements and other information on
the Internet. Many countries now facilitate this further by permitting electronic filing
of statutory reports. Almost all large entities have their own website and provide not
only the financial statements, but also environmental statements and CSR reports.
However, not all financial information posted on the Internet is verified by auditors,
and users need to beware.

In addition, new digital languages are being developed to speed up and increase
transparency of reporting to users. XBRL — extensible business reporting language —
is one example and many believe that it will revolutionize financial reporting.
However, it will also bring its own problems of verification of information and we
will need to ensure that XBRL information is relevant, reliable, understandable and
comparable, and free from interference. Failure to do so will undermine corporate
governance. XBRL could, if not closely governed, become the next ‘creative
accounting arena’.
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CORPORATE SOCIAL RESPONSIBILITY (CSR) AND

CSR REPORTING

What is corporate social responsibility?

#From the stakeholder perspective on corporate governance, it is not such a large
jump to the idea of corporate social responsibility (CSR). CSR can be defined in many
ways. In A Renewed EU Strategy EU 2011-14 for Corporate Social Responsibility, the
European Commission defines CSR as ‘the responsibility of enterprises for their
impacts on society’. “To fully meet their corporate social responsibility, enterprises
should have in place a process to integrate social, environmental, ethical, human rights
and consumer concerns into their business operations and core strategy in close collab-
oration with their stakeholders, with the aim of:

e Maximizing the creation of shared value for their owners/shareholders and for
their other stakeholders and society at large;

e Identifying, preventing and mitigating their possible adverse impacts. (European
Commission Communication COM (2011) 681 final, p. 6).

Many organizations have issued guidance for companies seeking a formal approach
to CSR, including the United Nations Global Compact’s ten principles, the ISO 26000
Guidance Standard on Social Responsibility, the 1LO Tri-partite Declavation of Princi-
ples Concerning Multinational Enterprises and Social Policy, the OECD Guidelines for
Multinational Enterprises, and the United Nations Guiding Principles on Business and
Human Rights (European Commission Communication COM (2011) 681 final, p. 6).
You will be able to find documents from these organizations on their respective web-
sites. Here we will take a closer look at the United Nations Global Compact’s ten princi-
ples and the ISO 26000 Guidance on Social Responsibility.

The United Nations Global Compact’s ten principles — “The UN Global Compact is a stra-
tegic policy initiative for businesses that are committed to aligning their operations
and strategies with ten universally accepted principles in the area of human rights,
labour, environment and anti-corruption. By doing so, business as a primary driver of
globalization can help ensure that markets, commerce, technology and finance
advance in ways that benefit economies and societies everywhere’ (www.unglobalcom-
pact.org/AboutTheGC /index.html). The ten principles are as follows.

Human rights

Principle 1: Business should support and respect the production of internationally pro-
claimed human rights; and

Principle 2: make sure that they are not complicit in human rights abuses.

Labour

Principle 3: Businesses should uphold the freedom of association and the effective rec-
ognition of the right to collective bargaining;

Principle 4: the elimination of all forms of forced and compulsory labour;

Principle 5: the effective abolition of child labour; and

Principle 6: the elimination of discrimination in respect of employment and occupation.

Environment
Principle 7: Businesses should support a precautionary approach to environmental
challenges;
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Principle 8: undertake initiatives to promote greater environmental responsibility; and
Principle 9: encourage the development and diffusion of environmentally friendly
techniques.

Anti-corruption

Principle 10: Businesses should work against corruption in all its forms, including
extortion and bribery (www.unglobalcompact.org/AboutTheGC/TheTenPrinci-
ples/index.html).

I1SO 26000: 2010, Guidance on Social Responsibility — At the end of September 2010, the
International Organization for Standardization (ISO) had a membership of 163
national standard setters from countries all over the world. Unlike many other ISO
standards, ISO 26000 is not a management system standard and is not for certification
or regulatory purposes.

ISO 26000 describes the following core subjects in social responsibility: organiza-
tional governance; human rights; labour practices; the environment; fair operating
practices (including fair competition, respect for property rights, and promoting social
responsibility in the value chain, etc.); consumer issues (including fair marketing, sus-
tainable consumption and protecting consumers’ health and safety, etc.); and finally,
community involvement and development.

In addition, it defines the following principles of social responsibility: accountabil-
ity; transparency; ethical behaviour; respect for stakeholder interests; respect for the
rule of law; respect for international norms of behaviour; and respect for human
rights.

What is CSR reporting?

If you accept the proposition that managers of a large publicly held corporation have
wider responsibilities than the financial interests of their shareholders, the need arises
to report on more than its financial position and its profit or loss and other compre-
hensive income or its cash flows. CSR reporting is also called social reporting or sus-
tainability reporting. According to O’Rourke (2004, vii and 26) in a report for the
World Bank, current CSR reporting initiatives disclose information on:
Corporate governance

e Internal accountability procedures;

* Composition of the board;

e Management compensation;

e Disclosure of potential conflicts of interest.
Forward-looking information

e Scenario planning to avoid specific problems;

e DPlans for dealing with future risks.
Environmental performance

e Compliance with environmental laws (rates of non-compliance, fines, legal pro-
ceedings, etc.);

e Emissions of toxic chemicals to air, water and land;

e Emissions of greenhouse gases;
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Material flows — energy, raw materials, water, land, etc.;

Product life-cycle assessment;
e Environmental management systems (e.g. ISO 14000);

e Disclosure of environmental risks to local community members.

Respect for labour rights

e Dolicies on freedom of association, collective bargaining, non-discrimination,
child labour, and forced labour;

e Facilitation of freedom of association and rates of unionization;

e Formal agreements with independent trade unions;

e Wages (comparable to industry average, prevailing wage, or ‘living wage’);
e Employee benefits provided;

e Working hours.

Health and safety practices
e Rates of occupational injuries, diseases, and fatalities;
e Lost time from injuries;
e Hazard communication programs;
e Training on health and safety;
¢ Joint employee-management health and safety committees.
Community economic development and social impacts
e Percentage of profits reinvested in community from which profits earned;
e Percentage of profits paid into a local community development trust;

e Impacts on local development patterns of investments /suppliers.

Respect for human rights

e Countries of operation with problematic human rights records;

e Role of government or military in factory operations;

e Dolitical and economic rights guaranteed to employees.
Corporate payments to governments

e Payments for contracts or concessions;

e Corporate taxes and royalty payments;

e Donations to candidates for political office or political parties.
Stakeholder engagement

e Dolicies and procedures for engagement;

e Frequency and forms of engagement;

e Information that is accessible and understandable to stakeholders.
Supply chain management

e Locations of factories/farms/mines in supply chain;

e Number of workers in supply chain;

¢ Code implementation and monitoring program;
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e Systems for measuring and monitoring performance;

e Compliance staft numbers and budgets;

e Process for verification of reported data.

Some of this information is provided in the type of reports discussed in the previous

sections on corporate governance and additional statement for external reporting.

ACTIVITY 1.8

Traditionally, accounting was based around the con-
cepts of money measurement, going concern and
accruals. Identify whether environmental issues are taken
into account in the application of these concepts to a
business and, if not, why not.

Activity feedback

Money measurement requires that only those facts that
can be recorded in monetary terms with some objectivity
are taken into account even if other facts are extremely
relevant. Environmental factors are very difficult to meas-
ure in monetary terms. How, for example, do you place a
monetary measure on the damage being done to the
environment through car exhaust emissions of employ-
ees travelling to work?

The going concern convention requires that, in the
absence of evidence to the contrary, it is assumed
that the entity will continue into the future. This concept
is principally concerned with solvency and financial

performance, not with the impact of environmental
factors.

Accrual accounting requires a matching of expenses
used up in generating revenues. However, entities make no
assessment of the expense of environmental factors such
as their contribution to global warming through the emission
of carbon dioxide or to acid rain from the emission of sulphur
and nitrogen oxides. Through legislation, society is impos-
ing duties on entities to comply with anti-pollution, safety
and health and other socially beneficial requirements.
Legislation of this type will continue to increase in the future.
Such legislation imposes costs on entities that were previ-
ously borne by the community at large and there is therefore
good reason to require such expenditure, both compulsory
and voluntary expenditure, to be reported. If entities do dis-
close information on their impact on social and environmen-
tal effects then we will, of course, need generally agreed
measurement and recognition criteria for such impacts. And
surely, this information will need to be verified and audited.

Thus far, the IASB has argued that financial reports governed by IFRSs are not
the place for information on the economic, social and ecological sustainability of the
operations of corporations. As a consequence, CSR reporting by companies and multi-
national corporations is voluntary unless it is required by regulators within a jurisdiction.
In 2011, the European Commission made a commitment to ‘present a legislative
proposal on the transparency of the social and environmental information provided by
companies in all sectors’ (Single Market Act, SEC (2011) 467). To this purpose there
has been a study of CSR Reporting Practices of EU Companies. This study finds that the
needs of information users are best met when reporting is regulated, CSR reporting is
integrated with financial reporting, and stakeholders are more involved in reporting.

There are several organizations that are working on establishing guidelines for CSR
reporting. Here, we will briefly discuss the Global Reporting Initiative (GRI) and the
International Integrated Reporting Council (IIRC). On 1 February 2013, the GRI
and the IIRC signed a Memorandum of Understanding to cement their association.
In Article IT of this Memorandum of Understanding, the GRI acknowledges that the
ITRC’s main role is to develop and maintain an International IR Framework, and
the ITRC acknowledges that the GRI’s primary role is to develop and maintain sustain-
ability reporting guidelines and standards.

Global Reporting Inititative (GRI) — The GRI has issued guidelines on sustainability
reporting and recommends disclosure of the company’s:
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e vision on strategy on managing economic, social and environmental challenges in
the short, medium and longer term

e organizational profile, the parameters
e scope and boundaries of the report

e governance, commitments and stakeholder engagement.

Furthermore, the guidelines list sustainability performance indicators that compa-
nies would need to report on in the categories: economic, environmental and social.
The social category is further broken down into subcategories: labour, human rights,
society and product responsibility. See GRI website at: www.globalreporting.org/
Pages/default.aspx.

International Integrated Reporting Council (IIRC) — The IIRC is a global coalition of regu-
lators, investors, companies, standard setters, the accounting profession and NGOs aim-
ing to create a global framework for Integrated Reporting (IR). Integrated Reporting is
a process that results in a periodic integrated report. According to the ITRC’s website at
www.theiirc.org/ an integrated report shows how an organization’s strategy, gover-
nance, performance and prospects lead to the creation of value over the short, medium
and long-term, and should be prepared in accordance with the International Frame-
work. The ITRC plans to issue the International IR Framework in December of 2013.

ACTIVITY 11.9

Identify key criteria for CSR in order for it to be useful to the following principles on which social accounting

users. should be based:
.. e complete
Activity feedback P
e comparable - to aid comparison with previous
e Continuity — in that the same methods and years and others
metrics are used year after year. e embedded — integration of CSR into everything
e Comparability — to allow for benchmarking and that the company does
assessing progress. e externally verifiable
e Credibility — to ensure that the information o

! e continuous improvement — to work up to and
provides a ‘true and fair’ picture of the beyond the minimum.

company’s environmental performance.
Several worldwide companies produce CSR reports

You could, of course, also have listed understandability, and make these freely available on their websites.

relevance and reliability just as easily. The ACCA identify

ACTIVITY 11.10

Look at the IIRC’s website to see how far it has progressed 1 the stock and flow of financial, intellectual, human

with the International Framework. Are the concepts and and other types of capital

criteria comparable to the ones outlined above? 2 the business model, i.e. how the business aims to
create value over the short, medium and long-term

Activity feedback through the convention of inputs and business

The draft issued in April 2013, for which the comment pe- activities into outcomes

riod is 90 days, sets out fundamental concepts related to: )
i P (Continued)
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ACTIVITY n.1o  (Continued)

3 value creation, i.e. the meaning of value for
providers of financial capital and other
Stakeholders, and the value drivers that affect the
organization’s ability to create value.

It sets out six guiding principles underpinning the
preparation of an integrated report pertaining to:
(a) strategic focus and future orientation
(b) connectivity of information
(c)] stakeholder responsiveness
(d) materiality and conciseness
(e] reliability and completeness
(f) consistency and comparability.

The draft suggests that an integrated report contains
the following elements:

(a)
(b)
(c)
(d)
(e)
U]
(9)

organizational overview and external environment
governance

opportunities and risks

strategy and resource allocation

business model

performance

future outlook.

Finally, it discusses topics related to the preparation,

presentation and frequency of the reporting.

Hence, it looks like the fundamental concepts are

unique to the IR framework (at least in its draft form), but
the guiding principles and the elements may be similar.

ACTIVITY 11.11

Identify reasons why corporations should take CSR
reporting seriously.

Activity feedback
The list is probably endless and we identify only a few
here.

e The growth of SRI means entities will have to
report on their social and environmental impact
or risk losing investors.

e FEnvironmental disasters caused by entities are
now widely reported through the global media,

Perspectives on CSR and CSR reporting

and entities are thus under greater scrutiny and
pressure to disclose information.

An entity’s value in the market can be damaged
if it does not take on board social and
environmental risk factors. Its brand and
reputation are likely to be damaged.

An entity’s reputation as a good ‘corporate
citizen’ can have a positive effect on employee
recruitment and retention.

Good corporate citizenship can also generate
customers and forge better links with suppliers.

According to Carroll (1991)’s pyramid, companies have four types of responsibility

including:

1 the economic responsibility to be profitable in order to be able to survive and

tulfill its other responsibilities

2 the legal responsibility to play by the rules and obey the law in the jurisdictions

where it operates

3 the ethical responsibility to do what is right, just and fair and to avoid doing

harm

4 the philanthropic responsibility to contribute to the community and be a good

corporate citizen.
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Not everybody recognizes each of these responsibilities. Some only recognize the
first two and claim that trying to be ethical and contributing to the community may
do more harm than good; for example, Milton Friedman (1970) in “The social respon-
sibility of business is to increase its profits’. In politics we may find some who empha-
size how externally imposed measures to protect the environment or safeguard the
rights of workers impose unfair costs on businesses and make it difficult for them to
remain profitable. It is also possible to regard CSR is a voluntary set of activities in
which a corporation engages to support social, economic and environmental causes.
This view stresses that these activities are not legal, fiduciary or corporate governance
requirements. In other words, this view holds that CSR is limited to philanthropic
responsibilities. Others regard the philanthropic responsibility as a strategic opportu-
nity for companies (Freeman, 1984). CSR can be very profitable. Think for example
of fair trade coffee. A cynical perspective is to regard CSR as nothing more than a pub-
lic relations exercise. This is particularly easy to understand in the case of the so-called
‘sin industries’, including tobacco, alcohol and fast food.

ACTIVITY 11.12

If you want to find out if there is merit to the cynical per-
spective, take a look at the IR page of the websites of
companies in ‘sin industries’ such as McDonald’s and
Heineken. What areas do they focus on in their CSR poli-
cies? Do you find the reports credible?

Activity feedback
McDonald's, in its 2012 report, focuses on five areas:
nutrition and well-being; sustainable supply chain; envi-
ronmental responsibility, employee experience; and
community.

Heineken, in its Sustainability Report 2011, focuses
on seven areas: green brewing; green commerce;

engaging employees; care about people and environ-
ment,; promoting responsible alcohol consumption; part-
nerships to prevent alcohol abuse; and enabling
sustainability through planning and incentives. For each
of these focus areas, Heineken presents an overview of
what they said they would do (the measurable targets set
in the previous period) and what they have actually done
(the extent to which the targets have been reached).

The issue of credibility is a personal one. It is
clear that both companies have given sustainability a
lot of thought, and the effect is probably more positive
than when they did not have these focus areas and
policies.

Metrics and assurance challenges for CSR reporting

We briefly return to Hicks (1946) and his theory of capital maintenance discussed in
Chapter 4. Remember the quote: “The purpose of income calculations in practical
affairs is to give people an indication of the amount which they can consume without
impoverishing themselves.” This can be applied to the environment because if we
continue to consume the environment, we will impoverish perhaps not ourselves but
certainly future generations. Economic activity affects the environment as natural
resources are depleted or polluted through, for example, usage, the effects of global
warming and acid rain.

However, the indicators of environmental performance and ecological sustainability
can be technical, and often there is disagreement between those who take an eco-
nomic perspective on the environment and those who take an ecological perspective
(or anything in-between). The concept of ecological sustainability, but also that of
economic and social sustainability, is not straightforward. Standards, regulations and
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policies depend on facts, but also on the interpretation of data and facts, which is often
based on personal values, interests, ideology and a sense of urgency. So if deciding on
standards and measurement is difficult to agree on (let alone get right), reliable assur-
ance and verification may be hard to realize.

Accountancy firms provide assurance for many of the CSR reports. In 2003, a Brit-
ish think tank and consultancy firm called AccountAbility (www.accountability.org/)
issued its AA1000 Assurance Standard, which it revised in 2008. It is part of the
AA1000 Series which is comprised of three standards:

e AAI1000APS (2008) AccountAbility Principles
e AA1000AS (2008) Assurance Standard
e AAI000SES (2011) Stakeholder Engagement Standard.

AccountAbility’s Assurance Standard distinguishes between two types of sustain-
ability assurance engagement. Type 1 is intended to give stakeholders assurance on
the way an organization manages sustainability performance, and how it communi-
cates this in its sustainability reporting, without verifying the reliability of the reported
information. Type 2 is intended to give stakeholders the Type 1 assurance and provide
an evaluation and verification of the specified sustainability performance indicators.
Furthermore, the standard distinguishes between providing a high level of assurance
and a moderate level of assurance. In para. 4.3, the standard says that the assurance
report must provide at a minimum:

—h

intended users of the assurance statement;

the responsibility of the reporting organization and of the assurance provider;
assurance standard(s) used, including reference to the AA1000AS (2008);
description of the scope, including the type of assurance provided;
description of disclosures covered;

description of methodology;

any limitations;

reference to criteria used;

statement of level of assurance;

© © 0O NO UG WD

—

findings and conclusions concerning adherence to the AA1000 AccountAbility
Principles of inclusivity, materiality and responsiveness (in all instances);

—h
—h

findings and conclusions concerning the reliability of specified performance in-
formation (for Type 2 assurance only);

12 observations and /or recommendations;
13 notes on competencies and independence of the assurance provider;

14 name of the assurance provider, and date and place.

With respect to the competence of the assurance provider, the standard requires
the individual assurance practitioners and the team to be demonstrably competent
in the following areas as a minimum (para. 3.3.1): the AccountAbility Principles, the
application of reporting and assurance practices and standards, the sustainability sub-
ject matter (including the specific subject matter of the engagement), and stakeholder
engagement.
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An example of CSR reporting

From Shell’s Sustainability Report 2011 (http://reports.shell.com/sustainability-
report/2011 /servicepages/downloads/files /entire_shell_sr11.pdf):

Shell is a global group of energy and petrochemical companies employing
90 000 people in more than 80 countries. Our aim is to help meet society’s need
for energy in economically, environmentally and socially responsible ways.

The report first outlines its approach to:

e building a sustainable energy future

e sustainable development and business strategy
e safety

e communities

e climate change

e cnvironment

e living by Shell’s principles.

It follows by outlining its activities aimed to support sustainable development, key
projects, and delivering energy responsibly and delivering more sustainable products.
The report presents Shell’s economic, environmental and social performance indica-
tors, and also an explanation of where the data comes from and how it has been
assured by Lloyd’s. The following are extracts from the 2011 report:

Economic

Our income in 2011 was $30.9 billion and we announced dividends of more than
$10 billion for our shareholders. Our capital investment of over $31 billion will
help to build and sustain our business for the future. We also spent $1.1 billion
on our research and development programme. We continued to focus our
efforts on those markets where we see the best potential for growth. A number of
major projects started production in 2011: the Pearl GTL (gas-to-liquids) plant
(Shell interest 100 per cent) in Qatar that can produce 140 000 barrels of oil
equivalent (BOE) a day of synthetic oil products and 120 000 BOE a day of
condensates, liquid petroleum gas and ethane; the 7.8 million tonnes-a-year
Qatargas 4 LNG facility (Shell interest 30 per cent) also in Qatar; the final phase
of the 100 000 BOE-a-day Athabasca Oil Sands Project expansion (Shell
interest 60 per cent) in Canada; and enhanced oil recovery projects at Qarn
Alam (Shell interest 34 per cent) in Oman and Schoonebeek (Shell interest 30
per cent) in the Netherlands. We also launched Raizen (Shell interest 50 per
cent) that produces the lowest-CO, biofuel commercially available today,
ethanol from sugar cane in Brazil. In 2011, Shell’s oil and gas production was
3.2 million BOE a day, slightly down from 2010. We increased our sales of
liquefied natural gas (LNG) by 12 per cent to 19 million tonnes. We had seven
notable oil and gas discoveries, and we replaced 99 per cent of our production
with additions to our proved reserves.

Shell scorecard

In 2011, sustainable development continued to account for 20 per cent of the
company scorecard, which helps determine the annual bonus levels for all our
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employees, including members of the Shell Executive Committee (EC). For the
EC in 2011, sustainable development measures were split evenly between
Shell’'s safety performance and targeted measures covering operational spills,
energy efficiency and use of fresh water.

Royal Dutch Shell plc Sustainability Report 2011

Environmental Data

2011 2010 2009 2008 2007 2006 2005 2004 2003 2002

Greenhouse gas emissions (GHGs)

Direct total GHGs (million tonnes CO, equivalent) [A] 74 76 69 75 82 88 93 101 102 96
Carbon dioxide (CO,) (million tonnes) 71 72 66 72 79 85 89 96 97 92
Methane (CH,) (thousand tonnes) 133 128 127 126 119 124 173 192 187 196
Nitrous oxide (N»O) (thousand tonnes) 1 2 2 2 2 2 2 2 3 4
Hydrofluorocarbons (HFCs) (tonnes) 22 23 25 23 28 24 20 13 9 11

Indirect total GHGs (million tonnes CO, equivalent) 10 10 9 nlc nlc nlc nlc nlc nlc nlc

Flaring [B]

Flaring (Upstream) (million tonnes CO, equivalent) 100 104 78 88 97 143 208 246 241 206

Flaring (Upstream) (million tonnes hydrocarbon flared) 34 36 26 28 34 48 70 81 8.1 6.8
Nigeria [C] 20 24 19 283 25 37 58 66 64 52
Rest of world [D] 1.4 1.2 0.7 0.5 0.9 11 1.2 1.5 1.7 1.6

Energy intensity
Upstream excl. Oil Sands and GTL (gigajoules per

tonne production) [E] 075 074 076 074 078 078 071 069 069 0.73
Oil Sands (gigajoules per tonne production) [F] 74 72 70 70 57 53 52 58 100 nlc
Refineries: Refinery Energy Index [G] 100.8 101.8 1022 989 986 984 980 96.7 97.8 100.0
Chemical plants: Chemicals Energy Index 90.8 893 920 930 926 925 958 0933 983 997
Acid gases and VOCs
Sulphur oxides (SOx) (thousand tonnes SO,) 136 139 141 175 212 233 226 247 257 240
Nitrogen oxides (NO) (thousand tonnes NO,) 146 159 142 150 145 154 157 172 193 195
Volatile organic compounds (VOCs) (thousand
tonnes) 111 133 126 130 148 185 199 213 226 324
Ozone-depleting emissions
CFCs/halons/trichloroethane (tonnes) 00 00 04 14 06 03 08 23 30 77
Hydrochlorofluorocarbons (HCFCs) (tonnes) [H] 11 21 24 26 27 35 35 42 44 57
Spills and discharges [I] [J]
Sabotage spills — volume (thousand tonnes) [K] 16 30 140 65 34 1.9 15 1.1 09 25
Sabotage spills — number [K] 118 112 95 115 197 123 111 101 105 128
Operational spills — volume (thousand tonnes) [L] 6.0 29 14 88 35 39 34 34 50 42
Nigeria 53 07 03 7.1 16 14 01 00 04 02
Rest of world 07 22 141 17 19 25 3833 34 46 40
Operational spills — number [M] 208 195 275 275 392 465 560 711 678 784
Nigeria [N] 64 32 37 42 52 41 63 48 48 66
Rest of world 144 163 238 233 340 424 497 663 630 718
Hurricane spills — volume (thousand tonnes) 00 00 00 00 00 00 00 29 1.0 00
Oil in effluents to surface environment (thousand
tonnes) 13 16 15 17 16 18 23 21 23 24
Water
Fresh water withdrawn (million cubic metres) 209 202 198 224 235 n/c nc n/c n/lc nlc
Waste disposal
Hazardous (thousand tonnes) 740 921 962 688 907 716 631 714 675 781
Non-hazardous (thousand tonnes) [O] 1737 1079 1139 996 1899 1154 632 421 443 480

Total waste (thousand tonnes) 2477 2000 2101 1684 2806 1870 1263 1135 1118 1261
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Royal Dutch Shell plc Sustainability Report 201

Social Data
2011 2010 2009 2008 2007 2006 2005 2004 2003 2002
Fatalities
Total number 6 12 20 26 21 37 34 31 45 51
Employees 1 0 1 2 1 2 3 2 5 8
Contractors 5 12 19 24 20 35 31 29 40 43
Fatal accident rate (FAR) 09 156 23 34 31 56 50 46 61 6.8
Fatalities per 100 million working hours (employees
and contractors)
Injuries
Total recordable case frequency (TRCF) 124 123 14 18 19 21 25 26 26 25
Injuries per million working hours (employees and
contractors)
Lost time injury frequency (LTIF) 036 03 04 06 07 08 10 11 1.1 1.1
Lost time injuries per million working hours
(employees and contractors)
llinesses
Total recordable occupational illness frequency
(TROIF) 066 076 06 12 15 18 20 21 20 20
llinesses per million working hours (employees only)
S Security
Using armed security (% of countries) 14 9 17 17 16 15 19 18 22 16
Using armed company security (% of countries) 1 1 1 1 2 2 2 2 2 1
Using armed contractor security (% of countries) 9 6 10 9 12 9 11 11 22 12
Gender diversity [A]
In supervisory/professional positions (% women) 273 263 264 247 246 232 218 20.7 195 189
In management positions (% women) 176 170 16.1 1583 177 162 129 122 113 9.2
In senior leadership positions (% women) 166 153 140 136 129 116 99 96 96 88
Regional diversity [A]
% countries with majority of local nationals in senior
leadership positions 34 36 37 32 33 25 36 nlc nlc nlc
S Staff forums and grievance procedures
% countries with staff access to staff forum,
grievance procedure or other support system 99 100 99 100 100 99 100 100 100 100
S Child labour (% countries with specific
procedures in place)
Own operations 100 99 98 100 99 95 88 83 78 86
Contractors 98 89 69 61 57 56
Suppliers 97 96 97 99 95 g g 3 50 42
S Forced labour (% countries with specific
procedures in place)
Own operations 100 929 98 n/c n/lc nlc n/c nc n/c nlc
Contractors and suppliers 99 95 89 n/c nc nlc nlc nlc nlc nlc
Integrity
Code of Conduct violations [B] 226 205 165 204 361 n/c n/c nc n/c nlc
S Contracts cancelled due to incompatibility with
Business Principles 11 40 24 49 35 41 63 64 49 54
S Joint ventures divested due to incompatibility with
Business Principles 0 0 0 0 0 0 0 0 1 0
$ Contracting and procurement
Estimated expenditure on goods and services from
locally owned companies in lower-income countries
($ billion) [C] 12 13 12 12 13 10 9 6 5 nlc
Social investment [D]
$ Estimated voluntary social investment (equity share)
($ million) 126 121 132 148 170 140 127 106 102 96
$ Estimated social investment spend (equity share) in
lower-income countries ($ million) [E] 45 61 54 61 65 n/c nlc nlc nlc nfc
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About our Data

There are inherent limitations to the accuracy of environmental and social data.
We recognize that our environmental and social data will be affected by these
limitations and continue to improve the integrity of our data by strengthening our
internal controls. All non-financial data in this report are reported on a 100 per
cent basis for companies and joint ventures where we are the operator.
Environmental data are for our direct emissions unless otherwise stated. We
report in this way, in line with industry practice, because these are the data we
can directly manage and affect through operational improvements. Operations
acquired or disposed of during the year are included only for the period we had
ownership. Other data are collected from external sources, staff surveys and
other internal sources as indicated. We only include data in this report that have
been confirmed by the end of March 2012. If incidents are reclassified or
confirmed, or if significant data changes occur after preparation of this report,
they will be updated in the following year’s publication. Data marked in the
social data table come from an internal survey completed by the senior Shell
representative in each country. The accuracy of environmental and social data
may be lower than that of data obtained through our financial systems. Data
provided are subject to internal controls. Lloyd’s Register Quality Assurance Ltd
has provided limited assurance of our direct and indirect greenhouse gas
(GHG) emissions data for 2011. Limited assurance means nothing has come to
the auditor’s attention that would indicate that the data are not correct. For GHG
emissions we provide more detailed data on our website. www.shell.com/ghg
Conversions into US dollars are based on the average exchange rates for 2011.

ACTIVITY 11.13

Which type of assurance does Shell’s Sustainability
Report have attached to it?

Activity feedback

It looks like it is only Type 1 assurance. A quick look
on the LRQA website (www.lrqa.co.uk/standards-and-
schemes/environment-and-energy/csr.aspx?id=1&zoom_
highlight=sustainability+report) would seem to confirm
this as there it says: ‘We were closely involved in help-
ing develop the principles for the AA1000 Assurance

Standard and our experts have participated in GRI’s
working groups. We were part of the materiality work-
ing group whose output produced GRI's Technical
Protocol. This publication was created to provide
process guidance on how to define the content of a
sustainability report. This includes deciding on the
Scope of a report, the range of topics covered, each
topic’s relative reporting priority and level of coverage,
and what to disclose in the report about the process
for defining its content.’

Introduction

As financial accounting information forms the basis for decisions that have consequen-
ces for the allocation of resources and the distribution of the income generated by
reporting entities, it provides positive incentives to work productively and efficiently,
but it also provides incentives and opportunities to be self-seeking at the expense
of the interests of others. Users of financial reports expect the accountants who have
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prepared and audited them to have carried out their duties in a true and fair manner.
Professional accountants, and particularly those in public service (i.e. auditors) within
all their dealings must act with honesty, integrity and reliability if they expect public
trust to be placed in them. The accounting profession and the associated professional
bodies have established peer groups that oversee the discipline of members if their
behaviour is not as expected. Penalties imposed by these professional bodies cover sus-
pension of practising licences, fines and termination of membership. In addition,
accountants are also of course subject to the law of the country in which they practice.

IESBA and ethics

The International Federation of Accountants (IFAC) ‘is the global organization
for the accounting profession dedicated to serving the public interest by strengthening
the profession and contributing to the development of strong international
economies’ (IFAC website, accessed 2 March 2013). It comprises the International
Auditing and Assurance Standards Board (IAASB), the International Accounting
Education Standards Board (IAESB), the International Public Sector Accounting
Standards Board (IPSASB) and the International Ethics Standards Board for
Accountants (IESBA).

You can find the IESBA Code of Ethics for Professional Accountants in the Hand-
book of the Code of Ethics for Professional Accountants on the IFAC website. At the
time of writing the latest edition of the IESBA Code and Handbook is from 2012.
The fundamental principles of the Code remain the same as those of the old IFAC
Code of Ethics, which are (para. 100.5):

e Integrity — a professional accountant should be straightforward and honest in
performing professional services.

e Objectivity — a professional accountant should not allow bias, conflict of interest
or undue influence of others to override professional or business judgements.

e Professional competence and due care — a professional accountant has a continu-
ing duty to maintain professional knowledge and skill at the level required to
ensure that a client or employer receives competent professional service based on
current developments. A professional accountant should act diligently and in ac-
cordance with applicable technical and professional standards when providing
professional services. From the above it is apparent that accountants will need to
commit to continuing professional development.

¢ Confidentiality — a professional accountant should respect the confidentiality of
information acquired as a result of professional and business relationships and
should not disclose any such information to third parties without proper and spe-
cific authority unless there is a legal or professional right or duty to disclose. Con-
fidential information acquired as a result of professional and business
relationships should not be used for the personal advantage of the professional
accountant or third parties.

e Professional behaviour — a professional accountant should comply with relevant
laws and regulations and should avoid any action that discredits the profession.

Threats to adherence to the Code The Code, as much else in accounting, is principles-
based not rules-based, and therefore does not provide an extensive set of rules to fol-
low. It considers how threats such as self-interest, self-review, advocacy, familiarity and
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intimidation create the conditions in which people might be tempted to act contrary
to the principles and invites the application of safeguards in the form of institutional
procedural frameworks and personal responses to overcome them. Part B of the Code
deals with such threats in the case of accountants in public practice and Part C of the

Code deals with professional accountants in business.

ACTIVITY 1114

The Code states that: o

e Self-interest threats can occur as a result of the
financial or other interests of an accountant or of
an immediate or close family member.

e |ntimidation can occur when a professional
accountant may be deterred from acting .
objectively by threats, actual or perceived.

Give examples of self-interest threats and intimidation
threats for both accountants in public practice and in
business.

Activity feedback ¢

Self-interest threats could be: °

e afinancial interest in a client or jointly holding a
financial interest with a client o

e undue dependence on total fees from a client
e concern about the possibility of losing a client

e having a close business relationship with a
client

e potential employment with a client °

e contingent fees relating to an assurance
engagement

financial interest, loans or guarantees in the
business

incentive compensation arrangements, e.g.
bonuses

inappropriate personal use of corporate assets
concern over employment security

commercial pressure from outside the
employing organization.

Intimidation threats could be:

threat of dismissal or replacement
threat of litigation

pressure to reduce inappropriately the extent of
the work performed to reduce costs

threat of dismissal or replacement of the
professional accountant in business or a close
or immediate family member over a
disagreement about the application of an
accounting principle or the way in which
financial information is to be reported

a dominant personality attempting to influence
the decision-making process, e.g. with regard
to the awarding of contracts or the application
of an accounting principle.

ACTIVITY 1.15

Identify safeguards to guard against the threats to pro- °
fessional accountants that could be employed in the
workplace. °

Activity feedback
The safeguard examples given by the Code are: o

e the employing organization’s systems of
corporate oversight or other oversight .
structures

the employing organization’s ethics and
conduct programmes

recruitment procedures in the employing
organization emphasizing the importance of
employing high calibre competent staff

strong internal controls
appropriate disciplinary processes

leadership that stresses the importance
of ethical behaviour and the expectation

(Continued)
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ACTIVITY .15 (Continued)

that employees will act in an ethical accountancy bodies provide networks to
manner facilitate this.)

° po/iqies and prt Ogedur es to implement and The Code also includes what might be regarded as
monitor the quality of employee performance the final safeguard:

e f{imely communication of the employing
organization’s policies and procedures,
including any changes to them, to all
employees and appropriate training and
education on such policies and procedures

In circumstances where a professional accountant in
business believes that unethical behaviour or actions
by others will continue to occur within the employing
organization, the professional accountant in business
should consider seeking legal advice. In those

* policies and procedures to empower and extreme situations where all available safeguards
encourage employees to communicate to have been exhausted and it is not possible to reduce
senior levels within the employing organization the threat to an acceptable level a professional
any ethical issues that concern them without accountant in business may conclude that it is appro-
fear of retribution priate to resign from the employing organization.

e consultation with another appropriate
professional accountant. (Several professional

Safeguards to such threats The Code advocates the employment of safeguards to
climinate or reduce the threats to the professional accountant. These safeguards can
be created by the profession, legislation or regulation or can be created within the
workplace.

Acting with sufficient expertise The Introduction outlined the fundamental principles
of the Code. One of these — acting with sufficient expertise — we would like to consider
in a little more detail. This principle requires that the accountant only undertakes
significant tasks for which he/she has, or can obtain, sufficient specific training or
experience. Within the workplace there can be many potential threats to the mainte-
nance of this principle by the accountant.

ACTIVITY 11.16

Identify circumstances that could exist within the workplace ® nadequate resources for the proper
that would threaten the ability of the accountant to perform performance of the duties.
his duties within his given level of expertise. In addition,

identify safeguards that the accountant could employ to Safeguards that may be considered are:

ensure he/she maintains this fundamental principle. e obtaining additional advice or training
e ensuring that there is adequate time available
Activity feedback for performing the relevant duties
The Code gives the following threats: * obtaining assistance from someone with the
e insufficient time for properly performing or necessary expertise
completing the relevant duties e consulting where appropriate, with superiors,
* incomplete, restricted or otherwise independent experts, and a relevant
inadequate information for performing the professional body.
duties properly

The final safeguard is, of course, to refuse to perform
e nsufficient experience, training and/or the task/duties but remember to communicate to your
education superiors the reasons for the refusal.
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ACTIVITY 11a7

Brief case study Activity feedback

The fundamental principles involved in this scenario are
integrity, professional competence and due care, and
professional behaviour.

The threat is intimidation.

A suitable course of action would be to explain,
politely, to your manager that you do not have sufficient
time to complete the work before your study leave; that if
you do undertake the work you will need suitable supervi-
sion; and that you will of course complete the work when
you return from study leave. If this action does not resolve
the issue you must obtain advice from a senior colleague
or from your professional body.

(Adapted — CIPFA ethics code case studies)

You are a second-year trainee accountant about to go on
study leave. Your manager asks you to complete some
complicated reconciliation work before your study leave
commences as your senior colleague who was due to do
the work is on long-term sick leave. You feel the deadline
given for the complicated task is unrealistic. You also do
not feel sufficiently experienced to complete the work.
You have asked your manager for additional supervision
to complete the work but this has been refused. Your
manager reiterates that he expects the work to be com-
pleted before you can take your study leave.

State which principles of the Ethical Code you think
the above scenario brings into question, what threats
exist and the action you would take to resolve the issue.

SUMMARY

We have considered the issue of corporate governance within this chapter and
identified that the principles of corporate governance are evolutionary and will
need to be reviewed in the light of significant changes in worldwide financial
markets. As the OECD (2004) states in its Principles of Corporate Governance:

To remain competitive in a changing world, corporations must innovate
and adapt their corporate governance practices so that they can meet new
demands and grasp new opportunities. Similarly, governments have an im-
portant responsibility for shaping an effective regulatory framework that
provides for sufficient flexibility to allow markets to function effectively and
to respond to expectations of shareholders and other stakeholders.

There is a school of thought that more information is always, provided it is
properly presented, a good thing. The list of possibilities is aimost endless as we have hopefully indicated in this
chapter. But there is a danger that the purpose of the whole operation becomes lost. We need to provide informa-
tion that is useful to the typical user. What evidence there is tends to suggest that many users are not able to
understand the information they are already getting. It could be argued that the priority for accountants should be
to improve their ability to communicate understanding, rather than to increase the detail and complexity of their
reports. Is the graph or the pie chart more useful than the beautifully balanced balance sheet? Is the ‘chatty’ chair-
man’s statement of more use than the precisely detailed and carefully audited accounts and voluminous notes?
Is the CSR report of more use than the segmental report even if it does lack a degree of reliability? And how can
we audit this CSR report? How will we verify information on the Internet and that provided through the use of new
digital languages? These are all questions that the accounting profession will need to answer.

In this chapter we have outlined a wide variety of possible developments and extensions to the account-
ing framework and reporting practice. All involve additional effort and therefore additional cost. But if the
advantages to some users or potential users outweigh those costs, then we should perhaps produce them.

Whatever additional statements accountants become involved in preparing or verifying, they will need to be
trusted by all users and our ethical behaviour will become a powerful means of creating confidence in the busi-
ness world. It is essential that you as a student of financial reporting understand and are guided by the funda-
mental principles of the IESBA Code of Ethics so that the accountant retains a position of trust within society.
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Suggested answers to exercises marked v are to be found on our dedicated CourseMate platform

for students.
Suggested answers to the remaining exercises are to be found on the Instructor online support
resources.

1 Using the annual report of any entity of your choice, discuss whether the information provided
therein is of use to users.

2 For the same entity identify what, if any, additional information you as a potential shareholder
would have wished to be available and what use you would make of the information.

3 Using the information given in Activity 11.7 in respect of Bayer's value added statement,
identify possible conclusions that could be drawn in respect of Bayer's performance for the
year and any caveats you would place on these conclusions.

4 Using the management report from any entity of your choice, identify all information it contains
relevant to employees and discuss the importance of this information to the employees of the
entity.

5 Critically appraise the following statement: ‘All information provided by an entity in addition to
that required by country law is potentially misleading to users.’

v 6 Discuss the need for entities to provide additional information to users.
v 7 ldentify the potential drawbacks of entities providing additional information and suggest
possible means of overcoming these drawbacks.

8 Inthe last analysis, financial reporting is about numbers. Discuss.

9 ‘When users are asked what they want from corporate environmental statements, there
appears to be the usual mix of that which is deliverable, that which would be nice if only the
accountants could find a way of delivering it, and that which will never be deliverable —
available or not — because of commercial sensitivity’ (Adams, 1994, 16). Is this pessimistic or
realistic today? Discuss and illustrate.

10 Appraise the development of corporate governance in meeting the needs of business and its
stakeholders in the twenty-first century.

11 Identify the recent developments in corporate social reporting and evaluate the effect such
reporting has on alleviating social and environmental problems.

12 Identify the fundamental ethical principles that professional accountants must abide by and

the threats they may be subject to in their working environment.



BASICS OF INTERPRETATION OF
FINANCIAL STATEMENTS

OBJECTIVES After studying this chapter you should be able to:

o identify the needs of users wishing to make use of accounting
information

e explain the technique of ratio analysis and calculate appropriate ratios
e explain what each of the ratios means and discuss their limitations

o identify additional information that users may require to aid their
analysis.

INTRODUCTION

We will be concerned in Parts Two and Three of this book with the provision of
financial information to users which presents a true and fair view of the entity. Users
will use this information to gain some insight as to the reporting entity’s stability,
performance, future prospects and/or whatever else may interest them.

In this chapter we will introduce the basic instruments of financial statement analy-
sis. The presentation of these topics will enable you to understand the discussion on
financial statement analysis in Part Four of this book. If you have already mastered the
basics of ratio analysis and interpretation of financial statements, you can skip this
chapter and continue on to Part Two of the book.
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ACCOUNTING INFORMATION AND USERS

Financial statements provide valuable information for both the owners of the business
and any potential owners/investors, and for other stakeholders of the company. In
Chapter 1 we identified the users of accounting information and their differing needs
(see Activity 1.1).

ACTIVITY 121

In its preface to the conceptual framework, the IASB
gives a list of examples of different economic decisions
which are made by users on the basis of the financial
statements of a company. Consider the following list of
examples of economic decisions. Try to figure out which
group of users will be especially interested in each eco-

Activity feedback

The decisions listed in (a) and (b) will be taken by owners
of the company and potential owners. Among the owners
of the company we can distinguish different groups of own-
ers, such as shareholders with small amounts of shares, or
large institutional investors such as pension funds.

nomic decision: The decision listed in (c) will be an issue of concern
to owners, but also to the creditors of the company and
the employees. In a number of countries, including
France, Germany and Belgium, the law prescribes that fi-
nancial information should be provided in specific for-
mats to the workforce. To make sure that the information
is reliable, auditors have to certify the economics and fi-
nancial information provided to the employees by corpo-
rate management. Decision (d) will concern especially
the suppliers of long-term credit to the company. Deci-
sion (e) is important for owners as well as for the govern-
ment. Owners try to establish the most favourable tax
regime for their operations. Decisions (f), (g) and (h) refer
to governmental decisions or decisions of regulatory
authorities. These governmental or regulatory bodies can
be national or supranational.

(a) deciding when to buy, hold or sell an equity
investment

(b) assessing the stewardship or accountability of
management

(c) assessing the ability of the entity to pay and
provide other benefits to its employees

(d) assessing the security for amounts lent to the
entity

(e) determining taxation policies

() determining distributable profits and dividends

(9) preparing and using national income statistics, or

(h) regulating the activities of entities.

Financial statement data serve as an input to these economic decisions of the different
stakeholders of the company. The financial statements provide information on the finan-
cial position, the changes in the financial position and the performance of the company.
These financial data are more appropriate for certain economic decisions than for others.
For example, regulatory authorities will probably have to combine financial statement
data with other data for their decision-making process. Regulatory authorities oversee-
ing the competition in certain industries will also need to collect data on market shares
or pricing policies of the different companies. So financial as well as non-financial data
from other sources will be added to financial statement data in order to make decisions.

The analysis of the economic decisions carried out in Activity 12.1 indicates that it
is possible to identify three general areas of interest in which users’ needs and objec-
tives may lie.

Although all the information needs of users cannot be met solely by financial state-
ment data, there are needs that are common to all interested parties. The first two
items below might interest a wide group of users. The third need relates to owners
and potential owners:

e Financial status— Can the business pay its way in the short-term as well as in the
long-term, so is it in fact Zquid and solvent?



o Performance — How successtul is the business? Is it making a reasonable profit? Is
it utilizing its assets to the fullest? Is it in fact profitable and efficient?

e [nvestment — s the business a suitable investment for shareholders, or would
returns be greater if they invested elsewhere? Is it a good investment?

BENCHMARKING

These three general areas of interest require answers to questions which are subjective in
nature, not objective. For instance, how do we judge whether a profit is reasonable? We
could do so by comparing current profit or income to profit or income made in previous
years or to profit or income made by other businesses. In other words, we use benchmarks
against which we compare current performance, financial status and investment potential.
However, we need to take great care in carrying out this benchmarking so that we do not
invalidate the results. Consider, for example, your opinion of the disco you attended last
night. You may think it was the best disco you have ever attended; your friend may think it
was the worst night out he or she ever had. This is because the experiences/benchmarks
you each have are different and you are making a subjective judgement on how the current
disco compares with those you previously attended. Thus, in setting benchmarks against
which we can compare a company, we must be aware of the limitations of this comparison.

First we need to identify benchmarks/indicators we can use; then we need to con-
sider their limitations. Four possible benchmarks are:

e past period achievements
* budgeted achievements
e other businesses’ achievements

e averages of businesses’ achievements in the same area.

ACTIVITY 12.2

Identify for each indicator above its uses and limitations. e Other businesses

BENCHMARKING

Activity feedback

e Past periods

Uses — To identify whether current activity is
better or worse than previous periods.

Limitations — External factors may have
influenced activity levels, e.g. public
awareness of environmental issues may have
necessitated a change in manufacturing
process leading to increased costs.

® Budgets
Uses — Has current activity matched planned
activity?

Limitations — The budget may not be a valid
standard of performance, e.g. underlying
assumptions may have been unrealistic or set
at too high a level.

Uses — Is our business performing as well?

Limitations — Businesses may not be truly
comparable with regard to size and type, e.g.
grocery sole trader compared to supermarket;
manufacturer compared to retailer.

External factors may affect one business,
e.g. lengthy strike.

Accounting policies and bases on which
accounting information is prepared may be
different, e.g. stock valuations, depreciation,
historical cost or revalued amount, treatment
of research and development, treatment of
goodwill.

® [ndustry averages have uses and limitations

very similar to those of other businesses.
Additionally, an average is simply that —an
average which takes account of the best and
the worst.
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Each of the four benchmarks identified are commonly used in assessing business
status, performance and potential, but interpretation of accounts is highly subjective
and requires skilled judgement, bearing in mind the limitations of these benchmarks.

In Part Four of this book we will discuss further the pitfalls in the interpretation of
the information included in the annual accounts of a company. We will also study the
techniques of industry analysis and horizontal and vertical analysis (= trend analysis
and common size analysis). In this chapter we will concentrate on the techniques of
analysis which can be applied to financial statements without elaborating further on
the issues of the benchmarks.

TECHNIQUE OF RATIO ANALYSIS

Financial statements identify for us a multitude of figures, for example profit or income
before tax, gross profit, total of fixed assets and net current assets. However, these fig-
ures do not mean very much unless we can compare them to something else. For
example, looking at a set of financial statements for a high street retailer may tell us
that profit before tax is £3 million, but will not tell us if this is a good profit. It will
probably be more than the profit of a sole trader in the same industry, but does it
mean that the high street retailer is performing better? Now look at Activity 12.3.

ACTIVITY 12.3

You have £1150 to invest and discover that type 1 invest-
ment will provide interest of £68 per annum and type 2
investment will provide a single interest payment of £341
after five years. Which investment would you choose,
assuming no compound interest and no change in the
value of the pound?

Activity feedback
Investment 1 provides a return of 68/1150 = 5.91 per
cent per annum. Investment 2 provides a return of 68.2/

1150 = 5.93 per cent per annum. Thus, investment 2 pro-
vides the highest return. In the above example we com-
pared the return with the amount invested and expressed
the figures in the same units — percentage per annum.
We were then able to identify which investment provided
the better return.

What we did in Activity 12.3 was calculate a ratio. We will illustrate in the remain-
der of this chapter how different ratios can be calculated in order to help solve the
three information needs mentioned above and facilitate the decision-making process
of the different stakeholders of the company.

The next section identifies which figures in a set of financial statements it would be
useful to compare to evaluate financial status, performance and investment potential
of a business. The financial statements used are those of Serendipity plc, which are
reproduced below.

The layout and format of these financial statements is not the layout put forward in
IAS 1. Note for simplicity of illustration the format below does not prescribe to IAS 1.
The information provided in relation to the company Serendipity relates to the com-
ponents which determine the profit or loss of the period. We will not include elements
of other comprehensive income for the period in this example.



Sales
Opening inventory
Purchases

Closing inventory
Cost of goods sold
Gross profit

Wages and salaries
Depreciation
Debenture interest
Other expenses
Net profit before tax
Taxation

Net profit after tax
Proposed dividend

Retained profit for year

Assets
Non-current assets
Current assets
Inventories
Debtors

Bank

Total current assets
Total assets

Equity

Share capital
Retained earnings

Non-current liabilities

10% debentures
Current liabilities
Creditors

Taxation

Proposed dividends

Total current liabilities
Total equity and liabilities

Serendipity income statement

Year-ended 31.12.X4

£000

31
405
436

47

78
16

54

31.12.x4
£000 £000
280
47
70
39
156
436
365
272
93
39
16
16
71
436

£000
584

389
195

148
47
16

31
16

15

TECHNIQUE OF RATIO ANALYSIS

Year-ended 31.12.X5

Serendipity Statement of Financial Position

£000 £000
972
47
700
747
62
685
287
101
31
8
62 202
85
39
46
23
23
31.12.X5
£000 £000
428
62
156
16
234
662
411
295
116
80
80
109
39
23
171
662

Strictly speaking in IAS jargon, current and non-current refers to the fact whether
or not an asset will be expected to be realized in, or is intended for sale or consump-
tion in, the entity’s normal operation cycle (IAS 1, para. 66 (a)) and a liability is
expected to be settled in the entity’s normal operating cycle or due to be settled within
12 months (IAS 1, para. 69 (a) and (c)). Net current assets are current assets minus

current liabilities.
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In the format of the previous statement of financial position, total assets and total
equity and liabilities are presented separately.

With regard to the income statement, the information on the changes in inventory
levels and purchases will be provided in the notes to the accounts. On the face of an
IAS income statement itself, you might only find the costs of goods sold which is cal-
culated by combining the changes in inventory levels together with the purchases.

The ratios which will be introduced to you in the following sections are calculated
with information found either on the face of the statement of financial position or on
the face of the income statement or in the notes to the accounts.

Before beginning any ratio analysis it is useful to look at the accounts and identify
any changes from one year to the next (see Activity 12.4).

ACTIVITY 12.4

Compare and contrast each item on the statement of fi-
nancial position and the income statement of Serendipity
plc with the figure for the previous year. Note five points
of interest from this comparison.

Activity feedback
You should have identified five from the following:

e sales have increased in X5

e cost of sales has increased

expenses have increased

profit after tax has increased by 50 per cent
fixed assets have increased substantially
net current assets have reduced

shares and debentures have been increased
in X5.

Having identified various points of interest in Activity 12.4 we are now ready to carry
out the ratio analysis. We will start with those ratios that are helpful in deciding whether
or not a business is successful and whether or not it is operated in an efficient way.

Performance
The first ratio to be considered in this respect is ‘return on capital employed’ (ROCE):

Profit before taxation and long-term loan interest

ROCE =
Net assets (Equity + Long-term debt)

This ratio identifies how much profit the business has made from the capital
invested in it and answers the question: Would the owners be better oft selling the
business and placing the proceeds in a bank deposit account?

In fact this ratio measures the return on investment. The question, however, is: What
amount do we need to consider as invested capital? In the ROCE ratio above, net assets
or equity with long-term debt is used as denominator. One could also use the total
assets instead of net assets as a denominator. In the latter ratio we assume that all assets
contribute to the profit of the company. Further, the ratio ‘return on assets’ (ROA) is
not influenced by the financial structure of the company, whereas the ROCE ratio is to
a certain extent, namely the trade-off between short-term and long-term financing. In
the literature and in practice both ratios are used (ROA and ROCE).

Profit before taxation + Interest

ROA =
Total assets
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ACTIVITY 12.5

Calculate the ROCE and ROA for Serendipity plc for X4 This ratio has increased from X4 to X5 indicating an

and X5. increase in profitability of the business.
Activity feedback
X4 X5
ROCE 47/365 = 12.87% 93/491 = 18.9%
ROA 47/436 = 10.77% 93/662 = 14.04%

But where has this increased profitability come from? Is it because the business has
increased sale prices or reduced expenses — that is, increased net profit margins — or is it
because the business has increased the volume of trade compared to the capital employed?

In the following we continue with the ROCE ratio; the sub-analysis of the ROA
ratio proceeds in exactly the same way and the interpretations are similar. The only
difference is that capital employed is substituted by total assets, and in those
circumstances, where one needs to take into account the interest expense, interest
expense on short-term liabilities should be added to the interest expense which relates
to long-term liabilities.

These two questions can be expressed as ratios as follows:

Profit before tax and Long-term interest

Net profit margin =
P 9 Sales

Sales

Vol f trade =
olume ot frade Capital employed

Calculating these two ratios for Serendipity plc we have:

X4 X5
Net profit margin 47/584 = 8% 93,/972 =9.6%

Net profit margin has increased indicating benefit gained from control of expenses
or increased sale prices. An answer to that question will be given later on, with the help
of other ratios:

Volume of trade  584/365 =1.6 972/491 = 1.98
times times

This indicates that Serendipity plc is earning more sales per pound of net assets or
capital employed in X5 than X4.
The three ratios we have looked at so far have the following relationship:

ROCE = Margin X Volume
Profit _ Profit Sales
Capital employed Sales = Capital employed

This relationship can be shown as a family tree:

ROCE
|
|

(Profit before tax + Long-term interest)/Sales Sales/Capital employed
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This family tree can be expanded and will provide a framework for the analysis of

the performance and efficiency of the company. For example:

Net profit/Sales = Gross profit/Sales — Expenses/Sales

whereby,

Gross profit = Sales — Cost of goods sold

or, in brief:

Sales/capital employed can be inverted to capital employed/sales, which is the

GP E

S S

value of assets held per pound of sales, and then expanded to:

Fixed assets/Sales + Net current assets/Sales

or, in brief:

Calculate these four further ratios for Serendipity plc and
interpret them.

Activity feedback

X4 X5
Gross profit margin  195/584 = 33.3% 287/972 = 29.5%

This demonstrates a reduction in gross profit.

This could be due to several reasons. First of all, we
observe an increase in the relative cost of goods sold/
sales. This percentage has increased from X4 to X5:

X4 X5
Cost of good sold/  389/584 =66% 685/972 = 70%

sales

This could point at an inflation in the price of pur-
chased goods or less efficient negotiations from the
purchase department.

Another element could be that there is a decrease in
sale prices which has generated more sales and a result-
ing increase in cost of goods sold:

X4 X5

Expenses/sales 148/584 = 25.3% 194/972 = 20%

E+NCA
S S

ACTIVITY 12.6

This has decreased from X4 to X5 indicating a better
control of all other expenses:

FAIS 280/584 = 0.48  428/972 = 0.44

If we invert the above, then for X4 we have 2.08 and
for X5 2.27; that is, fixed assets have generated 2.08
times their value in sales in X4 and 2.27 times their value
in sales in X5.

Fixed assets are earning more sales or are operated
in a much more efficient way:

NCA/S 85/584 = 0.15 63/972 = 0.06

Inverting gives X4 6.87 and X5 15.4.

Net current assets are also earning more sales in X5
than X4.

So, all assets are used more efficiently in X5. Thus,
we observe that the overall increase in profitability is pos-
itively influenced by the efficient use of the fixed assets
and net current assets in X5, and the control of all
expense except the cost of goods sold. The profitability
was negatively influenced by the decrease in the gross
profit margin.
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The family tree of ratios, or pyramid, now looks like this:

ROCE level 1

[ I I
NP /S S/CE level 2
GP/S E/S S/FA S/ NCA level 3

The pyramid can be extended to level 4 by comparing individual expenses to sales
and breaking down the fixed assets and net current assets into their constituent parts:

E/S

I I I I I
E1/S E2/A  E3/S E4/S E5/S

S/FA
I I I
S /land and buildings S/ equipment S/ vehicles
S/NCA
I | I
S/CA S/CL
I | I | I
S /inventory S/ debtors S/ creditors

However, as inventory is recorded at cost, not selling price, then a more
appropriate ratio than sale/inventory would be cost of goods sold /inventory, and as
creditors relates to goods purchased on credit it would be better to look at credit
purchases/creditors. Lastly sales/debtors would be more appropriate to credit sales/
debtors.

Tllustration 1 demonstrates the calculation and interpretation of these level 4 ratios.

ILLUSTRATION

The following information is provided for TAX Ltd as at 31 Cost of goods sold/inventory = 220/50 = 4.4; that is,
December 20X4: 4.4 times the average inventory level has been used in
cost of goods sold for the year. This could be written

£000 more simply as: inventory is turned over every 83 days,
Cost of goods sold 220 i.c. 365/4.4 — 83 days.
Average inventory for the year 50
Trade creditors 86
Credit purchases 216
Trade debtors 96

Credit sales 284
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The ratio is therefore:

Average inventory

X 365
Cost of goods sold

The lower the ratio, the more efficiently the company is operated. A low ratio
means that investment is only tied up in non-income-generating investments for a
short period. What is meant by a high ratio or a low ratio is dependent on the industry
(see Part 4 of this book). These ratios, as with many other ratios, have industry-specific
outcomes. Inventory days will be much higher in the steel industry than in industries
which sell perishable goods.

The debtors’ and creditors’ ratios are written as:

Trade debtors

365
Credit sales
which will tell us on average how long it takes debtors to pay:

Trade creditors
Credit purchases

365

which will tell us how long on average it takes the business to pay its creditors.
The information provided above does not give a tigure for credit sales or credit pur-
chases, therefore we will have to use total sales and total purchases as an approximation:

Debtors’ period = 96 X 365/284 = 123 days
Creditors’ period = 86 X 365/216 = 145 days

Whether or not these level 4 ratios should be calculated when carrying out a ratio
analysis will depend upon the information produced at previous levels. For example,
when considering Serendipity plc we noted a marked improvement in the efficiency of
net current assets; therefore, calculating the fourth level ratios may tell us where this
improvement came from (see Activity 12.7).

ACTIVITY 12.7

Calculate inventory, debtor and creditor turnover periods
for Serendipity plc and interpret them.

Activity feedback
X4 X5
Inventory turnover (31 + 47)/2 x (47 + 62)/2 x
365/389 365/685
Number of inventory days 36.6 days 29 days

Thus, inventory is being turned over quicker in X5, dem-
onstrating greater efficiency.

70/584 x 365 156/972 x 365
44 days 58 days

Debtors’ turnover period

Thus, debtors have been allowed (or have taken) 14
more days on average in X5 than X4 in which to pay their

debts to the business. This could possibly indicate that
Serendipity plc is losing control of its debtor collection, or
that it has purposely allowed debtors more time to pay so
as to encourage more sales.

Creditors’ turnover period 39/405 x 365 109/700 x 365
35 days 57 days

(Note that cost of goods sold could be used as a sub-
stitute for purchases, if the financial statements do not
provide a figure for purchases.) This indicates that Seren-
dipity plc is taking longer to pay its suppliers — 22 days
longer. This may damage relations with suppliers if
Serendipity does not take care, but also demonstrates
how Serendipity is using creditors to finance its business
operations. A balance has to be struck within this
dichotomy.
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Within the analysis of Serendipity plc at level 3 there was also a benefit gained from
control of expenses. Therefore fourth level analysis here would also be beneficial (see
Activity 12.8).

ACTIVITY 12.8

Calculate ratios of wages, depreciation and other

: - Depreciation/sales  16/584 =2.7% 31/972 =3.2%
expenses to sales and interpret them for Serendipity plc.

Depreciation has marginally increased as a propor-
Activity feedback tion of sales. This may be due to an increase in assets.

X4 X5 Other expenses/Sales 54/584 = 9.3% 62/972 = 6.4%
Wages/sales 78/584 =13.3% 101/972 = 10.4%

This indicates that the amount of wages expended to
generate £1 of sales has been reduced.

Other expenses have also been controlled as a percentage of sales. These three
ratios, as we saw carlier, when combined gave an increase in profit margin — increased
profitability. The pyramid also demonstrates that the ratios on the left-hand side
show profitability and those on the right-hand side show efficiency in the use of assets.
Before moving on to consider financial status within ratio analysis, we need to take
another look at the first ratio on the pyramid — ROCE. Capital employed consists of
shareholder funds — that is share capital and reserves — and long-term debt, for exam-
ple debentures. In the example of Serendipity plc ROCE was:

X4 12.87%
X5 18.9%

However, the debentures in X5 only required a return to be paid to the holders
of 10 per cent, even though the capital invested (£10 000) earned 18.9 per cent.
The earnings over and above the 10 per cent will then accrue to the shareholders
and their return will be increased beyond the 18.9 per cent that the total capital
earned. This phenomenon can be demonstrated by calculating the ratio of return on

equity:
Profit before tax, but after interest

ROE =
Shareholders’ equity (or owners’ equity)
X4 X5
47/365 = 12.88% 85/411 = 20.68%

The shareholders have increased their earnings in the business partly due to the
benefit gained by borrowing at a lower rate of return than the business is earning.
However, the converse can also occur! Note that ROCE and ROE were both the
same in X4 as there was no long-term debt.

Whereas ROCE or ROA provides an answer to the question of whether the busi-
ness is worthwhile to invest in, the ROE ratio takes the perspective of the shareholder
and tries to answer the question of whether the investment in the share capital of the
company is beneficial for the owners of the shares.
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ACTIVITY 12.9

Given the following information, calculate ROCE and  Activity feedback

ROE for Knight Ltd for X4 and X5.

Profit before tax
Interest charged
Capital employed
Long-term debt

ROCE 90/1250 = 7.2% 95/1280 = 7.4%
X4 X5 ROE 80/1150 = 7% 85/1180 =7.2%
£ £ The return on capital employed made in each year is 7.2
80 85 per cent and 7.4 per cent, but the return payable to the
10 10 long-term debt holders is 10 per cent in both years.
1250 1280 Therefore the return available to the shareholders
100 100 reduces to 7 per cent and 7.2 per cent.

This is the opposite of the Serendipity case. Attracting external funds on which inter-
est needs to be paid irrespective of the result of the company might be beneficial for the
sharcholders if ROA is higher than the interest rate paid by the firm on its debt. It is
detrimental for the shareholders it ROA is lower than the interest rate paid by the firm
on its debt. We need to compare ROCE with the interest paid on long-term debt.

After the discussion of the ratios which could help in determining whether or not a
company is successful and operated in an efficient way, we turn our attention to the
information needs in relation to the financial status of the company. The following
questions will be asked by the interested parties:

1 Can the business pay its way? Is it liquid?

2 Has the company the ability to repay its debt? What is the security for the
amounts lent to the company?

FINANCIAL STATUS

It is essential for a business to be able to pay its debts as and when they fall due, other-
wise its chances of remaining in operation become remote. Thus, there is a need
to analyze the assets available to meet liabilities. This can be done in the short-,
medium- and long-term since some debt will have to be repaid on short notice and
other amounts will only fall due in the distant future.

Within the group of ratios which analyze the financial structure of the company, we
distinguish on the one hand the liquidity ratios which are used to assess the company’s
ability to meet its short-term obligations. On the other we have the group of solvency
ratios which concentrate on the question whether or not a company will repay its debt
in the long-term.

Liquidity ratios

Liquidity refers to the capacity of a company to generate liquidity from its current
operations to repay its current debt. Therefore, ratios concentrating on the liquidity
question will focus on the current assets or short-term assets and the current or short-
term liabilities of the firm. The first liquidity ratio is the current ratio:

Current assets
Current liabilities



In most industries this ratio needs to be higher than one in order to indicate that
no liquidity problem will arise. However, within the current assets there are items
which might not be realizable in the very short-term, for example inventory items that
are damaged. Therefore, there is a second liquidity ratio, the quick ratio or the acid
test ratio:

Current assets — Inventory
Current liabilities

The acid test is often called the short-term liquidity test and the current ratio the
medium-term liquidity test.

Solvency

Solvency ratios try to measure the risk involved in the repayment of debt and the abil-
ity of a company to meet its debt in the long-run. A key element in this respect is the
capital structure of the firm. Companies have two main resources of funds, namely
debt and equity. Each has different well-known characteristics (e.g. fixed versus
variable rewards, fixed repayment schedules versus repayment when the company
liquidates). The financial risk or financial strength of a company is measured by ratios
which relate debt to equity. The most commonly used ratio worldwide in this respect
is the debt/equity ratio. A high debt/equity ratio implies higher financial risk, since a
higher ratio points at higher interest charges and a wider exposure to possible interest
changes. Further, debt needs to be repaid often at a fixed date irrespective of whether
or not the company has sufficient funds available. Several alterations can be made to
the numerator and the denominator of this ratio in relation to the focus of the analysis,
for example:
Debt Long-term debt

— or
Equity Equity

The ratios mentioned above are often called gearing ratios.

Debt o Equity
Equity + Debt Equity + Debt

The interest cover ratio is a ratio which indicates the safety margin between profits
generated and interest charges and is calculated as follows:

Net profit before interest and taxes
Total interest charges

Whether or not a company is able to repay its debt in the long-term depends on the
ability of the company to generate cash flow from operations, from the disposal
of assets or from external funding. The future cash flow generating capacity of a com-
pany can be estimated on the basis of the current cash flow. Whether or not a
company will dispose of'its assets depends on its strategy and the role of these assets in
implementing the strategy. The possibility to attract external funds will depend on
the appreciation of the company by the capital markets and the suppliers of the long-
term and short-term credit. These items will be explained further in Part Four of
this book.

FINANCIAL STATUS
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Calculate the two liquidity ratios, the gearing ratio, the in-
terest cover ratio, the debt/equity ratio and the debt/
(equity + debt) ratio for Serendipity plc and interpret
them.

Activity feedback
X4 X5
Acid tost 15647 109 234-62 172
71 71 171 171

expressed as, 1.5:1 1:1

The ratio has decreased from X4 to X5 quite consider-
ably, but there are still plenty of liquid assets. The ratio
will need careful monitoring to control this downward
trend.

Current ratio 156/71 = 2.2:1 234171 =1.4:1

Again, this ratio has been substantially reduced but
still appears adequate. Monitoring of this downward
trend is again required.

ACTIVITY 12.10

Gearing ratio not relevant 80/411 =19.5%

This is low and we would consider this company low
geared. If a company is high geared, then it may have
difficulty meeting the required interest payments. How-
ever, this needs to be interpreted not only within the spe-
cific industry context, but also within the national
environment (more on these items in Part Four).

Debt/Equity 71/365 = 19.45% 251/411=61.07%
Debt/Equity + 71/436 = 16.28%  251/662 = 37.91%
Debt

We notice a deterioration of the financial structure.

Interest cover not relevant (85+8)8=12

In X5 the profit covered the required interest pay-
ment 12 times, indicating no immediate problem for
Serendipity plc. Notice how consideration of all four ratios
helped to build up a picture of the financial status of
Serendipity plc.

The last grouping of ratios we will discuss in this chapter relate specifically to the
information needs of current and potential shareholders. This group is especially inter-
ested in finding out whether or not the investment they make, or intend to make, in a
company is a profitable investment compared to other investment possibilities they
have (e.g. buying shares in other companies subscribing to debentures or putting their
money into a savings account).

Investment potential

Before looking in detail at investment ratios, it is useful to carry out some practical
research.

ACTIVITY 12.11

Activity feedback
Your list possibly includes the following:

Obtain a fairly recent copy of a financial newspaper (e.g.
The Wall Street Journal or The Financial Times, or the
equivalent in your own country). Look up the share infor-

mation service and make a note of the data provided for * LOOK valle per share compared witfi market

each company. Also read the ‘company news section’ ei- value per share
ther in a financial newspaper or any other quality news- * net dividend
paper, and note down any ratios or indicators used to e dividend cover

evaluate the companies. )
e earnings per share (EPS)

e gross dividend yield

e price/earnings ratio.

We will look at each of these ratios in turn.



Book value per share This is the ordinary sharcholders’ equity/number of shares. This
book value is the value each share would have if the company’s assets and liabilities
were sold at their balance sheet or statement of financial position (book) value. The
market value is the price a potential shareholder is willing to pay to acquire a share in
the company. Comparing these two values identifies whether the market values the
company at more or less than its book value.

Net dividend This is the amount of dividend declared in any one year per share which
equals paid and proposed dividends divided by the number of shares. People invest in
shares for one of two reasons: either to earn dividends or to earn capital growth in the
value of the share, or both. The level of dividend and its comparison with previous
years is generally regarded as an important indicator of future expectations. However,
one danger with this comparison is that dividends are not necessarily just paid out of
the current year’s earnings, but can be paid out of retained earnings. It is, therefore,
important to look at dividend cover in any one year.

Dividend cover

Net profit available to ordinary shareholders
Total ordinary dividend

ACTIVITY 12.12

The following information is available in respect of Kit plc: Dividend per

ordinary share 12p

FINANCIAL STATUS

10p

X4 = Dividend cover 257 500/277 800 231 900/240 300
£ £
) ) 0.93 0.97
Ordinary shares issued £1 1875000 1 875000
8% preference shares £1 660 000 660 000 Thus the dividend per share has reduced from X4 to X5,
Dividend ordinary shares 225000 187 500 but the dividend cover has improved. However, this divi-
Net profit after tax 257 500 231900 dend cover is less than one which indicates that the com-

Calculate dividend per share in pence for both prefer-
ence and ordinary shares, and dividend cover.

pany is not earning enough in either year to pay the
dividend, and is therefore using past earnings retained to
fund the dividend payment. This may be a danger sign

. for potential investors.
Activity feedback
Dividend per
preference share 8p 8p

Earnings per share This is another indicator used widely by the investment community.
It represents the amount of profit available to ordinary shareholders the company has
carned during the year for each ordinary share. We will provide more information on
this ratio when we discuss IAS 33 ‘Earnings per share” in Chapter 25.

For the example of Kit plc (see Activity 12.12), the /in X4 is 204 700,/1 875 000 =
10.9p andin X5is 179 100/1 875 000 = 9.6p.

Gross dividend yield This is calculated using the formula:

Gross dividend
Market price of ordinary share
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Shareholders may be willing to accept a low gross dividend yield if there is a greater
than average capital growth in share value expected or if the company is a safe invest-
ment. Gross dividend is calculated by grossing up the dividend declared in the
accounts for basic rate taxation as dividends are always declared and paid net of basic
income tax.

For example, in the case of Kit plc if the basic rate of tax is 20 per cent, then the
gross dividend is:

X4 X5
225 000,/80% 187 500,/80%

281 250 234 375

or per share, 15p 12.5p
If the market value per share for Kit was £1.75 in X4 and £1.82 in X5, then the

gross dividend yield is:

15/175 12.5/182

8.6% 6.9%

Price/Earnings (PE) Ratio The formula for this is:

Market price per share
Earnings per share

For Kit this is:

175/10.9 182/9.6
16.1 19

Like the dividend vyield, the PE ratio will change as the market price per share
changes. It represents the market’s view of the growth potential of the companys, its
dividend policy and the degree of risk involved in the investment. In general, a high
PE indicates that the market has a high/good opinion of these factors, a low PE a
low/poor opinion. Another way of looking at the PE is that it represents the number
of years’ earnings it is necessary to have at the current rate to recover the price paid for
the share. For Kit plc this was 19 years at the X5 rate of earnings.

In the discussion of the ratios we have covered the three principal areas in which
users need information to make economic decisions (profitability, financial status and
investment potential). More ratios and evaluation concepts (like economic value
added and total shareholder return) are introduced in Chapter 32 “Techniques of Fi-
nancial Analysis’. Although financial statement data represent an important source of
information, they have to be interpreted with caution and must be combined with
additional information to make sound business decisions. The pitfalls in ratio analysis
will be discussed further in Part Four of this book, as well as an analysis of the
additional information needed. To provide an idea on this additional information, sece
Activity 12.13.

ADDITIONAL INFORMATION

Ratio analysis is a tool that aids the user in building up an overall picture of the
condition/state of a business entity. Other information can help to fill in more of this
picture.



ADDITIONAL INFORMATION

ACTIVITY 12.13

Identify additional information that you would like when e forecast business plans in the form of budgets
undertaking a ratio analysis of a company. and cash flows.

e |nformation in respect of the quality of goods

Activity feedback and services and other factors affecting the

) assessment of goodwill in the business.
Inflation effects on the company.

. . » e |ndustrial averages of ratios.
Does the statement of financial position

represent the position of the business  Differences in accounting policies between
throughout the year or just at the year-end? businesses.

Cash flow throughout the year.

Much of the information in Activity 12.13 will not be available to all users. For
example, it would be very difficult, probably impossible, for a potential investor to
obtain detailed information in respect of future plans of the business apart from that
disclosed in the directors’ report in the financial statements.

SUMMARY

This chapter has considered the users of the financial statements and
their needs. We identified a tool — ratio analysis — in an attempt to meet these
needs. We have illustrated how individual components of the statement of
financial position, the income statement and the notes can be used in
ratio analysis in order to provide useful data for economic decision making.
In this chapter the illustrations of performance, liquidity, solvency and
investment ratios only allowed us to judge whether or not the position of
Serendipity had improved from year X4 to year X5. To make sound business
decisions, however, we need to compare the outcomes of the ratios not only
over a longer time span than just two years, but we also need to compare
with the outcomes of other companies. This will be elaborated further in Part
Four of this book. We continue in Part Two and Part Three with the analysis of the definition, recognition
and measurement of the individual components of the statement of financial position and the income
statement. We will also pay attention to the disclosures in the notes. The choices made in these domains
of definition, recognition and measurement will without doubt influence the outcome of the ratios and sub-
sequently influence the appreciation of the stakeholders of the company with regard to the company’s effi-
ciency, success and financial position.
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Suggested answers to exercises marked v are to be found on our dedicated CourseMate platform
for students.

Suggested answers to the remaining exercises are to be found on the Instructor online support
resources.

v1 The following are extracts from an industrial performance analysis for two groups, Alpha Group
plc and Omega Group plc.
The two groups operate in different industrial sectors and have accordingly adopted different
operating and financial strategies.

Alpha Group plc 20X3 20X2 20X1
£000 £000 £000
Income data
Turnover 20 915 19 036 16 929
Operating profit 1 386 1189 943
Depreciation 299 264 214
Income from investments 23 20 14
Interest payable 95 66 60
Statement of financial position data
Intangible fixed assets 636 660 484
Tangible fixed assets 7213 5 605 4 654
Investments 234 201 148
8 083 6 466 5 286
Stocks 1405 1312 1217
Trade debtors 65 54 57
Cash 97 62 43
Other current assets 1 000 550 700
Total current assets 2 567 1978 2017
Trade creditors 1651 1521 1 381
Overdraft 150 - 160
Short-term loans 300 151 200
Other current liabilities 1371 1271 1008
Total current liabilities 3472 2943 2749
Total assets less current liabilities 7178 5 501 4 554
Creditors: amounts falling due after 904 604 239
more than 1 year
Provisions for liabilities and charges 180 159 158
Minority interests 150 132 130
5944 4 606 4 027
Ordinary shares 3 000 3 000 3 000
Preference shares, redeemable 20X6 2 000 - -
Reserves 944 1 606 1027




Omega Group plc

Income data
Turnover
Operating profit
Depreciation
Income from investments
Interest payable

Statement of financial position data
Intangible fixed assets
Tangible fixed assets
Investments

Stocks

Trade debtors

Cash

Other current assets

Total current assets

Trade creditors

Overdraft

Short-term loans

Other current liabilities

Total current liabilities

Total assets less current liabilities

Creditors: amounts falling due after
more than 1 year

Provisions for liabilities and charges

Minority interests

Ordinary shares

Preference shares, redeemable 20X6

Reserves

Required:

20X3
£000

19 540
620
240

20
720

20X2
£000

15 260
340
220

20
660

—
—
[e)]
(@]

20X1
£000

16 320
220
220

20

EXERCISES

(a) A set of five key ratios of use in monitoring the operational performance of the two groups
over three years. Show clearly your workings and justify the definitions of the inputs to your

ratio calculations.

(b) A set of three key ratios of use in monitoring the financial structure of the two groups over
three years. Show clearly your workings and justify the definitions of the inputs to your ratio

calculations.

(c) Identify the contrasting operating and financing strategies of the two groups as revealed

by your ratio analysis.

(d) For each group suggest an industrial sector for which such a strategy would give a best fit.

Give reasons for your suggestions.
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(e) List five ways in which financial statements could be improved in order to make them more
useful as the basis for input to ratio analysis. Identify the constraints on implementation of
these improvements.

(ACCA)

2 Obtain a set of accounts for a supermarket and a manufacturer. You can do this by accessing
the website of the company and searching for the annual report, probably under the information
heading ‘investor relations’. Compare and contrast the nature of the current assets and liabilities
of your two companies.

3 You are given the following information in relation to Olivet Ltd.

Income statement 20X4 20X5
Sales 100 000 100 000
Cost of sales 50 000 60 000
50 000 40 000
Expenses 30 000 30 000
20 000 10 000
Dividends 10 000 10 000
10 000 -
Balance b/d 2 500 12 500
12 500 12 500
Statement of financial 20X4 20X5
position at
Land 31 500 31 500
Buildings 20 000 39 500
Equipment 3 000 3 000
44 500 74 000
Investments at cost 25 000 40 000
Stock 2 500 32 500
Debtors 20 000 25 000
Bank 1 500 -
118 500 171 500
Ordinary £1 shares 20 000 25 000
Share premium 6 000 7 000
Revaluation reserve - 10 000
Profit and loss 12 500 12 500
Debentures 10% 50 000 75 000
Creditors 20 000 30 000
Proposed dividend 10 000 10 000
Bank - 2 000
118 500 171 500
Required:

You are required to comment on the financial position of Olivet Ltd as at 20X5. Calculate any
ratios you feel necessary.



EXERCISES

You are given the attached information about Fred plc, comprising summarized income
statements, summarized statements of financial position and some suggested ratio calculations.
You should note that there may be alternative ways of calculating some of these ratios. The
holders of a small number of the ordinary shares in the business have come to you for help and
advice. There are a number of things they do not properly understand, and a friend of theirs who
is an accountancy student has suggested that some of the ratios show a distinctly
unsatisfactory position, and that holders should sell their shares as quickly as possible.

Required:

Write a report to the shareholders commenting on the apparent position and prospects of Fred
plc, as far as the information permits. Your report should include reference to liquidity and
profitability aspects, and should advise whether, in your view, the shares should indeed be sold
as soon as possible.

Fred plc
Some possible ratio calculations (which can be taken as arithmetically correct).

20X2 20X1
Current ratio 54/147 = 36.7% 56/172 = 32.6%
Acid test ratio 12/147 =8.2% 15/172 =8.7%
ROCE 57/249 = 22.9% 41/161 = 25.5%
EPS 31/190 = 16.3p 22/190 = 11.6p
Trade debtors’ turnover 4/910 x 365 = 2 days 4/775 x 365 = 2 days
Trade creditors’ turnover 60/730 x 365 = 30 days 60/633 x 365 = 35 days
Gross profit % 180/910 = 19.8% 142/775=18.3%
Operating profit % 57/910 =6.3p 41/775 =5.3%

Stock turnover 42/730 x 365 = 21 days 41/633 x 365 = 24 days
Gearing 61/188 = 32.4% 1/160 = 0.6%
Fred plc
Summarized statements of financial position at year-end (£m)
20X2 20X1
Fixed assets
Tangible — not yet in use 49 41
—inuse 295 237
344 278
Investments 1 1
Loan redemption fund 1 1
346 280
Current assets
Stocks 42 41
Debtors — trade 4 4
— other 4 4
8 8
Bank 2 5
Cash 2 2
54 56

(Continued)
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Creditors — due within 1 year

—trade 60 60
— other 87 112
o 147
Net current liabilities - 93
Total assets less current liabilities 253
Creditors — due between one and five 61
years
Provision for liabilities and charges 4
Net assets E
Capital and reserves o
Ordinary shares of 10p each 19
Preference shares of £1 each 46
Share premium 1
Profit and loss account 122
188
Fred plc
Summarized income statements for the year (£m)
20X2
20X2
Sales 910
Raw materials and consumables 730
180
Staff costs 77
Depreciation of tangible fixed assets 12
Other operating charges 38
127
53
Other operating income 4
57
Net interest payable 5
52
Profit sharing — employees 2
50
Taxation 17
33
Preference dividends 2
31
Ordinary dividends 3
28

Note:

Net interest payable:
interest payable 12
interest receivable (1
interest capitalized (6

172

20X1

64
10
30

104

—
‘L‘h — ©
= —



EXERCISES = 251

5 You are given summarized results of an electrical engineering business, as follows. All figures
are in £000.

Income statement

year-ended
31.12.20X1 31.12.20X0
Turnover 60 000 50 000
Cost of sales 42 000 34 000
Gross profit 18 000 16 000
Operating expenses 15 500 13 000
2 500 3000
Interest payable 2 200 1 300
Profit before taxation 300 1700
Taxation 350 600
(Loss) profit after taxation (50) 1100
Dividends 600 600
Transfer (from) to reserves (650) 500
Statement of financial position
Fixed assets
Intangible 500 -
Tangible 12 000 11 000
12 500 11 000
Current assets
Stock 14 000 13 000
Debtors 16 000 15 000
Bank and cash 500 500
30 500 28 500
Creditors due within 1 year 24 000 20 000
Net current assets 6 500 8 500
Total assets less current liabilities 19 500 19 500
Creditors due after 1 year 6 000 5 500
13 000 14 000
Capital and reserves
Share capital 1300 1300
Share premium 3 300 3 300
Revaluation reserve 2 000 2 000
Profit and loss 6 400 7 400
13 000 14 000

Required:
(a) Prepare atable of the following 11 ratios, calculated for both years, clearly showing the fig-
ures used in the calculations:

current ratio
quick assets ratio



(b)

stock turnover in days
debtors’ turnover in days
creditors’ turnover in days

gross profit %

net profit % (before taxation)

interest cover

dividend cover

ROCE

gearing.

Making full use of the information given in the question, your table of ratios and your
common sense, comment on the apparent position of the business and on the actions of
the management.



PART TWO

ANNUAL FINANCIAL
STATEMENTS

In this part we look in detail at the international rules that accountants have created
for themselves to govern financial reporting. In each case, we explore the underlying
issues involved, applying the principles developed in Part One, and consider the

International Standards requirements. Do these Standards achieve what they are
setting out to do when considered individually? Do they make sense when looked at
as a whole? As with Part One, you are invited to form your own opinion on ‘the
story so far’.







FIXED (NON-CURRENT)
TANGIBLE ASSETS

OBJECTIVES After studying this chapter you should be able to:

e discuss and apply the principles, concepts and major methods of
providing for depreciation

e explain what depreciation does and does not do

e cxplain the issues involved in determining appropriate treatments for
government grants

e describe, apply and appraise the requirements of IAS 20 relating to
government grants

e cxplain the issues involved in determining appropriate treatments for
borrowing costs

e describe, apply and appraise the requirements of IAS 23 relating to
borrowing costs

e describe, apply and appraise the requirements of IAS 16, Property,
Plant and Equipment

e discuss alternative treatments for investment properties

e describe, apply and appraise the requirements of IAS 40 related to
investment properties.
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INTRODUCTION

Assets have been defined (in Chapter 9) as follows (Framework, para. 4.4):

An asset is a resource controlled by the entity as a result of past events and
from which future economic benefits are expected to flow.

Assets are divided into fixed assets and current assets. The IAS terms are non-
current assets and current assets respectively. The distinction is formally defined in
IAS 1 (para. 66), discussed in more detail in Chapter 10.

An asset should be classified as a current asset when it is:

1 expected to be realized in, or is intended for sale or consumption in, the normal
course of the entity’s operating cycle

2 held primarily for the purpose of being traded

3 expected to be realized within 12 months after the balance sheet date reporting
period

4 cash or cash equivalent (as defined by IAS 7, see Chapter 24), unless it is re-
stricted from being exchanged or used to settle a liability for at least 12 months
after the reporting period.

All other assets should be classified as non-current assets.

The definition of non-current assets is often misunderstood. A non-current asset is
not an asset with a long life. The essential criterion is the intention of the owner — the
intended use of the asset. A non-current asset is an asset that the firm intends to use
within the business over an extended period in order to assist its daily operating activ-
ities. A current asset, by way of contrast, is usually defined in terms of time. A current
asset is an asset likely to change its form, i.e. likely to undergo some transaction within
12 months.

ACTIVITY 131

Consider two firms, A and B. Firm A is a motor trader. It
possesses some motor vehicles that it is attempting to
sell and it also possesses some desks used by the sales
staff, management, and so on. Firm B is a furniture
dealer. It possesses some desks that it is attempting to
sell and it also possesses some motor vehicles used by
the sales staff and for delivery purposes. How are these
items treated in each case?

Activity feedback

In the accounts of A, the motor vehicles are current
assets and the desks are non-current assets. In the
accounts of B, the motor vehicles are non-current assets
and the desks are current assets. Note, incidentally, that
a fixed asset which, after several years’ use, is about to
be sold for scrap remains in the fixed asset part of the
accounts even though it is about to change its form.

PRINCIPLES OF ACCOUNTING FOR DEPRECIATION

The first major problem with depreciation, perhaps surprisingly, is to agree on what it
is and what it is for. The generally agreed view nowadays is that it is in essence a
straightforward application of the matching, or accruals, convention. With a non-
current asset the benefit from the asset is spread over several years. The matching



PRINCIPLES OF ACCOUNTING FOR DEPRECIATION

convention requires that the corresponding expense be matched with the benefit in
each accounting period. This does not simply mean that the total expense for the
asset’s life is spread over the total beneficial life. It means, more specifically, that the
total expense for the asset’s life is spread over the total beneficial life in proportion to
the pattern of benefit. Thus, to take a simple example, if a non-current asset gives half
of its benefit, or usefulness, in year 1, one-third in year 2 and one-sixth in year 3 and
the total expenses arising are €1200, then the matching convention requires the
charging of €600 in year 1, €400 in year 2 and €200 in year 3, in the annual profit
calculation. This charge is known as the depreciation charge.

In order to calculate a figure for this charge it is necessary to answer four basic
questions:

1 What is the cost of the asset?

2 What is the estimated useful life of the asset to the business? (This may be equal
to, or may be considerably less than, its technical or physical useful life.)

3 What is the estimated residual selling value (‘scrap value’) of the asset at the end
of the useful life as estimated?

4 What is the pattern of benefit or usefulness derived from the asset likely to be
(not the amount of the benefit)?

It is perfectly obvious that the second, third and fourth of these involve a good deal
of uncertainty and subjectivity. The ‘appropriate’ figures are all dependent on future
plans and future actions. It is important to realize that even if the first figure — the cost
of the fixed asset — is known precisely and objectively, the basis of the depreciation cal-

culation as a whole is always uncertain, estimated and subjective.
The estimates should, as usual, be reasonable, fair and prudent (whatever precisely this
implies!). But the first figure is often not at all precise and objective, for several reasons.

ACTIVITY 13.2

Suggest reasons why the cost of a particular fixed asset
may be difficult to determine with precision.

Activity feedback

Possible reasons include the following:

1

Incidental expenses associated with making the
asset workable should be included, e.qg. installation
costs carried out by the business’s own staff,
probably including some overhead costs.

The non-current asset may be constructed within
the business by its own workforce, giving rise to all
the usual costing problems of overhead definition
and overhead allocation.

Depending on the accounting policies used by the
firm generally, the ‘basic’ figure for the fixed asset
may be revalued periodically. Additionally, if land is
not depreciated but the building on the land is,
then this requires a split of the total cost (or value)
figure for the land and buildings together into two
possibly somewhat arbitrary parts.

4 Major alterations/improvements may be made to

the asset part way through its life. If these appear
to increase the benefit from the asset over the
remaining useful life and perhaps also to increase
the number of years of the remaining useful life,
and are material, then the costs of these
improvements should also be capitalized (i.e.
treated as part of the non-current asset from then
on). However, maintenance costs, including a
major overhaul that does not occur frequently, are
‘running’ expenses and should be charged to the
income statement as incurred. In practice, this
distinction can be difficult to make.

5 Accounting policies in relation to government

grants receivable and to capitalization of
borrowing costs may influence the figures. These
two issues are the subjects of separate
International Standards. They are considered later
in the chapter.
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The total figure to be depreciated, known as the depreciable amount, will consist of
the cost of the asset less the scrap value. This depreciable amount needs to be spread
over the useful life in proportion to the pattern of benefit. Once the depreciable
amount has been found, with revision if necessary to take account of material improve-
ments, several recognized methods exist for spreading, or allocating, this amount to
the various years concerned. The more important possibilities are outlined next. It is
essential to understand the implicit assumption that each method makes about the
pattern of benefit arising, and therefore about the appropriate pattern of expense
allocation.

Methods of calculating depreciation

Straight line method The depreciable amount is allocated on a straight line basis, i.e.
an equal amount is allocated to each year of the useful life. If an asset is revalued or
materially improved then the new depreciable amount will be allocated equally over
the remaining, possibly extended, useful life (see Activity 13.3).

ACTIVITY 13.3

Using the straight line method, calculate the annual This is by far the most common method. It is the easiest
depreciation charge from the following data: to apply and also the preparation of periodic (e.g.

monthly) accounts for internal purposes is facilitated.
Cost (basic’ value figure) € 12 000 This method assumes, within the limits of materiality, that
Useful life 4 years the asset is equally useful, or beneficial, each year.
Scrap value € 2000 Whether this assumption is as frequently justified as the
Activity feedback common usage of the method suggests, is an open

£12000 - €2000 question.

Annual charge = 7

= €2500

Reducing balance method Under this method, depreciation each year is calculated by
applying a constant percentage to the net book value (NBV) brought forward from
the previous year. (Note that this percentage is based on the cost less depreciation to
date.) Given the cost (or valuation) starting figure and the useful life and ‘scrap’ value
figures, the appropriate percentage needed to make the NBV at the end of the useful
life exactly equal to the scrap value can be found from a formula:

d=1-1Js/C

where 4 is the depreciation percentage, # is the life in years, S is the scrap value and
Cis the cost (or basic value).

This formula is rarely used. In practice, when this method is used a standard ‘round’
figure is usually taken, shown by experience to be vaguely satistactory for the particular
type of asset under consideration. Notice, incidentally, that the formula fails to work
when the scrap value is zero and produces an extreme and possibly distorted allocation
of expense when the scrap value is very small.
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A particular variant found in practice in some countries is known as the double-
declining balance method. This involves calculating the appropriate ‘straight line’
depreciation percentage, then doubling it and applying the resulting percentage on
the reducing balance basis.

Using the data from the previous activity and assuming a
depreciation percentage of 40 per cent, calculate the
depreciation charge for each of the four years using the
reducing balance method.

Activity feedback

Year 1 Cost €12 000
Depreciation 40% 4 800

Year 2 NBV 7 200
Depreciation 40% 2 880

Year 3 NBV 4 320
Depreciation 40% 1728
Year 4 NBV 2 592
Depreciation 40% 1037
NBV < 1 6l

If the estimated scrap value turns out to be correct, then a
‘profit’ on disposal of €445 would be recorded also in year
4. This is an example of a reducing charge method or of an
accelerated depreciation method. The charge is highest in
the first year and gradually reduces over the asset’s life.

ACTIVITY 13.5

Suggest, and critically appraise, arguments in favour of

using the reducing balance method rather than the
straight line method.

Activity feedback

1 It better reflects the typical benefit pattern, at least
of some assets.

2 |t could be argued that, where the pattern of
benefit is assumed to be effectively constant, the
appropriate ‘expense’, which needs to be
correspondingly evenly matched, is not the pure
depreciation element, but the sum of:

(a) the pure depreciation element, and
(b) the maintenance and repair costs.

Because (b) will tend to increase as the asset gets
older, it is necessary for (a) to be reduced as the
asset gets older in the hope that the total of the
two will remain more or less constant. This may be
a valid argument in the most general of terms, but
of course there is no reason why an arbitrary
percentage applied in one direction should even
approximately compensate for flexible and
‘chancy’ repair costs in the other.

3 It better reflects the probable fact that the value
(i.e. the market or resale value) of the asset falls
more sharply in the earlier years. This argument,
often advanced, is questionable in principle.
Depreciation is concerned with appropriate
allocation of expense, applying the matching
convention. It is not concerned with an annual
revaluation of the fixed assets, so whether or not a
particular method is good or bad from this
viewpoint is, or should be, irrelevant. So long as
the original estimate of future benefit is still valid,
the fact that current market value is small, at an
intermediate time, is not of concern.

4 Since it frontloads the depreciation expense
charge in the earlier years of the useful life, it is
consistent with the prudence principle. It is indeed
true that prudence can be said to support the
reducing balance method rather than the straight
line method. What is not clear is whether this is a
valid advantage. This is a particular example of
the general debate concerning the relative
importance of prudence, on the one hand, and a
genuine attempt to apply the matching principle,
on the other.
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Sum of the digits method This is another example of a reducing charge method. It is
based on a convenient ‘rule of thumb’ and produces a pattern of depreciation charge
somewhat similar to the reducing balance method.

Using the same figures as before, we give the four years weights of 4, 3, 2 and 1,
respectively and sum the total weights. In general terms, we give the » years weights
of n,n—1, ..., 1 respectively, and sum the total weights, the sum being 7n(7 + 1)/2.
The depreciable amount is then allocated over the years in the proportion that each
year’s weighting bears to the total.

ACTIVITY 13.6

Use the sum of the digits method to calculate annual
depreciation charges for the data in the previous
activities.

Activity feedback
1 4+ 3+ 2+ 1= 10 (the ‘sum’ of the ‘digits’)
2 Depreciable amount = €12000 — €2000

Depreciation charges are:

Year 1 4/100 x 10 000 = €4 000
Year 2 3/10 x 10 000 = €3 000
Year3 2/10 x 10 000 = €2 000
Year 4 1/10 x 10 000 = €1 000

This gives NBV figures in the balance sheet of

€8000, €5000, €3000 and €2000 for year-ends 1-4,

=€10000 respectively.

Output or usage method This is particularly suitable for assets where the rate of usage
or rate of output can be easily measured. For example, a motor vehicle might be
regarded as having a life of 100 000 miles, rather than a life of four years. The depreci-
able amount can then be allocated to each year in proportion to the recorded mileage;
for example, if 30 000 miles are covered in year 1, then 3/10 of the depreciable
amount will be charged in year 1. The life of a machine could be defined in terms of
machine hours. The annual charge would then be:

Machine hours used in the year

Depreciable amount X : — -
P Total estimated life in machine hours

Revaluation or arbitrary valuation This approach is occasionally used with minor items
such as loose tools. An estimated or perhaps purely arbitrary figure for the value of the
items (in total) is chosen at the end of each year. Depreciation is then the difference
between this figure and the figure from the previous year. Strictly, of course, this is not
a method of depreciation at all, but a lazy alternative to it.

All these methods can be criticized on the grounds that they ignore the fact that
the resources ‘tied up’ in the fixed asset concerned have an actual cost to the business
in terms of interest paid or an implied (opportunity) cost in terms of interest foregone.
This could well be regarded as an essential expense that should be matched appropri-
ately against the benefit from the asset. The ‘actuarial’ methods that attempt to take
account of interest expense are complicated to apply and in financial accounting are
hardly ever used.

Some misconceptions underlined

The process of depreciation calculation is not designed to produce balance sheet num-
bers that are either particularly meaningful or particularly useful as measurements of
value; in fact, they are measurements of unexpired costs.



DETERMINING THE COST OF A FIXED ASSET

It must be remembered that depreciation is a process of matching expenses in pro-
portion to benefits. Given that the depreciable amount has been agreed, the annual
charge is based on actual or implied assumptions as to the pattern of benefit being
derived and nothing else. In simple bookkeeping terms, all that is happening is that a
transfer is being made from the non-current assets section in the balance sheet to the
expenses section in the income statement. And it is the expense that is being positively
calculated, not the reduction in the asset figure. It follows from this that:

1 The asset figure for an intermediate year has no very obvious or useful meaning.
It can only be defined in a roundabout way. For example, under historical cost
(HC) accounting;, it is the amount of the original cost not yet deemed to have
been used, or not yet allocated. This intermediate figure is often called ‘net book
value’ (NBV), but it is not a value at all within the proper meaning of the word.

2 Depreciation has nothing to do with ensuring that the business can ‘afford’ to
buy another asset when the first one becomes useless. This is true even if we
ignore the likelihood of rising price levels. Depreciation does not increase the
amount of any particular asset, cash or otherwise.

3 However, depreciation, like any other expense figure, does have the effect of
retaining resources (or total assets) in the business. By reducing profit we reduce
the maximum dividend payable (which would reduce resources) and therefore
increase the ‘minimum resources remaining’ figure. This is, in fact, a particular
illustration of the idea of capital maintenance discussed in Chapter 4.

DETERMINING THE COST OF A FIXED ASSET

In the following sections we look at two particular problem areas regarding cost deter-
mination, i.e. government grants and borrowing costs. Before that, as a check on your
understanding of general principles, try Activity 13.7.

ACTIVITY 13.7

depreciation work. What different assumptions
does each method make?

In the year to 31 December, Hans bought a new fixed
asset and made the following payments in relation to it:

€ 3 4 Explain the term ‘objectivity’ as used by

Cost as per supplier’s list 12 000 accountants. To what extent is depreciation
less Agreed discount 1000 11 000 objective?
Delivery charge 100 5 It has been common practice in published
Erection charge 200 accounts of individual entities in Germany to use
Maintenance charge 300 the reducing balance method for a fixed asset in
Additional component to 400 the early years of its life, and then to change to the

increase capacity straight line method as soon as this would give a
Replacement parts 250 higher annual charge. What do you think of this

practice? Refer to relevant accounting

Required conventions in your answer.

1 State and justify the cost figure which should be
used as the basis for depreciation.

2 What does depreciation do and why is it
necessary?

3 Briefly explain, without numerical illustration, how
the straight line and reducing balance methods of

Activity feedback
1 This figure should be the total cost of making the

fixed asset usable, excluding all costs of actually
using it. Therefore:

11 000 + 100 + 200 + 400 = €11 700
(Continued)
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ACTIVITY 13.7 (Continued)

The additional component is the cost of machine
as it enhances the revenue earning capacity of the
asset but the replacement parts are cost of using
machine — hence the difference in treatment
between the two. Maintenance is obviously a cost
of usage.

Depreciation spreads the cost (or value) of an item
over its useful life, in appropriate proportion to the
benefit (usefulness). It is necessary in accordance
with the matching convention — allocating expense
against corresponding benefit, as part of the profit
calculation.

The straight line method charges a constant
percentage of the cost (or value) each year. The
reducing balance method charges a constant
percentage of the NBV (cost less accumulated
depreciation brought forward). Thus, the straight
line method has a constant charge but the
reducing balance method has a charge reducing
each year of the asset life. The two methods
therefore make different assumptions about the

usefulness, the trend or pattern of benefit, of the
fixed asset concerned.

Objectivity implies lack of bias. It removes the
need for and the possibility of subjectivity, of
personal opinion. For an accounting figure to be
objective, it must be expected that all accountants
would arrive at the same figure. Clearly, the figure
stated on an invoice has a high degree of
objectivity. However, the calculation of
depreciation is based on estimates of future life
and future usefulness and is therefore highly
subjective.

This practice can claim the advantage of greater
prudence, as the expense is always the higher of
the two possibilities. However, it seems to lack
consistency. Perhaps more importantly, it
obviously fails to attempt to follow the matching
convention. It makes no attempt to make the trend
of expenses consistent with the trend of benefit or
usefulness.

GOVERNMENT GRANTS

Entities which receive a material amount of assistance from government or state sour-
ces are clearly in a different economic position from otherwise comparable entities
which receive no such assistance. In order to allow proper appraisal of the results of
the entity activities and to facilitate comparisons, disclosure of this government assis-
tance in as much detail as practicable is necessary.

More specifically, government grants are usually easily quantifiable and the general
principle of transparency requires that they are both properly accounted for and clearly
disclosed. Government grants typically represent a reduction in net cash outflows and,
therefore, at least ultimately, an increase in entity earnings.

Suppose a government grant is paid to an entity because, and under the condition that,
the entity purchases a depreciable non-current asset. The figures concerned are as follows:

Purchase price of asset €12 000
Expected useful life 4 years
Expected residual value Nil
Government grant €2 000
Annual profits before depreciation, €20 000

and grants relating to the asset
It is possible to suggest at least four possible different ways of treating the grant:

1 To credit the total amount of the grant immediately to the income statement.

2 To credit the amount of the grant to a non-distributable reserve.
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3 To credit the amount of the grant to revenue over the useful life of the asset by:

(a) reducing the cost of the acquisition of the non-current asset by the amount of
the grant, or

(b) treating the amount of the grant as a deferred credit, a portion of which is trans-
ferred to revenue annually.

Which of these methods do you prefer? Give reasons. prudence convention and the matching convention. The

second method means that the grant will never affect the
Activity feedback profit figure. It therefore also ignores the matching con-
The first two methods may be rejected on the grounds vention and, additionally, leaves the ‘non-distributable

that they provide no correlation between the accounting ~ reserve’in the balance sheet, presumably for ever, i.e. it
treatment of the grant and the accounting treatment of IS treated as paid-in surplus.

the expenditure to which the grant relates. The first The third and fourth methods both follow and apply
method would increase the profits in the first year by the the matching convention. They both have exactly the
entire amount of the grant, failing to associate the grant ~ Same effect on reported annual profits, the differences
with the useful life of the asset. It thus ignores both the ~ ©Only being concerned with balance sheet presentation.

lllustration of different accounting treatments

Using the data just given, the two ‘acceptable’ methods give the following results.

Method 3(a) € € € €
Profit before depreciation, etc. 20 000 20 000 20 000 20 000
Depreciation (2 500) (2 500) (2 500) (2 500)
Profit 17 500 17 500 17 500 17 500
Balance sheet extract at year-end

Non-current asset at (net) cost 10 000 10 000 10 000 10 000
Depreciation 2 500 5 000 7 500 10 000
Carrying amount 7 500 5 000 2 500 0
Method 3(b)

Profit before depreciation, etc. 20 000 20 000 20 000 20 000
Depreciation (3 000) (3 000) (3 000) (3 000)
Grant released 500 500 500 500
Profit 17 500 17 500 17 500 17 500
Balance sheet extract at year-end

Non-current asset at (net) cost 12 000 12 000 12 000 12 000
Depreciation 3 000 6 000 9 000 12 000
Carrying amount 9 000 6 000 3 000 0
Deferred credit

Government grant 1500 1 000 500 0

Thus method (a) shows assets of 7500, 5000, 2500 and 0 over the four years and
method (b) shows assets of 9000, 6000, 3000 and 0 together with ‘liabilities’ of
1500, 1000, 500 and 0.

From a pragmatic point of view, method (a) has the obvious advantage of simplic-
ity. No entries and no thought are required in the second and subsequent years. How-
ever, method (b) has the advantage that assets acquired at different times and
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locations are recorded on a uniform basis, regardless of changes in governmental pol-
icy. But what is the cost of the asset? Is it 12 000 or is it 10 0002 IAS 16, Property,
Plant and Equipment (see later) states that cost is the amount of cash or cash equiva-
lents paid, net of any trade discounts and rebates. This statement does not seem to
categorically resolve the question. The government grant is not a trade discount. It is
not a trade rebate, but it is a rebate. This would seem to imply that the cost in
the sense of IAS 16 is 10 000. This is surely the net outflow arising because of the
purchase. Yet IAS 20, as discussed in detail shortly, allows both methods.

A difficult conceptual problem arises with the deferred credit under method (b), for
example the 1500 at the end of year 1. We described it earlier as a ‘liability’. As dis-
cussed in Chapter 9, IASB defines a liability as a present obligation of the entity arising
from past events, the settlement of which is expected to result in an outflow of resour-
ces embodying economic benefits. On the assumption that the grant cannot be
reclaimed by the governmental body concerned (the usual situation), the 1500 is
clearly not a liability as no outflow of resources is foreseeable. It is more logically either
a reserve (not yet realized) or a contra-asset. It could be suggested that this leads to a
different possible treatment, i.e. regular inclusion in the balance sheet as a visible
contra-asset, i.e. included as a negative balance among the ‘assets’ instead of as a posi-
tive balance among the liabilities. This would raise its own problems — not least the
lack of user friendliness involved in the concept of a negative asset. Such conceptual
difficulties do not appear to worry either IASB or other national regulators.

The IASB requirements relating to government grants are contained in IAS 20,
cffective since 1984. The full title of IAS 20 is Accounting for Government Grants and
Disclosure of Government Assistance. Its coverage therefore extends beyond the area of
fixed assets, but for completeness we deal with all aspects of IAS 20 here. Where
1IAS 41, Agriculture, applies, government grants are to be treated under IAS 41
(see Appendix), not under IAS 20. Key concepts introduced in IAS 20 are as follows.

Government assistance is action by government designed to provide an economic ben-
cfit specific to an entity or range of entities qualifying under certain criteria. Government
assistance for the purpose of this Standard does not include benefits provided only indi-
rectly through action affecting general trading conditions, such as the provision of infra-
structure in development areas or the imposition of trading constraints on competitors.

A specific subset of government assistance is government grants. Government
Jrants are assistance by government in the form of transfers of resources to an entity in
return for past or future compliance with certain conditions relating to the operating
activities of the entity. They exclude those forms of government assistance that cannot
reasonably have a value placed on them and transactions with government that cannot
be distinguished from the normal trading transactions of the entity.

The notion of government is to be interpreted broadly. Government refers to govern-
ment, government agencies and similar bodies whether local, national or international.

Government grants may be related to revenue/expense items, such as repayment
of 10 per cent of the wages bill, or to capital /asset items, such as repayment of 10 per
cent of the cost of a machine. These two types are formally distinguished by IAS 20:

o Grants related to assets are government grants whose primary condition is that an
entity qualifying for them should purchase, construct or otherwise acquire long-
term assets. Subsidiary conditions may also be attached restricting the type or
location of the assets or the periods during which they are to be acquired or held.

o Grants related to income are government grants other than those related to assets.
The Standard gives two other definitions, including the familiar fair value.
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o Forgivable loans are loans that the lender undertakes to waive repayment of under
certain prescribed conditions.

® Fair value is the price that would be received to sell an asset or paid to transfer a
liability in an orderly transaction between market participants at the measurement
date.

Government assistance

Despite the inclusion of government assistance in the title of IAS 20, the statements
about it are brief and rather obscure. The definitions given suggest in effect that gov-
ernment grants are government assistance that is distinguishable and quantifiable.
Turning this round, references to government assistance in the Standard are to gov-
ernment activities that cannot be quantified or clearly distinguished. It follows, of
course, that government assistance in this sense cannot be included numerically in the
financial statements.

Examples of assistance that cannot reasonably have a value placed on it are free
technical or marketing advice and the provision of guarantees. An example of assis-
tance that cannot be distinguished from the normal trading transactions of the entity
is a government procurement policy that is responsible for a portion of the entity’s
sales. The existence of the benefit might be unquestioned, but any attempt to segre-
gate the trading activities from government assistance could well be arbitrary.

The significance of the benefit in the examples just presented may be such that disclo-
sure of the nature, extent and duration of the assistance is necessary in order that the fi-
nancial statements may not be misleading (para. 36). The Standard explicitly stated
(para. 37) that while loans at nil or low interest rates are a form of government assis-
tance, the ‘benefit is not quantified by the imputation of interest’. This was reversed
with effect from 1 January 2009 (see below) by a newly inserted para. 10A.

The disclosure requirement implied in this seems rather weakly stated. Non-quanti-
fied government support need not be disclosed at all unless its omission would be so
serious as to be ‘misleading’.

Treatment of government grants

The major portion of IAS 20 is concerned with the treatment of government
grants. The first issue to deal with is the timing of recognition. The IAS require-
ment (para. 7) is that government grants, including non-monetary grants at fair value,
should not be recognized until there is reasonable assurance that the entity will comply
with the conditions attaching to them and that the grants will be received. Receipt of
a grant does not of itself provide conclusive evidence that the conditions attaching to
the grant have been or will be fulfilled.

‘Reasonable assurance’ is not, of course, definable or defined, but it is clearly less
rigorous or demanding than, for example, ‘virtual certainty’ or ‘beyond all reasonable
doubt’. The Standard confirms (para. 10) that a forgivable loan (as defined above) is
treated as a government grant when there is reasonable assurance that the entity will
meet the terms for forgiveness of the loan. Once a government grant is recognized,
any related contingency would be treated in accordance with IAS 37, Provisions, Con-
tingent Liabilities and Contingent Assets (see Chapter 20).

The benefit of a government loan at a below-market rate of interest is treated as a
government grant. The loan shall be recognized and measured in accordance with IAS
39, Financial Instruments: Recognition and Measurvement. The benefit of the below-
market rate of interest shall be measured as the difference between the initial carrying
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value of the loan determined in accordance with IAS 39 and the proceeds received.
The benefit is accounted for in accordance with the Standard. The entry shall consider
the conditions and obligations that have been, or must be, met when identifying the
costs for which the benefit of the loan is intended to compensate (para. 10A).

The key requirement of the Standard (para. 12) is that government grants should
be recognized as income over the periods necessary to match them with the related
costs they are intended to compensate, on a systematic basis, i.e. following method
3(a) or (b) as discussed at the beginning of this chapter. They should not be credited
directly to shareholders’ interests. SIC 10, Government Assistance — No Specific Reln-
tion to Operating Activities, effective from 1 August 1998, has confirmed that govern-
ment assistance to entities is a grant under IAS 20, even if granted generally to all
entities within certain regions or industry sectors.

The matching principle will usually be simple to apply, as illustrated ecarlier in this
chapter. Grants related to non-depreciable assets may also require the fulfilment of
certain obligations and would then be recognized as income over the periods that bear
the cost of meeting the obligations. As an example, a grant of land may be conditional
on the erection of a building on the site and it may be appropriate to recognize it as
income over the life of the building. A government grant that becomes receivable as
compensation for expenses or losses already incurred or for the purpose of giving im-
mediate financial support to the entity with no future related costs should be recog-
nized as income of the period in which it becomes receivable. Separate disclosure and
explanation may be required.

Usually, a careful reading of the contract with the governmental body will deter-
mine the appropriate accounting treatment, although an intelligent appraisal of the
in-substance thrust of the contract may be required. For example, a grant towards
building a factory, stipulating that the factory must remain operating and employing
at least 30 people for at least three years, is clearly in essence a grant towards building
a factory, not a revenue grant towards reducing net wage costs. However, where a
grant clearly relates in material terms to both specific capital and specific revenue
items, the Standard is silent on appropriate treatment. Accounting common sense
obviously requires an apportionment in such cases.

The Standard is surprisingly vague about non-monetary government grants, such
as land donated by a government. IAS 20 merely notes (para. 23) that:

It is usual to assess the fair value of the non-monetary asset and to account for
both grant and asset at that fair value. An alternative course that is sometimes
followed is to record both asset and grant at a nominal amount.

This is worded as a description, not as a requirement, although the preference is
clear enough. Our view is that merely to record the event at nominal amount lacks
transparency to an unacceptable degree. Also, it is not consistent with the substance
over form principle and would lead to an inconsistent treatment of assets affecting
both inter-entity and intra-entity comparisons.

Presentation of government grants

Regarding the presentation of grants related to assets, IAS 20 allows both methods (a)
and (b) as discussed and illustrated earlier. Thus, government grants related to assets,
including non-monetary grants at fair value, should (paras 24-28) be presented in the
balance sheet either by setting up the grant as deferred income or by deducting the
grant in arriving at the carrying amount of the asset. The Standard spells out that



separate disclosure of the gross cash flows in the cash flow statement is likely to be neces-
sary, whatever treatment is followed in the balance sheet. IAS 7, Cash Flow Statements
(see Chapter 24), is more explicit in making this grossing up of cash flows a requirement.

Regarding the presentation of grants related to income, the Standard again accepts
cither of two alternatives (paras 29-31). It states, with approval, that grants related to
income are sometimes presented as a credit in the income statement, either separately
or under a general heading such as ‘Other income’; alternatively, they are deducted in
reporting the related expense.

A proper understanding of the financial statements may require separate disclosure
of the grant and its effects on particular items of income or expense.

Repayment of government grants

A grant to which conditions were attached may have been properly recognized under
the ‘reasonable assurance’ criterion discussed earlier. However, it may still become
repayable in whole or in part if, in fact, the conditions are not met. IAS 20 requires
(para. 32) that such a grant, as soon as the repayment becomes foreseeable (which
might be significantly earlier than when the repayment actually occurs), should be
accounted for as a revision to an accounting estimate, under IAS 8, Accounting Policies,
Changes in Accounting Estimates and Errors (see Chapter 9). This essentially requires
that the entries be made in the financial statements of the year concerned. Repayment
of a grant related to income should be applied first against any unamortized deferred
credit set up in respect of the grant. To the extent that the repayment exceeds any such
deferred credit, or where no deferred credit exists, the repayment should be recognized
immediately as an expense. Repayment of a grant related to an asset should be recorded
by increasing the carrying amount of the asset or reducing the deferred balance by
the amount repayable. The cumulative additional depreciation that would have been
recognized to date as an expense in the absence of the grant should be recognized
immediately as an expense. Circumstances giving rise to repayment of a grant related to
an asset may require consideration to be given to the possible impairment of the new
carrying amount of the asset (see IAS 36, Impairment of Assets, discussed in Chapter 15).

°
Disclosure
Key disclosure requirements are as follows:
e the accounting policy adopted for government grants, including the methods of
presentation adopted in the financial statements

e the nature and extent of government grants recognized in the financial state-
ments and an indication of other forms of government assistance from which the
entity has directly benefited

e unfulfilled conditions and other contingencies attaching to government assis-
tance that has been recognized.

BORROWING COSTS

The second particular problem area related to the cost of fixed assets is that of interest
costs. In the general case, interest cost is a straightforward periodic expense; it should
be charged against revenues in proportion to the benefit received, i.e. on a time basis.

BORROWING COSTS
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This is a normal application of the matching principle. The benefit is the existence of
the loan and the expense is the interest cost, allocated proportionate to the size of the
borrowing.

However, there are circumstances in which accounting theory seems to rationalize an
alternative argument. We pointed out in our feedback to Activity 13.2 that ‘cost of an
asset” includes any item which is necessary to obtain the asset and make it workable.
Suppose a loan is necessary in order to obtain the funds without which the asset cannot
be obtained. Can it be argued that the cost of the loan (i.e. the interest) is part of the
‘cost of the asset’? Clearly, once the asset is workable, i.e. able to function and generate
revenues, then there can be no question of this argument justifying non-expensing of
interest. But can interest be capitalized as part of the cost of an asset during the period
of'its creation or construction (see Activity 13.9)?

From your knowledge of accounting principles, what do
you think the answer to the above question should be?

Activity feedback

As far as it goes, the logic of the ‘cost’ argument seems
inescapable. With a typical self-constructed asset, all
direct costs, and in some circumstances some allocable

indirect costs, are properly regarded as part of the total
historical cost. It follows that any borrowing costs that
can be directly linked to the financing of the asset con-
cerned are also logically part of the total historical cost,
as an application of the matching principle.

However, it is not difficult to find arguments which point in a different direction. It
is clearly not very prudent to avoid the immediate expensing of interest payments that
undeniably relate to periodic costs of the accounting period in question. Further, is
not the economic argument, i.e. that the cost of necessary finance is part of the cost of
production, true, whether or not a separate source of finance related to the particular
asset can be distinguished? If it is true, as we would certainly suggest that it is, then an
imputed interest charge should be included even if not supported by any payments or
external documentation. This arguably departs much too far from the traditional func-
tion of accounting as the recording of transactions. A problem of consistency in asset
cost calculations thus arises it some interest costs are capitalized (relatable to specific
loans) and others are not.

IAS 23, Capitalisation of Borrowing Costs

TIASB GAAP on the treatment of borrowing costs are set out in IAS 23, Borrowing
Costs. The original 1984 version of the Standard permitted a free choice between sys-
tematically expensing costs and capitalizing them when certain conditions were met.
In its comparability project in the early 1990s, the IASC proposed in E32 that a
‘benchmark’ treatment should be for borrowing costs to be expensed, with capitaliza-
tion as an alternative treatment when certain conditions were met. The responses to
E32 were divided on this issue; however, the IASC then issued E39, according to
which capitalization would be required if certain conditions were met, and expensing
would be required otherwise. This position is similar to that in US GAAP (FAS 34).
Again, responses to E39 were mixed. In particular, there is the argument that capital
structure would lead to different carrying values of ‘qualifying assets.” Hence, IAS 23,
Capitalisation of Borrowing Costs, issued in 1994, restored the choice between



expensing and capitalization subject to certain conditions being met, but expensing
became the ‘benchmark treatment’; and capitalization the ‘alternative treatment’.

In March 2007, as part of the programme of convergence between IASB GAAP
and US GAAP, a revised IAS 23, Borrowing Costs, was issued which reverted to the
position proposed in ED 39. In fact, IASB GAAP on ‘Borrowing Costs’ now align in
this respect with US GAAP, with the result that capitalization is required if certain
conditions are met, and expensing is required otherwise.

The ‘core principle’ of the revised IAS 23 is that borrowing costs that are directly
attributable to the acquisition, construction or production of a qualifying asset form
part of the cost of that asset (i.e. are capitalized). Other borrowing costs are recog-
nized as an expense (IAS 23, para. 1).

IAS 23 is to be applied in accounting for borrowing costs. It does not deal with the
actual or imputed cost of equity, including that of preferred capital not classified as a
liability. Borrowing costs are not required to be capitalized in the case of qualifying
assets that are: (1) measured at fair value (e.g. biological assets), or (2) inventories
manufactured or otherwise produced in large quantities on a repetitive basis (IAS 23,
paras 2—4). The exclusion of (1) qualifying assets measured at fair value from the scope
of TAS 23 is logical in that, as such assets are not measured on the basis of cost, the
cost of borrowings is irrelevant to their measurement. The exclusion of (2) inventories
manufactured or otherwise produced in large quantities on a repetitive basis is based
on pragmatic reasons.

Qualifying assets are assets that necessarily take a substantial period of time to pre-
pare for their intended use or sale, and depending on the circumstances may include:

e certain inventories (e.g. construction work-in-process)
e manufacturing plants

* power generation facilities

e intangible assets (e.g. patents)

® investment properties.
Qualifying assets do not include:

e financial assets

e inventories that are manufactured or otherwise produced over a short period of
time

e assets that are ready for their intended use or sale when they are acquired.
(IAS 23, paras 5-7)

Borrowing costs that are directly attributable to the acquisition, construction or
production of a qualifying asset are those borrowing costs that would have been
avoided if the expenditure on the qualifying asset had not been made.

When funds are borrowed specifically for the purpose of obtaining a particular qual-
ifying asset, it is clear that these funds are easily identified as directly attributable
borrowing costs. If such borrowings are temporarily invested before being expended
for the purpose of obtaining the asset, it is likewise clear that any investment income
earned is to be deducted from the cost of the borrowings.

In other circumstances, identifying a direct relationship between particular borrow-
ings and a qualifying asset, and determining the borrowings that would otherwise have
been avoided, may be difficult and judgement may have to be exercised. To the extent
that funds that have been borrowed for general purposes are used for obtaining

BORROWING COSTS
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a qualitying asset, the amount of borrowing costs that are eligible for capitalization
should be determined by applying a capitalization rate to the expenditures on that asset.
This capitalization rate is calculated as the weighted average of the borrowing costs
applicable to the borrowings that are outstanding during the period, excluding any
borrowings made specifically for the purpose of obtaining the particular qualifying asset
or any other qualifying asset. The amount of borrowing costs capitalized by an entity
during a period must not exceed the total amount of borrowing costs that it incurred
during that period.

The commencement date for capitalization is that date on which the entity first
meets all of the following three conditions:

1 expenditures on the qualifying assets are being incurred
2 borrowing costs are being incurred

3 activities that are necessary to prepare the asset for its intended use or sale are in
progress.

Expenditures on the qualifying asset should include only those that have resulted in
payments of cash, transfers of other assets, or the assumption of interest-bearing liabil-
ities. They are reduced by any progress payments received (for work-in-process) and
grants received in connection with the asset. For the application of the capitalization
rate, a reasonable approximation of the balance of expenditures to which it should be
applied for a period is given by the average carrying amount of the asset during that
period, including all borrowing costs capitalized in prior periods.

Activities necessary to prepare the asset for its intended use or sale include technical
and administrative work prior to the start of physical construction. However, the mere
holding of the asset in the absence of such work does not count as an activity, and bor-
rowing costs incurred during such a period of inactivity (e.g. when land acquired for
building purposes is held without any associated development activity) do not qualify
for capitalization (IAS 23, paras 17-19).

Moreover, capitalization of borrowing costs is suspended during extended periods
in which active development of a qualifying asset is discontinued and no substantial
technical or administrative work is carried out, except in the case of a temporary delay
that is a necessary part of the process of preparing the asset for its intended use or sale
(e.g. suspension of the building of a bridge during an extended period of high water
levels) (IAS 23, paras 20-21).

Capitalization of borrowing costs should cease when substantially all of the activ-
ities necessary to prepare the qualifying asset for its intended use or sale are complete.

When a qualifying asset is completed in parts, and each part is capable of being sold
or used while work continues on the others (e.g. in the case of a business park com-
prising several buildings), the capitalization of borrowing costs on a substantially
completed part should cease.

An asset is normally considered as ‘ready for its intended use or sale’ when its physi-
cal construction is complete, even though: (1) some routine administrative work may
still continue, or (2) minor modifications, such as the decoration of the property to
the purchaser’s or user’s specification, may still be outstanding (IAS 23, paras 22-25).

An entity should disclose in the notes to its financial statements:

e the amount of borrowings capitalized during the period

e the capitalization rate used to determine the amount of borrowing costs eligible
for capitalization (IAS 23, para. 206).
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PROPERTY, PLANT AND EQUIPMENT

We are now, at last, in a position to look at the central requirements of IAS GAAP in
relation to accounting for fixed assets. Even now, four different aspects and four differ-
ent IASs need to be considered, i.e. property, plant and equipment (PPE); investment
properties; intangibles; and, finally, the whole question of impairment of fixed assets.
Although there are relationships and interlinking between all of these, it will aid under-
standing to explore them separately. We begin with Property, Plant and Equipment, 1AS
16, which is the general Standard regarding the treatment of fixed (non-current) assets.
We deal only with the latest version of IAS 16, as revised in 2004, applicable from 1 Jan-
uary 2005, with further minor amendments effective from various years up to 2011.

The Standard notes that the general definition and recognition criteria for an asset,
given in the Framework for the Preparation and Presentation of Financial Statements
(discussed in Chapter 10), must be satisfied before IAS 16 applies. Subject to that,
IAS 16 applies to accounting for all PPE, except when another IAS requires or permits
a different accounting treatment (para. 2).

There are in fact a number of exclusions. It is explicitly stated (para. 2) that IAS 16
does not apply to biological assets related to agricultural activity (to which IAS 41
applies — see Appendix), and the recognition and measurement of exploration and evalu-
ation assets (to which IFRS 6 applies — see Appendix). However, it does apply to PPE
used to develop or maintain these activities or assets, but separable from those activities
or assets. IAS 16 also does not apply to PPE classified as held for sale in accordance with
IERS 5, Non-current Assets Held for Sale and Discontinued Operations (sce Chapter 15).

An entity applies IAS 40, Investment Property, rather than IAS 16, to its investment
property (see below). With effect from 1 January 2009, IAS 40 applies to property
being constructed or developed for future use as an investment property. IAS 40 also
applies to existing investment property being redeveloped for future continued use as
investment property.

If any other IAS permits a particular approach to the initial recognition of the carry-
ing amount of PPE, then that Standard will prevail as regards this initial carrying value,
but IAS 16 would then apply to all other aspects including depreciation. An example
of this would be IFRS 3, Business Combinations, which requires PPE acquired in a
business combination to be measured initially at fair value (see Chapter 26). The
Standard then gives a number of key definitions as follows:

o Property, plant and equipment are tangible items that:

(a) are held for use in the production or supply of goods or services, for rental to
others or for administrative purposes, and

(b) are expected to be used during more than one period.

e Deprecintion is the systematic allocation of the depreciable amount of an asset
over its useful life.

o Depreciable amount is the cost of an asset, or other amount substituted for cost,
less its residual value.

o Useful life is:
(a) the period of time over which an asset is expected to be used by an entity, or

(b) the number of production or similar units expected to be obtained from the
asset by an entity.
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e Cost is the amount of cash or cash equivalents paid or the fair value of the other
consideration given to acquire an asset at the time of its acquisition or construc-
tion or, where applicable, the amount attributed to that asset when initially
recognized in accordance with the specific requirements of other IFRSs, ¢.g.
IERS 2, Shave-based Payment.

e The residunl value of an asset is the estimated amount that an entity would cur-
rently obtain from disposal of the asset after deducting the estimated costs of
disposal, if the asset were already of the age and in the condition expected at the
end of'its useful life.

o Entity-specific value is the present value of the cash flows an entity expects to arise
from the continuing use of an asset and from its disposal at the end of'its useful
life, or expects to incur when settling liability.

o Recoverable amount is the higher of an asset’s fair value less costs to sell and its
value in use.

o Fair valueis the price that would be received to sell an asset or paid to transfer a liabil-
ity in an orderly transaction between market participants at the measurement date.

* An impairment lossis the amount by which the carrying amount of an asset
exceeds its recoverable amount.

o Carrying amount is the amount at which an asset is recognized after deducting
any accumulated depreciation and accumulated impairment losses.

These definitions contain no real surprises and confirm the general earnings calcula-
tion focus of the depreciation process. The first issue to deal with is the issue of when
an item of PPE should be recorded, i.c. recognized, in the financial statements.

An item of PPE should be recognized (para. 7) as an asset if, and only if:

1 itis probable that future economic benefits associated with the item will flow to
the entity, and

2 the cost of the item to the entity can be measured reliably.

In determining whether an item satisfies the first criterion for recognition, an entity
needs to assess the degree of certainty attaching to the flow of future economic benefits
on the basis of the available evidence at the time of initial recognition. Existence of suffi-
cient certainty that the future economic benefits will flow to the entity necessitates an
assurance that the entity will receive the rewards attaching to the asset and will under-
take the associated risks. The second criterion for recognition is usually readily satistied
because the exchange transaction evidencing the purchase of the asset identifies its cost.

IAS 16 allows for the aggregation of items which may individually be insignificant
(para. 9), giving ‘moulds, tools and dyes’ as an example. The aggregation is then treated
as ‘an asset’, if the recognition criteria are met. Conversely, when it is clear that, although
an asset may initially be acquired as a whole, significant components of it will have signifi-
cantly different useful lives, then the expenditure on the asset should be allocated to the
component parts and each part should be accounted for as a separate item. An aircraft
and its engines are given as a likely example. This separate treatment allows depreciation
figures to properly reflect the different consumption patterns of the various components.

Subsequent costs

The first and obvious point is that costs of day-to-day servicing of an item of PPE,
often described as ‘repairs and maintenance’, are expenses, not additions to costs.
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However, major parts of some items of PPE may require replacement at regular inter-
vals. For example, a furnace may require relining after a specitied number of hours of
use; aircraft interiors such as seats and galleys may require replacement several times
during the life of the airframe. Items of PPE may also be acquired to make a less fre-
quently recurring replacement, such as replacing the interior walls of a building or to
make a non-recurring replacement. Under the recognition principle in para. 7, an en-
tity recognizes in the carrying amount of an item of PPE the cost of replacing such a
part of an item when that cost is incurred if the recognition criteria are met. The carry-
ing amount of those parts that are replaced is derecognized in accordance with the
derecognition provisions of the Standard.

Note that in order to facilitate this, the component parts of the original item need
to have been accounted for separately in the first place.

A major inspection or refit, even if it does not ‘improve’ the original item, may logi-
cally be treated the same way. Thus, para. 14 notes that a condition of continuing to op-
erate an item of PPE (e.g. an aircraft) may be performing regular major inspections for
faults regardless of whether parts of the item are replaced. When each major inspection
is performed, its cost is recognized in the carrying amount of the item of PPE as a
replacement if the recognition criteria are satisfied. Any remaining carrying amount of
the cost of the previous inspection (as distinct from physical parts) is derecognized. This
occurs regardless of whether the cost of the previous inspection was identified in the
transaction in which the item was acquired or constructed. If necessary, the estimated
cost of a future similar inspection may be used as an indication of what the cost of the
existing inspection component was when the item was acquired or constructed.

Once the criteria for recognition have been met, the issue of measurement arises.
This is considered in two stages: initial measurement and subsequent re-measurement.

Initial measurement

The essential requirement is straightforward and can be simply stated (para. 15). An
item of PPE that qualifies for recognition as an asset should initially be measured at its
cost. The cost of an item of PPE comprises its purchase price, including import duties
and non-refundable purchase taxes and any directly attributable costs of bringing the
asset to working condition for its intended use; any trade discounts and rebates are
deducted in arriving at the purchase price. Examples of directly attributable costs are:

e cost of site preparation

e initial delivery and handling costs

e installation costs

e professional fees such as for architects and engineers

e the estimated cost of dismantling and removing the asset and restoring the site,
to the extent that it is recognized as a provision under IAS 37, Provisions, Contin-
gent Linbilities and Contingent Assets (see Chapter 20).

In practice, however, a number of complications are likely to arise. The Standard
goes into some detail about several aspects (paras 18-28). It notes that in cases where
payment is deferred beyond normal credit terms, defined or imputed interest must be
removed from the total of the payments, thus reducing the cost to the cash purchase
price equivalent. General and administration overheads are not likely to be ‘directly at-
tributable costs’ as the term was used earlier, but, for example, pension costs of direct
labour could be.
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The question of what is an essential cost of ‘bringing the asset to working condi-
tion’ is likely to be difficult and subjective.

The basic principle is that recognition of costs in the carrying amount of an item of
PPE ceases when the item is in the location and condition necessary for it to be capa-
ble of operating in the manner intended by management. For example, the following
costs are not included in the carrying amount of an item of PPE:

e costs incurred while an item capable of operating in the manner intended by
management has yet to be brought into use or is operated at less than full
capacity

e initial operating losses, such as those incurred while demand for the item’s output
builds up

e costs of relocating or reorganizing part or all of an entity’s operations
e costs of opening a new facility

e costs of introducing a new product or service (including costs of advertising and
promotional activities)

e costs of conducting business in a new location or with a new class of customer
(including costs of staft training)

e administration and other general overhead costs.

Measurement subsequent to initial recognition

The IASB has always operated on the basis that a strict adherence to historical cost is
not required and, indeed, has recognized the possibility of rejecting historical cost
accounting as the normal basis (see Chapter 9). Consistent with this approach, two al-
ternative approaches to subsequent measurement are allowed under IAS 16 (paras 30
and 31). The first is described as the cost model and is simply stated:

After recognition as an asset, an item of property, plant and equipment shall be
carried at its cost less any accumulated depreciation and any accumulated
impairment losses.

The second is the revaluation model:

After recognition as an asset, an item of property, plant and equipment whose
fair value can be measured reliably shall be carried at a revalued amount, being
its fair value at the date of revaluation less any subsequent accumulated
depreciation and subsequent accumulated impairment losses. Revaluations
shall be made with sufficient regularity to ensure that the carrying amount does
not differ materially from that which would be determined using fair value at the
balance sheet date.

In the previous version of IAS 16, these were presented as the benchmark treat-
ment and the alternative treatment, respectively. However, they are now presented
simply as two alternatives.

IAS 16, paragraph 35 discusses the treatment of accumulated depreciation. The
wording is obscure and we quote the paragraph in full:

When an item of property, plant and equipment is revalued, any accumulated
depreciation at the date of the revaluation is treated in one of the following ways:
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(a) restated proportionately with the change in the gross carrying amount of the
asset so that the carrying amount of the asset after revaluation equals its reval-
ued amount. This method is often used when an asset is revalued by means of
an index to its depreciated replacement cost; or

(b) eliminated against the gross carrying amount of the asset and the net amount
restated to the revalued amount of the asset. This method is often used for
buildings.

The amount of the adjustment arising on the restatement or elimination of accu-
mulated depreciation forms part of the increase or decrease in carrying amount that is
accounted for in accordance with paras 39 and 40.

If an asset’s carrying amount is increased as a result of a revaluation, the increase
shall be recognized in other comprehensive income and accumulated in equity under
the heading of revaluation surplus. However, the increase shall be recognized in profit
or loss to the extent that it reverses a revaluation decrease of the same asset previously
recognized in profit or loss.

ACTIVITY 13.10

Suppose we have an asset to which IAS 16 applies, cost This increase in carrying amount of 2000 is then dealt
10 000, useful life 5 years, estimated residual value nil, with as discussed later.
now 3 years old. The asset is then revalued to a new Treatment (b) suggests a different sequence. Sup-

gross figure of 15 000, that is the new ‘cost’ is 15 000, for pose the asset is again recorded before revaluation:

the purpose of treatment (a). Alternatively, the asset is

now revalued to a current fair value in its existing state of Cost Depreciation

Carrying amount

6000, for the purpose of treatment (b). Show the implica- 10 000 6 000
tions of each of these two treatments.

The new carrying value is to be 6000. Other balances

Activity feedback will need to be altered or eliminated as shown.
Treatment (a) suggests the following: Asset revaluation
Account
Cost Depreciation Carrying amount Transfer of cost 10 000 6 000 Transfer of depreciation
10 000 6 000 4 000 Surplus 2000 6000 New carrying value
(calculated) (given)
The asset is now revalued, by index or otherwise, to a 12 000 12 000

new gross figure of 15 000, i.e. the new ‘cost’ is 15 000.
The depreciation is now ‘restated proportionately’, i.e. it
is also increased by 50 per cent. We thus end up with:

Gross revaluation Depreciation  Carrying amount

15 000 9 000 6 000

If an asset’s carrying amount is decreased as a result of a revaluation, the decrease
shall be recognized in profit or loss. However, the decrease shall be recognized in other
comprehensive income to the extent of any credit balance existing in the revaluation sur-
plus in respect of that asset. The decrease recognized in other comprehensive income
reduces the amount accumulated in equity under the heading of revaluation surplus.

Such a revaluation surplus reserve is not ‘realized’, and is therefore not ‘earned” and
not available for dividend. However, it is likely to become realized over time. Such
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revaluation surplus included in equity may be transterred directly to retained earnings
when the surplus is realized. The whole surplus may be realized on the retirement or
disposal of the asset. However, some of the surplus may be realized as the asset is used
by the entity; in such a case, the amount of the surplus realized is the difference
between depreciation based on the revalued carrying amount of the asset and depreci-
ation based on the asset’s original cost.

It is noteworthy that the word ‘may” is used three times in the last three sentences.
The increase in carrying amount may be transferred to retained earnings eventually
when the asset is disposed of or gradually over the remaining useful life — thus, in
effect, offsetting in the retained earnings balance the effect of ‘extra’ depreciation.
Note that in neither case is there any effect on the income statement for any year; this
will be charged in full with the new depreciation expense. Alternatively, it appears that
the increase could be left in revaluation surplus forever. Under a historical cost
accounting philosophy, this last possibility seems illogical, although under a current
cost philosophy it would be logically correct (see Chapter 7).

The Interpretations Committee issued IFRIC 1 in May 2004, effective for annual
periods beginning on or after 1 September 2004, carlier application being encouraged.
IFRIC 1, Changes in Existing Decommissioning, Restoration and Similar Linbilities,
provides guidance on how to account for the effect of changes in the measurement of
such liabilities. The details of IFRIC 1 are complicated, pedantic and common sense.

Depreciation

The formal requirement of IAS 16 for the calculation of depreciation should by now
have a familiar ring (para. 50). The depreciable amount of an item of PPE should be
allocated on a systematic basis over its useful life. The depreciation method used
should reflect the pattern in which the asset’s economic benefits are consumed by the
entity. The depreciation charge for each period should be recognized as an expense
unless it is included in the carrying amount of another asset (e.g. as part of the manu-
facturing cost of inventories).

The Standard goes into detail about a number of aspects. The residual value and
the useful life of an asset shall be reviewed at least at each financial year-end and, if
expectations differ from previous estimates, the change(s) shall be accounted for as a
change in an accounting estimate in accordance with IAS 8, Accounting Policies,
Changes in Accounting Estimates and Errors.

Depreciation is recognized even if the fair value of the asset exceeds its carrying
amount, as long as the asset’s residual value does not exceed its carrying amount.
Repair and maintenance of an asset do not negate the need to depreciate it. The
depreciable amount of an asset is determined after deducting its residual value. In
practice, the residual value of an asset is often insignificant and therefore immaterial in
the calculation of the depreciable amount. The residual value of an asset may increase
to an amount equal to or greater than the asset’s carrying amount. If it does, the
asset’s depreciation charge is zero unless and until its residual value subsequently
decreases to an amount below the asset’s carrying amount. This last point is rather sig-
nificant. It recognizes and confirms that, while a depreciation charge is required for all
items of PPE, the correctly calculated charge may well be zero.

Land and buildings are separable assets with different accounting characteristics
and should be considered separately, even if acquired as a single purchase.

The Standard mentions three depreciation methods by name: straight line, reduc-
ing (or diminishing) balance, and the units of production (usage) method (para. 62).
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This list is neither exhaustive nor in order of preference. The method used for an asset
is selected based on the expected pattern of economic benefits and is consistently
applied from period to period unless there is a change in the expected pattern of eco-
nomic benefits from that asset. This implies that for any particular asset, with its own
particular expected pattern of economic benefits, there is one particular appropriate
method. Once the method has been chosen, consistency is required. Now look at
Activity 13.11.

ACTIVITY 13.11

It is sometimes argued, for example in the case of hotels,
that depreciation of the building is not necessary on the
grounds that its fair value is being maintained by the
incurrence of expensive maintenance costs which are
being charged as expenses. To charge depreciation as
well could appear to be ‘double-counting’. What do you
think of this argument?

Activity feedback
Standard setters generally are at pains to counter this
argument. It is not valid to argue that maintenance
increases residual value at the end of economic life, so in
principle the proposition is invalid, although maintenance
is certainly a factor in determining the length of the eco-
nomic life. However, the useful life could, it must be
remembered, be significantly shorter than the economic
life. It certainly seems theoretically valid for a hotel owner
to argue that expected residual value at the end of the
expected useful life (to him) is equal to or greater than
the initial carrying value. This would suggest that, while
depreciation needs to be provided, the ‘correct’ figure
will be nil! Auditors may be suspicious of this argument
although, as discussed earlier, IAS 16 now recognizes its
possible legitimacy.

The depreciation method applied to an asset shall be
reviewed at least at each financial year-end and, if there
has been a significant change in the expected pattern of

Derecognition

e on disposal, or

consumption of the future economic benefits embodied
in the asset, the method shall be changed to reflect the
changed pattern. Such a change shall be accounted for
as a change in an accounting estimate in accordance
with IAS 8.

It is necessary to determine whether or not an item of
PPE has become impaired. This area is covered by IAS
36, Impairment of Assets (see Chapter 15). Impairments
or losses of items of PPE related claims for or payments
of compensation from third parties and any subsequent
purchase or construction of replacement assets, are sep-
arate economic events and are accounted for separately
as follows:

e /mpairments of items of PPE are recognized in
accordance with IAS 36.

e Derecognition of items of PPE retired or
disposed of is determined in accordance with
IAS 16.

e Compensation from third parties for items of
PPE that were impaired, lost or given up is
included in determining profit or loss when it
becomes receivable.

e The cost of items of PPE restored, purchased or
constructed as replacements is determined in
accordance with IAS 16.

The carrying amount of an item of PPE shall be derecognized:

e when no future economic benefits are expected from its use or disposal.

The gain or loss arising from the derecognition of an item of PPE shall be deter-

mined as the difference between the net disposal proceeds, if any, and the carrying
amount of the item. The gain or loss is to be included in profit or loss when the item is
derecognized (unless IAS 17 requires otherwise on a sale and leaseback). Gains shall
not be classified as revenue.
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This confirms that any element of revaluation reserve relating to the item will not
pass through the income statement.

However, an entity that, in the course of its ordinary activities, routinely sells items
of PPE that it has held for rental to others shall transfer such assets to inventories at
their carrying amount when they cease to be rented and become held for sale.
The proceeds from the sale of such assets shall be recognized as revenue in accordance
with IAS 18, Revenue. IFRS 5 does not apply when assets that are held for sale
in the ordinary course of business are transferred to inventories (para. 68A inserted
in 2008).

The disposal of an item of PPE may occur in a variety of ways (e.g. by sale, by enter-
ing into a finance lease or by donations). In determining the date of disposal of an
item, an entity applies the criteria in IAS 18, Revenue, for recognizing revenue from
the sale of goods. IAS 17 applies to disposal by a sale and leaseback.

The disclosure requirements under IAS 16 are lengthy and incapable of eftective sum-
marization. In general, full details and reconciliations of movements concerning addi-
tions, disposals, impairments and revaluations are required. Have a look yourself at a
recent real example.

ACCOUNTING FOR INVESTMENT PROPERTIES

Principles and definitions

The classic perception of a non-current asset is that of a long-term resource that is nec-
essary to support the day-to-day operational activities of a business. It is used in
production or administration, but is not itself sold. It generally wears out, as its use
value or service potential is consumed, in recognition of which depreciation is charged
in the annual profit calculation. The classic perception of an investment is that of an
asset held so that the asset itself will earn positive returns, either through regular
inflows such as interest, dividend, or rent or through capital appreciation. With an
investment, the key issue is impairment or capital appreciation, rather than consump-
tion of use value or service potential.

The specific problem with properties is that they can be held for either purpose or
for both purposes at different times. Because of a general tendency, over the long
term, for property prices to rise significantly in nominal terms, the distinction in prac-
tice is often particularly significant.

Until at least the 1970s, property held as an investment was generally treated for
accounting purposes like any other property, with or without the possibility of revalua-
tion and with or without the possibility of non-depreciation, depending on the juris-
diction. This approach began to be challenged, notably in the UK. It was argued that
if a property is held as an investment then:

1 the matching convention is arguably not relevant as no service potential is being
used up

2 the current values of such investments and any change therein are of prime im-
portance and relevance.
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ACTIVITY 13.12

We have seen that, under IAS, a non-current asset is any
asset other than a current asset, where a current asset is
an asset which (IAS 1, para. 66) is:

1 expected to be realized in, or is intended for sale
or consumption in, the entity’s normal operating
cycle

2 held primarily for the purpose of being traded

3 expected to be realigned within 12 months after
the balance sheet date

Activity feedback
The answer to (i) seems to depend on the particular sit-
uation. If the entity is actually trading in properties as an
operating activity, then the property does seem to be a
current asset. In this case, the question of depreciation
does not arise, either logically under the matching princi-
ple, or in legal or regulatory terms under EC Directives or
IAS GAAP.

If the entity is intending to hold the property for a num-
ber of accounting periods, for rental and/or capital gain,

then the current/non-current distinction is less clear,
although perhaps non-current better reflects the sub-
stance. However, the property is still not being con-
sumed in supporting the operating activities of the entity.
Further, the key information of relevance to stakeholders
should accord with the expected future outcomes, i.e.
some kind of rental income and an eventual profitable
disposal, not the wearing out of the asset. Arguably,
therefore, depreciation is neither logical nor relevant,
although this can raise legal and regulatory issues. This
whole area needs separate discussion.

4 cash or cash equivalent (as defined by IAS 7, see
Chapter 24), unless it is restricted from being
exchanged or used to settle a liability for at least
12 months after the balance sheet date.

If an entity owns a property which it intends to hire out
in the short to medium term and eventually sell or possi-
bly to sell in the short-to-medium term, consider:

(i) whether itis a non-current or current asset

(ii) whether the economic substance of the situation
implies a need for annual depreciation.

1AS 25, Accounting for Investments, ettective from 1 January 1987 until 31 Decem-
ber 2000, was constructed to allow, but not to require, the treatment of an investment
property as a long-term investment under IAS 25, rather than as property under IAS
16, Property, Plant and Equipment. Even under IAS 25, such a property could be car-
ried at either cost or revalued amount. Thus there was a great deal of choice involved.

The IASB issued an exposure draft on investment properties, E64, in July 1999. This
proposed a mandatory fair value model for investment properties. However, in the
resulting debate, IAS was forced to backtrack and the Standard, IAS 40, gives a choice.

Investment property, as defined later, can be treated in either of two ways. Entities
can choose between a fair value model and a cost model. The fair value model is the
model proposed in E64: investment property should be measured at fair value and
changes in fair value should be recognized in the income statement.

The cost model is as defined in IAS 16, Property, Plant and Equipment: investment
property should be measured at depreciated cost (less any accumulated impairment
losses). An entity that chooses the cost model should additionally disclose the fair
value of its investment property in the notes to the financial statements.

IAS 40 gives the following key definitions:

o Investment property is property (land or a building or part of a building, or both)
held (by the owner or by the lessee under a finance lease) to earn rentals or for
capital appreciation or both, rather than for:
= use in the production or supply of goods or services or for administrative

purposes, or

= sale in the ordinary course of business.



280

CHAPTER 13 FIXED (NON-CURRENT) TANGIBLE ASSETS

o Owner-occupied property is property held (by the owner or by the lessee under a
finance lease) for use in the production or supply of goods or services or for
administrative purposes.

It follows from the definition of investment property that an investment property
will generate cash flows ‘largely independently’ of other assets held by an entity. It is
this which distinguishes investment property from owner-occupied property, as
owner-occupied property only generates cash flows in conjunction with other operat-
ing assets necessary for the production or supply process.

An investment property within the definition should be recognized as an asset
when, and only when:

1 itis probable that the future economic benefits that are associated with the
investment property will flow to the entity

2 the cost of the investment property can be measured reliably.

Figure 13.1 summarizes the various alternatives for treating a property under IAS
GAAP (based on a figure in the Appendix to the 2000 version of IAS 40).

Note that in marginal cases, judgement will be needed in distinguishing investment
properties from owner-occupied properties. For example, an owner-managed hotel is
essentially concerned with the provision of services to guests, so it is not an investment
property. However, the owner of a building which is managed as a hotel by a third
party is in the position of holding an investment, with ‘largely independent’ cash flows
arising, hence creating an investment property. In complex intermediate situations,
the substance of the situation and the balance of emphasis should be followed. Disclo-
sure of the criteria used is required when classification is difficult.

Consider each of the assets described in (a) to (i) (below)
and indicate whether they are or are not investment prop-
erties as defined in IAS 40.

(a) Land held for long-term capital appreciation
rather than for short-term sale in the ordinary
course of business.

(b) Land held for a currently undetermined future
use.

(c) Property that is being constructed or developed
for future use as investment property.

(d) A building owned by the entity (or held by the
entity under a finance lease) and leased out
under one or more operating leases.

(e) A building that is vacant but is held to be leased
out under one or more operating leases.

() Property intended for sale in the ordinary course
of business, e.g. property held for trading by
property traders or for development and resale
by property developers.

ACTIVITY 13.13

(g) Property being constructed for third parties.
(h) Owner-occupied property.

(i) Property that is leased to another entity under a
finance lease.

Activity feedback

(a), (d), and (e) are clearly held for investment purposes
and are investment properties. (b) cannot really be
regarded as other than a speculative purchase at the
time it was acquired and so is an investment property
unless and until, presumably, it eventually becomes part
of an owner-occupied property. (c), however, does not at
present meet the definition; it is property under construc-
tion, and IAS 16 would apply. None of the final four is an
investment property and IAS 40 would not apply to them:
(f) would be dealt with as inventory under IAS 2
(see Chapter 17), (g) as a construction contract under
IAS 11 (see Chapter 17), (h) and (i) as property PPE
under IAS 16.



ACCOUNTING FOR INVESTMENT PROPERTIES = 281

Figure 13.1 Decision tree for treatment of most property under IAS' G
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A new introduction in the 2004 version of IAS 40 concerns property interests
under operating leases. It was widely suggested that, in substance, given the long life
of most property, these should be treatable similarly to finance leases. Accordingly
(para. 6), a property interest that is held by a lessee under an operating lease may be
classified and accounted for as investment property if, and only if, the property would
otherwise meet the definition of an investment property and the lessee uses the fair
value model for the asset recognized. This classification alternative is available on a
property-by-property basis. However, once this classification alternative is selected for
one such property interest held under an operating lease, all property classified as
investment property shall be accounted for using the fair value model. When this clas-
sification alternative is selected, any interest so classified is included in the disclosures
required. Note that this is an option, not a requirement.

Measurement

The initial measurement of a newly acquired investment property under IAS 40 is rea-
sonably simple, but the issue of subsequent measurement is much more complicated.
An investment property should be measured initially at its cost, which is the fair value
of the consideration given for it. Transaction costs are included in the initial measure-
ment. The cost of a purchased investment property comprises its purchase price and
any directly attributable expenditure. Directly attributable expenditure includes, for
example, professional fees for legal services and property transfer taxes.

When an investment property has already been recognized, subsequent expenditure
on that investment property should be recognized as an expense when it is incurred
unless it is probable that this expenditure will enable the asset to generate future eco-
nomic benefits in excess of its originally assessed standard of performance and the ex-
penditure can be measured and attributed to the asset reliably.

The initial cost of a property interest held under a lease and classified as an invest-
ment property shall be as prescribed for a finance lease by paragraph 20 of IAS 17, i.e.
the asset shall be recognized at the lower of the fair value of the property and the pres-
ent value of the minimum lease payments. An equivalent amount shall be recognized
as a liability in accordance with that same paragraph. Note that this applies both to
finance leases and to property interests under operating leases treated as investment
properties under the option introduced in para. 6.

As suggested, the question of measurement subsequent to the initial measurement
is more complicated. As already outlined, two models are available: the fair value
model and the cost model. An entity has a choice between these two models under
IAS and should apply the chosen model to all of its investment property. Although the
choice given in IAS 40 between these two models is a free one, and there is no stated
‘benchmark’ treatment, it is very clear that the preference indicated in E64 for a fair
value model remains. Fair value has to be determined in a// cases — for measurement in
the financial statements if the fair value model is used and for disclosure in the notes if
the cost model is used. The Standard notes that IAS 8 (see Chapter 9) states that a vol-
untary change in accounting policy should be made only if the change will result in a
more appropriate presentation of events or transactions in the financial statements of
the entity. IAS 40 explicitly states that it is highly unlikely that a change from the fair
value model to the cost model will result in a more appropriate presentation.

Some insurers and other entities operate an internal property fund that issues
notional units, with some units held by investors in linked contracts and others held
by the entity. A newly-introduced paragraph (32A) states that an entity may:
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(a) choose cither the fair value model or the cost model for all investment property
backing liabilities that pay a return linked directly to the fair value of, or returns
from, specified assets including that investment property, and

(b) choose cither the fair value model or the cost model for all other investment prop-
erty, regardless of the choice made in (a).

After initial recognition, an entity that chooses the cost model should measure all
its investment property using the cost-based treatment in IAS 16; that is at cost less
any accumulated depreciation and any accumulated impairment losses. In other
words, if choosing the cost model, an entity proceeds in measurement (but not disclo-
sure) terms to follow IAS 16 as it TAS 40 did not exist.

However, investment properties that meet the criteria to be classified as held for
sale (or are included in a disposal group that is classified as held for sale) shall be meas-
ured in accordance with IFRS 5 (see Chapter 15).

There is a rebuttable presumption that an entity will be able to determine the fair
value of an investment property reliably on a continuing basis. After initial recognition,
an entity that chooses the fair value model should measure all its investment property
at its fair value, unless this presumption is not valid.

A gain or loss arising from a change in the fair value of investment property should
be included in net profit or loss for the period in which it arises. The Standard makes it
absolutely explicit that changes in fair value are to be taken directly to earnings and
not taken to or from reserves.

We have discussed the concept of fair value elsewhere (see Chapter 8). Fair value is
the price that would be received to sell an asset or paid to transfer a liability in an
orderly transaction between market participants at the measurement date. With the
introduction of IFRS 13 a number of detailed explanatory paragraphs about the prac-
ticalities of calculating fair value (then using the previous definition of fair value of
course, see Chapter 8 and revise this area if necessary) have been eliminated. By impli-
cation it is automatically assumed in IAS 40 as it stands from 2013 that IFRS 13 is rig-
orously and properly applied to the relevant investment properties. IAS 40 does note
that, as a generality, the various inputs to fair value estimations reflect the assumptions
market participants would or do actually make under the market conditions at the rele-
vant time.

In the rare situations in which fair value measurement proves impossible for a par-
ticular property, the entity should measure that investment property using the cost
model treatment in IAS 16. The residual value of the investment property should be
assumed to be zero. The entity should continue to apply IAS 16 until the disposal of
the investment property. In such circumstances, the entity measures all its other
investment properties at fair value. IAS 40 requires that once an entity has begun
measuring an investment property at fair value, it should continue to do so, even if the
measurements subsequently become less reliable.

Transfers and disposals

Under IAS 40, transfers to or from investment property should be made only when
there is a clearly evidenced change of use. When the cost model is being used for
investment properties, transfers between investment property, owner-occupied prop-
erty and inventories do not change the carrying amount of the property transferred
and they do not change the cost of that property for measurement or disclosure pur-
poses. The Standard does not remind us, but we should note that the fair value of
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investment properties measured under the cost model has to be disclosed in the notes,
a requirement that does not extend to owner-occupied property or to inventory.

A transfer to or from investment properties which are being carried at fair value
obviously has potentially very significant effects on the measurement process and the
carrying amount of an asset. If an investment property carried at fair value becomes an
owner-occupied property or is transferred to inventory, then the property’s cost for
subsequent accounting purposes is its fair value as at the date of the change in use.

If an owner-occupied property becomes an investment property carried at fair
value, then IAS 16 should be applied up to the date of the change of use, i.e. the entity
continues to depreciate the property and to recognize any impairment losses. A difter-
ence between the carrying amount of the asset under IAS 16 at the date of the change
of use and the fair value at that date is dealt with in the same way as a revaluation
under IAS 16.

If a property classed as inventory is transferred to become an investment property
carried at fair value, then the treatment is consistent with that of a sale of inventory
under IAS 2. A difference between the fair value of the property at that date and its
previous carrying amount is therefore part of net profit or loss for the period. Similarly,
a self-constructed investment property that will be carried at fair value will give rise, on
completion, to an effect on reported net profit or loss for the period equal to the dif-
ference between the fair value on the completion date and its previous (cost-based)
carrying amount.

ACTIVITY 13.14

Read the immediately preceding paragraph again. Does
it meet the requirement in IAS 1 and the underlying con-
cept in the IAS Framework to be prudent?

Activity feedback
There is, certainly in comparison with what many would
regard as normal, an apparent lack of prudence, and of
strict adherence to the realization principle, inherent in
the previous paragraph. However, this is the whole point
of the fair value concept. There is, by definition, reliable
evidence to determine fair value, which is a market-
based concept and it therefore follows logically and con-
sistently with a true sale, that a gain relating to operating
processes has been ‘made’. Anybody who regards only
a completed transaction as providing adequate evidence
for fair value should reject the whole notion of fair value
accounting.

An investment property should be eliminated from the
balance sheet (derecognized) on disposal. The disposal
of an investment property may occur by sale or by

entering into a finance lease. In determining the date of
disposal for investment property, an entity applies the cri-
teria in IAS 18, for recognizing revenue from the sale of
goods (see Chapter 19). IAS 17 applies on a disposal by
entering into a finance lease or by a sale and leaseback
(see Chapter 16). An investment property must also be
derecognized when it is permanently withdrawn from use
and no further economic benefits are expected from its
disposal. Gains and losses arising on derecognition, i.e.
the difference between the net disposal proceeds and
the carrying amount, are recognized as income or
expense in the income statement, unless IAS 17 requires
otherwise in the case of a sale and leaseback. This is, of
course, consistent with the treatment of annual changes
in fair value of a retained investment property, which are
likewise taken directly to the income statement.

IAS 40 gives extensive and detailed disclosure
requirements. The crucial point to remember is that if the
cost model is used, then disclosure of fair values, by way
of note, is still required.

Some national considerations

Broadly speaking, the treatment of investment properties in important accounting
jurisdictions mirrors the general characteristics of those jurisdictions, as discussed in
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Chapter 2. It may be suggested that the attitude to investment properties often illus-
trates these characteristics quite strongly. It is generally argued that the Fourth EU
Directive, as agreed in 1978, does not allow non-depreciation of property, although
of course the true and fair override in Article 2 can be used to justify departure from
this, at least in those countries that believe in the override anyway. National practice in
‘continental’ European countries would be, at least up to the present, to use the cost
model.

The so-called Anglo-Saxons are clearly split on the matter. At the time of writing,
UK Standards require investment properties to be evaluated on a broadly fair value ba-
sis in SSAP 19. US GAAP, as currently constituted (ARB 43, APB 6), require that
investment properties be treated the same way as any other properties and are, there-
fore, squarely inconsistent with the original E64 proposals and with the UK require-
ments.

It is important to note, however, that although at first sight IAS 40 seems to be a
compromise in that it allows both the UK to use fair values and the US to forbid them,
this is over-simplistic. There is in fact a major difference between the UK and IAS.
SSAP 19 in the UK, at para. 13, requires that changes in the market value of invest-
ment properties should not be taken to the income statements but should be taken to
the statement of total recognized gains and losses (being a movement on an invest-
ment revaluation reserve), unless a deficit (or its reversal) on an individual property is
expected to be permanent, in which case it should be charged (or credited) in the
profit and loss account of the period.

This is in sharp contrast to the IAS 40 requirements, which, as discussed earlier,
generally require such changes in market value to be taken directly to annual reported
carnings. As regards the important concept of reported earnings, therefore, current
UK GAAP is significantly more prudent than the requirements of the fair value alter-
native in IAS GAAP.

It should also be noted that IAS 40 has gone out of its way to give the impression
that it is a stepping stone towards an eventual compulsory fair value model for invest-
ment properties. Time will tell.

ACTIVITY 13.15

An extract from the financial statements of the British
Land Company plc for the year to 31 March 2008 is
shown below. Briefly explain how the group measures its
properties, and what has happened during the year in
relation to them.

At 31 March 2008, the Group book value of properties
of £10 469m (2007: £14 047m) comprises freeholds of
£9357m (2007: £13 118m); virtual freeholds of £303m
(2007: £106m); long leaseholds of £802m (2007: £820m)
and short leaseholds of £7m (2007: £3m). The historical
cost of properties was £7315m (2007: £8897m).

At 31 March 2008, the book value of owner-occupied
property is £53m (2007: £50m) after charging £nil (2007:
£nil) depreciation to the income statement for the year.

The property valuation does not include any invest-
ment properties held under operating leases (2007: nil).

The property valued at £7162m (2007: £9194m) was
subject to a security interest and other properties of non-
recourse companies amounted to £2m (2007: £128m).

Cumulative interest capitalized in investment and de-
velopment properties amounts to £33m and £84m (2007:
£28m and £46m) respectively.

(Continued)
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ACTIVITY 13.15  (Continued)

Financial statements of British Land plc for the year-ended 31 March 2008

Investment Development Owner occupied Total
£m £m £m £m
Carrying value at 1 April 2007 12 891 1106 50 14 047
Additions — property purchases 115 115
Other capital expenditure 253 292 545
Disposals (2 694) (24) (2 718)
Reclassifications 360 (360)
Revaluations: in income statement (1 569) (19) (1 588)
in statement of recognized income and 57 8 60
expense
Increase in tenant incentives and &8 10 43
guaranteed rent uplift balances
Carrying value at 31 March 2008 9 389 1062 58] 10 504
Head lease liabilities (35)
Total Group property portfolio valuation 31 10 469
March 2008
Activity feedback

Most of the group properties are held as investments,
with a significant minority under development. They are
generally held at fair value. During the year there has
been little acquisition of properties and significant dis-
posals. In addition, a sizeable downward revaluation has
been recorded, taken directly to reported earnings. The

absolute historical cost of the properties has therefore
fallen, as has the excess of valuation over historical
cost for those remaining. Note also that most of the
properties are pledged as security against group borrow-
ings. The quality of disclosure and transparency seems
quite high.

Recent practical examples of the major statements are given in Chapter 32.

SUMMARY

In this long chapter we have explored a number of aspects of IAS thinking
in relation to the accounting treatment of fixed (non-current) assets. We
looked at problems of cost determination, in particular IAS 20 on govern-
ment grants and IAS 23 on borrowing costs and on the recognition and
measurement of Property, Plant and Equipment (IAS 16), including alterna-
tive methods of depreciation calculation. We also exposed alternative views
on the treatment of investment properties, and the IAS requirements on this

in IAS 40.
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Suggested answers to exercises marked v' are to be found on our dedicated CourseMate platform
for students.

Suggested answers to the remaining exercises are to be found on the Instructor online support
resources.

1 What are fixed (non-current) assets?

2 Outline four different depreciation methods and appraise them in the context of the definition
and objectives of depreciation.

3 Are government grants related to the purchase of fixed assets by an entity, a reduction in cost
of acquisition?

4 Can the receipt of a government grant create a liability?

5 Inwhat circumstances, if at all, should borrowing costs be capitalized, in your opinion?
v 6 Should land be allowed to be, or required to be, revalued?
v' 7 Should buildings be allowed to be, or required to be, revalued?

8 In what circumstances, if any, do you think that regulation should allow the non-depreciation of
owned buildings?

9 |AS 40 gives a choice of accounting policy in relation to investment properties. Is a choice
acceptable? If not, how should IAS 40 be altered?

v10 The following is an extract of Errsea’s balances of property, plant and equipment and related
government grants at 1 April 2006.

Cost Accumulated Carrying
depreciation amount
$000 $000 $000
Property, plant and equipment 240 180 60
Non-current liabilities
Government grants 30
Current liabilities 10

Government grants

Details including purchases and disposals of plant and related government grants during the
year are:

(i) Included in the above figures is an item of plant that was disposed of on 1 April 2006 for $12 000
which had cost $90 000 on 1 April 2003. The plant was being depreciated on a straight line basis
over four years assuming a residual value of $10 000. A government grant was received on its
purchase and was being recognized in the income statement in equal amounts over four years. In
accordance with the terms of the grant, Errsea repaid $3000 of the grant on the disposal of the
related plant.
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V11

v12

(i) Anitem of plant was acquired on 1 July 2006 with the following costs:

$
Base cost 192 000
Modifications specified by Errsea 12 000
Transport and installation 6 000

The plant qualified for a government grant of 25 per cent of the base cost of the plant, but it had not
been received by 31 March 2007. The plant is to be depreciated on a straight line basis over three
years with a nil estimated residual value.

(i) All other plant is depreciated by 15 per cent per annum on cost.

(iv) $11 000 of the $30 000 non-current liability for government grants at 1 April 2006 should be
reclassified as a current liability as at 31 March 2007.

(v) Depreciation is calculated on a time apportioned basis.

Required:

Prepare extracts of Errsea’s income statement and balance sheet in respect of the property,
plant and equipment and government grants for the year ended 31 March 2007. Note: disclo-
sure notes are not required.

(ACCA - June 2007)

Omega is an entity that owns three properties. All three properties were purchased on 1
October 2004. Details of the purchase price and market values of the properties are as follows:

Property 1 Property 2 Property 3
$000 $000 $000
Purchase price 15 000 10 000 12 000
Market value 30 September 2005 16 000 11 000 13 500
Market value 30 September 2006 17 000 9 000 14 500

Properties 1 and 2 are used by Omega as factories whilst property 3 is let to a non-related third
party at a commercial rent. Omega does not depreciate any of the properties on the basis that
they are valued at market values that are generally expected to increase over time.

Required:

(a) Assess whether Omega’s policy of non-depreciation of properties 1, 2 and 3 is in accord-
ance with international financial reporting standards.

(b) Show how the movements in the carrying amount of each property will be reflected in the
financial statements of Omega for the years ended 30 September 2005 and 2006. You can
assume that any relevant depreciation is immaterial.

Where necessary you should justify your treatment with reference to appropriate inter-
national financial reporting standards. Where more than one treatment is permitted under
international financial reporting standards you should show the impact of both treatments.

(ACCA — December 2006)

Omega prepares financial statements under International Financial Reporting Standards. In the
year ended 31 March 2007 the following transactions occurred:
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Transaction 1
On 1 April 2006 Omega began the construction of a new production line. Costs relating to the
line are as follows:

Amount
Details $000

Costs of the basic materials (list price $12.5 million less a 10 000
20 per cent trade discount)

Recoverable sales taxes incurred not included in the 1 000
purchase cost

Employment costs of the construction staff for the three 1200
months to 30 June 2006 (note 1)

Other overheads directly related to the construction 900
(note 2)

Payments to external advisers relating to the construction 500

Expected dismantling and restoration costs (note 3) 2 000

Note 1

The production line took two months to make ready for use and was brought into use on 31
May 2006.

Note 2
The other overheads were incurred in the two months ended 31 May 2006. They included an
abnormal cost of $300 000 caused by a major electrical fault.

Note 3

The production line is expected to have a useful economic life of eight years. At the end of that
time, Omega is legally required to dismantle the plant in a specified manner and restore its
location to an acceptable standard. The figure of $2 million included in the cost estimates is
the amount that is expected to be incurred at the end of the useful life of the production plant.
The appropriate rate to use in any discounting calculations is 5 per cent. The present value of
$1 payable in eight years at a discount rate of 5 per cent is approximately $0.68.

Note 4

Four years after being brought into use, the production line will require a major overhaul to
ensure that it generates economic benefits for the second half of its useful life. The estimated
cost of the overhaul, at current prices, is $3 million.

Note 5
Omega computes its depreciation charge on a monthly basis.

Note 6
No impairment of the plant had occurred by 31 March 2007.

Transaction 2

On 31 December 2006 the directors decided to dispose of a property that was surplus to
requirements. They instructed selling agents to find a suitable purchaser and advertised the
property at a commercially realistic price.

The property was being measured under the revaluation model and had been revalued at
$15 million on 31 March 2006. The depreciable element of the property was estimated as $8
million at 31 March 2006 and the useful economic life of the depreciable element was
estimated as 25 years from that date.
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13

On 31 December 2006 the directors estimated that the market value of the property was $16

million, and that the costs incurred in selling the property would be $500 000. The property was
sold on 30 April 2007 for $16.1 million. Omega incurred selling costs of $550 000. The actual
selling price and costs to sell were consistent with estimated amounts as at 31 March 2007.

The financial statements for the year ended 31 March 2007 were authorized for issue on 15

May 2007.

Required:

Show the impact of the above transactions on the income statement of Omega for the year
ended 31 March 2007, and on its balance sheet as at 31 March 2007. You should state where
in the income statement and the balance sheet relevant balances will be shown.

(i)

(i)

(ACCA - June 2007)

Discuss the arguments in favour of, and those against, the capitalization of borrowing costs as part of
the cost of an asset.

On 1 April 20X2, Webster commenced the construction of a large development consisting of
several separate retail premises. It had a policy of capitalizing borrowing costs under IAS 23. At 31
March 20X3 the amount of expenditure on the development totalled $12 million. These expenditures
can be taken to have been incurred evenly throughout the year. The development is being financed
from funds generally borrowed for the construction of similar development projects. Webster's cost of
capital on these funds can be calculated from the following:

$2 million overdraft at 15 per cent per annum
$3 million 5 year secured 8 per cent loan note
$5 million 5 year unsecured 10 per cent loan note

Construction of the development was halted twice during the accounting period to 31 March
20X3. The first occasion, for a two-week period, was due to the discovery of ancient artefacts
unearthed during excavation work. The second, an extended period of two months, was due to an
industrial relations dispute.

Calculate the amount of finance costs that Webster should capitalize for the period to 31 March
20X3.

(ACCA - June 2003 adapted)



INTANGIBLE ASSETS

OBJECTIVES After studying this chapter you should be able to:

e define and distinguish intangible assets and goodwill

e describe, apply and appraise the requirements of IAS 38 relating to
intangible assets

e discuss alternative possible treatments for purchased goodwill

e describe, apply and appraise the requirements of IFRS 3 relating to
purchased goodwill.

INTRODUCTION

The accounting treatment of goodwill and intangible assets has caused great difficulty
and confusion over the years. Part of the trouble was a failure to distinguish clearly
between the two. In the ‘bad old days’, goodwill was often very loosely regarded as a
conglomerate figure for all unrecorded net asset values. In other words, if a business
was bought for €1 million and the recorded net assets had ‘book values’ of €600 000,
then the difference of €400 000 was considered to be goodwill. This adherence to
book values, which are by definition largely meaningless in market terms, is now
generally unacceptable. IASB defines goodwill (IFRS 3, Appendix A) as follows:

Future economic benefits arising from assets that are not capable of being
individually identified and separately recognized.
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In principle, goodwill is in existence all the time. Its value is difficult to define and is
constantly changing. Its value can, of course, be negative. But goodwill is always there;
it is inherent in the business. This is often referred to as inherent goodwill, non-puvchased
goodwill or internally generated goodwill. It is contrasted with purchased goodwill. This
contrast is not for reasons of principle, but purely for the practical reason that purchased
goodwill has a convenient cost figure. There has been a transaction, the cost convention
can be applied, we have a figure capable of being audited. If we buy a business for
€100 000 and the net separable assets have fair value of €60 000 then we can certainly
say that goodwill is, or at least at that instant was, worth €40 000.

The accounting treatment for purchased goodwill is regarded as an aspect of
accounting for business combinations. IASB covers this in IFRS 3 and we discuss pur-
chased goodwill separately in the next section. We first consider in detail the problems
of accounting for intangibles other than purchased goodwill; this is covered by IAS
38, Intangible Assets.

INTANGIBLE ASSETS

In IAS GAAP, an intangible asset is defined as an %dentifinble non-monetary asset with-
out physical substance’. This excludes goodwill which is by definition non-identifiable.

Identifiability in IAS GAAP does not equal separability, since an asset of an entity is
defined as “a resource [that is] (a) controlled by the entity as a result of past events; and
(b) from which future economic benefits are expected to flow to the entity’. For an
intangible asset to be recognized, the future economic benefits must be ‘probable’
and it must be possible to measure the cost of the asset reliably. ‘Control” encompasses
both the right to obtain the benefits and the ability to restrict access to them by others.
It is not necessarily considered to imply the ability to sell the item separately from
other assets of the entity. These criteria thus permit the recognition as assets, in appro-
priate circumstances, of non-separable items such as development costs that have not
been converted into (separable) patents. They do not permit the recognition of inter-
nally generated goodwill.

At the original creation of IAS 38 in 1998 the IASB decided to include the require-
ments on research and development (R&D) costs, originally separately stated in IAS
9, with those on other intangibles because R&D costs are intangible in nature; any
value attributable to them being due to the know-how embodied in them rather than
to physical items such as prototypes. The IASB was concerned to achieve, as far as pos-
sible, uniformity of treatment for all long-term non-financial assets, whether tangible
or intangible, and for intangibles whether internally generated or acquired. This con-
cern is manifested in IAS 38 in the following ways:

e Many of the paragraphs of IAS 38 are similar in wording, and in places virtually
identical, to paragraphs of IAS 16, Property, Plant and Equipment.

e The recognition as assets of internally generated intangibles is allowed, subject to
stringent and cumbersome criteria.

Although the principle is that any intangibles that meet the asset recognition crite-
ria should be recognized (except in the case of the ‘alternative treatment’ discussed
later), it remains to be seen whether the effect of these criteria acts as a deterrent to a
reporting entity from so doing, in the absence of a powerful reason.
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The treatment of R&D costs has been the subject of particular controversy interna-
tionally. While there is general but not universal agreement (e.g. Norwegian law
explicitly states the opposite), that research does not give rise to intangible values that
can be recognized as assets, there is disagreement as to whether development may do
so, subject to certain criteria. In its 1993 revision of IAS 9, Research and Development
Costs, the IASB had changed its preferred (benchmark) treatment from that proposed
in its Exposure Drafts E32 and E47, namely, the immediate expensing of all develop-
ment costs, to capitalization (i.e. recognition as an asset), provided certain criteria
were met. It was thought that this was more consistent with the concept of an asset as
set out in the TASB’s Framework. In IAS 38, capitalization is maintained, but the crite-
ria for recognition have been tightened up; immediate expensing is not allowed as an
alternative treatment if these criteria are met.

The new version of IAS 38, applicable from 1 January 2005, made various amend-
ments and clarifications and, in a major development, requires the non-depreciation of
intangible assets with indefinite lines, as defined, requiring regular impairment tests
instead. There have been further minor revisions.

Scope of IAS 38

The scope of IAS 38 is clarified in paras 2 and 3 by stating which categories of item are
not included, namely:

(@
(b)

(©)

(d)

intangible assets that are within the scope of another Standard

financial assets (as defined in IAS 39, Financial Instruments: Recognition and
Measurement)

the recognition and measurement of exploration and evaluation assets (covered by
IFRS 6), and

expenditure on the development and estimation of minerals, oil, natural gas and
similar non-regenerative resources.

If another Standard prescribes the accounting for a specific type of intangible asset,
an entity applies that Standard instead of TAS 38. For example:

(@)

(b)
(c)
(d)
(e)

(f)
(9)

(h)

intangible assets held by an entity for sale in the ordinary course of business
(see IAS 2, Inventories, and IAS 11, Construction Contracts)

deferred tax assets (see IAS 12, Income Taxes)
leases that are within the scope of TAS 17, Leases
assets arising from employee benefits (see IAS 19, Employee Benefits)

financial assets as defined in IAS 32; recognition and measurement of some
financial assets are covered by IFRS 10 Consolidated Financial Statements, IAS
27, Separate Financial Statements, IAS 28, Investments in Associates and Joint
Ventures

goodwill acquired in a business combination (see IFRS 3, Business Combinations)

deferred acquisition costs and intangible assets, arising from an insurer’s contractual
rights under insurance contracts within the scope of IFRS 4, Insurance Contracts

non-current intangible assets classified as held for sale (or included in a disposal
group that is classified as held for sale) in accordance with IFRS 5, Non-current
Assets Held for Sale and Discontinued Operations.
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The term intangible assets raises the major issue of which intangible items should be
recognized as assets and which should not. Hence, IAS 38 mentions numerous items of
expenditure on what may be termed intangible resources, many of which do not meet its
asset recognition criteria. Such intangible resources include expenditure on advertising,
training, start-up, R&D activities and computer software, patents, copyrights or motion
picture films. A good number of these do not qualify for recognition as assets in terms
of the criteria set out in the IASB’s Framework and one of the main purposes of IAS 38
is to distinguish between those that do and those that do not. Examples of expenditure
that do not meet these criteria, essentially on the grounds of a lack of any demonstrable
connection between expense and desired benefit, are start-ups, research, training,
advertising and/or promotion, and relocation or reorganization. Paragraph 63 adds
internally generated brands, mastheads, publishing titles, customer lists and items similar
in substance as items not qualifying for recognition as assets.

According to IAS 38, para. 6, an intangible asset held by a lessee under a finance
lease is considered, after initial recognition, to be an asset falling within the scope of
TAS 38.

Recognition under IAS 38

Three criteria need to be satisfied before an item should be recognized as an intangible
asset under IAS 38. These are identifiability, control and reliable measurability.

Identifiability (IAS 38, paras 11-12) is necessary in order to distinguish an intangi-
ble asset from goodwill. Separability is a sufficient condition for identifiability, but in
IAS GAAP not a necessary one. An asset is separable if the entity could rent, sell,
exchange or distribute the specific future economic benefits attributable to the asset
without also disposing of other assets or future economic benefits that flow from
them. (Future economic benefits include both revenues and cost savings.)

An entity, however, may be able to identify an intangible asset in some other way. If
an intangible asset is acquired together with a set of other assets, it may be separately
identifiable by virtue of separate legal rights attaching to it. An internally generated
intangible asset may also result from an internal project that gives rise to legal rights for
the entity. Nevertheless, usually legal rights are transferable so that such assets are
separable (an exception is rights resulting from a legal duty on employees to maintain
confidentiality). But identifiability in IAS GAAP can be achieved even if an asset gener-
ates future economic benefits only in combination with other assets; that is, it is not
separable, provided the entity can identify the future economic benefits that will flow
from the asset. In that case, however, the second criterion, control, is particularly crucial.

Control (IAS 38, paras 13-16) is exercised by an entity over an asset if the entity:

e has the power to obtain the future economic benefits flowing from the
underlying resource

e can also restrict the access of others to such benefits.

The resource itself is not recognizable as an asset unless the criterion of control
(as well as that of identifiability) is met. Control will generally result from legal rights
enforceable in law and such rights provide a sufficient condition for control. IAS
GAAP do not exclude the possibility that control over the future economic benefits
could be exercised in some other way, but give no examples of this.

In the case of such intangible resources as benefits arising from a team of skilled
staft and from training, even if the identifiability criterion can be satisfied, the criterion
of controllability will most likely not be met in the absence of protection by legal



rights. The same is true for customer lists or market shares. Such intangible resources,
therefore, do not usually qualify for recognition as intangible assets.

Relinble measurability is also a necessary precondition for the recognition of intan-
gible assets. IAS 38, paras 21 and 24, state that an intangible asset (that has met the
other recognition criteria) should be recognized only if its cost can be measured
reliably and that it should be measured initially at that cost.

For the purpose of determining cost, four different modes of acquisition are consid-
ered (paras 25—47): separate acquisition; acquisition as part of a business combination;
acquisition by way of a government grant; and acquisition by exchange of assets. Little
needs to be said in explanation of this.

In the case of separate acquisition, the rules for determining cost are the same as
those for assets generally, discussed in Chapter 13. The rules for determining cost in
the case of acquisition as part of a business combination are given in IFRS 3 (see
Chapter 26). In the case of acquisition by way of a government grant, the rules in IAS
20 are applicable (see Chapter 13).

In general, exchanges of assets are accounted for at fair value; the fair value of
the asset given being treated as the cost of the asset acquired, subject to any neces-
sary adjustments for any other partial consideration such as cash. In the case of an
intangible asset that is exchanged for an equity interest in a similar asset (such as a
share in a R&D joint venture), the cost of the new asset is the carrying amount of
the asset given up, with no gain or loss being recognized on the transaction, unless
the fair value of the asset received is less than the carrying amount of the asset
given up.

Internally generated intangible assets

Note that internally generated goodwill cannot be an intangible asset within the terms
of TAS 38 and so cannot be capitalized. In order to assess whether an internally gener-
ated intangible resource meets the criteria for recognition as an asset, IAS 38 sets out
the following methodology (paras 51-64).

The entity first classifies the internal project resulting in the generation of the
resource into two phases: a research phase and a development phase. If this distinction
cannot be made for the internal project, then the entire project should be considered
as a research phase.

Research is defined as original and planned investigation undertaken with the pros-
pect of gaining new scientific or technical knowledge and understanding. Develop-
ment is the application of research findings or other knowledge to a plan or design for
the production of new or substantially improved materials, devices, products,
processes, systems or services before the start of commercial production or use
(IAS 38, para. 8).

It is worth pausing at this point to remind ourselves about the general principles
involved here. It is obvious that the management of an entity will authorize the
expenditure of money and resources on either research or development only if there is
in some sense or other an expectation of benefit to the entity. It can be argued that an
expectation of future benefit from a past event automatically creates the expectation of
an asset now. However, the TAS definition of an asset needs to be remembered in full,
l.e. an asset is a resource:

e controlled by an entity as a result of past events, and

e from which future economic benefits are expected to flow.

INTANGIBLE ASSETS
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ACTIVITY 141

From your knowledge of the IASB Framework and gen-
eral accounting concepts, suggest briefly, with justifica-
tion, how expenditure in the research and development
phases should be treated.

Activity feedback

In essence, the matching convention argues in favour of
capitalization now, in order to permit expensing later
against resulting benefit. The asset figure will need to be
charged to the P&L account over the period of benefits,
in approximate proportion to the benefit pattern. In effect,
we would have a fixed asset that would require depreci-
ating. And since there is likely to be a gap, perhaps of

accounting periods. If the benefit has not begun to
appear yet, then under the matching convention we
should not yet begin to write-off the asset as an expense.
It can be suggested that this treatment is inconsistent
with the prudence convention. Research and develop-
ment expenditure is by definition speculative and, partic-
ularly with more basic investigation, the outcome is
highly uncertain. It is perhaps difficult to argue that the
existence of future benefit, of greater amount than the
expenditure, can be established with ‘reasonable cer-
tainty’. It is even harder to argue that the relationship to
the revenue or benefit in any particular future period can
be established with ‘reasonable certainty’. It must also be

remembered that a successful profitable outcome is
crucially dependent on the validity of the going concern
convention.

several years, between expenditure and eventual benefit
in terms of production and sales, it follows that the
expense or depreciation may be zero for one or more

There is clearly a tension regarding research and development expenditure between
matching and prudence. Whatever detailed views an individual holds, it is obvious that
research is significantly more speculative than development and that development
expenditure becomes less speculative and more reasonably predictable in its outcome,
as actual production and sale of the product comes nearer. The IASB solution is to
forbid the capitalization of all research and development expenditure, except for devel-
opment phase items which meet specified conditions, in which case they are required
(not just permitted) to be capitalized.

Thus, under IAS 38, no intangible asset should be recognized as resulting from
research or from the research phase of an internal project. Expenditure on research
should be recognized as an expense when incurred.

An intangible resource arising from development (or from the development phase
of an internal project) should be recognized as an intangible asset if, and only if, an
entity can demonstrate all the following:

e The technical feasibility of completing the intangible asset so that it will be
available for use or sale.

e Its intention to complete the intangible asset and use or sell it.
e Its ability to use or sell it.

e How the intangible asset will generate probable future economic benefits.
Among other things, the following should be demonstrated: the existence of a
market for the intangible asset or its output or, if'it is to be used internally, its
usefulness to the entity.

e The availability of adequate technical, financial and other resources to complete
the development and to use or sell the intangible asset, which may be demon-
strated by an appropriate business plan.

e The entity’s ability to measure reliably the expenditure attributable to the
intangible asset during its development, e.g. by means of the entity’s costing
system.



To demonstrate how an intangible asset will generate probable future economic
benetits, the principles set out in IAS 36, Impairment of Assets, especially paras 30-57
on value in use, should be applied. If the asset will generate economic benefits only in
combination with other assets, the principles for ‘cash-generating units’ set out in IAS
36 should be followed (IAS 36 is discussed in Chapter 15).

As discussed above, under the heading ‘Scope of IAS 38’ IAS 38 names a number
of items that do not meet these criteria.

The cost of an internally generated asset is the sum of the expenditure incurred
from the date when the intangible asset first meets the recognition criteria set out
carlier. Cost includes all expenditure that is either directly attributable to generating
the asset or has been allocated on a reasonable and consistent basis to the activity of
generating it. Allocations of overheads should follow the principles set out in IAS 2,
Inventories (see Chapter 17). With regard to the recognition of interest as a cost,
1AS 23, Borrowing Costs (see Chapter 13), sets out the applicable principles.

Expenditure that is not part of the cost of the intangible asset includes that on selling,
administration and training staff to operate the asset. Expenditure on an intangible
resource that was initially recognized as an expense in previous financial statements or
reports (e.g. expenditure during the ‘research phase’ of an internal project) should not
be recognized as part of the cost of an intangible asset at a later date (IAS 38, para. 71).

Any expenditure that is not part of the cost of an intangible asset properly recogniz-
able as defined and discussed earlier is, naturally, to be recognized as an expense when
incurred (unless the expenditure is part of the cost of a business acquisition,
when IFRS 3 applies as already stated).

Subsequent expenditure

The view taken in IAS 38 is that only rarely will expenditure incurred after the initial
recognition of a purchased intangible asset or after the completion of an internally
generated intangible asset result in an addition to the amount of its capitalized cost.
This is because it is generally difficult:

e to attribute such expenditure to a particular intangible asset rather than to the
business as a whole, and

e (even when that difficulty does not arise) to determine whether such expenditure
will enhance, rather than merely maintain, the probable economic benefits that
will flow from the asset.

Consequently, subsequent expenditure should be recognized as an expense, except
in the rare cases where:

e probable enhancement of the economic benefits that will flow from the asset can
be demonstrated, and

e the expenditure can be measured and attributed to the asset reliably (IAS 38,
paras 18-20).

Measurement subsequent to initial recognition

Two treatments are available: the cost model and the revaluation model. In the 1998
version of TAS 38 these were characterized as ‘benchmark’ and ‘alternative’ treat-
ments, respectively. These terms have been removed and IAS 38 now gives the two
alternatives ostensibly equal weighting.

INTANGIBLE ASSETS
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The cost model is that an intangible asset should be carried at cost less any accumu-
lated depreciation and (if any) accumulated impairment losses (IAS 38, para. 74).

The revaluation model is to carry the intangible asset at a revalued amount. The
revalued amount should be the fair value of the asset at the date of revaluation less any
subsequent accumulated depreciation and (if any) subsequent accumulated impair-
ment losses (IAS 38, para. 75). Fair value, in the context of this standard, should be
measured by reference to an active market. This revaluation treatment can only be
applied after initial recognition, i.c. all the conditions and requirements stated carlier
must previously have been fully satisfied.

If'an intangible asset is revalued, revaluation of all the other assets in its class should
also be carried out (i.e. those of similar nature and use within the entity’s operations),
except those for which there is no active market, which should be carried at cost less
accumulated amortization and impairment losses.

Fair value should be determined by reference to an active market within the
requirements of IFRS 13 (see Chapter 8), and revaluations should be made with suffi-
cient regularity so that the carrying amount does not diverge materially from the fair
value at the balance sheet date.

It is considered unlikely that such an active market would exist for an intangible
asset (IAS 38, para. 78), although there may be exceptions to this generalization; for
example, there may be active markets in freely transferable taxi licences, fishing licen-
ces, production quotas or airport take-off and landing ‘slots’. If an active market is not
available, the revaluation model cannot be used.

The revaluation model cannot apply to initial recognition, which should be at cost,
or to intangible resources that were not previously recognized as assets. However, if
only part of the cost of an intangible resource was recognized as an asset because it did
not meet the criteria for recognition until part of the way through an internal project,
the revaluation treatment may be applied to the whole of the asset and not just to that
proportion of it that would be represented by the amount recognized as its cost. The
revaluation treatment may also be applied to an intangible asset received by way of a
government grant and initially recognized at a nominal amount (IAS 38, para. 77).

An active market that has existed for an intangible asset may cease to exist. In that
case, if the asset has been accounted for by using the alternative treatment, then its
carrying amount should be its revalued amount at the date of the last revaluation by
reference to the formerly active market less any accumulated depreciation and impair-
ment losses. The cessation of the active market may be an indication of possible
impairment of the asset’s value and this should be tested in accordance with IAS 36,
Impairment of Assets (see Chapter 15). If, at a subsequent measurement date, an active
market is available again so that the fair value of the asset can be determined, the asset
should be revalued at its fair value as of that date.

Recognition of revaluation gains and losses

The usual prudence and realization conventions prevail. Increases in an intangible
asset’s carrying amount (gains) should be credited to other comprehensive income,
and accumulated in equity under the heading of revaluation surplus, except to the
extent that the increase is a reversal of a previous revaluation decrease (loss) recog-
nized as an expense in respect of the same asset, in which case the amount of the rever-
sal is recognized as income.

Revaluation decreases (losses) are recognized as expenses except to the extent that
the decrease is a reversal of a revaluation increase (gain) that was previously credited to



revaluation surplus (via comprehensive income) in respect of the same asset, in which
case the amount of the reversal should be recognized in other comprehensive income,
thus reducing the amount of the revaluation surplus (IAS 38, paras 85-86).

According to IAS 38, para. 87, the cumulative revaluation surplus ‘may’ be trans-
ferred directly to retained earnings when the surplus is realized. Realization of the
surplus may occur through retirement or disposal of the asset or through the process
of using up the asset, insofar as the amortization based on the revalued carrying
amount exceeds that which would have been calculated on the basis of the asset’s
historical cost. The transfer from revaluation surplus to retained earnings is not made
through the income statement, but directly in the balance sheet, i.e. it does not affect
reported earnings in the year the transfer is made.

Amortization and depreciation

IAS 38 uses the terms amortization and depreciation interchangeably with reference
to intangible assets to refer to the process of systematic allocation of an asset’s cost or
revalued amount, less any residual value, over its useful life. The residual value should
be assumed to be zero, unless:

e cither there is a commitment by a third party to purchase the asset at the end of
its estimated useful life to the entity (i.e. the period of time over which it is being
depreciated), or

e there is an active market for the asset, such that the asset’s residual value can be
determined by reference to that market and it is probable that the market will
exist at the end of asset’s estimated useful life to the entity.

An estimate of an asset’s residual value is based on the amount recoverable from
disposal using prices prevailing at the date of the estimate for the sale of a similar asset
that has reached the end of its useful life and has operated under conditions similar to
those in which the asset will be used. The residual value is reviewed at least at ecach
financial year end. A change in the asset’s residual value is accounted for as a change
in an accounting estimate in accordance with 1IAS 8, Accounting Policies, Changes in
Accounting Estimates and Errors.

Useful life

The previous (1998) version of IAS 38 contained a ‘rebuttable assumption’ that the
useful life for an intangible asset could not exceed 20 years, and, in all cases, required
amortization. The new version made very significant changes. IAS 38 now requires
(paras 88-89) that an entity shall assess whether the useful life of an intangible asset is
finite or indefinite and, if finite, the length of, or number of production or similar units
constituting, that useful life. An intangible asset shall be regarded by the entity as
having an indefinite useful life when, based on an analysis of all the relevant factors,
there is no foreseeable limit to the period over which the asset is expected to generate
net cash inflows for the entity.

The accounting for an intangible asset is based on its useful life. An intangible asset
with a finite useful life is amortized and an intangible asset with an indefinite useful life
is not.

Factors that need to be considered in estimating an intangible asset’s useful life
include the following (IAS 38, paras 90 and 94):
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1 The expected usage of the asset by the entity and whether the asset could be
efficiently managed by another management team.

2 Typical product life cycles for the asset and public information on estimates of
useful lives for similar assets that are used in a similar way.

3 Technical, technological, commercial or other types of obsolescence.

4 The stability of the industry in which the asset operates and changes in the
market demand for the outputs of the asset.

5 Expected actions by competitors or potential competitors.

6 The level of maintenance expenditure required to obtain the expected future
economic benefits from the asset and the entity’s intent and ability to spend such
amounts.

7 The entity’s period of control over the asset and legal and similar limits on
control or use, such as the expiration dates of related leases. If control over the
future economic benefits from the asset is achieved though legal rights that have
been granted for a finite period, the useful life of the asset should not exceed the
duration of the legal rights unless they are renewable and renewal is virtually
certain.

8 Whether the asset’s useful life is dependent on that of other assets of the entity.

The term ‘indefinite” does not mean ‘infinite’. The useful life of an intangible asset
reflects only that level of future maintenance expenditure required to maintain the
asset at its standard of performance assessed at the time of estimating the asset’s useful
life and the entity’s ability and intention to reach such a level. A conclusion that the
useful life of an intangible asset is indefinite should not depend on planned future
expenditure in excess of that required to maintain the asset at that standard of
performance.

Intangible assets with finite useful lives The depreciable amount of an intangible asset
with a finite useful life shall be allocated on a systematic basis over its useful life. Amor-
tization shall begin when the asset is available for use, i.e. when it is in the location and
condition necessary for it to be capable of operating in the manner intended by
management. Amortization shall cease at the earliest date that the asset is classified as
held for sale (or included in a disposal group that is classified as held for sale) in ac-
cordance with IFRS 5, Non-current Assets Held for Sale and Discontinued Operations
(see Chapter 15), and the date that the asset is derecognized. The amortization
method used shall reflect the pattern in which the asset’s future economic benefits are
expected to be consumed by the entity. If the pattern cannot be reliably determined,
the straight line method shall be used. The amortization charge for each period shall
be recognized in profit or loss, unless IAS 38 or another Standard permits or requires
it to be included in the carrying amount of another asset.

IAS 38 envisages a variety of amortization methods that may be used to allocate
systematically the depreciable amount of an intangible asset over the periods making
up its useful life. The Standard mentions the straight line, diminishing balance and
units of production methods. The straight line method should be used unless the time
pattern of consumption of the asset’s economic benefits can be determined reliably
and clearly indicates that one of the other methods is more suitable. There will rarely,
if ever, be persuasive evidence to support a method for intangible assets that is less
conservative (that is, results in a lower amount of accumulated depreciation) than the
straight line method (IAS 38, paras 97-99).
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The amortization period and method should be reviewed at least at each financial
year-end and the amortization period should be changed if the expected useful life of
the asset is significantly different from previous estimates (IAS 38, para. 104). If the
expected time pattern of economic benefits has changed, the amortization method
should be changed accordingly. Such changes should be accounted for as changes in
accounting estimates under IAS 8 (see Chapter 9).

In addition to all of the above, the requirements of IAS 36, Impairment of Assets
(discussed in Chapter 15), will apply.

Intangible assets with indefinite useful lives The essential treatment is very simple. Such
assets are not depreciated (i.e. shall not be, not need not be). IAS 36 is applied and an
impairment test is carried out annually and whenever there is an indication that the
intangible asset may be impaired. This will lead to reductions in carrying value to
the recoverable amount at the date of the impairment test.

Retirements and disposals
An intangible asset shall be derecognized:

e on disposal, or

e when no future economic benefits are expected from its use or disposal.

The gain or loss arising from the derecognition of an intangible asset shall be deter-
mined as the difference between the net disposal proceeds, if any, and the carrying
amount of the asset. It shall be recognized in profit or loss when the asset is derecog-
nized (unless IAS 17, Leases, requires otherwise on a sale and leaseback). Gains shall
not be classified as revenue. Amortization of an intangible asset with a finite useful life
does not cease when the intangible asset is no longer used, unless the asset has been
fully depreciated or is classified as held for sale (or included in a disposal group that is
classified as held for sale) in accordance with IFRS 5.

Disclosure

The disclosure requirements are, as usual, long and detailed. Full details of
balances, movements over the year and any revaluations or impairment losses are
specified.

ACCOUNTING FOR PURCHASED GOODWILL

As we discussed earlier, purchased goodwill is regulated under IAS by IFRS 3 on busi-
ness combinations, not by IAS 38 on intangible assets. Nevertheless, the basic issues
involved in its treatment are asset/expense questions, not principles of consolidations,
and it is appropriate to deal with its treatment here. As already noted, goodwill is
defined (IFRS 3, Appendix A) as follows:

Future economic benefits arising from other assets acquired in a business
combination that are not individually identified and separately recognized.

We are now in a position to explore the formal requirements of IFRS 3 in relation
to goodwill on acquisition. First, look at Activities 14.2 and 14.3.
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ACTIVITY 14.2

Does goodwill on acquisition meet the IASB’s own defini-
tion of an asset?

Activity feedback

An asset (Framework, para. 4.4) is a resource controlled
by the entity as a result of past events and from which
future economic benefits are expected to flow. There is
certainly a past event and there must logically be an

A variety of ways can be suggested for how goodwill on acquisition might be

expectation of future economic benefits in the eyes of the
management of the acquirer. But is there a ‘resource
controlled’” by the entity? Remember that, by definition,
no ‘identifiable asset’ is involved. The issue is a compli-
cated theoretical one and general opinion seems to be
that goodwill on acquisition is certainly not a normal
asset, but is at least sufficiently asset-like to be treated
as if it was one.

treated after recognition. Here are seven possible ways:

1 Carry it as an asset and amortize it over its estimated useful life through the

profit and loss account.

2 Carry it as an asset and amortize it over its estimated useful life by writing oft

against reserves.

3 Eliminate it against reserves immediately on acquisition.

4 Retain it in the accounts indefinitely, unless a permanent reduction in its value
becomes evident, when impairment is recognized.

5 Charge it as an expense against profits in the period when it is acquired.

6 Show it as a deduction from sharcholders’ equity (and either amortize it or carry

it indefinitely).

7 Revalue it annually to incorporate later non-purchased goodwill.

ACTIVITY 14.3

Comment on each of these seven possible treatments in
relation to rational justification and usefulness.

Activity feedback
Here are some thoughts, which you may or may not com-
pletely agree with:

1 s a straightforward application of matching the
acaquisition ‘cost’ in proportion to the benefit.

2 Seems illogical; amortization represents an
expense and therefore should appear in the profit
and loss account.

3 This solves the problem as if the item had never
existed. It implies that no asset exists, and that
equity must face the ‘loss’ immediately.

4 This is rational if it is accepted that purchased
goodwill can be maintained, as a building can.

Arguably, however, the reality is that purchased
gooawill is gradually being replaced by non-
purchased gooawill. It can also be suggested that
the costs of maintaining the goodwill are being
expensed as they occur and that to charge
amortization as well would usually be simple
double counting.

¢ ]

Seems illogical and excessively prudent.

6 Also seems illogical, and potentially confusing,
being essentially a misrepresentation of either
1or4.

7 Would be consistent with the trend towards fair

value generally, but highly subjective (and
inconsistent with legal restrictions in many
countries).
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Goodwill and IFRS 3

Goodwill in IAS GAAP is the difference between the fair value of the purchase consid-
cration given and the aggregate fair values of the identifiable assets and liabilities of the
acquiree that are recognized on acquisition, as discussed earlier. What is recognized as
goodwill on acquisition is, therefore, a function of the recognition criteria and valua-
tion rules applied to the identifiable assets and liabilities (and notably those in IASs 36,
37, 38, 39 and IFRS 9). As such, it is not itself an identifiable asset or liability but a
residual amount. Nevertheless, IAS GAAP require it to be shown as an asset.

Goodwill on acquisition is calculated through the following process (paras 36-37).

The acquirer shall, at the acquisition date, allocate the cost of a business com-
bination by recognizing the acquiree’s identifiable assets, liabilities and contingent
liabilities that satisty the recognition criteria in paragraph 37 at their fair values at that
date, except for non-current assets (or disposal groups) that are classified as held for
sale in accordance with IFRS 5, Non-current Assets Held for Sales and Discontinued
Operations, which shall be recognized at fair value less costs to sell. Any difference
between the cost of the business combination and the acquirer’s interest in the net fair
value of the identifiable assets, liabilities and contingent liabilities so recognized shall
be accounted for as goodwill.

The acquirer shall recognize separately the acquiree’s identifiable assets, liabilities
and contingent liabilities at the acquisition date, only if they satisfy the following
criteria at that date:

e In the case of an asset other than an intangible asset, it is probable that any associ-
ated future economic benefits will flow to the acquirer and its fair value can be
measured reliably.

e In the case of a liability other than a contingent liability, it is probable that an
outflow of resources embodying economic benefits will be required to settle the
obligation and its fair value can be measured reliably.

e In the case of an intangible asset or a contingent liability, its fair value can be
measured reliably.

It is explicitly recognized that these criteria do ‘not preclude’ (para. IE 21 to IFRS 3)
the recognition of brands as separable identifiable assets.

The excess of cost over the net fair value of the identifiable assets is the goodwill on
acquisition figure. The acquirer is required to treat such goodwill as follows (paras 51-52):

The acquirer shall, at the acquisition date:

(a) recognize goodwill acquired in a business combination as an asset, and

(b) initially measure that goodwill at its cost, being the excess of the cost of the busi-
ness combination over the acquirer’s interest in the net fair value of the identifiable
assets, liabilities and contingent liabilities recognized in accordance with para. 36.

Goodwill acquired in a business combination represents a payment made by the
acquirer in anticipation of future economic benefits from assets that are not capable of
being individually identified and separately recognized. Goodwill acquired in a busi-
ness combination shall not be amortized. Instead, the acquirer shall test it for impair-
ment annually, or more frequently if events or changes in circumstances indicate that
it might be impaired, in accordance with IAS 36, Impairment of Assets.

Note that this treatment is exactly consistent with the requirements for identifiable
intangible assets with indefinite lives, as discussed earlier in relation to IAS 38.
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It is, of course, possible for the calculated goodwill figure to be negative. IFRS 3 studi-
ously avoids calling this negative goodwill, stating that if the acquirer’s interest in the net
fair value of the identifiable assets, liabilities and contingent liabilities recognized in ac-
cordance with para. 36, exceeds the cost of the business combination, the acquirer shall:

e rcassess the identification and measurement of the acquiree’s identifiable assets,
liabilities and contingent liabilities and the measurement of the cost of the
combination

e recognize immediately in profit or loss any excess remaining after that
reassessment.

It follows that, in future, negative goodwill, under that or any other label, will not
appear in IAS group balance sheets. This is a major change. Any negative goodwill
brought forward under previous IASB standards is to be derecognized and transferred
to retained earnings.

International developments

Many different methods have been used over the years. The previous IAS requirement
was essentially our suggested method 1, with compulsory impairment reviews added
on in the case of a useful life over 20 years. The current IAS requirement is essentially
our method 4. US GAAP allowed a useful life of up to 40 years until recently. Method
3 was common for many years in the UK and may still be found in a number of Euro-
pean national systems. UK GAAP now allows, in effect, a choice between methods 1
and 4. There is a presumption that useful life will not normally exceed 20 years
(requiring method 1); impairment reviews at intervals are specified. A longer useful life
or an unlimited life with no annual amortization both require annual impairment
reviews. US GAAP has now moved to annual impairment reviews, with amortization
prohibited. Harmonization is getting closer, but has not yet been reached.

REAL WORLD ILLUSTRATION

We give below two extracts from the consolidated finan-
cial statements of Ryanair plc for 2012. The first shows
clearly that there have been changes over the years in
regulation, and Ryanair practice, regarding the calcula-
tion of goodwill.

Business combinations

Business combinations are accounted for using the acqui-
sition method as at the acquisition date, which is the date
on which control is transferred to the Company. Control is
the power to govern the financial and operating policies of
an entity so as to obtain benefits from its activities.

Acquisitions on or after April 1, 2010

For acquisitions on or after January 1, 2010, the Com-
pany measures goodwill at the acquisition date as the fair
value of the consideration transferred, plus the recog-
nized amount of any non-controlling interests in the

acquiree, less the net recognized amount of the identifia-
ble assets acquired and liabilities assumed.

Acquisitions between January 1, 2004 and
April 1,2010

For acquisitions between January 1, 2004 and January 1,
2010, goodwill represents the excess of the cost of the
acquisition over the Company’s interest in the recognized
amount of the identifiable assets, liabilittes and contin-
gent liabilities of the acquiree.

Acquisitions prior to January 1, 2004 (date of
transition to IFRSs)

As part of its transition to the IFRSs, the Company elected
to restate only those business combinations that occurred
on or after January 1, 2003. Prior to January 1, 20083,
goodwill represented the amount recognized under the
Company’s previous accounting framework, Irish GAAP.
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REAL WORLD ILLUSTRATION (Continued)

The second extract raises some interesting issues
which you might like to consider. What is the information
content today of this reported figure?

Intangible assets

At March 31,
2012 2011 2010
€M €M €M
Landing rights 46.8 46.8 46.8

Landing slots were acquired with the acquisition of
Buzz Stansted Ltd in April 2003. As these landing slots
have no expiry date and are expected to be used in perpe-
tuity, they are considered to be of indefinite life and
accordingly are not amortized. The Company also consid-
ers that there has been no impairment of the value of these
rights to date. The recoverable amount of these rights has

been determined on a value-in-use basis, using dis-
counted cash-flow projections for a 20-year period for each
route that has an individual landing right. The calculation of
value-in-use is most sensitive to the operating margin and
discount rate assumptions. Operating margins are based
on the existing margins generated from these routes and
adjusted for any known trading conditions. The trading
environment is subject to both regulatory and competitive
pressures that can have a material effect on the operating
performance of the business. Foreseeable events, how-
ever, are unlikely to result in a change of projections of a
significant nature so as to result in the landing rights’ carry-
ing amounts exceeding their recoverable amounts. These
projections have been discounted using weighted average
cost of capital, estimated to be 7.7 per cent for 2012, 7.3
per cent for 2011 and 6.1 per cent for 2010.

Examples of accounting policy choices, and the implications for analysis and inter-
pretation of the financial statements, are also given and discussed in Part Four of this

book. See in particular Chapter 32.

SUMMARY

goodwill.

This chapter, following the exploration of the treatment of tangible long-term
assets in Chapter 13, has looked at the treatment of similar intangible
assets. We considered in detail the requirements of IAS 38, dealing with
separable intangible assets, and of IFRS 3 as regards the treatment of
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Suggested answers to exercises marked v are to be found on our dedicated CourseMate platform

for students.
Suggested answers to the remaining exercises are to be found on the Instructor online support
resources.
v1 Is goodwill an asset?

2 |dentifiable intangible assets should be treated, for all accounting purposes, identically with
tangible assets. Discuss.

3 Ouitline five different ways of treating goodwill in financial statements, discussing arguments for
and against each one.

4 If depreciation is done properly, impairment adjustments will not arise. Discuss.

5 CD is a manufacturing entity that runs a number of operations including a bottling plant that

bottles carbonated soft drinks. CD has been developing a new bottling process that will allow
the bottles to be filled and sealed more efficiently.

The new process took a year to develop. At the start of development, CD estimated that the
new process would increase output by 15 per cent with no additional cost (other than the extra
bottles and their contents). Development work commenced on 1 May 2005 and was completed
on 20 April 2006. Testing at the end of the development confirmed CD’s original estimates.

CD incurred expenditure of €180 000 on the above development in 2005/06.

CD plans to install the new process in its bottling plant and start operating the new process
from 1 May 2006.

CD'’s balance sheet date is 30 April.

Required:
(i)  Explain the requirements of IAS 38, Intangible Assets for the treatment of development costs.

(i) Explain how CD should treat its development costs in its financial statements for the year ended 30
April 2006.



IMPAIRMENT AND DISPOSAL
OF ASSETS

OBJECTIVES After studying this chapter you should be able to:

e describe, apply and appraise the requirements of IAS 36 relating to
impairment of assets

e explain what is meant by non-current assets held for sale

e describe how non-current assets held for sale should be recognized and
measured in accordance with IFRS

e explain the purpose of issuing information on discontinuing
operations, and how such information should be disclosed.

INTRODUCTION

The previous two chapters have discussed the treatment of various types of non-
current assets, and their regular expensing. In this chapter we consider first the
question of impairment, i.e. of possible additional irregular write-ofts, and second their
eventual disposal.
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IMPAIRMENT OF ASSETS

The problem

Reference to impairment of assets has been made at a number of points in previous
chapters. In very simple terms the principle of deferring charges to future periods
under the matching principle means, of course, that such deferred charges appear in

an intermediate balance sheet as assets.

ACTIVITY 15.1

If there is a reasonable expectation of future revenues
associated with the past expenditure being greater than
the deferred expenses, does any other circumstance,
such as a low current market value for the asset, lead to
a need for immediate write-off down to this lower figure?

such an immediate expense charge and reduction in
the balance sheet carrying value of the asset (i.e. the
deferred expense). However, matching and the informa-
tional needs of investors suggest the opposite. Long-
term assets should be appraised in a long-term context,

it can be argued. The IASB generally takes this second
Activity feedback argument.

Prudence and the informational needs of lenders with a
short-term focus might both suggest an argument for

Very broadly speaking, purchase transactions are recorded in accounting terms first
by including the purchased item as an asset at its cost price, then by expensing the item
over one or a number of accounting periods according to its usage or consumption
pattern. The going concern convention supports this treatment as it explicitly assumes
that there will be future operational accounting periods in which present assets can be
transferred to expenses.

Strictly, this means that there is no need, at an intermediate stage in this process, to
compare the temporary balance sheet number with any form of value — using the word
‘value’ in its proper sense of monetary benefit to be derived. This would not be in ac-
cordance with the prudence convention, however, and would arguably be dangerously
misleading to creditors and lenders. Over the years accounting has dealt with the in-
herent tension and conflict here in a variety of ways, all more or less ad hoc, depending
on the accounting issue involved (and often depending also on the country involved).

The IASB has quite properly attempted to provide a general Standard, IAS 36,
Impairment of Assets, to provide consistency and coherence to this whole matter. The
principle of the Standard is clear and simple. First, the carrying amount of an asset is
determined in accordance with accounting principles and other relevant International
Standards. Second, the ‘recoverable amount’ of the asset is determined as of that date,
being the higher of fair value less costs to sell and the asset’s value in use (to the exist-
ing entity). If the recoverable amount is lower than the carrying value as recorded,
then an impairment loss must be recognized immediately; that is, the carrying value
is lowered to the recoverable amount. Otherwise, no impairment loss is required. It is
important to emphasize that recoverable amount is a very different concept from fair
value and, for non-current assets, will often be significantly higher than fair value. IAS
36 does not require assets within its scope to be recorded at the lower of cost and
market or fair value.
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The question of which assets IAS 36 does apply to is rather complicated and
the following section on scope should be read carefully. Unfortunately, although the
principle of TAS 36 is simply stated, the IASB, perhaps influenced by American tradi-
tion, found it necessary to specify considerable operational detail in relation to its
application. We examine these details later, to the extent that we consider it necessary.
However, we are writing a textbook, not a manual for practitioners, and IAS 36 is very
much a technical ‘how to do it’ Standard. It would be unhelpful to attempt to cover
all this technical specification here.

A revised version of IAS 36 was effective from 31 March 2004. The only major
changes of principle relate to impairment tests for goodwill and are linked with contem-
poraneous changes introduced by IERS 3, Business Combinations (see Chapter 14).

However, the opportunity was taken to amend and clarify (and make more com-
plex) much of the detailed specification. Further minor changes have since been made.

Scope and coverage

The essential objective of IAS 36 is to ensure that assets are not carried at a figure
greater than their recoverable amount. The Standard itself says nothing about possible
or normal methods of arriving at carrying value. The Standard applies whatever the
underlying basis of valuation of the asset is.

The Standard begins by saying that it applies to all assets except ... and then gives a
significant number of exceptions (para. 2). These are generally items that are covered in
detail by other International Accounting Standards. Thus, IAS 36 does not apply to:

1 inventories (see IAS 2, Inventories;, discussed in Chapter 17)

2 assets arising from construction contracts (see 1AS 11, Construction Contracts,
discussed in Chapter 17)

3 deferred tax assets (see IAS 12, Income Taxes; discussed in Chapter 21)

4 asscts arising from employee benefits (see IAS 19, Employee Benefits, discussed in
Chapter 22)

5 financial assets that are included in the scope of IFRS 9, Financial Instruments
(see Chapter 18)

6 investment property that is measured at fair value (see IAS 40, Investment Prop-
erty, discussed in Chapter 13)

7 biological assets related to agricultural activity that are measured at fair value less
estimated point-of-sale costs (see IAS 40, Agriculture, CourseMate)

8 deferred acquisition costs, and intangible assets, arising from an insurer’s con-
tractual rights under insurance contracts within the scope of IFRS 4, Insurance
Contracts (see Chapter 18)

9 non-current assets (or disposal groups) classified as held for sale in accordance
with IFRS 5, Non-current Assets Held for Sale and Discontinued Operations (see
below).

In relation to point 5, it must be noted that financial assets excluded from IFRS 9
are automatically excluded from the exclusion! Note carefully that the Standard very
deliberately describes itself as dealing with impairment of assets, not with impairment
of non-current assets. However, it then excludes inventories and construction con-
tracts (IAS 2 and IAS 11) and accounts receivable and cash (both covered by IFRS 9).
In many, if not most, businesses, this will mean that all current assets are excluded
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from consideration under IAS 36. However, the IAS definition of current assets (dis-
cussed in Chapter 10) is more generally expressed, and IAS 36 could be applicable to
certain current assets in special cases.

Terminology

IAS 36 gives a number of definitions of key terms. Many of these definitions are inter-
related — one term being used in the definition of another (para. 6).

An smpairment loss is the amount by which the carrying amount of an asset or a
cash-generating unit exceeds its recoverable amount.

Carrying amount is the amount at which an asset is recognized after deducting any
accumulated depreciation (amortization) and accumulated impairment losses thereon.

Recoverable amount of an asset or a cash-generating unit is the higher of its fair
value less costs of disposal and its value in use.

Depreciation (amortization) is the systematic allocation of the depreciable amount
of an asset over its useful life.

Depreciable amount is the cost of an asset or other amount substituted for cost in
the financial statements, less its residual value.

Useful life is either:

e the period of time over which an asset is expected to be used by the entity, or

e the number of production or similar units expected to be obtained from the asset
by the entity.

Fair value is the price that would be received to sell an asset or paid to transfer a
liability in an orderly transaction between market participants at the measurement date.

Costs of disposal are incremental costs directly attributable to the disposal of an asset
or cash-generating unit, excluding finance costs and income tax expense.

Value in wse is the present value of the future cash flows expected to be derived
from an asset or cash-generating unit.

Most of these terms should be fairly easy to understand, but they can be difficult to
calculate. Two further definitions are given, as follows.

A cash-generating unit is the smallest identifiable group of assets that generates cash
inflows that are largely independent of the cash inflows from other assets or groups of
assets.

Corporate assets are assets other than goodwill that contribute to the future cash
flows of both the cash-generating unit under review and other cash-generating units.

When several assets are interrelated in their usage in a way which makes it impossible
meaningfully to attribute cash inflows to each individual asset, they are to be considered
together as a single cash-generating unit as just defined. In effect, therefore, a cash-
generating unit is ‘one asset’ for the purposes of IAS 36. Corporate assets do not generate
their own cash flows, but, as described earlier, are necessary for the generation of cash
flows by other units. Special considerations, discussed below, apply to such assets.

Identifying an asset that may be impaired

It is important to be clear that IAS 36 does not require that the recoverable amount of
all assets must be determined annually in order to test for impairment. Rather, it pos-
tulates a two-stage process. The first stage is to assess, at each balance sheet date,
whether there is any indication that an asset may be impaired. If any such indication
exists, the entity should estimate the recoverable amount of the asset.
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ACTIVITY 15.2

Suggest situations that may indicate that an asset has
been impaired.

Activity feedback

IAS 36 suggests that when assessing whether there is any
indication that an asset may be impaired an entity should
consider, as a minimum, the following indlications (para. 12):

External sources of information

1 During the period, an asset's market value has
declined significantly more than would be
expected as a result of the passage of time or
normal use.

2 Significant changes with an adverse effect on the
entity have taken place during the period or will
take place in the near future in the technological,
market, economic or legal environment in which
the entity operates or in the market to which an
asset is dedicated.

3 Market interest rates or other market rates of return
on investments have increased during the period
and those increases are likely to affect the discount
rate used in calculating an asset’s value in use and
decrease the asset’s recoverable amount materially.

4 The carrying amount of the net assets of the
reporting entity is more than its market
capitalization.

Internal sources of information
1 Evidence is available of obsolescence or physical
damage of an asset.

2 Significant changes with an adverse effect on the
entity have taken place during the period or are
expected to take place in the near future in the
extent to which, or manner in which, an asset is
used or is expected to be used. These changes
include the asset becoming idle, plans to
discontinue or restructure the operation to which
an asset belongs, plans to dispose of an asset
before the previously expected date and
reassessing the useful life of an asset as finite
rather than indefinite.

3 Evidence is available from internal reporting that
indicates that the economic performance of an
asset is, or will be, worse than expected.

Several of these considerations require some comment.
Items 1 and 2 (under ‘External sources of information’)
are fairly obviously indicators of a possible fall in recover-
able amount, relating directly to net selling price and
value in use, respectively. In neither case, however, does
a low or lower recoverable amount necessarily follow, as
recoverable amount is the higher of fair value less costs
to sell and value in use. The relevance of item 3 is that
value in use, as defined earlier, is the present value of
future cash flows. Discounting is thus central to the calcu-
lation or recoverable amount and an increase in discount
rate may significantly reduce the value in use of an asset,
as defined, if the new discount rate is regarded as rele-
vant in the long-term. ltem 4, again, is a fairly obvious
indicator that something is widely perceived as being
wrong somewhere, although not, of course, that every, or
any one particular, asset is impaired.

There are two different formal requirements. The first relates to all assets (para. 9).

This is that an entity should assess at each reporting date whether there is any indica-
tion that an asset may be impaired. If such an indication exists, the entity should
estimate the recoverable amount of the asset. The second is more stringent, but relates
only to certain intangible assets. This is that (para. 10):

Irrespective of whether there is any indication of impairment, an entity shall also:

(a) testanintangible asset with an indefinite useful life or an intangible asset not
yet available for use for impairment annually by comparing its carrying amount
with its recoverable amount. This impairment test may be performed at any
time during an annual period, provided it is performed at the same time every
year. Different intangible assets may be tested for impairment at different
times. However, if such an intangible asset was initially recognized during the
current annual period, that intangible asset shall be tested for impairment
before the end of the current annual period.

(b) test goodwill acquired in a business combination for impairment annually in
accordance with paras 80-99 [as described later].
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The concept of materiality applies to the general requirement in para. 9, but not to
the specific requirement of para. 10, which, in its defined circumstances, is absolute.

Only if'an indication of likely impairment exists do we need, in the general case, to
move on to the second stage and actually measure the recoverable amount.

Measurement of recoverable amount

IAS 36 devotes no fewer than 39 paragraphs to the measurement of recoverable
amount, not including another 42 paragraphs on cash-generating units, and sets out
detailed computations. Nevertheless, a number of simplifications may be justified. If
cither fair value less costs of disposal or value in use exceeds the asset’s carrying
amount, then the other figure need not be determined at all. If fair value less costs of
disposal is unobtainable even by reliable estimate because of the absence of an active
market, then the recoverable amount can be taken as equal to value in use. Conversely,
the recoverable amount may be taken or given by fair value less costs to sell if the na-
ture of the asset, or the nature of its usage by entity is such that value in use is unlikely
to differ materially from fair value less costs to sell, which will usually be the case with
active and competitive factor markers (i.e. in developed economies).

Fair value less costs of disposal This will often be straightforward to determine, being fair
value less any incremental costs that would be directly attributable to the disposal of the
asset. Fair value will be determined in accordance with IFRS 13 (see Chapter 8). Costs of
disposal, other than those that have already been recognized as liabilities, are deducted in
determining net selling price. Examples of such costs are: legal costs, stamp duty and similar
transaction taxes, costs of removing the asset and direct incremental costs to bring an asset
into condition for its sale. However, termination benefits (as defined in IAS 19, Employee
Benefits, see Chapter 22), and costs associated with reducing or reorganizing a business
after the disposal of an asset, are not direct incremental costs to dispose of the asset (see
1AS 37, Provisions, Contingent Linbilities and Contingent Assets, discussed in Chapter 20).

Value in use Estimating the value in use in a realistic way is often likely to be rather
more difficult. It involves the following steps (para. 31):

1 Estimating the future cash inflows and outflows to be derived from continuing
use of the asset and from its ultimate disposal.

2 Applying the appropriate discount rate to these future cash flows. Estimates of
future cash flows should include:

1 projections of cash inflows from the continuing use of the asset, net of projec-
tions of cash outflows that are necessarily incurred to generate the cash inflows
(including cash outflows to prepare the asset for use) and that can be directly
attributed, or allocated on a reasonable and consistent basis, to the asset

2 net cash flows, if any, to be received (or paid) for the disposal of the asset at
the end of its useful life.

Future cash flows should be estimated for the asset in its current condition. It fol-
lows that estimates of future cash flows should not include estimated future cash
inflows or outflows that are expected to arise from:

1 a future restructuring to which an entity is not yet committed, or

2 future (uncommitted) capital expenditure that will improve or enhance the asset
in excess of its originally assessed standard of performance.
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The issue of when an entity is ‘committed to a future restructuring’ is discussed in
1AS 37, Provisions, Contingent Linbilities and Contingent Assets (see Chapter 20). If it
is so committed, then obviously the related cash inflows and outflows are to be
included.

The estimate of net cash flows to be received (or paid) for the disposal of an asset at
the end of its useful life is determined in a similar way to an asset’s fair value less costs
to sell, except that, in estimating those net cash flows:

1 an entity uses prices prevailing at the date of the estimate for similar assets that
have reached the end of their useful life and that have operated under conditions
similar to those in which the asset will be used

2 those prices are adjusted for the effect of both future price increases due to
general inflation and specific future price increases (decreases). However, if
estimates of future cash flows from the asset’s continuing use and the discount
rate exclude the effect of general inflation, this effect is also excluded from the
estimate of net cash flows on disposal.

Discount rate The key points can be very briefly stated. The discount rate (or rates)
should be a pre-tax rate (or rates) that reflect(s) current market assessments of the time
value of money and risks specific to the asset (para. 55). The discount rate(s) should
not reflect risks for which future cash flow estimates have been adjusted, as this would
involve double-counting. The Standard rightly makes no attempt to argue that this
process is other than subjective. It does try to suggest a suitable thought process
(Appendix A).
As a starting point, the entity may take into account the following rates:

1 the entity’s weighted average cost of capital determined using techniques such as
the capital asset pricing model

2 the entity’s incremental borrowing rate

3 other market borrowing rates.
These rates are adjusted:

1 to reflect the way that the market would assess the specific risks associated with
the projected cash flows

2 to exclude risks that are not relevant to the projected cash flows.

Consideration is given to such risks as country risk, currency risk, price risk and cash
flow risk. This makes it clear, for example, that the appropriate discount rate may be
different for different types of asset or different circumstances within the same entity.
What is crucial, above all else except basic rationality and common sense, is that the
chosen method should be applied consistently.

Recognition and measurement of impairment losses

After all the subjectivity, complexity and detail of earlier sections of IAS 36, it is easy
to lose sight of the importance of those paragraphs dealing with recognition and mea-
surement of impairment losses. This is the point and purpose of the entire Standard.
The Standard requires that if, and only if, the recoverable amount of an asset is less
than its carrying amount, the carrying amount of the asset should be reduced to its
recoverable amount. That reduction is an impairment loss (para. 59).
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An impairment loss should be recognized immediately as an expense in the income
statement, unless the asset is carried at revalued amount under another Standard (e.g.
under 1AS 16, Property, Plant and Equipment, see Chapter 13). Any impairment loss of
a revalued asset should be treated as a revaluation decrease under the other Standard.

In the general case, if the estimated impairment loss is greater than the carrying
value of the relevant asset, the asset is simply reduced to nil, with a corresponding
expense. Only if so required by another Standard should a liability be recognized.
Common sense indicates, but the Standard feels it necessary to state, that after the
impairment loss has been recognized, the depreciation charge for the asset should be
adjusted to allocate the revised carrying amount, net of any expected residual value,
on a systematic basis over its remaining useful life.

This is all very well when ‘an asset” means ‘an asset’. But when ‘an asset” means ‘a
cash-generating unit’, as discussed earlier, the treatment is not so easy in practice — as
the Standard’s need for over 40 paragraphs on the topic would suggest. If it is not
possible to estimate the recoverable amount of an individual asset, an entity should
determine the recoverable amount of the cash-generating unit to which the asset
belongs (the asset’s cash-generating unit) (para. 66). Identification of an asset’s cash-
generating unit involves judgement. If the recoverable amount cannot be determined
for an individual asset, an entity identifies the lowest aggregation of assets that gener-
ate largely independent cash inflows from continuing use.

In other words, an asset’s cash-generating unit is the smallest group of assets that
includes the asset and that generates cash inflows from continuing use that are largely
independent of the cash inflows from other assets or groups of assets.

Perhaps inevitably, the Standard resorts to a series of examples in order to try and
indicate more precisely how the analysis of any particular situation should proceed.
Common sense and economic substance are perhaps the key watchwords. Thus, if an
active market exists for the output produced by an asset or a group of assets, this asset
or group of assets should be identified as a cash-generating unit, even if some or all of
the output is used internally. If this is the case, management’s best estimate of future
market prices for the output should be used (para. 70):

1 in determining the value in use of this cash-generating unit, when estimating the
future cash inflows that relate to the internal use of the output

2 in determining the value in use of other cash-generating units of the reporting
entity, when estimating the future cash outflows that relate to the internal use
of the output.

As an indicative illustration, the example given by IAS 36 in relation to this
specification follows.

ILLUSTRATION

A significant raw material used for Plant Y’s final produc- For each of the following cases, what are the cash-
tion is an intermediate product bought from Plant X of the generating units for X and Y?

same entity. X's products are sold to Y at a transfer price
that passes all margins to X. Eighty per cent of Y’s final
production is sold to customers outside the reporting en-
tity. Sixty per cent of X’s final production is sold to Y, and
the remaining 40 per cent is sold to customers outside ~ Case 2: There is no active market for the products X
the reporting entity. sellstoY.

Case 1: X could sell the products it sells to Y in an
active market. Internal transfer prices are
higher than market prices.

(Continued)
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ILLUSTRATION (Continued)

Case 1 Case 2
X could sell its products on an active market and so gen- It is likely that the recoverable amount of each plant can-
erate cash inflows that would be largely independent of not be assessed independently from the recoverable

the cash inflows from Y. Therefore, it is likely that X is a amount of the other plant because:
separate cash-generating unit, although part of its pro-
duction is used by Y.

It is likely that Y is also a separate cash-generating
unit. Y sells 80 per cent of its products to customers out-
side the reporting entity. Therefore its cash inflows can
be considered to be largely independent.

Internal transfer prices do not reflect market prices for
X’s output. Therefore, in determining value in use of both 2 The two plants are managed together.
X and Y, the entity adjusts financial budgets/forecasts to
reflect management'’s best estimate of future arm’s length
market prices for those of X's products that are used
internally (see IAS 36, para. 70).

1 The majority of X’s production is used internally
and could not be sold in an active market. So,
cash inflows of X depend on demand for Y’s
products. Therefore X cannot be considered to
generate cash inflows that are largely
independent from those of Y.

As a consequence, it is likely that X and Y together is
the smallest group of assets that generates cash inflows
from continuing use that are largely independent.

Once the cash-generating unit has been defined, the next step is to determine and
compare the recoverable amount and carrying amount of that unit. It should go with-
out saying, but the Standard reminds us, that the carrying amount of a cash-generating
unit should be determined consistently with the way the recoverable amount of the
cash-generating unit is determined.

This means, for example, that the carrying amount of a cash-generating unit
includes the carrying amount of only those assets that can be attributed directly or
allocated on a reasonable and consistent basis to the cash-generating unit and that will
generate the future cash inflows estimated in determining the cash-generating unit’s
value in use and does not include the carrying amount of any recognized liability,
unless the recoverable amount of the cash-generating unit cannot be determined with-
out consideration of this liability. However, the Standard notes that in practice the
recoverable amount of a cash-generating unit may be considered either including or
excluding assets or liabilities that are not part of the cash-generating unit — for example,
a net selling price of a business segment might be determined on the assumption that
either the vendor or the purchaser accepts certain obligations. Consistency requires that
it the obligation is included in the evaluation of recoverable amount, it is the net
carrying value with which this recoverable amount must be compared in determining
whether an impairment loss exists.

There are two problems that need special consideration, namely goodwill and cor-
porate assets (as already defined). In essence these two problems are related.

Goodwill, by definition, does not generate cash flows independently from other
assets or groups of assets and, therefore, the recoverable amount of goodwill as an
individual asset cannot be determined. As a consequence, if there is an indication that
goodwill may be impaired, the recoverable amount is determined for the cash-generat-
ing unit to which the goodwill belongs. This amount is then compared to the carrying
amount of this cash-generating unit and any impairment loss is recognized, attributed
first to the goodwill as discussed later.

It is particularly in relation to the treatment of possible impairment of goodwill that
the revised version of IAS 36 has been made much more detailed (and therefore, at least
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apparently, more complex). The previous version of IAS 36 required goodwill acquired
in a business combination to be tested for impairment as part of impairment testing of
the cash-generating unit(s) to which it related. It employed a ‘bottom-up/ top-down’
approach under which the goodwill was, in effect, tested for impairment by allocating its
carrying amount to each cash-generating unit or smallest group of cash-generating units
to which a portion of that carrying amount could be allocated on a reasonable and con-
sistent basis. The Standard now similarly requires goodwill acquired in a business combi-
nation to be tested for impairment as part of impairment testing the cash-generating
unit(s) to which it relates. However, IAS 36 now clarifies that:

1 The goodwill should, from the acquisition date, be allocated to each of the
acquirer’s cash-generating units, or groups of cash-generating units, that are
expected to benefit from the synergies of the business combination, irrespective
of whether other assets or liabilities of the acquiree are assigned to those units or
groups of units.

2 Each unit or group of units to which the goodwill is allocated should:

(a) represent the lowest level within the entity at which the goodwill is monitored
for internal management purposes

(b) not be larger than an operating segment as defined by paragraph 5 of IFRS 8,
Operating Segments.

3 Ifthe initial allocation of goodwill acquired in a business combination cannot
be completed before the end of the annual period in which the business combi-
nation occurs, that initial allocation should be completed before the end of the
annual period beginning after the acquisition date.

4 When an entity disposes of an operation within a cash-generating unit (group of
units) to which goodwill has been allocated, the goodwill associated with that
operation should be:

(a) included in the carrying amount of the operation when determining the gain or
loss on disposal

(b) measured on the basis of the relative values of the operation disposed of and the
portion of the cash-generating unit (group of units) retained, unless the entity
can demonstrate that some other method better reflects the goodwill associated
with the operation disposed of.

5 When an entity reorganizes its reporting structure in a manner that changes the
composition of cash-generating units (groups of units) to which goodwill has
been allocated, the goodwill should be reallocated to the units (groups of units)
affected. This reallocation should be performed using a relative value approach
similar to that used when an entity disposes of an operation within a cash- gener-
ating unit (group of units), unless the entity can demonstrate that some other
method better reflects the goodwill associated with the reorganized units
(groups of units).

By way of example, to illustrate point 4 (above), suppose that an entity sells for
€100 an operation that was part of a cash-generating unit to which goodwill has been
allocated. The goodwill allocated to the unit cannot be identified or associated with an
asset group at a level lower than that unit, except arbitrarily. The recoverable amount
of the portion of the cash-generating unit retained is €300. Because the goodwill
allocated to the cash-generating unit cannot be non-arbitrarily identified or associated



IMPAIRMENT OF ASSETS

with an asset group at a level lower than that unit, the goodwill associated with the
operation disposed of is measured on the basis of the relative values of the operation
disposed of and the portion of the unit retained. Therefore 25 per cent of the goodwill
allocated to the cash-generating unit is included in the carrying amount of the opera-
tion that is sold, and 75 per cent is left in the retained portion.

The Standard permits (not requires) the annual impairment test for a cash-
generating unit (group of units) to which the goodwill has been allocated to be
performed at any time during an annual reporting period, provided that the test is per-
formed at the same time every year and different cash-generating units (groups of
units) are tested for impairment at different times. However, if some of the goodwill
allocated to a cash-generating unit (group of units) was acquired in a business combi-
nation during the current annual period, the Standard requires that unit (group of
units) to be tested for impairment before the end of the current period.

The Standard also permits the most recent detailed calculation made in a preceding
period of the recoverable amount of a cash-generating unit (group of units) to which
goodwill has been allocated to be used in the impairment test for that unit (group of
units) in the current period, provided specified criteria are met, as follows:

e The assets and liabilities making up the unit have not changed significantly since
the most recent recoverable amount calculation.

e The most recent recoverable amount calculation resulted in an amount that
exceeded the carrying amount of the unit by a substantial margin.

® Based on an analysis of events that have occurred and circumstances that have
changed since the most recent recoverable amount calculation, the likelihood
that a current recoverable amount determination would be less than the current
carrying amount of the unit is remote.

Similarly, corporate assets, also by definition, do not generate independent cash
flows and, again, recoverable amount is determined by reference to the cash-generat-
ing unit to which the corporate asset belongs. In testing a cash-generating unit for
impairment, an entity shall identify all the corporate assets that relate to the cash-gen-
erating unit under review. If a portion of the carrying amount of a corporate asset can
be allocated on a reasonable and consistent basis to that unit, the entity shall compare
the carrying amount of the unit, including the portion of the carrying amount of the
corporate asset allocated to the unit, with its recoverable amount. Any impairment loss
shall be recognized in accordance with para. 104, discussed later. If a portion cannot
be allocated on a reasonable and consistent basis to that unit, the entity shall:

1 Compare the carrying amount of the unit, excluding the corporate asset, with
its recoverable amount and recognize any impairment loss in accordance with
para. 104.

2 Identify the smallest group of cash-generating units that includes the cash-
generating unit under review and to which a portion of the carrying amount of
the corporate asset can be allocated in a reasonable and consistent basis.

3 Compare the carrying amount of that group of cash-generating units, including
the portion of the carrying amount of the corporate asset allocated to that group
of units, with the recoverable amount of the group of units. Any impairment loss
shall be recognized in accordance with para. 104.

An amazingly lengthy illustrative example (No. 8) is given in an accompaniment to
the Standard.
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Once the impairment loss for a cash-generating unit has been determined, it has to
be deducted from the carrying amounts of specific assets that are part of that unit, in
some systematic manner. IAS 36 specifies its requirements with precision (paras 104
and 105).

An impairment loss should be recognized for a cash-generating unit if, and only if; its
recoverable amount is less than its carrying amount. The impairment loss should be
allocated to reduce the carrying amount of the assets of the unit in the following order:

1 first, to goodwill allocated to the cash-generating unit (if any)

2 then, to the other assets of the unit on a pro rata basis, based on the carrying
amount of each asset in the unit.

In allocating an impairment loss the carrying amount of an asset should not be
reduced below the highest of:

1 its fair value less costs to sell (it determinable)
2 its value in use (if determinable)

3 zero.

The amount of the impairment loss that would otherwise have been allocated to
the asset should be allocated to the other assets of the unit on a pro rata basis. A liabil-
ity should be recognized for any remaining amount of an impairment loss for a cash-
generating unit, if, and only if, that is required by other International Accounting
Standards.

The effect of this is, first, to eliminate goodwill, but then to ensure that the carrying
amount of any individual asset is not reduced so far as to produce a figure not
economically relevant to that asset.

Reversal of an impairment loss The whole point, in a sense, of impairment losses is that
they represent unusual or ‘extra’ reductions in asset numbers (carrying values) as used
in financial statements. If regular depreciation is a downward slope, then an impair-
ment loss is a downward step. The basic cause of this downward step is something un-
usual and /or extraneous to the asset and its regular accounting treatment. It follows
that this cause, this unusual or extraneous factor, may be removed over time. In such a
situation, as explained and defined in IAS 36, the original impairment loss must be
reversed; except for goodwill.

As with impairment losses, we again have a two-stage process. An entity first checks to
sec whether there is any indication that an impairment loss recognized in earlier years
may have decreased significantly. IAS 36 spells out a series of likely indicators (para. 111)
that mirror those discussed carlier under ‘identifying an asset that may be impaired’.

The formal requirement for reversing impairment losses for an asset other than
goodwill (para. 114) is that an impairment loss recognized for an asset in prior years
must be reversed if, and only if] there has been a change in the estimates used to deter-
mine the asset’s recoverable amount since the last impairment loss was recognized. If
this is the case, the carrying amount of the asset should be increased to its recoverable
amount. That increase is a reversal of an impairment loss. It is important to note that
an asset’s value in use may become greater than the asset’s carrying amount, simply
because the present value of future cash inflows increases as they become closer.
However, the service potential of the asset has not increased. Therefore, such an
impairment loss is not reversed, even if the recoverable amount of the asset becomes
higher than its carrying amount.
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The reversal of an impairment loss should in no circumstances increase the carrying
value of an asset above what it would have been at this balance sheet date if no impair-
ment loss had been recognized in prior years. This means, in particular, that the
carrying value of assets subject to depreciation cannot be increased above the figure
which the pre-impairment depreciation policy applied to the pre-impairment recover-
able amount would have given at this balance sheet date; that is, the amount of the
reversal will be less than the amount of the original impairment. The new carrying
value forms the basis for a systematic depreciation policy to allocate the carrying value,
less estimated residual value if any, over the remaining useful life.

A reversal of an impairment loss for an asset as above should be recognized as
income immediately in the income statement, unless the asset is carried at revalued
amount under another International Accounting Standard (e.g. under the revaluation
model in IAS 16, Property, Plant and Equipment;, see Chapter 13). Any reversal of an
impairment loss on a revalued asset should be treated as a revaluation increase under
that other Standard.

A reversal of an impairment loss for a cash-generating unit should be allocated to
increase the carrying amount of the assets of the unit on a pro rata basis based on the
carrying amount of each asset in the unit and then to goodwill allocated to the cash-
generating unit.

In allocating a reversal of an impairment loss for a cash-generating unit, the carrying
amount of an asset should not be increased above the lower of:

1 the recoverable amount (if determinable)

2 the carrying amount that would have been determined (net of amortization or
depreciation) had no impairment loss been recognized for the asset in prior years.

The amount of the reversal of the impairment loss that would otherwise have been
allocated to the asset should be allocated to the other assets of the unit, except for
goodwill, on a pro rata basis.

The treatment of a reversal of an impairment loss for goodwill was changed signifi-
cantly in the revised version of IAS 36 (i.e. with effect from 31 March 2004) as com-
pared with the earlier version. The Standard now completely prohibits the recognition
of reversals of impairment losses for goodwill.

The rationale for prohibiting the reversal of impairment losses for goodwill is presented
by the IASB as follows. The key point is that IAS 38, Intangible Assets (see Chapter 14),
prohibits the recognition of internally-generated goodwill. This prohibition is theoreti-
cally debatable, but is undoubtedly widely supported, and is consistent with national laws
in many countries including the whole of the EU, following the Fourth Directive.

Given this prohibition, there is still no theoretical problem in arguing, supported by
analogy with other assets, that previously purchased goodwill that has been subse-
quently impaired because of a circumstance now reversed should have the impairment
loss reversed. However, there is a practical problem in distinguishing, numerically as
well as conceptually, between a reversal of a previous impairment to previously pur-
chased goodwill on the one hand, and the appearance of new internally generated
goodwill, which cannot be recognized, on the other. It is because of this practical
impossibility, and the resulting ‘danger’ of effectively capitalizing internally-generated
goodwill that the change to an outright prohibition of the recognition of a reversal of
an impairment loss for goodwill has been introduced.

The TASB notes that internally-generated goodwill may in fact be involved at an earlier
stage in the whole impairment process, in that purchased goodwill may not be impaired
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in the first place because its recoverable amount is kept up through the creation of new
goodwill to replace the old, but also notes that, again on purely practical grounds, such a
position cannot be numerically demonstrated and therefore cannot be prevented.

Disclosure

The disclosure requirements of IAS 36, like much else in the Standard, are extensive.
They are also quite straightforward, requiring detailed numerical, explanatory and
background information.

NON-CURRENT ASSETS HELD FOR SALE AND

DISCONTINUED OPERATIONS

The structure or dimension of most companies changes over the years. On the one
hand, companies can grow through acquisitions or/and organic growth. On the
other hand, companies might also discontinue activities and, as a result, may decrease
in size. If a relatively large component of the entity is discontinued then substantial
financial disclosure about these activities which are discontinued is required.

It is intuitively likely that assets associated with discontinued operations, or with
operations that are approaching a discontinued status, are likely to suffer impairment,
and it seems logical to bring such assets, and the IAS 36 impairment Standard, into
proximity. Nevertheless, they are technically separate issues and need to be carefully
distinguished when considering the detail.

These requirements are part of IFRS 5, Non-current Assets Held for Sale and Dis-
continued Operations. IFRS 5, which was issued in Spring 2004, is one of the first
Standards that is a result of the IASB’s convergence project. IFRS 5 is meant to close
the gap between, on the one hand FASB Statement No. 144, Accounting for the
Impairment or Disposal of Long-lived Assets (SFAS 144), which was issued in 2001,
and on the other the recognition and valuation rules for those assets under IAS /TERS.
SFAS 144 addressed three areas:

1 impairment of long-lived assets to be held and used
2 classification, measurement and presentation of assets held for sale

3 classification and presentation of discontinued operations.

IFRS 5 only deals with the issues mentioned in (2) and (3). With regard to the
impairment of long-lived assets to be held and used, the existing difterences between
the FASB and the IASB were not solved. The difference between US GAAP and
IAS/ IERS is often called a difference between rules-based versus principles-based
accounting standards. If one considers IFRS 5 which is a product of the convergence
project, one will notice that the criteria for a non-current asset to be defined as ‘held
for sale’ are rather detailed. It is highly likely that the convergence project might
move the IAS/IFRS standards away from a purely principles-based accounting
system and drive it towards a more rules-based system. Although a substantial
convergence is reached for these recognition and measurement items (namely non-
current assets held for sale and discontinued operations) differences with SFAS 144
still exist. First, we will present the treatment of non-current assets held for sale
under IFRS 5 and, second, we will focus on the information to be reported in rela-
tion to discontinuing operations.
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Non-current assets held for sale

Definition IFRS 5 presents the definition, the recognition and measurement of non-
current assets held for sale. Non-current assets are defined as assets that do not meet
the criteria of a current asset. The definition of a current asset is found in IAS 1, para.
66 and is as follows:

An asset shall be classified as current when it satisfies any of the following criteria:

(a) itis expected to be realized in, or is intended for sale or consumption in, the
entity’s normal operating cycle

—
O
~

it is held primarily for the purpose of being traded

—~
O
-~

itis expected to be realized within twelve months after the balance sheet date; or

it is cash or the cash equivalent (as defined in IAS 7, Cash Flow Statements)
unless it is restricted from being exchanged or used to settle a liability for at
least twelve months after the balance sheet date.

—
(o
=

All other assets are classified as non-current assets.

So, non-current assets include tangible, intangible and financial assets of a long-term
nature. IFRS 5 not only considers individual non-current assets, but it also prescribes the
definition, the recognition and the valuation rules for disposal groups. In these circum-
stances, a common example would be the disposal of a subsidiary. The Standard observes
that an entity will dispose of a group of assets, possibly with some directly associated
liabilities, together in a single transaction (para. 4). The disposal group might include
goodwill acquired in a business combination if the group is a cash-generating unit to
which goodwill has been allocated or if it is an operation within a cash-generating unit as
defined in Appendix A of IFRS 5. In this respect, a disposal group can be a group of
cash-generating units, a single cash-generating unit or part of a cash-generating unit.

IFRS 5 states explicitly that the rules of measurement and recognition stipulated in
IFRS 5 do not apply to the following assets since they are covered by other Standards:
deferred tax assets; assets arising from employee benefits; financial assets within the
scope of IFRS 9; non-current assets that are accounted for in accordance with the fair
value model in IAS 40, Investment Property, non-current assets that are measured at
fair value less costs to sell in accordance with 1IAS 41, Agriculture; and contractual
rights under insurance contracts as defined in IFRS 4, Insurance Contracts.

Essential to the definition of non-current assets held for sale is that the carrying
amount of the assets will be recovered principally through sale rather than continuing use
in the business (para. 6). Besides these general definitions on the concept of non-current
assets held for sale, IFRS 5 goes further into detail by providing more characteristics that
need to be fulfilled before a non-current asset can be classified as held for sale. These
characteristics are laid down (in paras 7—-14) and have a more rules-based character.

With regard to the interpretation of ‘held for sale’; we summarize the main items of
paras 7—14 here.

For an asset (or disposal group) to be classified as held for sale:

e It must be available for immediate sale in its present condition, subject only to
terms that are usual and customary for sales of such assets (or disposal groups).

e Its sale must be highly probable, the appropriate level of management must
be committed to a plan to sell the asset (or disposal group), and an active
programme to locate a buyer and complete the plan must have been initiated.

e The sale should be expected to qualify for recognition as a completed sale within
one year from the date of classification. Exception is permitted if the delay is
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caused by events or circumstances beyond the entity’s control and there is suffi-
cient evidence that the entity remains committed to its plan to sell the asset (or
disposal group).

e [t must genuinely be sold, not abandoned. The sale transactions, referred to
(in paras 7-14) include exchanges of non-current assets for other non-current
assets when the exchange has commercial substance in accordance with IAS 16.

Measurement of non-current assets
and disposal groups held for sale

Measurement on initial classification as held for sale IFRS 5 requires that immediately
before the initial classification of an asset (or disposal group) as held for sale, the carry-
ing amount of the asset (or all the assets and liabilities in the group) should be meas-
ured in accordance with applicable IFRSs. In other words, an entity should apply its
usual accounting policies up until the criteria for classification as held for sale are met.

Thereafter, a non-current asset (or disposal group) classified as held for sale should
be measured at the lower of its carrying amount and fair value less costs to sell. Accord-
ing to IFRS 5, the fair value is defined as ‘the price that would be received to sell an asset
or paid to transfer a liability in an orderly transaction between market participants at the
measurement date’. Costs to sell are defined as ‘the incremental costs directly attributa-
ble to the disposal of an asset (or disposal group), excluding finance costs and income
tax expense’. When the sale is expected to occur beyond one year, the costs to sell
should be measured at their present value. Any increase in the present value of the costs
to sell that arises from the passage of time should be presented in profit or loss as a
financing cost. There is no similar requirement to present that element of an increase in
fair value that also relates to just the passage of time as finance income.

For the disposal groups, the Standard adopts a portfolio approach. It requires that
if a non-current asset within the scope of its measurement requirements is part of a dis-
posal group, the measurement requirements should apply to the group as a whole, so
that the group is measured at the lower of its carrying amount and fair value less costs
to sell. It will still be necessary to apportion any write down to the underlying assets of
the disposal group, but no element is apportioned to items outside the scope of the
Standard’s measurement provisions.

If a newly acquired asset (or disposal group) meets the criteria to be classified as
held for sale (which are subtly different for assets acquired exclusively with a view to
subsequent disposal), applying the above requirements will result in the asset (or dis-
posal group) being measured on initial recognition at the lower of'its carrying amount
had it not been so classified (e.g. cost) and fair value less costs to sell. This means that,
if the asset (or disposal group) is acquired as part of a business combination, it will be
measured at fair value less costs to sell.

While a non-current asset is classified as held for sale or while it is part of a disposal
group classified as held for sale, it should not be depreciated or amortized. Interest
and other expenses attributable to the liabilities of a disposal group classified as held
for sale should continue to be recognized.

On subsequent remeasurement of a disposal group, the Standard requires that the
carrying amounts of any assets and liabilities that are not within the scope of its mea-
surement requirements be remeasured in accordance with applicable IFRSs before the
fair value less costs to sell of the disposal group is remeasured.

Recognition of impairment losses and reversals The requirement to measure a non-
current asset (or disposal group) held for sale at the lower of carrying amount less costs
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to sell may give rise to a write down in value (impairment loss) and possibly its subse-
quent reversal. As noted earlier, the first step is to account for any items within the
scope of the Standard in the normal way. After that, any excess of carrying value over
fair value less costs to sell should be recognized as an impairment.

Any subsequent increase in fair value less costs to sell of an asset up to the cumula-
tive impairment loss previously recognized either in accordance with IFRS 5 or in
accordance with IAS 36, Impairment of Assets, should be recognized as a gain. In the
case of a disposal group, any subsequent increase in fair value less costs to sell should
be recognized:

e to the extent that it has not been recognized under another Standard in relation
to those assets outside the scope of IFRS 5’s measurement requirements

e but not in excess of the cumulative amount of losses previously recognized under
IERS 5 or before that under IAS 36 in respect of the non-current assets in the
group that are within the scope of the measurement rule of IFRS 5.

Any impairment loss (or any subsequent gain) recognized for a disposal group
should be allocated to the non-current assets in the group that are within the scope of
the measurement requirements of IFRS 5. The order allocation should be:

e first, to reduce the carrying amount of any goodwill in the group

e then, to the other assets of the group pro rata on the basis of the carrying amount
of each asset in the group.

When assets meet the criteria to be classified as held for sale they have to be pre-
sented separately on the balance sheet. In the notes, disclosures have to be made in
relation to the facts and circumstances of the sale and the gains or losses recognized
after the classification of the non-current assets as ‘held for sale’. If assets are no longer
used in the operational activities of the firm, they will no longer generate revenues,
expenditures and cash. Information on the impact of the disappearance of these items
should be presented as information on discontinued operations.

Discontinued operations

IFRS 5 deals also with the presentation of information on discontinued operations.
This type of information disclosure had been regulated already, namely under the
superseded IAS 35. IFRS 5 requires the presentation of a single amount on the face of
the income statement relating to discontinued operations, with further analysis either
on the face of the income statement or in the notes (see Activity 15.3).

ACTIVITY 15.3

Why do you think financial information about discontinu-
ing operations should be provided to the external user of
the financial statements?

Activity feedback

A discontinuing operation is a relatively large component
of an entity that is either being disposed of completely or
substantially or is being terminated through abandonment
or piecemeal sale. The effects of such discontinuation are

likely to be significant both in their own right and in
changing the future results of the remaining components
of the entity.

Distinguishing between the financial impact of the dis-
continuing and the continuing operations on the financial
situation of an entity will improve the ability of investors,
creditors and other users of financial statements to make
projections of the entity’s cash flows, earnings generating
capacity and financial position.
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In order to be useful for decision purposes, the results of an entity need to be pre-
sented in a manner that will satisty the two following objectives. First, the activities and
results of the year under review must be reported fully and clearly. Second, readers of
the financial statements should be able to understand the implications of the current
period results for future periods. This relates to the relevance of accounting information.
So the objective of IFRS 5 is to establish a basis for segregating information about a
major operation that an entity is discontinuing from information about its continuing
operations and to specify minimum disclosures about a discontinuing operation.

Definition of a discontinued operation IFRS 5 defines a discontinued operation as:

a component of an entity that either has been disposed of, or is classified as
held for sale, and:

(a) represents a separate major line of business or geographical area of operations

(b) is part of a single coordinated plan to dispose of a separate major line of
business or geographical area of operations, or

(c) is asubsidiary acquired exclusively with a view to resale.

For the purposes of this definition, a ‘component of an entity’ is also defined by the
Standard as comprising ‘operations and cash flows that can be clearly distinguished,
operationally and for financial reporting purposes, from the rest of the entity’. In other
words, a component of an entity will have been a cash-generating unit or a group of
cash-generating units while being held for use.

Business entities frequently close facilities, abandon products or even product lines
and change the size of their workforce in response to market forces. Those kinds of
termination do not qualify as discontinuing operations but they can occur in connec-
tion with a discontinuing operation. A list of such activities which do not qualify as
discontinuing operations is presented below:

e gradual or evolutionary phasing out of a product line or class of service

e discontinuing, even if relatively abruptly, several products within an ongoing line
of business

e shifting of some production or marketing activities for a particular line of business
from one location to another
e closing of a facility to achieve productivity improvements or other cost savings

e sclling a subsidiary whose activities are similar to those of the parent or other
subsidiaries.

These examples could bring along the recording of impairments or restructuring
provisions.

With regard to the presentation of information on those discontinued operations,
IERS 5 stipulates (from para. 33) that an entity shall disclose:

(a) asingle amount on the face of the income statement comprising the total of:
(i) the post-tax profit or loss of discontinued operations, and

(i) the post-tax gain or loss recognized on the measurement to fair value less
costs to sell or on the disposal of the assets or disposal group(s) constitut-
ing the discontinued operation.
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(b) an analysis of the single amount of (a) into:

(i) therevenue, expense and pre-tax profit or loss of discontinued operations
and related income tax expense;

(i) the gain or loss recognized on the measurement to fair value less costs to
sell or on the disposal of the assets or disposal group(s) constituting the
discontinued operation and related income tax expense.

The analysis may be presented in the notes or on the face of the income
statement. If it is presented on the face of the income statement it shall be
presented in a section identified as relating to discontinued operations, i.e.
separately from continuing operations. The analysis is not required for dis-
posal groups that are newly acquired subsidiaries that meet the criteria to
be classified as held for sale on acquisition.

(c) the net cash flow attributable to the operating, investing and financing activities
of discontinued operations.

The Standard also makes clear that any gain or loss on the remeasurement of a non-
current asset (or disposal group) classified as held for sale that does not meet the defi-
nition of a discontinued operation should not be included within these amounts for
discontinued operations, but be included in profit or loss from continuing operations.

Further, IFRS 5 requires that these disclosures be re-presented for prior periods
presented in the financial statements so that the disclosures relate to all operations that
have been discontinued by the balance sheet date for the latest period presented.
Accordingly, adjustments to the comparative information as originally reported will be
necessary for those disposal groups categorized as discontinued operations.

ACTIVITY 15.4

Alpha has three segments: pharmaceuticals, chemicals
and soft drinks. In 20X3, after an assessment of the
corporate strategy for the future, the company decides to
concentrate on chemicals and pharmaceuticals.

On 30 September 20X3 the board of directors voted in
favour of a disposal plan which would either try to sell off
the soft drinks segment as a whole, or, if not successful by
the end of 20X3, dispose of the assets of the segment in a
piecemeal fashion. An announcement of the plan was
made the same day. A month later the company enters
into a legally binding sales agreement with one of the
major producers of soft drinks in the world. The parties
expect the sale to be completed in February 20X4.

The following information for the soft drink segment is
available for the financial year 20X3 (figures and transac-
tions are simplified):

Book value at Recoverable Book value/
30 September amount at 30 result at 31

September  December
Assets 450 400 400
Liabilities 200 200 200
Revenue = = 300
Operating = = 125

expenses

An amount of 25 is representing non-cash expenses.

As you are aware, information relating to a discontinu-
ing operation should be presented separately from
continuing operations. You should now prepare the
information that needs to be disclosed in the financial
statements on 31 December 2003. Assume a corporate
income tax rate of 30 per cent on the accounting profit for
the segment.

Also comment on what other information must be
given regarding the discontinuing operation.

Activity feedback

e As asingle amount on the income statement, para. 33
(a): profit for the period from discontinued operations
(i) the post-tax result on

discontinued operations 122.5
(i)  the post-tax gain or loss on the
measurement of the assets held
for sale 35
Total 157.5

* An analysis of the single amount, para. 33(b)
revenue from discontinued operations 300

(Continued)
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ACTIVITY 15.4 (Continued)

expenses from discontinued Note that comparative figures for 20X2 should be
operations 125 restated as well (para. 34). Disclosure requirements
(i) pre-tax result 175 (refer to IFRS 5, para. 41):
1) ez e v 2e * A description of the segment soft drinks (also
(iii) the loss on non-current assets comment on the reason for the disposal).
held for sale 50 ; ; ) o )
(iv) related income tax result 15 * Segments in which the discontinuing operation

is reported (is a segment in this case).
e On the asset side of the balance sheet we

should present as a single line item: non- e The date on which the company announced the

current assets classified as held for sale 400 plan to discontinue the soft drink segment (also
e Among the liabilities we should disclose as a comment on the date when it entered into the

single line item: liabilties directly associated binding sales agreement).

with non-current assets held for sale 200 e The date when the discontinuance is expected
e Net cash flow attributable to discontinued to be completed.

operations 200

Examples of accounting policy choices, and the implications for analysis and inter-
pretation of the financial statements, are given and discussed in Part Four.

SUMMARY

This chapter has completed the coverage, begun in Chapter 13, of the
accounting treatment of fixed (non-current) assets. We looked in some detail
at the issue of impairment of assets in general and of fixed assets in particu-
lar, and at the contents of IAS 36. Finally, we explored the requirements
of IFRS 5 relating to non-current assets held for sale, and to the reporting of
discontinued operations.

Suggested answers to exercises marked v~ are to be found on our dedicated CourseMate platform
for students.

Suggested answers to the remaining exercises are to be found on the Instructor online support
resources.

1 If depreciation is done properly, impairment adjustments will not arise. Discuss.

2 What is ‘recoverable amount’ as the phrase is used in IAS 367 How does it relate to the
alternative valuation bases discussed at length in Part One of this book?
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v3 A cash-generating unit was reviewed for impairment at 31 May 20X3 as required by IAS 36,
Impairment of Assets. The impairment review revealed that the cash-generating unit has a value
in use of $25 million and a net realizable value of $23 million.

The carrying values of the net assets of the cash-generating unit immediately prior to the
impairment review were as follows:

$000

Goodwill 5000
Property, plant and equipment 18 000
Net current assets 4 000
27 000

The review indicated that an item of plant (included in the above figure of $18 million) with a
carrying value of $1 million had been severely damaged and was virtually worthless.

There was no other evidence of obvious impairment to specific assets.

What is the carrying value of the goodwill relating to the unit immediately after the results of
the impairment review have been reflected in accordance with IAS 367

A $1 million
B $2 million
C $3 million
D $4 million (CIMA — November 2003)

4 On 31 December 20X1, U purchased 100 per cent of the equity share capital of V, and V
became a subsidiary of U on that date. U paid $110 million for the shares, and the fair value of
the net assets of V at 31 December 20X1 was $100 million. Goodwill on consolidation is written
off over ten years, starting in 20X2. At 31 December 20X2, the balance sheet of V showed the
following balances:

$ million
Property, plant and equipment:
Land and buildings 50
Plant and machinery 30
Net current assets 15
95

On 31 December 20X2, the directors of U carried out an impairment review in which V was
treated as a single cash-generating unit. The recoverable amount of the cash-generating unit at
31 December 20X2 was computed as $96 million. No assets within the cash-generating unit had
suffered obvious impairment.

What is the reduction in the consolidated reserves of U as a result of the impairment review of
V (not including the normal annual write-off of goodwill)?

$ million
A $1 million
B $5 million
C $8 million
D $9 million (CIMA —May 2003)
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5

(a) IAS 36, Impairment of Assets, was published in June 1998. Its primary objective is to
ensure that an asset is not carried on the balance sheet at a value that is greater than its
recoverable amount. The Standard does not apply to inventories (including construction
contracts). It replaces guidance given in several other International Financial Reporting
Standards.

Required:

(i

(ii)

Describe the circumstances where an impairment loss is deemed to have occurred and explain
when companies should perform an impairment review of tangible and intangible assets.

Describe the matters to be considered in assessing whether an asset may be impaired.

(b) Avendus is preparing its financial statements to 30 September 20X3. It has identified the
following issues:

(i)

Avendus owns and operates an item of plant that had a carrying value of $400 000 and an
estimated remaining life of five years. It has just been damaged due to incorrect operation by an
employee. It is not economic to repair the plant but it still operates in a limited capacity although
it is now no longer expected to last for five years. As the plant is damaged it could only be sold
for $50 000. The cost of replacing the plant is $1 million. The plant does not generate cash flows
independently and is part of a group of assets that have a carrying value of $5 million and an
estimated recoverable amount of $7 million.

Required:

Explain how the above item of plant should be treated in the financial statements of Avendus
for the year to 30 September 20X3. Your answer should consider the situations where the plant
continues to be used and where it would be replaced.

(i)

Avendus owns an investment property which has a remaining useful economic life of five years.
The property has a carrying value of $200 000 on 30 September 20X3. It is currently let to
Marchant at an annual rental of $50 000 per annum. A surveyor has estimated that Avendus
could expect net proceeds of $165 000 from sale of the property. The lease and the rental are
due for renegotiation on 1 October 20X3. There is currently a surplus of rental properties and this
has affected rental incomes and selling prices considerably. Aware of this, Marchant has offered
to rent the property for a further five years, but for an annual rental, payable in advance, of
only $40 000. The rental would be payable in full on 1 October each year. The current cost of
capital of Avendus is 10 per cent per annum, but current market assessments of a widely
expected increase in interest rates means this will soon rise to 12 per cent per annum. Avendus
uses the cost method in AS 40, Investment Property. The following information can be taken as
correct:

Interest rate 10% 12%

Present value of 4 year annuity 3.2 3.0

Present value of 5 year annuity 3.8 3.6
Required:

Explain how the above investment property should be treated in the financial statements of
Avendus for the year to 30 September 20X3.
Your answer should be supported with numerical calculations.

(iii) Avendus recently acquired a company called Fishright, a small fishing and fish processing

company for $2 million. Avendus allocated the purchase consideration as follows:
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$000
Goodwill 240
Fishing quotas 400
Fishing boats (2 of equal value) 1 000
Other fishing equipment 100
Fish processing plant 200
Net current assets 60

2 000

Shortly after the acquisition, one of the fishing boats sank in a storm and this has halved the fishing
capacity. Due to this reduction in capacity, the value in use of the fishing business as a going concern
is estimated at only $1.2 million. The fishing quotas now represent a greater volume than one boat can
fish and it is not possible to replace the lost boat as it was rather old and no equivalent boats are
available. However, the fishing quotas are much in demand and could be sold for $600 000. Avendus
has been offered $250 000 for the fish processing plant. The net current assets consist of accounts
receivable and payable.

Required:
Calculate the amounts that would appear in the consolidated financial statements of Avendus in
respect of Fishright’s assets after accounting for the impairment loss.

(ACCA — December 2003)

Outline the requirements of IFRS 5, Non-current Assets Held for Sale and Discontinued
Operations.

(a) IAS 36, Impairment of Assets, was issued in June 1998 and subsequently amended in
March 2004. Its main objective is to prescribe the procedures that should ensure that an
entity’s assets are included in its balance sheet at no more than their recoverable amounts.
Where an asset is carried at an amount in excess of its recoverable amount, it is said to be
impaired and IAS 36 requires an impairment loss to be recognized.

Required:
(i) Define an impairment loss explaining the relevance of fair value less costs to sell and value in
use; and state how frequently assets should be tested for impairment. Note: your answer should
NOT describe the possible indicators of an impairment.

(i)  Explain how an impairment loss is accounted for after it has been calculated

(b) The assistant financial controller of the Wilderness group, a public listed company, has
identified the matters below which she believes may indicate an impairment to one or more
assets:

(i)  Wilderness owns and operates an item of plant that cost $640 000 and had accumulated
depreciation of $400 000 at 1 October 2004. It is being depreciated at 12V2 per cent on cost. On
1 April 2005 (exactly halfway through the year), the plant was damaged when a factory vehicle
collided into it. Due to the unavailability of replacement parts, it is not possible to repair the plant,
but it still operates, albeit at a reduced capacity. Also, it is expected that as a result of the
damage the remaining life of the plant from the date of the damage will be only two years. Based
on its reduced capacity, the estimated present value of the plant in use is $150 000. The plant
has a current disposal value of $20 000 (which will be nil in two years’ time), but Wilderness has
been offered a trade-in value of $180 000 against a replacement machine which has a cost of
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$1 million (there would be no disposal costs for the replaced plant). Wilderness is reluctant to
replace the plant as it is worried about the long-term demand for the product produced by the
plant. The trade-in value is only available if the plant is replaced.

Required:

Prepare extracts from the balance sheet and income statement of Wilderness in respect of the
plant for the year ended 30 September 2005. Your answer should explain how you arrived at
your figures.

i

On 1 April 2004 Wilderness acquired 100 per cent of the share capital of Mossel, whose only
activity is the extraction and sale of spa water. Mossel had been profitable since its acquisition,
but bad publicity resulting from several consumers becoming ill due to a contamination of the
spa water supply in April 2005 has led to unexpected losses in the last six months. The carrying
amounts of Mossel’s assets at 30 September 2005 are

$000

Brand (Quencher — see below) 7 000
Land containing spa 12 000
Purifying and bottling plant 8 000
Inventories 5 000
32 000

The source of the contamination was found and it has now ceased.

The company originally sold the bottled water under the brand name of ‘Quencher’, but
because of the contamination it has rebranded its bottled water as ‘Phoenix’. After a large
advertising campaign, sales are now starting to recover and are approaching previous levels.
The value of the brand in the balance sheet is the depreciated amount of the original brand
name of ‘Quencher’.

The directors have acknowledged that $1.5 million will have to be spent in the first three
months of the next accounting period to upgrade the purifying and bottling plant.

Inventories contain some old ‘Quencher’ bottled water at a cost of $2 million; the remaining
inventories are labelled with the new brand ‘Phoenix’. Samples of all the bottled water have been
tested by the health authority and have been passed as fit to sell. The old bottled water will have
to be relabelled at a cost of $250 000, but is then expected to be sold at the normal selling price
of (normal) cost plus 50 per cent.

Based on the estimated future cash flows, the directors have estimated that the value in use
of Mossel at 30 September 2005, calculated according to the guidance in IAS 36, is $20 million.
There is no reliable estimate of the fair value less cost to sell of Mossel.

Required:

Calculate the amounts at which the assets of Mossel should appear in the consolidated
balance sheet of Wilderness at 30 September 2005. Your answer should explain how you arrive
at your figures.

(ACCA — December 2005)



OBJECTIVES After studying this chapter you should be able to:

e cxplain the issues underlying the accounting treatment of leases

e discuss alternative accounting treatments for leases of various types

describe, apply and appraise the requirements of IAS 17 in relation to
leased assets for lessor and lessee

e understand and contribute to ongoing debates concerning the
treatment of leases in financial statements.

INTRODUCTION

A lease is an agreement that conveys to one party (the lessee) the right to use property,
but does not convey legal ownership of that property. It follows that if an asset is
defined as something which is legally owned (i.e. that has been acquired in an
exchange transaction), then leases will not give rise to an asset in the financial
statements of the lessee. It also follows that if nothing has been “acquired’, then noth-
ing is unpaid for; that is, the lease agreement will also not give rise to a liability in the
financial statements of the lessee.

If, however, the lease agreement allows the lessee to use the property for all or most
of its useful life, requires the lessee to pay total amounts close to and possibly greater

331



332

CHAPTER 16 LEASES

than the normal buying price of the item, and requires or assumes that the lessee will
look after the item as if the item belonged to it (e.g. insurance, repairs and mainte-
nance), then it is clear that in substance the lessee would be in the same position, both
cconomically and in terms of production and operating capacity, as if the lessee
actually owned the asset. Furthermore, a contractual requirement to make future
payments greater than the net cost of a straightforward purchase of the item means
that the lessee is in the same position as 7f 7t had taken out a loan under agreed regular
repayment terms and at an agreed rate of interest. Thus, in such circumstances, the
economic substance of the situation is that the lessee has an asset and a liability,
although the legal form of the agreement makes it quite clear that the legal ownership
of the item remains with the other party (the lessor).

ACTIVITY 16.1

A company obtains the use of two identical assets costing Activity feedback

€100 000 by obtaining one asset on a credit sale agree- e
ment and the other on a lease. Assuming fixed assets are Ehes aessis 100 000
only recorded on a company’s balance sheet when it has Biedies 100 000

legal ownership, show the adjustments that would be nec-
essary to the company’s accounts and identify the prob-
lems, if any, with this method of accounting.

Under this method of accounting only one asset would be shown under fixed assets
and only the liability to pay for one asset would be shown. The fact that the company
has the use of another fixed asset and that they have the liability outstanding for lease
payments is not shown and this could be considered misleading to shareholders and to
other potential lenders.

If the two assets are obtained in these different ways by two different companies
then the difference will be even more obvious. If the assets are being used equally prof-
itably, then one company will appear to be using significantly fewer resources and
significantly less finance than the other one to achieve comparable operating activities.
This apparent economic (and managerial) efficiency of the company which leases the
asset is not logically justified and, in addition, unavoidable obligations are not being
recorded as liabilities.

The general principle of substance over form, discussed in Chapter 9, requires that
in such circumstances the lessee does record an asset and a liability in its balance sheet
and also that the lessor records a sale and a debtor in its financial statements.

In broad terms, the whole issue of accounting for leases can be summarized very
simply. If a lease agreement essentially gives the parties rights and obligations similar
to those arising from a legal purchase, then the accounting proceeds as if it were a legal
purchase. This gives rise to a fixed asset and an obligation. If, by way of contrast, a
lease agreement is, in the context of the particular characteristics of the object in ques-
tion, essentially a short-term rental, then the accounting treats it as such, giving rise in
the books of the lessee to a simple expense, normally allocated on a time basis.

Unfortunately, this simple division masks a considerable amount of practical
difficulty. There are problems involved in creating a clear demarcation line between
the two situations and a number of particular issues and problems have arisen over the
years which IASB and various national Standards have tried to tackle.
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ACTIVITY 16.2

A company signs a lease agreement under which it will Leasehold asset

pay €2000 at the end of each of years 1-6 inclusive. The 1/1/1 cost 10 000 | 1667 depreciation 31/12/1

purchase cost of the asset concerned is €10 000 and Lease liability

the asset is expected to be worthless after six years. 10 000 1/1/1

Discuss what the accounting entries in year 1 should be. (2 000 — Xf) 31/12/1
Profit and loss

Activity feedback 31/12/1 interest X'

In substance, this transaction is clearly a purchase on 31/12/1 depreciation 1 667

deferred credit terms. There should be an immediate re-
cording of an asset of €10 000 on day 1, with an equal
liability. At the end of year 1, a payment of €2000 is : o )
recorded, i.e. a credit. The double-entry for this payment should be less than X', t?ecause he l/gb/l/ty atiinghcan 2
will need to be split two ways. There is a total interest cost was lower than that during year 1. This follows the basic

of €2000 over the six-year period (2000 x 6) — 10 000), matching principle Qy allocating the total interest gharge
of €2000 over the six years pro rata to the benefit, thus

the annual interest charge reduces as the amount bor-
rowed reduces.

In year 2 the payment, interest and depreciation
entries will be repeated, but the interest expense of X'

and some of the €2000 payment at the end of year 1 will
be the payment of the interest relating to year 1, say X.
This will be an expense of year 1 and the remainder of
this payment, i.e. (2000 — X!), will be a partial settlement
of the liability. There will also be a depreciation charge
made at the end of year 1 of €1667, if the straight line
basis is used. This gives entries as follows:

In this chapter we first of all explore the considerable number of definitions given
by IAS 17, the key Standard on this issue, and consider the whole issue of the classifi-
cation of leases into two distinct types — those that are, in substance, creating fixed
assets and long-term debt and those that are not. We then look separately at account-
ing requirements for lessees and lessors. Finally, we look at an actual case study and
consider possible future developments. IAS 17 was originally issued in 1982 as
Accounting for Leases, but was replaced by a new Standard, Leases, issued in 1997 but
standard from 1 January 1999. A further revision appeared in March 2004, eftective
for annual periods beginning on or after 1 January 2005, with earlier application
encouraged. The main (but limited) objective of this revision was to clarify the classifi-
cation of a lease of land and buildings and to eliminate accounting alternatives for
initial direct costs in the financial statements of lessors. There have been further minor
revisions. It is important to note that the measurement and disclosure requirements of
IERS 13, Fair Value Measurement, do not apply to IAS 17.

DEFINITIONS OF IAS 17

® A lease is an agreement whereby the lessor conveys to the lessee in return for a
payment or series of payments the right to use an asset for an agreed period of time.

o A finance lease is a lease that transfers substantially all the risks and rewards inci-
dental to ownership of an asset. Title may or may not eventually be transferred.

e An operating lease is a lease other than a finance lease.

The risks of ownership relating to a finance lease are those of breakdown, damage,
wear and tear, theft, obsolescence and so on. The rewards of ownership are extracted
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by using the asset for substantially all its productive usefulness — that is, its economic
life — and by receiving its residual value at the time of its disposal.

o Economic life is either:

— the period over which an asset is expected to be economically usable by one
Or more users, or

— the number of production or similar units expected to be obtained from the
asset by one or more users.

o Useful life is the estimated remaining period, from the commencement of the
lease term, without limitation by the lease term, over which the economic
benefits embodied in the asset are expected to be consumed by the entity.

Note that the useful life relates to the expected situation for the lessee. The eco-
nomic life relates to the asset, whether or not the current lessee is the only presumed
user. Thus, although the useful life can exceed the lease term, the useful life cannot
exceed the economic life.

e The lease term is the non-cancellable period for which the lessee has contracted to
lease the asset together with any further terms for which the lessee has the option
to continue to lease the asset, with or without further payment, when, at the incep-
tion of the lease, it is reasonably certain that the lessee will exercise the option.

o A non-cancellable lease is a lease that is cancellable only in one of the following
four circumstances:

— on the occurrence of some remote contingency

— with the permission of the lessor

— if'the lessee enters into a new lease for the same or an equivalent asset with
the same lessor

— on payment by the lessee of an additional amount such that, at inception,
continuation of the lease is reasonably certain.

e The inception of the lease is the earlier of the date of the lease agreement and the
date of commitment by the parties to the principal provisions of the lease. As at
this date:

— alease is classified as either an operating or a finance lease, and
— in the case of a finance lease, the amounts to be recognized at the
commencement of the lease term are determined.

e The commencement of the lease term is the date from which the lessee is entitled
to exercise its right to use the leased asset. It is the date of initial recognition of
the lease (i.e. the recognition of the assets, liabilities, income or expenses result-
ing from the lease, as appropriate).

One of the major criteria for deciding whether or not a finance lease exists is the
total amount, or more accurately the total minimum amount, payable under the lease
contract. This leads to a set of related terms, as follows:

o Minimum lease payments are the payments over the lease term that the lessee is,
or can be, required to make, excluding contingent rent, costs for services and
taxes to be paid by and reimbursed to the lessor, together with:

— in the case of the lessee, any amounts guaranteed by the lessee or by a party

related to the lessee, or
— in the case of the lessor, any residual value guaranteed to the lessor by either:
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1 the lessee
2 a party related to the lessee, or

3 a third party unrelated to the lessor that is financially capable of discharging
the obligations under the guarantee.

However, if the lessee has an option to purchase the asset at a price that is expected
to be sufficiently lower than the fair value at the date when the option becomes exer-
cisable so that, at the inception of the lease, it is reasonably certain to be exercised —
that is, a ‘bargain purchase option’ exists — then the minimum lease payments
comprise the minimum payments payable over the lease term and the payment
required to exercise this purchase option.

o Fair value is the amount for which an asset could be exchanged or a liability
settled, between knowledgeable, willing parties in an arm’s-length transaction.

e From the viewpoint of the lessee, the guaranteed residual yalue is that part of the
residual value which is guaranteed by the lessee or by a party related to the lessee
(the amount of the guarantee being the maximum amount that could, in any
event, become payable).

e From the viewpoint of the lessor, the guaranteed residual value is that part of the
residual value which is guaranteed by the lessee or by a third party unrelated to the
lessor who is financially capable of discharging the obligations under the guarantee.

o Unguaranteed vesidual value is that portion of the residual value of the leased
asset, the realization of which by the lessor is not assured or is guaranteed solely
by a party related to the lessor.

e The lessor’s gross investment in the lease is the aggregate of the minimum lease
payments receivable by the lessor under a finance lease and any unguaranteed
residual value accruing to the lessor.

o Net investment in the lease is the gross investment in the lease discounted at the
interest rate implicit in the lease.

o Unearned finance income is the difference between:

— the gross investment in the lease, and
— the net investment in the lease.

Some of the greatest technical difficulties are caused by the need to, at least theoret-
ically, calculate backwards the interest rates implicitly included in arriving at the total
payments under the lease.

o The interest vate implicit in the lease is the discount rate that, at the inception of
the lease, causes the aggregate present value of (a) the minimum lease payments
and (b) the unguaranteed residual value to be equal to the sum of the fair value
of the leased asset and any initial direct costs of the lessor.

o The lessee’s incremental borrowing rate of interest is the rate of interest the lessee
would have to pay on a similar lease or, if that is not determinable, the rate that,
at the inception of the lease, the lessee would incur to borrow over a similar term,
and with a similar security, the funds necessary to purchase the asset.

o Contingent rent is that portion of the lease payments that is not fixed in amount
but is based on the future amount of a factor that changes other than with the
passage of time (e.g. percentage of sales, amount of usage, future price indices,
future market rates of interest).
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We again emphasize that the definition of fair value in this standard is the old one,
not the new one from IFRS 13. The practical implications of this are, frankly, unclear.
In its Basis for Conclusions for IFRS 13, at para. BC22, the Board states as follows.
“The TASB concluded that applying the requirements of IFRS 13 might significantly
change the classification of leases and the timing of recognizing gains or losses for sale
and leaseback transactions. Because there is a project under way to replace IAS 17, the
TASB concluded that requiring entities to make potentially significant changes to their
accounting systems for the IFRS on fair value measurement and then for the IFRS on
lease accounting would be burdensome.” This makes it clear first that the application
of TFRS 13 to Lease accounting would have significant effects, and second that those
effects are not currently required (or allowed).

LEASE CLASSIFICATION

As already indicated, the form of words which determines the classification of a lease
as either a finance lease or an operating lease is very simple. A lease is classified as a
finance lease if it transfers substantially all the risks and rewards incidental to owner-
ship. A lease is classified as an operating lease if it does not transfer substantially all the
risks and rewards incidental to ownership. Because the transaction between a lessor
and a lessee is based on a lease agreement common to both parties, it is appropriate to
use consistent definitions. The application of these definitions to the differing circum-
stances of the two parties, however, may sometimes result in the same lease being
classified difterently by lessor and lessee.

The Standard makes no attempt to define ‘substantially all’. Some national GAAPs
take a much more numerical approach to this question, for example requiring the pres-
ent value of the minimum lease payments to be 90 per cent or more of the fair value of
the asset at the inception of the lease (e.g. the US, Germany). Others, such as the UK
suggest that 90 per cent gives a ‘presumption’ of a finance lease, but make it clear that
the determining factor is ‘substantially all’, not 90 per cent.

ACTIVITY 16.3

A lessee leases an asset on a non-cancellable lease con- 1 €10 000 (fair value) = the present value at implicit
tract with a primary term of five years from 1 January interest rate of 20 quarterly rentals payable in
20X1. The rental is €650 per quarter payable in advance. advance of €650.
The lessee has the right to continue to lease the asset after 2 The present value of the first rental payable is
the end of the primary period for as long as they wish at a €650 as it is paid now.
nominal rent. In addition, the lessee is required to pay all o

. ) . : 2 3 Thus €9350 = the present value at implicit interest
maintenance and insurance costs as they arise. The

rate of 19 rentals of €650.
leased asset could have been purchased for cash at the
start of the lease for €10 000 and has a useful life of eight 4 Therefore 9350/650 = 14.365 = present value at
years. Calculate the interest rate implicit in the lease. implicit interest rate of 19 rentals of €1.
5 Using discount tables we can determine the

Activity feedback
From the definition of ‘interest rate implicit in the lease’
we can state that:

interest rate as 2.95 per cent.



LEASE CLASSIFICATION

In principle, IAS 17 and the definitions just given apply to all leases when IAS
GAAP is to be followed. However, a number of exceptions are given. IAS 17 does not

apply to:

e lease agreements to explore for or use minerals, oils, natural gas and similar non-

regenerative resources, or

e licensing agreements for items such as motion pictures, video recordings, plays,

manuscripts, patents and copyrights.

Additionally, IAS 17 should not be applied to the measurement by:

* lessees of investment property held under finance leases (see IAS 40, Investment

Property, Chapter 13)
e lessors of investment property leased out under operating leases (see 1AS 40)
* lessees of biological assets held under finance leases (see IAS 41, Agriculture,
Appendix)

e lessors of biological assets leased out under operating leases (see IAS 41).

What IAS 17 does do is to give a number of examples of situations that ‘would
normally’ (paras 1-5) or that ‘could’ (paras 6-8) point to a lease being properly
classified as a finance lease. These are as follows (paras 10 and 11):

1 The lease transfers ownership of the asset to the lessee by the end of the lease term.

2 The lessee has the option to purchase the asset at a price that is expected to be
sufficiently lower than the fair value at the date the option becomes exercisable
such that, at the inception of the lease, it is reasonably certain that the option will
be exercised (i.e. a bargain purchase option exists).

3 The lease term is for the major part of the economic life of the asset even if title
is not transferred.

4 At the inception of the lease, the present value of the minimum lease payments
amounts to at least substantially all of the fair value of the leased asset.

5 The leased assets are of a specialized nature such that only the lessee can use
them without major modifications being made.

6 Ifthe lessee cancels the lease, the lessor’s losses associated with the cancellation
are borne by the lessee.

7 Gains or losses from the fluctuation in the fair value of the residual accrue to the
lessee (e.g. in the form of a rent rebate equalling most of the residual sales
proceeds at the end of the lease).

8 The lessee has the ability to continue the lease for a secondary period at a rent
which is substantially lower than market rent (i.e. a bargain rental option).

ACTIVITY 16.4

Explain briefly in your own words why each of these sit- the validity of a finance lease classification is obvious.
uations (1-8, above) point towards a finance lease. Situation 3 assumes, reasonably enough, that a major

part of the economic life (measured in years) must imply
Activity feedback transfer of substantially all the risks and rewards of
Our suggested wording is as follows. Because, under sit- ownership (measured in money). Situation 4 argues that
uations 1 and 2 the lessee ends up with legal ownership, payment of substantially all the purchase price, after

(Continued)
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ACTIVITY 16.4 (Continued)

discounting to present value, must again imply that the
substance of the transaction is a purchase on credit
terms and situation 5 indicates by definition that only the
lessee can derive ‘rewards’ from possession of the

particular items. The remaining three situations (6, 7 and
8), while perhaps less definitive, all clearly point to the like-
lihood of the lessee being in the in-substance ownership
position of deriving the benefits and ‘paying the price’.

The US prescriptive approach is continued in other respects. For example, the US
version of situation 3 specifies that for a finance lease the lease term is 75 per cent or
more of the economic life of the asset. The UK leasing Standard contains no similar

consideration at all, relying on the ‘substantially all the risks and rewards’ criterion.
Note that the lease classification is to be made at the inception of the lease.

ACTIVITY 16.5

Costa uses three identical pieces of machinery in its fac-
tory. These were all acquired for use on the same date
by the following means:

1 Machine 1 rented from Brava at a cost of €250 per
month payable in advance and terminable at any
time by either party.

2 Machine 2 rented from Blanca at a cost of eight
half-yearly payments in advance of €1500.

3 Machine 3 rented from Sol at a cost of six half-
yearly payments in advance of €1200.

The cash price of this type of machine is €8000 and
its estimated life is four years. Are the three machines
rented by operating or finance leases?

Activity feedback

Machine 1 is held on an operating lease as there is no
transfer of the risks or rewards of ownership. Machine 2
involves a total payment of €12 000. In present value
terms this will almost certainly be more than the €8000

fair value of the asset and therefore clearly more than
‘substantially all of the fair value of the leased asset’ (see
our earlier situation 4). Machine 2 is therefore held on a
finance lease. Machine 3 involves a total payment of
€7200, the present value of which will be significantly
less than €8000, so that situation 4 will not apply. The
question is whether or not situation 3 applies — that is,
whether or not three years is a ‘major part of the eco-
nomic life’ of the machine (which is four years). Under US
GAAP, which specifies an arbitrary 75 per cent ratio here,
this would be a finance lease under situation 3 (in which
circumstance the lease agreement would probably have
been changed before signing in order to be a week or
two shorter). Under UK GAAP, which focuses more
exclusively on situation 4, machine 3 would, on the
available information, be an operating lease. Our inter-
pretation of IAS 17 would be that situation 3 does not
apply to machine 3, i.e. that this would be treated as an
operating lease under IAS GAAP. This example illustrates
well the practical difficulties which may arise in lease
classification.

The 2004 revision added a number of detailed requirements relating to leases of
land and buildings (paras 14-19). The essential point is that the land and buildings
clements of a lease of land and buildings are considered separately for the purposes of
lease classification. If title to both elements is expected to pass to the lessee by the end
of the lease term, both elements are classified as a finance lease, whether analyzed as
one lease or as two leases, unless it is clear from other features that the lease does not
transfer substantially all risks and rewards incidental to ownership of one or both
clements. When the land has an indefinite economic life, the land element is normally
classified as an operating lease unless title is expected to pass to the lessee by the end of
the lease term. The buildings element is classified as a finance or operating lease in
accordance with the above specifications.
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Separate measurement of the land and buildings elements is not required when the
lessee’s interest in both land and buildings is classified as an investment property in
accordance with TAS 40 and the fair value model is adopted. Detailed calculations are
required for this assessment only if the classification of one or both elements is
otherwise uncertain. In accordance with IAS 40, it is possible for a lessee to classify a
property interest held under an operating lease as an investment property. If it does,
the property interest is accounted for as if it were a finance lease and, in addition, the
fair value model is used for the asset recognized. The lessee should continue to
account for the lease as a finance lease, even if a subsequent event changes the nature
of the lessee’s property interest so that it is no longer classified as investment property.

Do you think the use of numerical specifications in the
finance/operating lease distinction is beneficial?

Activity feedback

The desirability of creating a precise numerical distinction
is very much open to question. It has the obvious surface
advantage of apparent objectivity and precision. However,
the chosen figure is purely arbitrary. More importantly, the
creation of a definitive numerical distinction allows, and

arguably encourages, business entities to structure lease
contracts so that they fall just marginally below the chosen
criterion, even though the whole purpose may quite visibly
be, in substance, to finance the ‘purchase’ of major
resources by borrowing. The use of a fixed numerical
boundary may substantially reduce subjectivity for the
accountant and the auditor, but it may at the same time
substantially increase creative accounting and the likeli-
hood of misleading or unfair financial statements.

Yet another attempt to tighten up the requirements for lease capitalization was
made by the issue in December 2004 of IFRIC 4, Determining Whether an Arrange-
ment Contains n Lease. The interpretation notes that arrangements have developed
that do not take the legal form of a lease but convey rights to use assets in return for a
payment or series of payments, such as outsourcing arrangements, telecommunication
contracts that provide rights to capacity, and take-or-pay and similar contracts in
which purchasers must make specified payments, regardless of whether they take
delivery of the contracted products or services.

The interpretation specifies that: an arrangement that meets both the following
criteria is, or contains, a lease that should be accounted for in accordance with IAS 17:

e Fulfilment of the arrangement depends upon a specific asset. The asset need not
be explicitly identified by the contractual provisions of the arrangement. Rather it
may be implicitly specified because it is not economically feasible or practical for
the supplier to fulfil the arrangement by providing use of alternative assets.

e The arrangement conveys a right to control the use of the underlying asset.

ACCOUNTING AND REPORTING BY LESSEES - FINANC

In the case of finance leases, the substance and financial reality are that the lessee
acquires the economic benefits of the use of the leased asset for the major part of its
economic life in return for entering into an obligation to pay for that right an amount
approximating to the fair value of the asset and the related finance charge.

Lessees should recognize finance leases as assets and liabilities in their balance
sheets at amounts equal at the inception of the lease to the fair value of the leased
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property or, it lower, at the present value of the minimum lease payments (para. 20).
In calculating the present value of the minimum lease payments, the discount factor is
the interest rate implicit in the lease, if this is practicable to determine; if not, the
lessee’s incremental borrowing rate should be used. At the inception of the lease, the
asset and the liability for the future lease payments are recognized in the balance sheet
at the same amounts.

During the lease term, each lease payment should be allocated between a reduction
of the obligation and the finance charge so as to produce a constant periodic rate of
interest on the remaining balance of the obligation over the amortization period, in
the manner illustrated earlier. The asset initially recorded is depreciated in a manner
consistent with that used by the lessee for owned assets.

If the circumstances described in situations 1 or 2 earlier are present — that is, a
transfer of ownership is clearly foresecable — then depreciation is usually based on the
economic life of the leased asset; otherwise it is based on the shorter of economic life
and lease term. Contingent rentals are generally not included in the minimum lease
payments and are not accounted for as part of the capitalized lease. They should be
charged to expense in the period to which they relate.

ACTIVITY 16.7

Using the information given in Activity 16.3, assuming the
asset has a nil residual value and assuming the asset is
leased for a further two years after the primary period,
show the accounting entries over the life of the lease
required in the lessee’s books by IAS 17.

Activity feedback

The lease falls within the definition of a finance lease,
therefore the ‘rights in the lease’ will be capitalized at fair
value of €10 000 and the obligation under the lease of
€10 000 will be shown as a liability.

€ €
1.1.XI Fixed asset 10 000
Creditors (lessor) 10 000
Capital sum at Rental
start of period paid
Period € €
1/X1 10 000 650
2/X1 9 626 650
3/X1 9 241 650
4/X1 8 845 650
1/X2 8 437 650
2/X2 8 017 650
3/X2 7 584 650
4/X2 7 139 650

The minimum lease payments amount to 20 x €650
= €13 000, the cash price was €10 000, hence the total
finance charge will be €3000.

Remembering that this total finance charge should be
allocated to accounting periods during the lease so as to
produce a constant periodic rate of charge on the
remaining balance of the obligation for each accounting
period, then an appropriate method of allocation would
be the actuarial method as follows:

Capital sum Finance charge Capital sum at
during period (2.95% per quarter)* end of period
€ € €
9 350 276 9 626
8 976 265 9 241
8 591 254 8 845
8 195 242 8 437
1087
7 787 230 8017
7 367 217 7 584
6 934 205 7 139
6 489 191 6 680

843

(Continued)
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ACTIVITY 16.7 (Continued)

Capital sum at Rental Capital sum Finance charge Capital sum at
start of period paid during period (2.95% per quarter)* end of period
Period = € € € €
1/X3 6 680 650 6 030 178 6 208
2/X3 6 208 650 5 558 164 5722
3/X3 5722 650 5072 150 5222
4/X3 5222 650 4 572 135 4 707
_62r
1/X4 4707 650 4 057 120 4177
2/X4 4177 650 3527 104 3 631
3/X4 3 631 650 2 981 88 3 069
4/X4 3 069 650 2 419 el 2 490
383
1/X5 2 490 650 1840 54 1894
2/X5 1894 650 1244 37 1281
3/X5 1281 650 631 19 650
4/X5 650 650 - L -
_110
13 000 3000

*As calculated using the actuarial method.

We can now apportion the annual rental of €2600 (i.e. 4 x €650) between a finance charge and a capital repayment
as follows:

Total rental Finance charge Capital repayments
< < <)
X1 2 600 1037 1563
X2 2 600 843 1757
X3 2 600 627 1973
X4 2 600 383 2217
X5 2 600 __110 2 490
13 000 3 000 10 000

(@) (b) (a)—(b)

We also need to calculate a depreciation charge. The period for depreciation will be seven years as this is the lesser
of economic life (eight years) and lease period (seven years). The annual depreciation charge on a straight line basis is
therefore:

€10 000 + 7 = €1429

The accounting entries in the lessee’s books will be as follows, assuming year end as 31 December.
Profit and loss account charges

Depreciation Finance charge Total

X1 1429 1037 2 466
X2 1429 843 2272
X3 1429 627 2 056
X4 1429 383 1812
X5 1428 110 1538
X6 1428 - 1428
X7 1428 __ = 1428
10 000 3 000 13 000

(Continued)
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ACTIVITY 16.7 (Continued)

Balance sheet entries
Assets held under finance leases

Cost Accumulated Net book value of assets
depreciation held under finance leases
€ € €

31.12.X1 10 000 - 1429 = 8 571
31.12.X2 10 000 - 2 858 = 7 142
31.12.X83 10 000 - 4 287 = 5 718
31.12.X4 10 000 - 5716 = 4 284
31.12.X5 10 000 - 7 145 = 2 855
31.12.X6 10 000 - 8 574 = 1426
31.12.X7 10 000 - 10 000 -

Obligations under finance leases (i.e. the capital element of future rentals payable)

Obligations under finance leases Capital Obligations under finance
outstanding at start of year repayment leases outstanding at year-end
€ € €

31.12.X1 10 000 - 1563 = 8 437
31.12.X2 8 437 - 1757 = 6 680
31.12.X3 6 680 - 1973 = 4 707
31.12.X4 4707 - 2217 = 2490
31.12.X5 2 490 = 2 490 = =
31.12.X6

31.12.X7

ACCOUNTING AND REPORTING BY LESSEES — OPERATI

Lease payments under an operating lease should be recognized as an expense in the
income statement on a straight line basis over the lease term unless another systematic
basis is more representative of the time pattern of the user’s benefit (para. 33). Note
that the pattern of payment is not relevant. Remember that contingent rent, as defined
earlier, is not included in the original calculations. It therefore follows that the rental
expense for any year will consist of:

1 the minimum rent under the lease divided equally over the number of years, plus

2 any contingent rent relating to that year.

Now look at Activity 16.8.

ACTIVITY 16.8

If the lease in Activity 16.6 were to be treated as an oper-

ating lease, show the entries in the lessee’s books. Rental expense (4 > 650) 2600

Creditors (4 x 650) 2 600
Activity feedback During the negotiation of a new operating lease or the
The only entries in the lessee’s books would be the fol- renewal of an existing one, the lessee may receive
lowing annual entry:

(Continued)
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ACTIVITY 16.8 (Continued)

incentives to sign the agreement from the lessor. Incen-
tives take many forms, including rent-free periods,
reduced rents for a period of time, leasehold improve-
ments on the lessor’s account or a cash signing fee. IAS
17 is silent on this matter, but the Standing Interpretations

such incentives be recognized at the inception of the
lease and treated as a reduction of rental expense over
the term of the lease. The benefit is recognized on a
straight line basis, unless another systematic basis is
more representative of the time pattern in which benefit is

Committee has clarified the position in SIC 15, Incentives derived from the leased asset.
in an Operating Lease. This requires that the benefit of

ACCOUNTING AND REPORTING BY LESSORS - FINANC

As is the case with the financial statements of lessees, the approach is to follow and
record the substance of the situation. From the viewpoint of the lessor, the substance
is that the lessor has an amount receivable, much of it usually non-current, due from
the lessee. In direct relation to the lease contract, the lessor has no other assets or
liabilities. The amounts received from the lessee will embrace two elements — a repay-
ment of ‘loan’ and an interest revenue.

Lessors should recognize assets held under a finance lease in their balance sheets
and present them as a receivable at an amount equal to the net investment in the lease
(paras 36—41). A lessor aims to allocate finance income over the lease term on a sys-
tematic and rational basis. This income allocation is based on a pattern reflecting a
constant periodic return on the lessor’s net investment outstanding in respect of the
finance lease. Lease payments relating to the accounting period, excluding costs for
services, are applied against the gross investment in the lease to reduce both the princi-
pal and the unearned finance income.

Estimated unguaranteed residual values used in computing the lessor’s gross invest-
ment in a lease are reviewed regularly. If there has been a reduction in the estimated
unguaranteed residual value, the income allocation over the lease term is reviewed and
any reduction in respect of amounts already accrued is recognized immediately.

Initial direct costs are often incurred by lessors and include amounts such as com-
missions, legal fees and internal costs that are incremental and directly attributable to
negotiating and arranging a lease. They exclude general overheads such as those
incurred by a sales and marketing team. For finance leases other than those involving
manufacturer or dealer lessors, initial direct costs are included in the initial measure-
ment of the finance lease receivable and reduce the amount of income recognized over
the lease term. The interest rate implicit in the lease is defined in such a way that the
initial direct costs are included automatically in the finance lease receivable; there is no
need to add them separately. Costs incurred by manufacturer or dealer lessors in con-
nection with negotiating and arranging a lease are excluded from the definition of
initial direct costs. As a result, they are excluded from the net investment in the lease
and are recognized as an expense when the selling profit is recognized, which for a
finance lease is normally at the commencement of the lease term.

An asset under a finance lease that is classified as held for sale (or included in a
disposal group that is classified as held for sale) in accordance with IFRS 5, Nozn-
currvent Assets Held for Sale and Discontinued Operations, shall be accounted for in
accordance with that IFRS (see Chapter 15).
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Finance leasing by manufacturers or dealers

The manufacturer or dealer may be the person who actually provides the asset as well
as the finance. A finance lease of an asset by a manufacturer or dealer lessor gives rise
to two types of income:

1 The profit or loss equivalent to the profit or loss resulting from an outright sale
of the asset being leased, at normal selling prices, reflecting any applicable
volume or trade discounts

2 The finance income over the lease term.

The sales revenue recorded at the commencement of a finance lease term by a man-
ufacturer or dealer lessor is the fair value of the asset or, if lower, the present value of
the minimum lease payments accruing to the lessor, computed at a commercial rate of
interest (para. 44). The cost of sale recognized at the commencement of the lease term
is the cost, or carrying amount if different, of the leased property less the present value
of the unguaranteed residual value. The difference between the sales revenue and the
cost of sale is the selling profit, which is recognized in accordance with the policy
followed by the entity for sales which will be consistent with IAS 18 (see Chapter 19).

Manufacturer or dealer lessors sometimes quote artificially low rates of interest in
order to attract customers. The use of such a rate would result in an excessive portion
of the total income from the transaction being recognized at the time of sale. If artifi-
cially low rates of interest are quoted, selling profit must be restricted to that which
would apply if a commercial rate of interest were charged. Initial direct costs should be
charged as expenses at the inception of the lease.

ACTIVITY 16.9

A lessor leases out an asset on terms which constitute a
finance lease. The primary period is five years commenc-
ing 1 July 20X0, and the rental payable is €3000 per
annum (in arrears). The lessee has the right to continue
the lease after the five-year period referred to for an
indefinite period at a nominal rent. The cash price of the
asset in question at 1 July 20X0 was €11 372, and the
rate of interest implicit in the lease can be calculated to
be 10 per cent. Show the entries in the lessor’s books.

Activity feedback
The finance charge is simply the difference between the
fair value of the asset (in this case being the cash price
of the new asset) and the rental payments over the lease
period, i.e. of €15 000 less €11 372 or €3628.

Using the actuarial method with an interest rate of 10
per cent, the allocation of the finance charge will be as
follows:

Balance c/f
Finance charge (in year-end
Year ended 30 June Balance b/f (10%) Rental balance sheet)
€ € € €
20X1 11372 4F 1137 - (3 000) = 9 509
20X2 9 509 4 951 — (3 000) = 7 460
20X3 7 460 4 746 - (3 000) = 5 206
20X4 5 206 4F 521 - (3 000) = 2727
20X5 2727 + 273 - (3 000) = 0
€3 628 €15 000

(Continued)
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ACTIVITY 16.9 (Continued)

The relevant extracts from the income statements of the years in question will thus appear as follows:

20X1 20X2 20X3 20X4 20X5 Total
Rentals 3 000 3 000 3 000 3 000 3 000 15 000
less Capital repayments 1863 2049 2254 2479 2727 11 372
Finance charges 1137 951 746 521 273 3628
Interest payable (x) (x) (x) (x) (x)
Overheads (x) (x) (x) (x) (x)

The relevant balance sheets will appear as follows:

Year ended June 30
20X1 20X2 20X3 20X4
Net investment in finance lease
Current 2 049 2 254 2 479 2727
Non-current 7 460 5 206 2727 =
9 509 7 460 5 296 2727

ACCOUNTING AND REPORTING BY LESSORS -

OPERATING LEASES

As IAS 17 (para. 49) unsurprisingly says, lessors should present assets subject to oper-
ating leases according to the nature of the asset. The asset subject to the operating
lease is, in substance as well as in form, a non-current asset of the lessor. Such an asset
should be depreciated on a basis consistent with the lessor’s policy for similar assets.
IAS 16, Property, Plant and Equipment, or 1AS 38, Intangible Assets, will apply
(see Chapters 13 and 14). In addition IAS 36, Impairment of Assets, will need to be
considered (see Chapter 15).

Costs, including depreciation, incurred in earning the lease income are recognized
as an expense. Lease income (excluding receipts for services provided such as insurance
and maintenance) is recognized in income on a straight line basis over the lease term
even if the receipts are not on such a basis, unless another systematic basis is more
representative of the time pattern in which use benefit derived from the leased asset is
diminished. By definition, no element of selling profit can arise.

Initial direct costs incurred specifically to earn revenues from an operating lease are
added to the carrying amount of the leased asset and recognized as an expense over
the lease term on the same basis as the lease income.

The disclosure requirements are extensive for both lessors and lessees. Leases are a
form of financial instrument and disclosure requirements relating to financial instru-
ments generally will apply to leases. IAS 17 specifies detailed additional requirements.
These include details designed to give a clear indication of the timing of future cash
movements and of future expected expense and revenue outcomes.
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SALE AND LEASEBACK TRANSACTIONS

A sale and leaseback transaction involves the sale of an asset by the vendor and the
leasing of the same asset back to the vendor. The lease payment and the sale price are
usually interdependent as they are negotiated as a package. The accounting treatment
of a sale and leaseback transaction depends on the type of lease involved. Again, the
principle of substance over form is fundamental.

If the leaseback is an operating lease and the lease payments and the sale price are
established at fair value, there has in effect been a normal sale transaction and any
profit or loss is recognized immediately. If the sale price is below fair value, any profit
or loss should be recognized immediately except that, if the loss is compensated by
future lease payments at below market price, it should be deferred and amortized in
proportion to the lease payments over the period for which the asset is expected to be
used. If the sale price is above fair value, the excess over fair value should be deferred
and amortized over the period for which the asset is expected to be used. Also, for
operating leases, if the fair value at the time of a sale and leaseback transaction is less
than the carrying amount of the asset, a loss equal to the amount of the difference
between the carrying amount and fair value should be recognized immediately.

If the leaseback is a finance lease, the transaction is a means whereby the lessor pro-
vides finance to the lessee, with the asset as security. For this reason it is not appropriate
to regard an excess of sales proceeds over the carrying amount as income because there
has, in substance, been no sale. Such excess is deferred and amortized over the lease
term. For finance leases, if the fair value at the time of the sale and leaseback transaction
is less than the carrying amount of the asset, then no recognition of the difference
between the two is necessary (again, because there has in substance not been a sale).
However, such a difference might indicate an impairment in accordance with IAS 36,
Impadrment of Assets, which Standard would then be applied (see Chapter 15).

SIC 27 extends the principles of the sale and leaseback discussion earlier to
situations of linked multiple transactions in general. The principle of following the
substance of the overall situation remains crucial.

REAL WORLD ILLUSTRATION

The published consolidated financial statements of Euro
Disney SCA for the year to 30 September 2000 provided
a sharp illustration of how significant the leasing question
can be. Broadly speaking, this was a consolidation of the
French part of the worldwide Disney organization. It was
published in English, but was explicitly stated to follow
‘French accounting principles’ in the audit report and
‘French GAAP’ elsewhere. Most of the land and property
utilized by Euro Disney is owned, through complicated
relationships, by financing companies. Under French
GAAP at the time, the leases involved were operating
leases and the financing companies are not consoli-
dated. The effect is that major obligations are not
revealed. However, a detailed reconciliation is given to

US GAAP which, in broad terms, has the same effect as
using IAS GAAP as regards the relevant leases.
Four reconciliations are now given.

Reconciliation of net income (loss)

(€ in millions) 30 September
2000 1999

Net income, as reported

under French GAAP 38.7 23.6
Lease and interest

adjustments (106.0) (74.5)
Other 1.1 1.0
Net loss under US GAAP (66.2) (49.9)

(Continued)
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REAL WORLD ILLUSTRATION (Continued)

Reconciliation of shareholders’ equity

(€ in millions) 30 September
2000 1999
Shareholders’ equity, as
reported under French
GAAP 12475 1140.8
Cumulative lease and
interest adjustments (1172.9) (1 067.0)
Effect of revaluing the ORAs
and sale/leaseback
transactions 178.1 26.7
Other (14.6) (15.6)
Shareholders’ equity under
US GAAP 238.1 84.9
Reconciliation of borrowings
(€ in millions) 30 September
2000 1999
Total borrowings, as
reported under French
GAAP 873.8 941.4
Unconsolidated Phase 1
SNCs debt 12454 1249.6
Lease financing
arrangements with
TWDC 236.9 236.9
(€ in millions) 30 September
2000 1999
Borrowings including
unconsolidated
Financing Companies 2 356.1 2427.9

(€ in millions) 30 September
2000 1999
US GAAP adjustments to
revalue lease financing
arrangements and ORAs
Total US GAAP
borrowings* (6.3) (8.5)
*(excluding accrued interest)
Balance sheet under US GAAP
(€ in millions) 30 September
2000 1999
Cash and short-term
investments 452.9 347.6
Receivables 203.2 184.6
Fixed assets 2493.3 2 4555
Other assets 169.4 161.4
Total assets 3318.8 3 1491
Accounts payable and other
liabilities 730.9 644.8
Borrowings* 23498 24194
Shareholders’ equity 238.1 84.9
Total liabilities and
equity 33188 3 149.1

*(excluding accrued interest)

Total assets under French GAAP were 2 793.8 for
2000 and 2 518.8 for 1999.

ACTIVITY 16.10

Calculate the following ratios, within the limits of the given
information in the Euro Disney case study: (a) under
French GAAP, and (b) under US GAAP, and comment.

net income
shareholders’ equity

borrowings
equity + borrowings

net income
total assets

Activity feedback
(a) French GAAP
2000 1999
net income 38.7 o 236
shareholders’ equity 12475 S 1140 Bl
borrowings 873.8 941.4

=4% =45%

equity + borrowings 873.8 + 1247.5 941.4 +1140.8

net income 387 19 23.6
total assets 28938

(Continued)
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ACTIVITY 16.10 (Continued)

(b) US GAAP To state the obvious, a very different picture is given.
net income (66.2) _ 089 (49.9) _ _rae When the substance of the situation is recorded and the
shareholders’ equity 238.1 84.9 contracted (legally as well as economically) liabilities
borrowings 23498 p— 24194 - related to the operations are involved, the whole entity is
equity + borrowings  2349.8 +231.8 2419.4+8.94 shown to be very highly geared (leveraged), as well as
net income (662) _ oo (499) _ oo unprofitable. Qan both sgts of ﬁgure.s‘ be validly regarded
total assets 3318.8 3149.1 as equally fairly presenting the position to readers of the

financial statements?

Possible future developments

In December 1999 the IASC published a discussion paper on the subject of leases
titled ‘Leases: Implementation of a New Approach’. The paper had been developed
by the G4-+1 group. This group consisted of representatives of accounting standard
setters from Australia, Canada, New Zealand, the UK and the US working with the
IASC (proposing, therefore, that 4 + 1 = 6!).

The essential, and apparently very radical, proposal was that the arbitrary distinction
between operating and finance leases is unsatisfactory and should be abolished, to be
replaced by an approach that applies the same regulations for all leases. The IASC noted
in the paper that many analysts recast financial statements by applying the same approach
to operating and finance leases. G4+1 believed that recognition in a lessee’s balance
sheet of material assets and liabilities arising from operating leases should take place:

The general effect of the approach proposed is that the amounts recognized as
an asset and a liability by a lessee in respect of a lease of a given item would
vary in amount depending on the nature of the lease.

The financial statements would thus reflect the extent to which differing lease
arrangements result in financial obligations and provide financial flexibility.

The story of efforts by the IASB, in close cooperation with the FASB, to develop a
new standard on accounting for leases is a long, difficult and convoluted one. Suffice
to say that the IASB issued an Exposure Draft in August 2010 which proposed that
lessees should apply a single model, the ‘right-of-use model’, to all leases within its
scope. In this 2010 ED, the leased asset would have been amortized generally on a
straight-line basis, whilst the liability would be amortized using the effective interest
rate method. In the income statement, the 2010 ED would have resulted in an accel-
erated pattern of expense recognition for all leases. However, many constituents
indicated that the expense recognition pattern proposed in the 2010 ED did not
reflect the economic reality for some types of leases.

In May 2013 the IASB, still working closely with the FASB, issued a revised ED, sim-
ply called ‘Leases’. This attempts to respond to the criticisms, mentioned above. It
introduces a new dividing line, which is likely in itself to generate significant debate,
given that one of the project’s original objectives was to remove the existing “‘bright-
line” between operating and finance leases, and by implication to have no dividing line
at all. The TASB is now proposing two types of leases for expense recognition purposes.
Broadly speaking, this revised model results in what is similar to the existing operating
lease accounting for property leases, while most equipment leases will be subject to the
same front-loaded expense recognition pattern that generated concern in response to
the earlier 2010 ED. We thus seem to have an uneasy compromise between conceptual
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coherence of asset/liability definition, and practical acceptability (there are rumours of
heavy lobbying on the FASB by US constituents, and this project is one of the remain-
ing ‘convergence’ projects between the two Boards). The debates are likely to continue.
No effective date is even suggested in the ED, and we would be surprised if earlier than
1 January 2018 is eventually proposed for obligatory adoption. We outline here some
key points in the 2013 ED. Changes are still distinctly possible.

The ED establishes the principles that lessees and lessors should apply to report the
amount, timing and uncertainty of cash flows arising from a lease.

It will not apply to leases of intangible assets, biological assets, explorations rights
and service concessions within the scope of IFRIC 12 Service Concession Arrangements.
The lessor will be required to split a contract into its respective components, for example
a lease including a maintenance contract, using the principles for the allocation of
transaction price to performance obligations outlined in the (eventual!) new revenue
recognition standard (see Chapter 19). The lease term is the non-cancellable lease term
together with renewal option periods where there is significant economic incentive to
extend the lease. A contract modification will result in a reassessment of lease assets and
liabilities. The difference between the carrying amounts of assets and liabilities under the
old lease and the new lease is recognized immediately in profit or loss.

At the commencement date the entity has to classify a lease as either Type A or
Type B, where Type A leases normally mean that the underlying asset s not property
while Type B leases normally mean the underlying asset és property.

However, the entity will classify a lease other than a property lease as Type B if:

e the lease term is for an insignificant part of the total economic life of the under-
lying asset; or

e the present value of the lease payments is insignificant relative to the fair value of
the underlying asset at the commencement date of the lease.

Conversely, the entity will classify a property lease as Type A if:

e the lease term is for the major part of the remaining economic life of the under-
lying asset; or

e the present value of the lease payments accounts for substantially all of the fair
value of the underlying asset at the commencement date.

At the commencement date of the lease, the lessee shall discount the lease pay-
ments using the rate the lessor charges the lessee, or if that rate is unavailable, the
lessee’s incremental borrowing rate. The lessee recognizes the present value of lease
payments as a liability. At the same time it recognizes a right-of-use asset equal to the
lease liability plus:

e any lease payments made to the lessor at or before the commencement date, less
any lease incentives received from the lessor; and

e any initial direct costs incurred by the lessee.

After commencement date, the liability is increased by the unwinding of interest
and reduced by lease payments made to the lessor. The lease liability is reassessed
when there is a change in the expected amount of lease payments. If the remeasure-
ment relates to the current period, the adjustment is reflected directly in profit or loss.
Alternatively, the adjustment is recognized in the right-of-use asset provided the
adjustment does not result in the right-of-use asset being negative. The right-of-use
asset will be subject to impairment.
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A lessee will recognize in profit or loss, unless the costs are included in the carrying amount of
another asset:

e for Type A leases, the unwinding of the discount on the lease liability as interest and the amorti-
zation of the right-of-use asset.

e for Type B leases, the lease payments will be recognized on a straight line basis over the lease
term and reflected in profit or loss as a single lease cost. The single lease cost will be allocated to
the actual unwinding of interest on the liability and any remaining lease cost is allocated to the
amortization of the right-of-use asset. However, the periodic lease cost shall not be less than
the periodic unwinding of the discount on the lease liability.

e variable lease payments not included in the lease liability in the period in which the obligation
for those payments is incurred.

The lessor model in the ED is broadly similar to current lease accounting.
For Type A leases:

e The lessor will discount the lease payments, as outlined for lessees, using the rate the lessor
charges the lessee and recognize this amount as the lease receivable;

e Recognize a residual asset being the sum of the present value of any unguaranteed residual, vari-
able lease payments not included in the lease receivable and an allocation of profit relating to
the residual asset;

e Recognize the profit on the portion of the asset leased immediately in profit or loss;

e Recognize the unwinding of interest on the lease receivable and residual asset in profit or loss
over the lease term.

A reassessment in the expected lease payments, excluding the impact of credit risk, will be
reflected immediately in profit or loss. The interest rate in the lease may be amended during the lease
term if certain criteria are met. The lease receivable and residual asset will be subject to impairment.

Income from Type B leases will be recognized in profit or loss on a straight line or other system-
atic basis over the lease term, similar to current operating lease accounting for lessors. The leased
asset will not be derecognized or reclassified but will be depreciated using the principles for owned
property, plant and equipment.

SUMMARY

This chapter has explored the accounting measurement and disclosure
problems relating to leases in the financial statements of both lessors and
lessees. The requirements of IAS 17 have been explored and illustrated.
Finally, suggestions that the distinction between finance and operating
leases should be abolished have been considered.




EXERCISES

Suggested answers to exercises marked v' are to be found on our dedicated CourseMate platform

for students.
resources.
v1  Explain the theoretical distinction between finance leases and operating leases.
2
3
automatically be a finance lease as regards the lessor. Can this make sense?
4
substance over form is essential. Discuss.
5
of published financial statements. Discuss.
6

Suggested answers to the remaining exercises are to be found on the Instructor online support

IAS 17 fails to give a clear definitional distinction between finance and operating leases. Discuss.

IAS 17 states that a particular lease which is a finance lease for the lessee need not

The need to account for lease transactions in a useful way proves that the principle of

All' unavoidable obligations relating to all lease contracts should be shown in the balance sheet

The following figures have been extracted from the accounting records of Lavalamp on
30 September 20X3:

(i1

Sales revenue
Cost of sales (note (i))
Operating expenses
Lease rentals (note (iii))
Loan interest paid
Dividends paid
Leasehold (20 years) factory at cost (note (ii))
Plant and equipment at cost
Depreciation 1 October 20X2 — leasehold
— plant and equipment
Accounts receivable
Inventory — 30 September 20X3
Cash and bank
Accounts payable
Ordinary shares of $1 each
Share premium
8% Loan note (issued in 20X0)
Accumulated profits — 1 October 20X2

$000

78 300
11 400
2 000
1000
1200
25 000
34 800

25 550
21 800

201 050

$000
112 500

6 250
12 400

4 000

7 300
20 000
10 000
25 000
3 600
201 050

Lavalamp has spent $6 million (included in the cost of sales) during the year developing and
marketing a new brand of soft drink called Lavaflow. Of this amount, $1 million is for advertising and
the remainder is the development costs. A firm of consultants has been reviewing the sales of the
new product and based on this, it has valued the brand name of Lavaflow at $10 million and expects
the life of the brand to be 10 years. Lavalamp wishes to capitalize the maximum amount of intangible
assets permitted under International Financial Reporting Standards.

Due to a sharp increase in the values of properties, Lavalamp had its leasehold property revalued on

1 October 20X2 with the intention of restating its carrying value. A firm of surveyors contracted to
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v7

value the property found that it had suffered some damage which will cost $1.5 million to rectify. They
gave a valuation of $24 million for the property on the assumption that the repairs are carried out.
Lavalamp has informed Capitalrent, the owner of the property, of the repairs needed. Capitalrent has
since sent their own surveyors to inspect the property and have informed Lavalamp that they believe
the damage is due to the type of machinery being used in the building and accordingly have
requested that Lavalamp pay for the repairs. Lavalamp has taken professional advice on this matter
which concluded that the property was not in good condition when it was originally leased, but the
use of the plant is making the damage worse. Lavalamp has offered to share the cost of the repairs
with Capitalrent, but it has not yet had a reply.

(iii) Included in the income statement charge of $2 million for lease rentals is a payment of $600 000 in
respect of a five-year lease of an item of plant (requiring ten payments in total). The payment was
made on 1 April 20X3. The fair value of this plant at the date it was leased (1 April 20X3) was
$5 million. Information obtained from the finance department confirms that this is a finance lease with
an implicit interest rate of 10 per cent per annum. The company depreciates plant used under
finance leases on a straight line basis (with time apportionment) over the life of the lease. Other plant
is depreciated at 20 per cent per annum on cost. The remaining payments were confirmed as being
for operating leases of office equipment.

(iv) A provision for income tax for the year to 30 September 20X3 of $3 470 000 is required.

(v) Lavalamp made and accounted for a rights issue on 1 October 2002 of 1 new share for every 4 held
at a price of $1.60 per share. The issue was fully subscribed.

Required:

Prepare the financial statements for the year to 30 September 20X3 for Lavalamp in
accordance with International Financial Reporting Standards as far as the information permits.
They should include:

(a) anincome statement
(b) a statement of changes in equity, and
(c) abalance sheet.

Other than for item (ii) above, notes to the financial statements are NOT required, nor is a
calculation of earnings per share. Ignore deferred tax.
(ACCA — December 2003)

(i)  Different accounting practices for leases are an area that, without a robust accounting standard, can
be used to manipulate a company’s financial statements. IAS 17, Leases, was revised in 1999 and
has as its objective to prescribe the appropriate accounting policies and disclosures for financial and
operating leases.

Required:

Summarize the effect on the financial statements of a lessee treating a lease as an operating

lease as opposed to a finance lease, and describe the factors that normally indicate a lease is

afinance lease.

(i) Gemini leased an item of plant on 1 April 20X1 for a five-year period. Annual rentals in advance were
$60 000. The cash price (fair value) of the asset on 1 April 20X1 was $260 000. The company’s
depreciation policy for this type of plant is 25 per cent per annum on the reducing balance.

Required:
Assuming the lease is a finance lease and the interest rate implicit in the lease is 8 per cent,
prepare extracts of the financial statements of Gemini for the year to 31 March 20X3.

(ACCA — December 2003)



INVENTORIES AND
CONSTRUCTION CONTRACTS

OBJECTIVES After studying this chapter you should be able to:

e cxplain the composition of inventories

e describe five inventory cost assumptions, i.e. unit cost, first-in, first-out
(FIFO), last-in, first-out (LIFO), weighted average and base inventory

e show the effect on annual profit and profit trends of using different
inventory cost assumptions

e discuss IAS 2 requirements relating to inventories
e define construction contracts, attributable profit and foreseeable losses
e appraise IAS 11 requirements relating to construction contracts

e calculate amounts to be disclosed in financial statements relating to
construction contracts

e identify the disclosure requirements of IAS 2 and IAS 11.
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INTRODUCTION

Inventories, including work in progress, present several problems to the accountant.
First, we have to determine the value of the inventories, taking into account that the
number of items in inventory changes constantly over time. Second, when inventory
items are sold, we need to determine the cost of goods sold and recognize the related
revenue. For this purpose we need to determine the revenue recognition (sale) point.
The latter issue is solved in the international reporting standards by IAS 18, Revenue.
In 2008 a revision of IAS 18 began. The new name of the Standard to be issued in the
fourth quarter of 2013 (as at Spring of 2013) will be Revenue From Contracts with
Customers. The new Standard will not only replace the current IAS 18, Revenue, but
also IAS 11, Construction Contracts. More information on the changes the new Stand-
ard will entail for the definition, measurement and valuation of contracts with custom-
ers are included in Chapter 19 of this book. At the end of this chapter, the most
important elements of the exposure draft on ‘Revenue from contracts with customers’
which apply to construction contracts will be highlighted.

So the valuation of inventories requires care as it is a key determinant of cost
of goods sold and therefore in determining net income. Commercial companies pur-
chase goods with the purpose of reselling them to third party customers. Inventories
of commercial companies mainly consist of goods purchased for resale. Industrial com-
panies, on the other hand, produce the products which they sell to their customers.
Within industrial companies inventories consist of raw materials, work in progress and
finished goods. Most industrial companies first produce goods and then face the com-
mercial risk of finding a customer for those products. In a number of cases, however, a
contract with the customer in which the revenue is determined has already been nego-
tiated and signed before the start of the production of the goods, according to the
specifications agreed with the customer. In these cases, companies do not bear a com-
mercial risk after signing the contract with their customers; their main concern is to
keep production costs under control. The latter types of contracts are called construc-
tion contracts and are treated in a separate Standard, namely IAS 11, Construction
Contracts. All other types of inventories are dealt with in IAS 2.

In this chapter we consider first all types of inventories other than construction con-
tracts. We start with a discussion of all methods available for inventory valuation pur-
poses, and thereafter we focus on those methods which are permitted according to
IAS 2. Second, we discuss the valuation of construction contracts.

Inventories include:

goods or other assets purchased for resale
consumable stores
raw materials and components purchased for incorporation into products for sale

products and services in intermediate stages of completion

g & WON =

finished goods.



The ‘cost’ of each item at each of these stages is the key to determining the costs of
goods sold, and the value of inventory still left in the business — the closing inventory.
Commercial companies will include in the valuation of the inventory mainly goods
purchased for resale. Industrial companies in determining the cost of their inventory
need to consider not only the cost of the raw materials, but also the cost of converting
raw materials into products and services for sale. Thus, we need to include in our valu-
ation of inventory the following items: costs of purchase and costs of conversion,
including both direct and indirect overhead costs.

A moment’s reflection will make it obvious that there are practical problems here.
‘Direct’ items should present no difficulties as figures can be related ‘directly’ by defi-
nition. But overhead allocation necessarily introduces assumptions and approxima-
tions: What is the normal level of activity taking one year with another? Can overheads
be clearly classified according to function? Which other (non-production) overheads
are ‘attributable’ to the present position and location of an item of inventory? So for
any item of inventory that is not still in its original purchased state, it is a problem to
determine the cost of a unit or even of a batch. Methods in common use include job,
process, batch and standard costing. All include more or less arbitrary overhead alloca-
tions. We will elaborate on this issue when we discuss the IASB’s definition of costs of
conversion included in IAS 2.

Once we have found a figure for the unit cost per product ‘in its present location
and position’, the next difficulty will arise when we have to select an appropriate
method for calculating the related cost, where several identical items have been pur-
chased or made at different times and therefore at different unit costs.

Consider the following transactions for company Tradex.

Purchases: January 10 units at €25 each
February 15 units at €30 cach
April 20 units at €35 cach
Sales: March 15 units at €50 each
May 18 units at €60 each

How do we calculate inventory, cost of sales and gross profit? There are several
ways of doing this, based on different assumptions as to which unit has been sold or
which unit is deemed to have been sold.

Inventory cost assumptions

Five possibilities are now discussed.

Unit cost Here we assume that we know the actual physical units that have moved in
or out. Each unit must be individually distinguishable, for example by serial numbers.
In these circumstances, we simply add up the recorded costs of those units sold to give
cost of sales and of those units left to give stock. This needs no detailed illustration.

First-in, first-out (FIFO) Here it is assumed that the units moving out are the ones that
have been in the longest (i.e. came in first). The units remaining will therefore be
regarded as representing the latest units purchased. Work through the following activ-
ity using FIFO method.

INVENTORIES
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ACTIVITY 174

Calculate the cost of sales and gross profit based on Cost of
FIFO inventory cost assumption from the data for com- € sales €
pany Tradex. Sales are 750 + 1080 = €1830
Purchases are 250 + 450 + 700
Activity feedback = <Ay
This gives:  Sales 1830
e SC;:;Oé Purchases 1400
January 10 at €25 - 250 gf;'g?s'z’:smory o2y a0
February 15 at €30 450 ) —
February total E—') "~ 700 Gross profit _8%0
March -10at€25(Jan.) = 250
-5at€30(Feb.) = 150 400
March total 10 300
April +20 at €35 700
April total 30 1 000
May -10at€30(Feb.) = 300
-8at€35(Apr) = 280 580
May total 12 at €35 420 -
980

Last-in, first-out (LIFO) Here we reverse the assumption. We act as if the units moving
out are the ones which came in most recently. The units remaining will therefore be
regarded as representing the earliest units purchased. The following activity demon-
strates the use of LIFO, so make sure you complete the activity carefully.

ACTIVITY 17.2

Calculate the cost of sales and gross profit based on
LIFO inventory cost assumption using the data for

company Tradex.
Activity feedback Cost of
sales
€ €
January 10 at €25 = 250
February 15 at €30 (Feb) = _ 450
February total 25 = 700
March —15 at €30 (Feb.) = _ 450 450
March total 10 = 250
April +20 at €35 = 700
April total 30 950
May —18 at €35 (Apr.) = _ 630 630
May total 2at€35& 10 = 320
at €25 1080
This gives: Sales 1830
Purchases 400
Closing inventory 320
Cost of sales 1080
Gross profit 750
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Weighted average Here we apply the average cost, weighted according to the different
proportions at the different cost levels, to the items in inventory. Activity 17.3 shows
the fully worked out method, involving continuous calculations. In practice, an aver-
age cost of purchases figure is often used rather than an average cost of inventory fig-
ure. This approximation reduces the need for calculation to a periodic, maybe even
annual, requirement. Try the following activity using weighted average method.

ACTIVITY 17.3

Calculate the cost of sales and gross profit based on Cost of
weighted average inventory cost assumption for com- sales
pany Tradex. € €
This gives:  Sales 1830
Activity feedback Purchases 1400
Closing inventory 392
Cost of Cost of sales - 1008
< saée S Gross profit 822
January 10 at €25 = 250 Working:
February 15at €30 = 450
February total 25 at €28 = 700 "og — (10X 25) + (15 x 30)
March ~15 at €30 (Feb.) 420 450 (10+15)
March total 10 at €28 = 280 wonoa (10X 28) 4 (20 X 35)
' 30288 —
April +20 at €35 = 700 (10+20)
April total 30 at €32%°" 980
May -18 at €327° = 588 588
May total 12 at €32°3 392 -
1008

Base inventory This approach is based on the argument that a certain minimum level of in-
ventory is necessary in order to remain in business at all. Thus, it can be argued that some
of the inventory viewed in the aggregate is not really available for sale and should therefore
be regarded as a fixed asset. This minimum level defined by management remains at its
original cost and the remainder of the inventory above this level is treated as inventory by
one of the other methods. In our example, the minimum level might be ten units.

ACTIVITY 17.4

Calculate the cost of sales and gross profit based on a Cost of sales
minimum inventory level of ten units and using FIFO for € €
company Tradex. May —-18 at €35 = 630 630
May total 2 at €35 = 70 -
Activity feedback 1080
January purchase of base stock: 10 at €25 = €250 This gives:  Sales 1830
Cost of sales Purchases 1150
e € Closing inventory 70
February — 15at€25 — 450 Cesiierselcs 1820
March 15 at €30 = 450 450 Clrgss gl _750
March total 0 0

; In this particular case, the gross profit is the same with
Aprfl +20at €35 = _r00 this method (base inventory + FIFO) as with LIFO. Can
April total 20 = 700 you work out why? This will not generally be the case.
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Which approach?

So, which approach or approaches are preferable or acceptable?

In selecting a method, management presumably must exercise judgement to ensure
that the methods chosen provide the fairest practicable approximation to cost. If
standard costs are used to value inventory, they will need to be reviewed frequently to
ensure that they bear a reasonable relationship to actual costs incurred during the pe-
riod. Methods such as base stock and LIFO often result in inventories being stated in
the statement of financial position at amounts that bear little relationship to recent
cost levels. When this happens, not only can the presentation of current assets be mis-
leading, but there also is potential distortion of subsequent results if inventory levels
reduce and out of date costs are drawn into the statement of comprehensive income.
However, the method of arriving at cost by applying the FIFO method could be unac-
ceptable in principle because it is not necessarily the same as actual cost and, in times
of rising prices, will result in the taking of a profit which has not been realized. To
amplify, consider the cost of sales figure for the May sales in the ecarlier FIFO
and LIFO calculations. Is it preferable to match an April cost level against an April rev-
enue (LIFO) or, partially at least, to match a February cost level against an April
revenue level (FIFO)? From a statement of financial position viewpoint, however, the
criticism of LIFO perhaps makes more sense. The statement of financial position total
under both LIFO and base stock is likely to be badly out of date. Applying the latest
purchase price level to all units, sometimes called next-in, first-out (NIFO), could also
be rejected in principle for the same reason as LIFO.

Before we consider IAS 2 and how it attempts to answer this puzzle, there is
another problem to consider. In the activities so far we have virtually been able to
match an inventory item with its sale but this is not the general case.

INVENTORY SYSTEMS

Periodic systems

Within this system, inventory is determined by a physical count at a specific date. As
long as the count is made frequently enough for reporting purposes, it is not necessary
to maintain extensive inventory records. The inventory shown in the statement of fi-
nancial position is determined by the physical count and is priced in accordance with
the inventory method used. The net charge between the beginning and ending inven-
tories enters into the computation of costs of goods sold.

Perpetual system

In a perpetual system, inventory records are maintained and updated continuously as
items are purchased and sold. The system has the advantage of providing inventory in-
formation on a timely basis, but requires the maintenance of a full set of inventory
records. Audit practice will certainly require that a physical check of perpetual inven-
tory records be made periodically.

IAS REQUIREMENTS FOR INVENTORY

It is now quite clear that the calculation of the appropriate inventory at ‘cost’ figure
is by no means clear-cut. Assumptions in two respects have to be made. First, the
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determination of the cost of the unit, and, second, the matching of these costs with
the items sold. With regard to the first item, IAS 2 states that ‘Inventories shall be
measured at the lower of cost and net realizable value’ (NRV) (para. 9). With regard
to the second item, namely the matching issue, IAS 2 allows three of the five methods
discussed carlier, namely the unit cost, FIFO and weighted average. In certain circum-
stances the retail method is allowed. We concentrate, in the sections below, first on
the determination of the unit cost of an item in inventory, and afterwards we pay
attention to inventory valuation methods allowed by IAS 2. We start the discussion
with a review of the scope of IAS 2 and the definitions provided in the Standard for a
number of concepts.

Definitions
In para. 6 of IAS 2, inventories are defined as assets:

(a) held for sale in the ordinary course of the business
(b) in the process of production for such sale, or

(c) in the form of materials or supplies to be consumed in the production process or in
the rendering of services.

Excluded from the scope of IAS 2 are construction contracts, financial instruments
and biological assets related to agricultural activity and agricultural produce at the point
of harvest (dealt with under IAS 41, Agriculture; tor a discussion of IAS 41, see Course-
Mate). With regard to the scope of IAS 2, the text of the Standard (para. 3) mentions
further that the Standard does not apply to producers of agricultural and forest prod-
ucts, agricultural produce after harvest, and minerals and mineral products, to the extent
that they are measured at NRV in accordance with well-established practices in those
industries. Neither does the Standard apply to commodity broker-traders who measure
their inventories at fair value less cost to sell. In both cases, changes in fair values are rec-
ognized in profit or loss in the period of change.

IAS 2 (para. 6) defines the concepts of NRV and fair value. Net realizable value is
defined as the estimated selling price in the ordinary course of business less the estimated
costs of completion and the estimated costs necessary to make the sale. Fair value is
defined as the amount for which an asset could be exchanged, or a liability settled,
between knowledgeable, willing parties in an arm’s-length transaction.

Paragraph 8 of IAS 2 provides a number of examples of items which will be
recorded under inventories. For example, merchandise purchased by a retailer and
held for resale or land and other property held for resale. They also encompass finished
goods produced or work in progress being produced by the entity and include materi-
als and supplies awaiting use in the production process. In the case of a service pro-
vider, inventories include the costs of the service for which the entity has not yet
recognized the related revenue.

IAS 2 states that inventories must be measured at the lower of cost and NRV. IAS
2 defines (para. 10) the concept of cost of inventories as follows: “The cost of invento-
ries shall comprise all costs of purchase, costs of conversion and other costs incurred in
bringing the inventories to their present location and condition.” The definition of
NRYV is provided above (see the discussion on the scope of IAS 2). It is obvious that
for each separate item of inventory we need to determine both the cost and the NRV.

The separate item point is significant and this is shown in Activity 17.5.
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ACTIVITY 17.5

An entity has three products in its inventory with values  Activity feedback

as follows:

Product
A

B

@

Total

If the inventory is not separated into each type then we
would value at the lower of cost of 33 and NRV of 36. The

G did answer is 33. However, IAS 2 requires us to value each
10 12 . .
type of inventory separately, and therefore the lower in
11 15 . .. .
each case is A 10, B 11 and C 9, giving us an inventory
12 9 )
— — valuation of 30.
33 3

At what value should the inventory be stated in the
statement of financial position in accordance with IAS 2?

In the next section we concentrate on the concept of ‘cost of inventory’ for indus-
trial companies. In industrial companies, the calculation of the unit cost involves a lot
more decisions in order to arrive at the unit cost which can be used for financial
reporting purposes.

Cost of inventory

IAS 2 gives guidance on the costs of the different elements included in the definition
of the cost of inventories as follows (see para. 10: 11-18). The cost of inventories
should include: all costs of purchase, costs of conversion and other costs incurred in
bringing the inventories to their present location and condition. Further amplification
of cost is given in para. 11 as follows:

The costs of purchase of inventories comprise the purchase price, import duties
and other taxes (other than those subsequently recoverable by the entity from
the taxing authority) and transport, handling and other costs directly attributable
to the acquisition of finished goods, materials and services. Trade discounts,
rebates and other similar items are deducted in determining the costs of
purchase.

It must be noted here that IAS 2 does not permit exchange differences arising
directly on the recent acquisition of inventories invoiced in a foreign currency to be
included in the costs of purchase of inventories. This change is because the improved
IAS 21 has ecliminated the allowed alternative treatment of capitalizing certain
exchange differences. The cost of purchase applies to the inventories in commercial
companies as well as to all materials used in the production process of industrial com-
panies and materials awaiting use in the production process.

The item costs of conversion is explained in paras, 12, 13 and 14 of IAS 2, indicat-
ing the associated problems. Costs of conversion include: direct labour, the systematic
allocation of fixed production overheads (e.g. depreciation and maintenance charges),
and the allocation of variable production overheads (e.g. indirect materials and
labour). (Remember here that fixed overheads are those indirect costs of production
that remain relatively constant regardless of volume of production, whereas variable
overheads are those that vary directly or nearly with volume of production.) IAS 2 pre-
scribes a different allocation procedure for fixed and variable overheads. Variable over-
heads are allocated to the units produced based on the actual use of production
facilities.
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The allocation of fixed overheads is based on the normal capacity of production
facilities, taking into account the loss of capacity resulting from planned maintenance.
However, IAS 2 also proposes two other treatments for the allocation of fixed over-
head costs. First, the actual level of production may be used if it approximates normal
capacity. Second, in periods of abnormally high production, the amount of fixed over-
head allocated to each unit of production is decreased so that, of variable overheads
on the actual use of production facilities, inventories are not measured above cost.
Where joint products are concerned, a rational basis for allocation of costs of conver-
sion between them needs to be found.

The Standard suggests the use of relative sale value or gross contribution margin as
rational and consistent bases. This can be seen as somewhat arbitrary and subjective
but is, nevertheless, at least a consistent, if not entirely logical, method for dealing with
a difficult issue.

We now focus on the definition of the third element included in the cost of conver-
sion, namely other costs included in the concept ‘cost of inventories’. According to
para. 15, other costs are included in the inventory only to the extent that they are
incurred in bringing the inventories to their present location and condition. Paragraph
16 lists a number of items which are excluded from the cost of inventories and, as a
result, they should be recognized as expenses in the period in which they are incurred:

(a) Abnormal amounts of wasted materials, labour and other production costs;

(b) Storage costs, unless those costs are necessary in the production process before a
further production stage;

(c) Administrative overheads that do not contribute to bringing inventories to their
present location and condition; and

(d) Selling costs.

A good example of storage costs that can be included in the cost of inventory is
those involved in the ageing of whisky. As ageing is essential to the production of
whisky, whatever storage costs are incurred can be capitalized to the cost of inventory.
Work through the following activities carefully.

ACTIVITY 17.6

Determine the valuation of inventory items A and B from
the following data:

A B
Direct labour charge per item 2 4

Fixed production overheads total €50 000 and nor-
mal capacity of production is 5200 for product A and
10 200 for product B, but this is reduced by 200 for A
and 200 B for planned maintenance. The target of pro-
duction was 6000 for A and 12 000 for B. Variable
production overheads are calculated as €10 000 in total
and are to be allocated on a machine hour basis. Each A
item takes two hours of machine time and each B one
hour.

Activity feedback

Fixed production overheads will be charged over 5000 A
and 10 000 B, as normal capacity is after planned main-
tenance allowance. The target of production is irrelevant
in the calculation unless this high production level is
actually achieved, in which case the fixed overheads to
each unit will be decreased so as not to measure the item
above cost.

A B

Direct labour 20 4.0
Fixed overheads (allocated in ratio

of 1:2 and on number of items) 20 4.0

Variable overheads (0.5 per hour) 1.0 05

[&)]
o
[oe)
[&)]
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ACTIVITY 17.7

Calculate the cost of inventories in accordance with IAS
2 using the following data relating to Unipoly Company
for the year ended 31 May 20X7.

€
Direct materials cost of can opener per unit 1
Direct labour cost of can opener unit 1
Other direct costs of can opener unit 1
Production overheads per year 600 000
Administration overheads per year 200 000
Selling overheads per year 300 000
Interest payments per year 100 000

There were 250 000 units in finished goods at the
year-end. You may assume that there were no finished
goods at the start of the year and that there was no work
in progress. The normal annual level of production is
750 000 can openers, but in the year ended 31 May
20X7 only 450 000 were produced because of a labour
dispute.

Activity feedback
The direct costs of the inventory are straightforward to
calculate as follows:

Which of the following costs listed below can be included
in the cost of inventory in accordance with IAS 27 Refer-
ence to paras 9-20 of IAS 2 will help in completing this
activity.

Discounts on purchase price

Travel expenses of buyers

Import duties

Transport insurance

Commission and brokerage costs

Storage costs after receiving materials that are
necessary in the production process

Salaries of sales department

Warranty cost

Research for new products

Audit and tax consultation fees

€
250 000 units at €1 direct material cost 250 000
250 000 units at €1 direct labour cost 250 000
250 000 units at direct €1 cost 250 000
750 000

IAS 2 only permits the inclusion of production over-
heads in the valuation of inventories and therefore the
administration, selling and interest costs (if interest costs
meet the requirements identified in IAS 23, Borrowing
Costs, see Chapter 13) are not relevant here.

To allocate production overhead, the normal produc-
tion capacity will be used as an allocation basis
(600 000/750 000) = €0.8 per unit. In order to calculate
the overhead which will be assigned to the inventory, we
multiply the overhead cost per unit by the number of units
in inventory (0.8 x 250 000 = 200 000). The abnormal
costs associated with the labour dispute will be charged
as an expense in the period they are incurred. So we
arrive at a cost of finished inventory of:

Cost of finished inventory = €950 000

ACTIVITY 17.8

Activity feedback

Discounts on purchase price yes
Travel expenses of buyers no
Import duties yes
Transport insurance yes
Commission and brokerage costs yes

Storage costs after receiving materials that are yes
necessary in the production process

Salaries of sales department no
Warranty cost no
Research for new products no
Audit and tax consultation fees no

Techniques for the measurement of the cost of inventories

For companies producing products and services, IAS 2 permits the use of the standard
cost method where normal levels of materials, supplies, labour, efficiency and capacity
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utilization will be used to calculate a standard cost. These standard costs have to be
reviewed regularly if this method is used.

IAS 2 also permits the use of the retail method. The retail method is generally used in
the retail industry where there are large numbers of rapidly changing items that have similar
margins. The cost of the inventory is determined by reducing the sales value of the inven-
tory by the appropriate gross profit margin. Problems occur with this method when a
retailer deals in products of widely differing profit margins or discounts slow moving items.

Once the cost of inventories is determined, the next cost formulas are available to
determine the value of the costs of goods sold. In the introduction to this chapter, we
explained that five methods or cost formulas are available in order to determine the
value of the inventory and the costs of goods sold.

Cost formulas for the determination of the value of the
inventory and the costs of goods sold

IAS 2 distinguishes between interchangeable goods and non-interchangeable goods.
Items that are not ordinarily interchangeable and goods or services produced and seg-
regated for specific projects should be assigned by using specific identification of their
individual costs (para. 23). This approach equates to the unit cost method described
in the introductory section.

For all other types of inventories, IAS 2 advocates the use of FIFO or the weighted
average cost formula. We note that IAS 2 does not permit the use of LIFO.

Remember the use of LIFO in a period of rising costs will reduce profits and value
inventory on the statement of financial position at older costs, whereas FIFO shows in-
ventory on the statement of financial position at newer costs and what many would
regard as a more relevant cost.

The elimination of LIFO, however, does not rule out specific cost methods that
reflect inventory flows that are similar to LIFO. For example, when stock bins of coal,
cement, etc., are replenished by ‘topping up’, then LIFO may reflect the actual physi-
cal flow of inventories.

When inventories are sold, the carrying amount of those inventories shall be recog-
nized as an expense in the period in which the related revenue is recognized. The closing
inventory will appear on the statement of financial position at the lower of cost or NRV.

Net realizable value

In order to determine the net realizable value (NRV), the company deducts from the
selling price in the ordinary course of the business the estimated costs of completion
and the estimated costs necessary to make the sale (= marketing, selling and distribu-
tion costs). When the cost of the inventory will not be recoverable due to damage, the
cost of the inventory will be written down to NRV. The amount of any write-down of
inventories to NRV and all losses of inventories shall be recognized as an expense in
the period the write-down or loss occurs. The amount of any reversal of any write
down of inventories, arising from an increase in the NRV| shall be recognized in the
period in which the reversal occurs.

Disclosure requirements
According to IAS 2, financial statements have to disclose:

e the accounting policies adopted in measuring inventories, including the cost for-
mulas used
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e the total carrying amount of inventories and the carrying amount in classifications
appropriate to the entity

e the carrying amount of inventories carried at fair value less costs to sell

e the amount of any write-down of inventories recognized as an expense in the pe-
riod in accordance with para. 34

e the carrying amount of inventories pledged as security for liabilities
e the cost of inventories recognized as an expense during the period

e the amount of any reversal of any write-down that is recognized as a reduction in
the amount of inventories recognized as an expense in the period in accordance
with para. 34

e the circumstances or events that led to the reversal of a write-down of inventories
in accordance with para. 34.

REAL WORLD ILLUSTRATION

In the 2005 annual report of IBM, the reader is provided Factors that could impact estimated demand and
with ‘critical accounting estimates’. These are estimates selling prices are the timing and success of future
requiring degrees of judgement on the application of technological innovations, competitor actions, sup-
GAAP. They have this to say on inventories: plier prices and economic trends. To the extent that

total inventory losses differ from management esti-
mates by 5 per cent, the company’s consolidated net
income in 2005 would have improved/declined by an
estimated $22 million using 2005 results, depending
upon whether the actual results were better/worse,
respectively, than expected.

The company reviews the market value and demand
for its inventory on a quarterly basis to ensure
recorded inventory is stated at the lower of cost or mar-
ket. Inventories at higher risk for write downs or write
offs are those in the industries that have lower relative
gross margins and that are subject to a higher likeli-
hood of changes in industry cycles. The semiconduc- This quite clearly demonstrates that valuation of in-
tor business is one such industry. ventory is not an exact science.

REAL WORLD ILLUSTRATION

With regard to the valuation rules applied by Adidas in determined using a standard valuation method: the
their Consolidated Financial Statements of 2012 (p. 199) ‘average cost method'. Costs of finished products
we find the following: include costs of raw materials, direct labour and the

components of the manufacturing overheads which

Merchandise and finished products are valued at the can be reasonably attributed. The allocation of over-

lower of cost or net realizable value, which is the esti- heads is based on the planned average utilization. The
mated selling price in the ordinary course of business net realizable value allowances are computed consis-
less the estimated costs of completion and the esti- tently throughout the Group based on the age and
mated costs necessary to make the sale. Costs are expected future sales of the items on hand.
o
Introduction

Construction contracts generally last over a long period of time, certainly longer than
one accounting period. Another feature is that the purchase contract for these items is
already agreed before production starts. A sales price is determined in the contract.



Such contracts involve all the difficulties discussed earlier in the context of inventories,
with one major addition. This is the question of profit allocation over the various
accounting periods. If a contract extends over, say, three years, should the contribution
to profits be 0 per cent, 0 per cent and 100 per cent, respectively, for the three years?
Can we make profits on something before we have finished it? The realization conven-
tion might seem to argue against doing so and the old idea of prudence would certainly
argue against it too. But would this give a ‘fair presentation’ of the results for each
period? And would it be of any use? All the various users want regular information on
business progress. Remember the desirability of timeliness of information. Can we not
argue that we can be ‘reasonably certain’ during the contract, of at least some profit?
This discussion has led to two basic methods of dealing with construction contracts: the
completed-contract method and the percentage-of-completion (POC) method. This
latter requires allocation over accounting periods of the total profit on the contract,
while the former delays profit recognition until completion. Try the following activity.

ACTIVITY 17.9

Zen entity is contracted to Alpha for $2m to construct a 20X5 (costs to date X total profit)

building. The following data are available in relation to —profit previously recognized

CONTRACTS

the contract: (Total estimated costs to completion)

20X5 20X6 20X7 20X6 previously recognized profit is 166 667

Costs incurred

during year 500 000 700 000 300 000
Year-end estimate

costs to complete 1 000 000 300 000

233 333 = 400 000

20X7 previously recognized profit is now 166 667 +

Under the completed-contract method this profit of

Bills raised during 500 000 will not be recognized until 20X7.
year 400 000 700 000 900 000 Under the POC method, the profit has to be allocated
Cash received to each accounting year as follows:
during year 200 000 500 000 1 200 000 500000 X 500000 — O 166 667
The contract is completed during 20X7. Show the 1500000
profit to be included in the accounts under both the POC 1200000 X 500000
method and completed-contract method assuming that 1500000 leseer - 233 333
degree of completion is based on costs incurred. 1500000 X 500000 400000 _ 100 000
1500000
Activity feedback
The contract as a whole has the following outcome:
Sale price 2 000 000
Cost of sale (500 + 700 + 300) 1 500 000
Profit 500 000

In Activity 17.9, the POC was determined on the basis of the proportion of costs
already incurred. Having decided on the use of POC method, our next problem is to
determine how this profit and indeed any sale, and therefore resulting contract work
in progress, should be shown in the accounts. If the contract work in progress is
shown as a current asset with its attributable profit, as implied by the POC method,
then this is in direct conflict with the requirement to show inventories at cost or NRV,
whichever is the lower included in IAS 2. This is why construction contracts for
the time being are dealt with in a separate Standard, namely IAS 11. Probably in the
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second half of 2013, IAS 11 will be replaced by the new standard on revenue from
contracts with customers (see Chapter 19). The new standard will become applicable
for financial statements prepared after the first of January 2017, but early adoption is
permitted. Therefore IAS 11 will still be applied by companies up to 2017, however
there is a possibility that some companies will opt for an earlier adoption. The long
transition period allows companies to renegotiate their contracts with customers in
order to avoid possible negative effects on their financial information (for a further
discussion on the management of accounting numbers see Chapters 31 and 32).

Definitions

Construction contracts are defined (para. 3) as contracts specifically negotiated for
the construction of an asset or a combination of assets that are closely interrelated or
interdependent in terms of their design, technology and function of their ultimate
purpose or use. IAS 11 distinguishes between two types of construction contracts,
namely a fixed price contract and a cost plus contract. The essential difference between
the two types of contracts is the way in which the revenue of the transaction is
determined.

o A fixed price contract is a construction contract in which the contractor agrees to
a fixed contract price or a fixed rate per unit of output, which in some cases is
subject to cost escalation clauses.

o A cost plus contract is a construction contract in which the contractor is reim-
bursed for allowable or otherwise defined costs, plus a percentage of these costs
or a fixed fee.

However, in practice the type of contract is not always so clear-cut and many have
characteristics of both types. It is also worth noting that there is no definition given
for ‘contractor’, which appears to be used in a general sense in the Standard.

The Standard also discusses the separability issue. Many contracts can cover the
construction of a number of assets and, in these cases, each asset must be treated as a
separate contract if:

e separate proposals have been submitted for each asset

e cach asset has been subject to separate negotiations and the contractor and cus-
tomer have been able to accept or reject that part of the contract relating to each
asset

e the costs and revenues of each asset can be identified.

Conversely, a group of contracts may in substance be a single construction contract
and required to be treated as such when:

e the group of contracts is negotiated as a single package

e the contracts are so clearly interrelated that they are in effect part of a single pro-
ject with an overall profit margin

e the contracts are performed concurrently or in a continuous sequence.



IAS 11

Recognition of contract revenue and costs in financial
statements

After these definitions and explanations, the Standard finally arrives at the heart of the
problem, namely the recognition of the revenues and costs involved in the contract.
Contract revenue should comprise (para. 11):

(a) the initial amount of revenue agreed in the contract, and

(b) variations in contract work claims and incentive payments:

(ii) they are capable of being reliably measured.

Contract costs consist of (para. 16):

e costs that relate directly to the specific contract

(i) to the extent that it is probable that they will result in revenue, and

e costs that are attributable to contract activity in general and can be allocated to
the contract

e such other costs as are specifically chargeable to the customer under the terms of
the contract.

Thus, in determining appropriate figures for construction contracts, first we calcu-
late the total costs attaching to the contract to date, including appropriate production
overheads, which could include borrowing costs. Second, we calculate revenue attrib-
utable to the contract to date and therefore attributable profit.

The Standard provides lists of costs that may and may not be charged to a specific
contract. Using the Standard, work through the following activity.

ACTIVITY 17.10

Identify four costs that could be charged to a specific
contract and four that may not.

Activity feedback
Paragraph 17 of the Standard gives a number of items, as
follows.

Costs that may be charged are:

site labour costs

materials used in construction

depreciation of assets used on construction
costs of moving assets to and from the site
hire charges

design and technical assistance that is directly
related

estimated costs of rectification and guarantee
work, including warranty costs

claims from third parties
insurance

construction overheads.

Costs that may not be charged are:

general administration costs not specified in the
contract

selling costs
research and development costs not specified

depreciation of idle assets not used on a
specific contract.

Amounts to be shown in the financial statements

So far we have discussed all items which need to be taken into account in the valuation
process of construction contracts. Next we focus on the amounts which need to be
recorded in the statement of financial position and the statement of comprehensive
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income during the construction period. IAS 11 (para. 22) requires the POC method
to be used for the valuation of these contracts as follows:

When the outcome of a construction contract can be estimated reliably, contract
revenue and contract costs associated with the construction contract shall be
recognized as revenue and expenses respectively by reference to the stage of
completion of the contract activity at the end of the reporting period. An
expected loss on the construction contract shall be recognized as an expense
immediately in accordance with paragraph 36.

Complete the following activity.

ACTIVITY 17.11

The following data are available in respect of a construc-  Activity feedback
tion contract: The problem here is that the contract is forecast to make a
loss of $0.5m and we need to determine how much of

costs to date G this loss should be recognized at the current stage of com-
Total contract revenue e.xpected $2m pletion. The POC method might imply we should recognize
Further costs to completion $0.5m 2/25 x 0.5 = 04, but prudence would suggest that we

How should this contract be treated in the should recognize all the foreseeable loss immediately as it
accounts? becomes apparent. In accordance with IAS 11, we would

recognize all the loss of $0.5m.

The stage of completion of a contract is determined by the method that measures
reliably the work performed and this could be:

e proportion that costs incurred for work performed to date bear to total

e cstimated costs

e surveys of work performed, or

e completion of a physical proportion of the contract work.

IAS 11 pays a lot of attention to the recognition of the revenues of the construction
contracts. In paras 22 and 23, the Standard spells out in detail when revenue can be
recognized for a fixed price contract and for a cost plus contract.

In the case ofa fixed price contract, the outcome of a construction contract can be
estimated reliably when all of the following conditions are satisfied (para. 23):

(a) Total contract revenue can be measured reliably.

(b) Itis probable that the economic benefits associated with the contract will flow to

the entity.

(c) Both the contract costs to complete the contract and the stage of contract comple-
tion at the end of the reporting period can be measured reliably.

(d) The contract costs attributable to the contract can be clearly identified and meas-
ured reliably so that actual contract costs incurred can be compensated.

In relation to cost plus contracts, the outcome of a construction contract can be
estimated reliably when all of the following conditions are satisfied:

(a) Itis probable that the economic benefits associated with the contract will flow to
the entity.
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(b) The contract costs attributable to the contract, whether or not specifically reim-
bursable, can be clearly identified and measured reliably.

In Activities 17.12-17.17 we will illustrate the principles laid down in IAS 11 with
regard to the recognition and valuation of construction contracts.

IAS 11 also requires that the gross amount due from customers for contract work
should be shown as an asset and gross amount due to customers for contract work as a
liability. The gross amount due from customers is defined as the net amount of:

costs incurred + recognized profits

— the sum of recognized losses and progress billings

for all contracts in progress for which costs incurred plus recognized profits (less

recognized losses) exceeds progress billings.

The gross amount due to customers is defined as the net amount of:

costs incurred + recognized profits

— the sum of recognized losses and progress billings

for all contracts in progress for which progress billings exceed costs incurred plus

recognized profits (less recognized losses).

ILLUSTRATION

An entity is carrying out a contract for F entity. At the end
of the first year of the contract the following information is
available:

Contract revenue 500
Contract expenses 450
Billings to entity F 500
Payments in advance of billings from F 25
Contract costs incurred 600
Foreseeable additional losses 0

In accordance with IAS 11, show how this contract
would be recorded in the entity’s financial statements.

The contract for F currently shows a profit of 500 —
450 = 50 and there is no foreseeable loss.

Thus, in the statement of comprehensive income:

Now try the following activity.

Contract revenue 500
Contract expenses 450
Profit 50

The gross amount due from customers is costs
incurred 600 + recognized profits 50 — (the sum of
recognized losses 0 + progress billings 500) = 150.

We must also note that there is a payment in advance
by F of 25 and we must record this somewhere.

Therefore, in the statement of financial position:

Current assets: 150
Due from customers’ construction contracts
Current liabilities: 25

Payments in advance construction contracts

ACTIVITY 17.12

The following data are available in respect of a contract
for P entity carried out by Q entity at the end of the first
year of the contract. Show how the contract should be
recorded in the financial statements of Q entity.

Contract revenue 350
Contract expenses 400

Billings to entity P 200
Payments in advance of

billings by P 0
Contract costs incurred 400
Foreseeable additional

losses 60

(Continued)
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ACTIVITY 17.12  (Continued)

Activity feedback

There is a loss on this contract of 350 (contract revenue)
— 400 (contract expenses to date) — 60 (foreseeable loss)
= 110. IAS 11 requires us to recognize the foreseeable
loss immediately as an expense and therefore the state-

For this contract, contract costs incurred 400 less
recognized losses 110 = 290 exceeds progress billings
of 200. Therefore, we have an amount due from custom-
ers of 290 — 200 = 90.

The statement of financial position will therefore show:

ment of comprehensive income will be:
Current assets:

Contract revenue 350 Due from customers’ construction
Contract expenses 460 contracts 90
Loss (110)

The following illustration shows the ledger account entries for the contracts of illus-
tration above and Activity 17.12.

ILLUSTRATION

Remember the data given were:

Contract P
Contract F Contract P

Contract revenue 500 350
Contract expenses 450 400
Billings 500 200
Payments in advance of billings 25 -

Contract costs incurred 600 400
Foreseeable additional losses - 60

The ledger accounts are shown as follows:

Contract F
Contract revenue
Inc 500, | Debtors 500
Contract costs incurred
Costs incurred 600 Inc. 4503
- Bal. c/d 150
600 600
Bal. b/d 150

This balance is described as amounts due from custom-
ers as this will be charged to customers in the future. Para-
graph 27 of IAS 11 does allow us to describe these costs as
contract work in progress which is what they actually are.

Income statement

Contract expenses 4503 | Contract revenue 500,y
Profit 50 150
Debtors
Revenue 500 | Biling 500

Billings
Debtor 500 Payments 525
Bal. pays in 25
advance
Contract P
Contract revenue
Inc. 350 | Debtors 35001
Contract costs incurred
Costs incur 400 | P&L 400(3)
Income statement
Contractcosts 400 | Contractrev. 350
Prov. for losses 604 | Loss 110
Debtors
Contract rev. 350 Billing 200
_ Bal. c/d 150
350 350
Bal. b/d 150 Prov. loss 60s5)
L Bal. c/d 90
150 150
Bal. b/d 90

Bal. b/d 90 shown as due from customers under
current assets (400 — 110 — 200)

Provision for loss
60 | P&L 60(4)

Debtors

(Continued)
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ILLUSTRATION (Continued)

Noles

1. Raise the contract revenue.

2. Transfer contract revenue to income statement.

3. Transfer proportion of contract costs incurred
to date to income statement or contract
expenses.

4. Raise provision for foreseeable losses.
5. Transfer provision to debtors.

The above illustration shows the transfer of balances on the ledger accounts that
occurs under the IAS 11 requirements. Now complete the following activities.

ACTIVITY 17.13

The following data are available in respect of five con-
tracts in progress at the end of year 1 by Gamma Entity.
Identify how each contract should be shown in the
accounts in accordance with IAS 11.

Contracts
A B C D E [Total

Contract revenue

recognized in

statement of

Comprehensive

Income 145 520 380 200 55 1300
Contract expenses

recognized in

statement of

Comprehensive

Income 110 450 350 250 55 1215
Expected losses 40 30 70
Contract costs

incurred in period 110 510 450 250 100 1 420
Contract costs

recognized as

contract expenses 110 450 350 250 55 1 215
Contract costs

relating to future

Activity 60 100 45 205
Progress billings 100 520 380 180 55 1235
Payments in advance

of billings 80 20 25 125
Activity feedback
We will explain the treatment of each contract separately.

Contract A

Statement of financial position
Shown as contract revenue 145
Shown as contract expenses 110
Gross profit 85

Statement of financial position

The amount to be included in current assets under
amounts due from customers calculated as follows:
Costs incurred, 110, plus recognized profits, 35, less pro-
gress billings, 100 = 45.

In this case all the costs incurred to date relate to the
contract activity recorded as revenue and are transferred
to statement of comprehensive income as contract
expenses leaving a zero balance.

Contract B
Statement of comprehensive income
Shown as contract revenue 520
Shown as contract expenses 450
Gross profit 70

Statement of financial position

As costs incurred 510 + recognized profits 70 + 580
exceeds progress billings of 520, we have an amount
due from customers as follows:

Contract costs incurred to date 510
Recognized profits 70

580
less Progress billings 520
Amounts due from customers, current assets 60

There is also a payment in advance to record under
current liabilities of 80.

Contract C
Contract revenue 380
Contract expenses 350
Gross profit 30

Statement of financial position

As with Contract B, as costs incurred = recognized prof-

its exceeds progress billings, there is an amount due

from customers to show under current assets as follows:
(Continued)
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ACTIVITY 1713  (Continued)

Contract costs incurred to date 450

Recognized profits 30
480

less Progress billings 380

Amounts due from customers 100

Contract D

Statement of comprehensive income

Contract revenue 200

Contract expenses (costs 250 + loss 40) 290

Gross loss 90

Statement of financial position
The amount to be included in current liabilities is calcu-
lated as follows:

Contract costs incurred 250

less Recognized losses 90
160

less Progress billings 180

Amount due to customers ﬂ

Contract E

Statement of comprehensive income

Contract revenue 55

Contract expenses (costs incurred 565 + loss 30) 85

Gross loss 30

The following data is available in respect of two con-
tracts:

£000 £000

Contract A Contract B
Contract revenue recognized 1 000 400
Contract expenses recognized 600 400
Foreseeable additional losses 200
Progress billings 700 100
Payments made by customer 500 80

Show how the above should be recorded in the finan-
cial statements.

Activity feedback

Statement of comprehensive income

Statement of financial position

There is an advance payment — current liabilities 25

As costs incurred less recognized losses exceeds
progress billings there is an amount due from customers
as follows:

Contract costs incurred 100
less Recognized losses 30

70
less Progress billings 55
Due from customers — current asset 15

Thus, in total for Contracts A to E, we have:

Contract revenue (145 + 520 + 380 + 200 + 55) 1300
Contract expenses (110 + 450 + 350 + 290 + 85)

ACTIVITY 17.14

(note expected losses of 90 included) 1285
Profit 15
Payments in advance shown as creditor 125
(0+80+ 20+ 0+ 25)
Payments due from customers shown as current 220
asset (45 + 60 + 100 + 0 + 15)
Payments due to customers shown as liability 20
(Contract D)
£000 £000 £000
Total ~ Contract A Contract B
Contractrevenue 1400 1 000 400
Contract expenses 1 200 600 600
(400 + 200 loss)
Gross profit 200 400 (200)

Statement of financial position

Gross amount due 400 300 100
from customers

(1000 - 700) (400 -100
— 200 loss)
Trade receivables 220 200 20
(700 — 500) (100 -80)

Note the billings not paid by customers are shown as
trade receivables.



Changes in estimates of costs

Estimating the stage of completion of a contract relies on estimates of total costs
and these may well change throughout the life of the contract. Para. 38 of IAS
11 requires us to treat the changes as a change in accounting estimate in accordance
with IAS 8, Accounting Policies. The following illustration demonstrates how this
works.

ILLUSTRATION

IAS11 373

A construction contract with revenue of £15m is initially Year1 Year2 Year3 Year4
estimated to have total costs of £9m and is expected to £m £m £m £m
take four years to complete. In year 2, the costs are re- Re-estimate
estimated at £10m, the increased cost being attributed Revenue 15 15 15 15
as follows: £0.6m to year 3 and £0.4m to year 4. If we Contract costs to
assume the initial costs were attributed as follows, £2m date 2 4.5 8.1 10
year 1, £2.5m year 2, £3m year 4 and £1.5m year 4, we  Contract costs to
can calculate the stage of completion of the contract complete 7 5.5 1.9 -
both before and after the re-estimate. 9 10 10 10
Profit estimate 6 5 5 5
Year1 Year2 Year3 Year4 % complete 222% 45%  81%  100%
£m £m £m £m Profit recognized in
Initial estimate 15 15 15 15 year 133 092 18 095
Revenue
Contract costs to Year 2 profit is reduced from £1.67m to £0.92m to
date 2 4.5 75 9 take account of the adjustment to the year 1 profit subse-
Contract costs to quent to the re-estimate. Note that no change is made to
complete 7 4.5 1.5 - the year 1 profit figure in accordance with IAS 8.
gl 9 9 9
Profit estimate 6 6 6 6
% complete 222% 50% 83.3% 100%
Profit recognized in
year 1.33 1.67 2 1

Contract outcome unreliable

So far we have dealt with construction contracts where the outcome can be reliably
estimated. For those contracts that cannot be reliably estimated, the Standard
requires that revenue should be recognized only to the extent of contract costs
incurred that it is probable will be recoverable, and contract costs should be recog-
nized as an expense immediately and therefore no profit will be recognized. If on a
contract for which the outcome cannot be reliably estimated total contract costs
exceed total contract revenues, then any excess of total contract costs over total
contract revenue is recognized as an expense immediately. Complete the following
activity.
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ACTIVITY 17.15

An entity is involved in two construction contracts, the
outcome of which cannot be assessed with reliability, for
which the following data are available:

Contract A Contract costs incurred 30 000 all
probably recoverable.
Contract B Contract costs incurred 100 000,

similar contracts have shown a loss
of 15 per cent on contract sales price
due to pending legislation affecting
the construction. Contract sale

price 1m.

Identify how these two contracts should be treated in
the accounts of the entity.

Activity feedback
Contract A Contract revenue (as 30 000
contract costs can be
recovered)
Contract costs 30 000
Contract B Contract revenue (Note 1) 0
Contract costs recognized 150 000
as expense

Note 1: Estimated contract loss is 15 per cent x 1m =
150 000 and therefore total contract costs are 100 000 +
150 000 = 250 000, which exceeds contract revenue
100 000. The excess of total contract costs over total
contract revenue, 150 000, is recognized as an expense

immediately.

Disclosure requirements
These are detailed at paras 39—45 of the Standard and cover such items as:
e amount recognized as revenue in the period

e method used to determine revenue and stage of completion

e aggregate amounts relating to costs and profits recognized, advances received
and retentions.

In addition, amounts due to and from customers must be presented as a current
asset and liability respectively.

ACTIVITY 1716

Using the data from the feedback to Activity 17.13, show
as far as possible the disclosure requirements for con-
tracts X and Y in accordance with IAS 11.

Contract costs incurred and recognized

profits less losses (600 + 400 + 50 — 110) 940
Advances received 25
Amounts due from customers (150 + 90) 240
Activity feedback

Contract revenue recognized as revenue in

period 850

REAL WORLD ILLUSTRATION

In the financial statements of EADS for the year 2007 (a
company active in the air, space and defence transport
sectors), we find information on write-downs on their
A380 programme.

Annual Report

Inventories at 31st December 2007 and 2006 consist of
the following:

(Continued)
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REAL WORLD ILLUSTRATION (Continued)

In their Financial Statements of 2011 (p. 20) we find

31st 31st information on construction contracts and their valuation
December December  gmong the valuation rules applied for revenue recog-
(in €m) 2007 2006 nition. With regard to construction contracts EADS

Raw materials and 1596 1283 Eilens:

manufacturing

supplies For construction contracts, when the outcome can
Work in progress 12 253 11 260 be estimated reliably, revenues are recognized by
Finished goods and parts 1217 1224 reference to POC of the contract activity by applying
accounted for at the estimate at completion method. The stage of
lower of cost and net completion of a contract may be determined by a
realizable value variety of ways. Depending on the nature of the
Advance payments to 3 840 3125 contract, revenue is recognized as contractually
suppliers agreed technical milestones are reached, as units
Total 18 906 16 892 are delivered or as the work progresses. Whenever
the outcome of a construction contract cannot be
The increase in work in progress of €993 million was estimated reliably — for example, during the early
mainly driven by the Airbus A380 programme, the stages of a contract or when this outcome can no
A400M programme and the ramp-up at Euro-copter longer be estimated reliably during the course of a
partly compensated by the MBDA quotation change from contract’s completion — all related contract costs
50 per cent 1o 37.5 per cent in the amount of €(318) mil- that are incurred are immediately expensed and rev-
lion. The increase of advance payments provided to sup- enues are recognized only to the extent of those
pliers mainly reflects activities in Airbus for supplier costs being recoverable (‘early stage method of
funding and in Defence of Euro-fighter Series Production accounting’). In such specific situations, as soon as
Equipment. the outcome can (again) be estimated reliably, reve-
The finished goods and parts for resale before write- nue is from that point in time onwards accounted for
down to net realizable value amunt to €1 565 million in according to the estimate at completion method,
2007 (2006: €1 559 million) and work in progress before without restating the revenues previously recorded
write-down to net realizable value amounts to €13 632 under the early state method of accounting.
million (2006: €12 186 million). Write-downs for finished Changes in profit rates are reflected in current earn-
goods and services are recorded when it becomes ings as identified. Contracts are reviewed regularly
probable that total estimated contract costs will exceed and in case of probable losses, loss-at-completion

total contract revenues. The impairment charges in 2007 provisions is recorded. These loss-at-completion
and 2006 for work in progress mainly relate to the A380 provisions in connection with construction contracts
programme. are not discounted.

FUTURE FOR IAS 1

We mentioned at the start of this chapter that a new standard on revenue recognition,
which affects the accounting for construction contracts, would probably be approved
in the Autumn of 2013. One of the major changes in the accounting for construction
contracts is the fact that revenue should only be recognized when the performance
obligation specified in the contract with the customer is satisfied. So satisfaction of the
performance obligation becomes the key driver to recognize profits from revenues
from contracts with customers. Thus, for some long-term contracts where the com-
pleted contract is deemed the main deliverable, no profit would be recognized before
that point under the new standard. We outline below the main elements which relate
to construction contracts included in the exposure draft on ‘Revenue from contracts
with customers’ (re-ssued ED, November 2011).
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In comparison to IAS 11 an important element in the accounting for these con-
struction contracts, is the identification of the performance obligation included in the
contract and the determination of the satisfaction of this performance obligation. A
performance obligation is defined as a promise in a contract with a customer to trans-
fer a good or service to the customer. If an entity promises to transfer more than one
good or service, the entity would account for each promised good or service as a sepa-
rate performance obligation only if it is distinct. The revenue earned on the contract is
determined by the transaction price received from the customer. However revenue
is only recognized when the performance obligation determined in the contract is
satisfied. With regard to this satisfaction criteria, the IASB distinguishes between
satisfaction at a point in time and the satisfaction of performance over time. The basis
for recognition is the satisfaction of a performance obligation by transferring a prom-
ised good or service to a customer. If an entity does not satisfy a performance obliga-
tion over time, the performance obligation is satisfied at a point in time. An entity
transfers control of a good or service over time and, hence, satisfies a performance
obligation and recognizes revenue over time if at least one of the following two criteria
1s met:

(a) the entity’s performance creates or enhances an asset (for example work in
progress) that the customer controls as the asset is created or enhanced; or

(b) the entity’s performance does not create an asset with an alternative use to the
entity and at least one of the following criteria is met:

(i) the customer simultaneously receives and consumes the benefits of the
entity’s performance as the entity performs;

(ii) another entity would not need to substantially re-perform the work the
entity has completed to date if that other entity were to fulfil the remaining
obligation to the customer; or

(iii) the entity has a right to payment for performance completed to date and it
expects to fulfil the contract as promised.

The new IAS prescribes criteria to measure the progress towards complete satistac-
tion of a performance obligation. The ED stipulates that for each separate perform-
ance obligation that an entity satisfies over time, the entity shall recognize revenue
over time by measuring the progress towards complete satisfaction of that perform-
ance obligation. When a performance obligation is satisfied, an entity shall recognize
as revenue the amount of the transaction price allocated to that performance obliga-
tion. Measurement of progress towards complete satisfaction can be done based on
output measures (based on the value to the customers of the goods and services trans-
ferred) or on input measures (based on the entity’s efforts or inputs to satisty a per-
formance obligation).

The exact impact of the new recognition principle is at this time difficult to judge.
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SUMMARY

This chapter has defined inventories and construction contracts and identi-
fied the accounting requirements for them in accordance with IAS 2 and IAS
11. Valuation of inventories using the unit cost, FIFO, LIFO, weighted aver-
age and base inventory are all possible, but all lead to a different profit fig-
ure and asset figure. Remember, the improved IAS 2 has now eliminated
the use of LIFO.

It should be clear to you that valuation of inventories is by no means a
straightforward task and it requires management to make several
judgements.

Suggested answers to exercises marked v are to be found on our dedicated CourseMate platform
for students.

Suggested answers to the remaining exercises are to be found on the Instructor online support
resources.

1 P Forte commences business on 1 January buying and selling pianos. He sells two standard
types, upright and grand, and his transactions for the year are given in the table below.

Upright Grand
Buy Sell Buy Sell

1 January 4 at €400 2 at €600

31 March 1 at €600

30 April 1 at €350 1at€700

30 June 1 at €600 1at€1 000
31 July 2 at €300 1at €800

30 September 3 at €500 2 at€1 100
30 November 1 at €250 1 at €900

You observe that the cost to P Forte of the pianos is changed on 1 April, 1 July and 1 October
and will not change again until 1 January following.

Required:
(a) Prepare a statement showing gross profit and closing inventory valuation separately for
each type of piano, under each of the following assumptions:

() FIFO
(i) LIFO
(iii) weighted average
(iv) RC.
(b) Atatime of rising prices (i.e. using the grand pianos as an example), comment on the use-
fulness of each of the methods.
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v 6

Using any information you wish from Exercise 1, illustrate and discuss the effects on the
statement of comprehensive income and statement of financial position from using the different
cost assumptions available to value closing inventory.

Critically appraise the different cost assumptions underlying the valuation of closing inventory.
Discuss the solution offered by IAS 2 to the valuation of inventories.

IAS 11 uses the percentage-of-completion method for the valuation of construction contracts.
Discuss the advantages and disadvantages of this method and appraise whether it results in
useful information for users.

Explain the rationale behind the prohibition of the completed-contract method for valuing
construction contracts by IAS 11 given that US GAAP permits this option under certain
circumstances.

The inventory of Base at 30 September 200X was valued at cost €28.5 million. This included
€4.5 million of slow-moving stock that Base had been trying to sell to another retailer. The best
price Base has been offered for this slow moving stock is €2 million. Identify how Base should
record its inventory in its year-end accounts at 30 September 200X.

Gear Software, a public limited company, develops and sells computer games software. The
revenue of Gear Software for the year ended 31 May 2003 is $5 million, the statement of financial
position total is $4 million, and it has 40 employees. There are several elements in the financial
statements for the year ended 31 May 2003 on which the directors of Gear require advice.

(i)  Gear has two cost centres relating to the development and sale of the computer games. The indirect
overhead costs attributable to the two cost centres were allocated in the year to 31 May 20X2 in the
ratio 60:40 respectively. Also, in that financial year the direct labour costs and attributable overhead
costs incurred on the development of original games software were carried forward as work-in-
progress and included with the statement of financial position total for inventory of computer games.
Inventory of computer games includes directly attributable overheads. In the year to 31 May 20X3,
Gear has allocated indirect overhead costs in the ratio 50:50 to the two cost centres and has written
the direct labour and overhead costs incurred on the development of the games off to the statement
of comprehensive income. Gear has stated that it cannot quantify the effect of this write-off on the
current year's statement of comprehensive income. Further, it proposes to show the overhead costs
relating to the sale of computer games within distribution costs. In prior years these costs were
shown in cost of sales.

(ii) In prior years, Gear has charged interest incurred on the construction of computer hardware as part
of cost of sales. It now proposes to capitalize such interest and to change the method of depreciation
from the straight line method over four years to the reducing balance method at 30 per cent per year.
Depreciation will now be charged as cost of sales rather than administrative expenses as in previous
years. Gear currently recognizes revenue on contracts in proportion to the progression and activity
on the contract. The normal accounting practice within the industrial sector is to recognize revenue
when the product is shipped to customers. The effect of any change in accounting policy to bring the
company in line with accounting practice in the industrial sector would be to increase revenue for the
year by $500 000.

The directors have requested advice on the changes in accounting practice for inventories
and tangible non-current assets that they have proposed.
(ACCA — June 2003)
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EXERCISES

At 30 September 20X3, Bowtock had included in its draft statement of financial position
inventory $250 000 valued at cost. Up to 5 November 20X3, Bowtock had sold $100 000 of this
inventory for $150 000. On this date, new government legislation (enacted after the year-end)
came into force which meant that the unsold inventory could no longer be marketed and was
worthless.

Bowtock is part way through the construction of a housing development. It has prepared its
financial statements to 30 September 20X3 in accordance with IAS 11, Construction Contracts,
and included a proportionate amount of the total estimated profit on this contract. The same
legislation, referred to above (in force from 5 November 20X3), now requires modifications to
the way the houses within this development have to be built. The cost of these modifications
will be $500 000 and will reduce the estimated total profit on the contract by that amount,
although the contract is still expected to be profitable.

Required:
Assuming the amounts are material, state how the information above should be reflected in
the financial statements of Bowtock for the year ended 30 September 20X3.

(ACCA — December 2003)

(i) Linnet is a large public listed company involved in the construction industry. Accounting standards
normally require construction contracts to be accounted for using the percentage-(stage)-of-completion
basis. However, under certain circumstances they should be accounted for using the completed-
contracts basis.

Required:
Discuss the principles that underlie each of the two methods and describe the circumstances
in which their use is appropriate.

(ii) Linnet is part way through a contract to build a new football stadium at a contracted price of $300
million. Details of the progress of this contract at 1 April 20X3 are shown below:

$ million
Cumulative sales revenue invoiced 150
Cumulative cost of sales to date 112
Profit to date 38
The following information has been extracted from the accounting records at 31 March 20X4:
$ million
Total progress payment received for work certified at 29 February 20X4 180
Total costs incurred to date (excluding rectification costs below) 195
Rectification costs 17

Linnet has received progress payments of 90 per cent of the work certified at 29 February 20X4.
Linnet’s surveyor has estimated the sales value of the further work completed during March 20X4 as $20
million.

At 31 March 20X4, the estimated remaining costs to complete the contract were $45 million. The
rectification costs are the costs incurred in widening access roads to the stadium. This was the result of
an error by Linnet’s architect when he made his initial drawings. Linnet calculates the percentage of
completion of its contracts as the proportion of sales value earned to date compared to the contract price.
All estimates can be taken as being reliable.
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Required:
Prepare extracts of the financial statements for Linnet for the above contract for the year to 31
March 20X4.

(ACCA - June 2004)

HS, a contractor, signed a two-year fixed price contract on 31 March 20X8 for $300 000 to
build a bridge. Total costs were originally estimated at $240 000. At 31 March 20X9, HS
extracted the following figures from its financial records:

$000
Contract value 300
Costs incurred to date 170
Estimated costs to complete 100
Progress payments received 130
Value of work completed 165

HS calculates the stage of completion of contracts using the value of work completed as a
proportion of total contract value.

Required:
Calculate the following amounts for the contract that should be shown in HS’s financial state-
ments:
e Comprehensive Income statement:
— Revenue recognized for the year ended 31 March 20X9

— Profit recognized for the year ended 31 March 20X9.
e Statement of Financial Position:
— Gross amount due to/from the customer at 31 March 20X9, stating whether it is an asset
or liability.
(CIMA P7 —May 2009)



ACCOUNTING FOR FINANCIAL
INSTRUMENTS

OBJECTIVES After studying this chapter you should be able to:

describe financial instruments

identify the need to account for them

outline the history of accounting for financial instruments
define the scope of IFRS regarding financial instruments

identify and explain the requirements of the IASB for financial
instruments, both current and future

critically appraise these current and future requirements
be able to distinguish between financial liabilities and equity

understand the issues of recognition and derecognition and of
measuring different categories of financial assets and liabilities

identify the need for hedge accounting and understand the basic
techniques

identify and appraise current international accounting requirements
for insurance contracts — IFRS 4.
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INTRODUCTION

This chapter is of necessity somewhat complicated as we have to deal with the current
Standard in respect of financial instruments, IAS 39, and its replacement, IFRS 9,
which is being issued in a piecemeal fashion by the IASB. As at August 2013, IFRS 9
is not complete even though it has been issued, and it is not compulsory on entities
until accounting periods beginning on or after 1 January 2015. We will therefore deal
with both the current Standard and the future Standard in this chapter.

Financial instruments include such things as swaps (interest rate swaps, credit default
swaps, foreign currency swaps) options, and forwards, but also more regular items such
as bonds, receivables, loans and shares. They have become more complex over the past
20 years. This complexity has led to difficulties in recognizing, measuring, presenting
and disclosure of such instruments in the financial statements of an entity. The real
stumbling block in the entire debate on financial instruments is around the issue of
whether the financial assets and liabilities involved should be valued at fair value.

This chapter also deals with IFRS 4, Insurance Contracts.

SHORT HISTORY OF ACCOUNTING FOR FINANCIAL

INSTRUMENTS

This section is a background section on the long history of regulating the accounting
for financial instruments. Discussions still go on and reading this section might con-
fuse you. Don’t worry about that: the discussions and developments and changing
viewpoints are even confusing to many professionals. You can easily skip this section
without having difficulties understanding the rest of the chapter.

The start of the IASC work

The IASC’s work on financial instruments began in 1988 following an OECD sympo-
sium on the issue. Even at this carly stage, the most difficult issue to deal with
concerned the valuation of the instruments and whether this should be at fair value or
not. The first Draft Statement of Principle (DSOP) was issued in March 1990 and this
advocated fair value measurement for financial assets and liabilities held for trading but
not for others. The DSOP was approved by the IASC in November 1990.

In June 1991, ED40 was issued. It advocated a benchmark treatment consisting of
fair value for trading items and cost for others, and an allowed alternative of fair value
for all items; a compromise solution.

The TASC published a revised ED in 1994 and, after consultation with standard-
setting bodies in 20 countries, the IASC decided to split its work on financial instru-
ments into two stages.

IAS 32, IAS 39 and IFRS 7

The first stage was to deal with presentation and disclosure and the second with recog-
nition and measurement. IAS 32 on presentation and disclosure was published in
March 1995. 1AS 39, Financial Instruments: Recognition and Measurement,
was issued in 1998 and revised in 2000, and it was seen as an interim solution to
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accounting for financial instruments. Its publication was driven by the need for the
IASB to have a set of core Standards available for approval by IOSCO by early 1999.
The Standard was further revised as part of the improvement project and it is this
extant version of 2004 that we consider in this chapter, together with its various
amendments up to March 2009.

The complexity of the whole area was further demonstrated by the fact that the
TASB decided there was a need to issue guidance on IAS 39 in the form of questions
and answers. This guidance was included in a publication from the IASB entitled
Accounting for Financial Instruments — Standards, Interpretations and Implemento-
tion Guidance. Several SICs and IFRICs have also been issued on financial instru-
ments. IAS 32, Financial Instruments: Disclosurve and Presentation, was, as 1AS 39,
revised in December 2003, but IAS 32 has now been split into two Standards:

e 1AS 32, Financial Instruments: Presentation.

e 1ERS 7, Financial Instruments: Disclosures.

Afterwards, several amendments were made, among which the publication in Feb-
ruary 2008 of Puttable Financial Instruments and Obligations Avising on Liquidation
and in December 2011 on Offsetting Financial Assets and Financial Liabilities.

In addition to these changes, there is also a very complex situation as regards the
adoption of IAS 39 by the EU. In November 2004, the European Commission
adopted what became known as a ‘carve-out’ version of IAS 39. This ‘carve-out’ ver-
sion prohibited the use of the fair value option for financial liabilities. The amendment
to IAS 39 in June 2005 has dealt with the fair value option, but there still remain some
differences between the full IAS 39 and the ‘carve-out’ version endorsed by the EU.

IFRS 9

The IASB has started a project to replace IAS 39 by IFRS 9. The objective of this pro-
ject is to improve the decision usefulness of financial instruments for users by simplify-
ing the classification and measurement requirements for financial instruments and
thereby replace IAS 39.

The project consists of three main phases:

e Phase 1 — Classification and measurement: In November 2009, the IASB pub-
lished the first part of IERS 9, Financial Instruments, which deals with the classifi-
cation and measurement of financial assets only. In October 2010, IFRS 9 was
expanded to the measurement of financial liabilities and to derecognition of finan-
cial assets and liabilities. In December 2010 the IASB deferred the effective date of
IFRS 9 to January 2015. An Exposure Draft (ED) on Limited Amendments of
IERS 9 on classification and measurement was published in November 2012.

e Phase 2 — Impairment methodology: An ED was issued in respect of this phase in
November 2009 Financial Instruments: Amortized Cost and Impairment. A sup-
plement was issued in January 2011 and a revised ED in March 2013 Financial
Instruments: Expected Credit Losses.

e Phase 3 — Hedge accounting: An ED was issued on Hedge Accounting in Decem-
ber 2010. In September 2012 a ‘Review draft’ of the hedge accounting section
of IFRS 9 was published. This Review draft does only discuss general hedge
accounting. There is a separate split-off project on macro-hedge accounting.
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It is clear from the above overview that it is a real struggle for the IASB to come to
a full and definitive version of IFRS 9 as a replacement of TAS 39. Although the first
part of IFRS 9 was already published in 2009, the EU has not endorsed this yet. It will
probably wait until there is a new complete IFRS 9 before any decision on endorse-
ment will be made.

Current status

IAS 32 and IFRS 7 are applicable and will not be replaced by IFRS 9. IAS 39 in the
old version of 2009 (with some minor amendments afterwards) is still applicable until
financial statements 2014. IAS 39 in the current 2013 version does only contain
requirements on impairment and hedge accounting, IFRS 9 includes requirements on
measurement of assets and liabilities and on derecognition. When IFRS 9 has been fur-
ther developed, TAS 39 will be removed. An entity applying IFRS may until 2015
choose between the old IAS 39 and the combination of IFRS 9 and the remaining
parts of IAS 39. However, all EU entities need to apply the old IAS 39 until the new
standards have been endorsed.

In this chapter we will deal with the requirements of IAS 39 which are still current
until January 2015 and then cover the requirements of IFRS 9 as it stands at the time
of writing. We would advise you to access the IASB’s website to ensure you are up-to-
date regarding financial instruments, as this is a fast moving topic.

PROBLEMS IDENTIFIED

Information available

The growth in the variety of financial instruments available over the past 20 years had
given rise to a lack of understanding by users of financial statements of the significance
of such instruments on an entity’s financial performance, position and cash flows.
Many of the instruments were traditionally not recognized in the statement of financial
position, and the user was unable to assess the effect of these unless there was adequate
presentation and disclosure. In addition, an entity, by the use of financial instruments, can
significantly change its financial risk profile resulting in excessive gains or losses depending
on whether prices of such instruments move in favour of or against the entity.

Measurement practice

Measuring financial instruments at historical cost does not always provide the most rel-
evant or consistent information for users. Throughout the programme of work on
financial instruments, the view grew that using fair values for such assets and liabilities
could provide more relevant information.

However, the use of fair values then raises the question of where the unrealized
gain or loss should be reported — in profit or loss or in other comprehensive income
(as a change in equity). Historically, the principal driver in the recognition of gains
was ‘realization’, but this may have less relevance in a situation where entities are trad-
ing underlying risks. Careful consideration would need to be given to information
derived by measuring financial instruments at fair value and recognizing that gain or
loss in profit or loss as compared with valuation at historical cost.
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ILLUSTRATION

Entity A enters into an interest swap with B. The notional
amount of the swap is €1m, but this amount is not
exchanged. A pays interest to B at three-month intervals
at 7 per cent, and B pays interest to A at London Inter-
bank Offered Rate (LIBOR). If LIBOR moves above 7 per
cent then A gains on the deal, otherwise he loses. On
a historical cost basis, no asset or liability would be
recorded by either party and interest payments would be
shown in profit or loss. It could be the case that at a year-

this interest swap is €50 000. If fair value accounting is
used then the interest rate swap would be recorded at
€50 000 and presumably this gain would be shown in
profit or loss. In six months’ time the fair value of this
swap could have dropped to €10 000 or become nega-
tive (when LIBOR is below 7 per cent), and a gain for A is
an equivalent loss for B. Which method of accounting for
the swap would provide relevant and reliable information
to the user? We leave this question for you to debate.
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end, if LIBOR has moved to 10 per cent, the fair value of

WHAT IS A FINANCIAL INSTRUMENT?

We start with presenting you with the definitions as applied by the IASB, although it is
difficult to understand them immediately when reading. IAS 32 and IAS 39 define a fi-
nancial instrument as ‘a contract that gives rise to a financial asset of one entity and a
financial liability or equity instrument of another entity’. A financial asset is
... any asset that is:
(a) cash
(b) an equity instrument of another entity
(c) a contractual right:
(i) to receive cash or another financial asset from another entity;
(ii) to exchange financial instruments or financial liabilities with another entity
under conditions that are potentially favourable to the entity.
(d) a contract that will or may be settled in the entity’s own equity instruments and is:

(i) anon-derivative for which the entity is or may be obliged to receive a vari-
able number of the entity’s own equity instruments; or

(ii) a derivative that will or may be settled other than by the exchange of a fixed
amount of cash or another financial asset for a fixed number of the entity’s
own equity instruments. For this purpose the entity’s own equity instru-
ments do not include instruments that are themselves contracts for the
future receipt or delivery of the equity’s own equity instruments.

A financial liability is any liability that is:

(a) a contractual obligation:
(i) to deliver cash or another financial asset to another enterprise entity; or

(ii) to exchange financial instruments assets or financial liabilities with another
enterprise entity under conditions that are potentially unfavourable to
the entity.

(b) a contract that will or may be settled in the entity’s own equity instruments and is:

(i) anon-derivative for which the entity is or may be obliged to deliver a vari-
able number of the entity’s own equity instruments; or
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(ii) a derivative that will or may be settled other than by the exchange of'a fixed
amount of cash or another financial asset for a fixed number of the entity’s
own equity instruments. For this purpose the entity’s own equity instru-
ments do not include puttable financial instruments that are classified as
equity instruments or instruments that are themselves contracts for the
future receipt or delivery of the entity’s own equity instruments.

Some elements of the financial asset and liability definition are rather clear, others
not. This is especially so for (d) in the financial asset definition and (b) in the financial
liability definition. We will defer discussion of these elements to the section of equity
versus liability below.

From these definitions we can assert that a financial instrument is the contract, not
the asset or liability, and thus we must be clear what is meant by contract, contractual
right and obligation. IAS 32 states that ‘contract’ and ‘contractual’ refer to an agree-
ment between two or more parties that has clear economic consequences that the
parties have little, if any, chance of avoiding, because generally the agreement is enforce-
able in law. Contracts need not, however, be in writing. Now try the following activity.

ACTIVITY 18.1

described as a contract although they quite
possibly arose from a contract.

Identify which of the following are financial instruments.

e cash

i e Creditors; they are, likewise, a financial liability.
e gold bullion / W ikewi i ial liability.

e [oans: these are financial assets of one entity
and liabilities of another but it is debatable
e creditors whether they are actually a financial instrument

e debtors

* |oans
® bank deposits
e debentures

e a promissory note payable in government
bonds

e ordinary shares
e preference shares

e plant and equipment previously bought and
paid for by the entity

e pre-payments for goods or services.

Activity feedback

e Cash: clearly not a financial instrument, but
cash is a financial asset.

e Gold bullion: this is a commodity or physical
asset as there is no contractual right to receive
cash or other financial asset.

e Debtors: these are financial assets but not
financial instruments as they cannot be

as this requires a contract. Presumably there is
a contract behind these assets and liabilities
and it should be this that is the financial
instrument.

Bank deposits: same as for loans.
Debentures: same as for loans.

A promissory note payable in government
bonds: this is a financial instrument as the note
is the contract that gives the holder the
contractual right to receive and the issuer the
contractual obligation to deliver government
bonds. The bonds themselves are financial
assets of one entity and liabilities of another.

Ordinary shares; they can also be regarded as
financial instruments if we regard them as a
contract that will ultimately result in the entity
paying cash to the holder. The Standard
defines an equity instrument as any contract
that evidences a residual interest in the assets
of an entity after deducting all of its liabilities.

Preference shares: same as for ordinary

shares.
(Continued)
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ACTIVITY 18.1  (Continued)

e Plant and equipment previously bought and

paid for by the entity: clearly no financial
instruments as there is no contract to settle

anything in cash or another financial instrument.

This activity is somewhat tortuous given that the Standard
uses the terms financial instrument, financial asset and
financial liability rather loosely. The Standard tends to
confuse the terms financial assets, financial instruments
and financial liabilities.

e Pre-payments for goods or services: again,
clearly no financial instruments.

Other examples of financial instruments given in the Standards are derivatives such
as financial options, futures and forwards, interest rate swaps and currency swaps. The
Standard gives further examples of contracts that do not give rise to financial instru-
ments as they do not involve the transfer of a financial asset. For example, an operating
lease for the use of a physical asset can be settled only by the receipt and delivery of
services and is therefore not a financial instrument.

However, finance leases are financial instruments as they are contracts which result
in a financial asset of one entity and a financial liability of another. (Finance leases are
outside the scope of IAS 32 and IAS 39 as they are subject to IAS 17, Leases.)

A derivative is defined in the Standards as a financial instrument:

(a) whose value changes in response to the change in a specified interest rate,
security price, commodity price, foreign exchange rate, index of prices or
rates, a credit rating or credit index or similar variable (underlying)

(b) that requires no initial net investment or little initial net investment relative to
other types of contracts that have a similar response to changes in market

conditions, and

(c) thatis settled at a future date.

Work through the following activity carefully.

ACTIVITY 18.2

Are the following contracts financial instruments?

Entity A enters into both derivatives and an
interest rate swap with B, that requires A to pay
a fixed rate of 7 per cent and receive a variable
amount based on three-month LIBOR. The
notional amount of the swap is €1 million but this
amount is not exchanged. A pays or receives a
net cash amount each quarter based on the
difference between 7 per cent and LIBOR.

A also enters into a pay fixed, receive variable
interest swap with C. The notional amount is for
€100m and fixed rate 10 per cent. The variable
rate is based on three-month LIBOR. A prepays its
fixed interest rate obligation as €100m x 10 per
cent x 5 years discounted at market interest rates
at inception of the swap.

3 Aenters into a contract to pay €10m if X shares

increase by 5 per cent or more during a six-month
period and to receive €10m if the share price
decreases by 5 per cent or more in the same
period. No payment is made if the price swing is
less than 5 per cent up or down.

Activity feedback
1 There is no initial net investment; settlement

occurs at a future date and its value changes
based on changes in LIBOR, the underlying
variable. Therefore, this is a financial instrument as
it meets the definition of a derivative.

This is also a derivative and therefore a financial

instrument, even though there is an initial net

investment. The payment of the fixed interest at
(Continued)
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ACTIVITY 18.2 (Continued)

inception will be regarded as 'little’ compared with
other similar contracts such as a variable rate
bond where the notional amount of €100m would
be paid over.

3 There is no initial net investment, settlement
occurs at a future date and the underlying variable
is the share price. This is a derivative and
therefore a financial instrument.

DISTINCTION BETWEEN FINANCIAL LIABILITY AND EC

At this stage we need to differentiate between a financial liability and equity. Remem-
ber the definition of financial liability. An instrument is a financial liability when:

(a) The instrument includes a contractual obligation to deliver cash or another financial
asset/liability to another entity or to exchange financial assets or financial liabilities
with another entity under conditions that are potentially unfavourable to the issuer.

(b) The instrument will or may be settled in the issuer’s own equity instruments, where
it is:
e anon-derivative that includes a contractual obligation for the issuer to deliver
a variable number of its own equity instruments, or

e a derivative that will be settled other than by the issuer exchanging a fixed
amount of cash or another financial asset for a fixed number of its own equity
instruments. For this purpose the issuer’s own equity instruments do not
include instruments that have all the features of puttable instruments or
instruments that are contracts for the future receipt or delivery of the issuer’s
own equity instruments.

We will now further discuss (b). The basic idea is that a ‘payment’ in the form of the
entity’s own shares (equity instruments) does not result in a liability. However, when the
number of shares to be used as payment is variable, this reduces the risk for the holder of
the instrument and for that reason the instrument is considered a financial liability.

ILLUSTRATION

A mandatory convertible bond is issued for an amount of
€100 000, with a maturity of one year. Ten per cent inter-
est is accrued to the principal (and not paid). The
accrued amount at maturity is €110 000. At the time of
issue, the fair value of one share is €1000. At the time of
conversion the share price has dropped to €880.

(1) At maturity, the bondholder is required to
convert the bond into a fixed number of shares.
The bond will be converted into 100 shares.

(2) At maturity, the bondholder is required to convert
the bond into a variable number of shares. The
bond will be converted in that number of shares
that equals the accrued amount.

In case (1) the bond is classified as equity. In fact, the
bondholder, although formally bondholder, already runs
the risk as a shareholder. At maturity, the bond with an
accrued amount of €110 000 is converted into 100 shares
with a total fair value of €88 000.

In case (2) the bond is classified as a liability. At ma-
turity, the bond is converted into 125 shares (110 000/
880): the fair value before and after conversion remain
the same.

Note that any variability in the number of shares
results in the financial instrument being classified as a
liability, even if the variability is small and would result in
a significant degree of shareholder risk. To avoid inter-
pretation issues the IASB has chosen a rigid distinction.



DISTINCTION BETWEEN FINANCIAL LIABILITY AND EQUITY

The other issue in the definition of a financial liability is that of puttable financial
instruments. A puttable instrument is a financial instrument that gives the holder the
right to put the instrument back to the issuer for cash or another financial asset, or is
automatically put back to the issuer on the occurrence of an uncertain future event or
the death or retirement of the instrument holder. An example of a puttable instrument
is a redeemable, at the option of the holder, share. Based on the general definition, a
puttable financial instrument is a financial liability, as the entity may be required to
redeem the financial instrument without having the discretion to avoid payment.
However, as an exception to the basic principles, puttable a financial instrument that
has all the following features can be classed as equity:

e It entitles the holder to a pro-rata share of the entity’s net assets in the event of
liquidation.

e Itis subordinate to all other classes of instruments, i.e. it has no priority under
liquidation before others and it does not need to be converted into another
instrument before it is subordinate.

e In the subordinate class, all instruments have identical features.

e It does not include an obligation to deliver cash or another financial asset except
for the redemption.

e Its cash flows are based substantially on profit or loss attained.

Compound financial instruments

Some financial instruments can contain both an equity element and a liability element.
For example, a bond convertible by the holder into a fixed number of shares of the en-
tity is a compound financial instrument. This is because the instrument comprises a
liability to deliver cash or another financial asset on redemption, and a call option grant-
ing the holder the right to convert it into a fixed number of shares. IAS 32 requires us
to account for the substance of this transaction, both a liability and an equity element,
not the legal form. The substance is basically that of issuing a debt instrument with an
carly settlement provision and warrants to purchase ordinary shares.

IAS 39 tells us how to measure the component parts and we will deal with this in
the measurement section.

Now complete Activity 18.3.

e Cissues a perpetual preference share carrying
a fixed dividend rate of 5 per cent. If the
dividend is deferred then the dividend is
accumulated for future payout together with

Identify whether the following financial instruments
should be classified by the issuer as a liability (debt) or
equity in accordance with IFRS.

e A hasissued a perpetual preference share
redeemable only at A’s option. Dividend of
8 per cent is paid annually provided there are
sufficient distributable profits.

e B hasissued a perpetual convertible bond.
Interest of 10 per cent on the bond is paid if a
dividend is paid on the ordinary shares of B.

additional interest at 30 per cent.

D issues specific preference shares to its fund
managers. They carry the right to an annual
payment based on 25 per cent of realized
gains on the fund recorded in the period
by D.

(Continued)
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ACTIVITY 18.3 (Continued)

Activity feedback

e A. This is aliability as management does not
have discretion over payment of dividend. The
critical feature of a liability, remember, is the
existence of an obligation to pay cash or to
exchange another instrument under conditions
that are potentially unfavourable to the issuer.

e B. This should be included in equity as cash is
paid over only if a dividend is paid to ordinary

shareholders and thus the dividend decision is
discretionary.

e (. Given the interest obligation on the non-payment
of dividend, this must be treated as aliability.

e D. Again this is aliability as management have
no discretion over the calculation of timing of
the amount to be paid.

(adapted from Accountancy, April 2003, p. 89)

RECOGNITION AND DERECOGNITION OF FINANCIAL

INSTRUMENTS

Initial recognition

According to the Standard, an entity should only recognize a financial asset or liability
on its statement of financial position when it becomes a party to the contractual provi-
sions of the instrument. The Standard then deals with something called ‘regular way
contracts’.

Regular way contracts are those for the purchase or sale of financial assets that require
delivery of the assets within the timeframe generally established by regulation or conven-
tion in the market concerned. For these contracts, recognition is permitted at either
trade date or settlement date but the policy chosen must be applied consistently.

Settlement date accounting, when applied, does, however, require the entity to rec-
ognize any change in the fair value of the asset that occurs between the trade and
settlement date. This is a somewhat strange requirement given that the financial asset
itself is not yet recognized. Regular way contracts actually meet the definition of a de-
rivative as they are forward contracts, but they are not recognized as derivatives
because of the short duration of the commitment.

An example of a regular way contract is where a bank makes a loan commitment at
a specified rate of interest and then takes a commitment period to enable it to com-
plete its underwriting and to provide time for the borrower to execute the transaction
that is the subject of the loan. This commitment period would have to be of a normal
duration for such an agreement. The loan, once recognized at either trade date or set-
tlement date, would be carried at amortized cost (see below).

Now complete the activity below.

ACTIVITY 18.4

On 29 December 20X1 an entity commits to buy a finan-
cial asset for €1000 which is its fair value on commitment
date (trade date). On 31.12.X1 and 4.1.X2, the settlement
date, the fair value of the asset is €1002 and €1003
respectively.

Show the amounts to be recorded for the asset at
29.12.X1, 31.12.X1 and 4.1.X2 using both settlement and
trade date accounting and identify where any change in
value will be recognized. Assume that the asset is meas-
ured at fair value and that all changes in fair value are

(Continued)
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ACTIVITY 18.4 (Continued)

included in profit or loss. Liabilities are measured at
(amortized) cost.

Activity feedback
Table 18.1 explains initial recognition at trade date
and Table 18.2 at settlement date.

TABLE 18.1 Trade date accounting

Date of balance
29.12.X1 (note 1)

Financial asset 1000

Liability (1 000)

31.12.X1 (note 2)

Financial asset 1002

Liability (1 000)

P&L (2)

4.01.X2 (note 3)

Financial asset 1003

Liability

P&L (1)
Notes:

1. At this stage in the recognition we have both a financial
asset that we have purchased and the liability outstand-
ing to pay for this asset.

2. The financial asset is measured at fair value and the
change is included in profit and loss. We still haven't set-

tled this transaction so the liability still remains and is
measured at amortized cost.

3. Settlement date is now reached so the liability is
removed, but note that other assets (perhaps cash)
would be reduced. There is an additional gain of 1 in
profit or loss.

TABLE 18.2 Settlement date

accounting

Date of balance

29.12.X1 -
31.12.X1 (note 4)

Financial asset 2
Liability

P&L (2)
4.01.X2
Financial asset
Liability

P&L (1)

10083

4. We need to recognize the change in fair value that
has occurred between trade and settlement date even
though the full financial asset is not yet recognized.

391

Offsetting

A financial asset and a financial liability recognized in the statement of financial posi-
tion shall be offset, with the net amount presented, when and only when an entity has
a legally enforceable right to offset and intends to settle on a net basis or to realize the
asset and settle the liability simultaneously. When an entity has the right to receive or
pay a single net amount and intends to do so, it has, in effect, only one single financial
asset or financial liability. Offsetting is different from derecognition (discussed below)
and can never give rise to a recognition of a gain or loss.

Derecognition

According to IAS 38, para. 17, an entity shall derecognize (remove) a financial asset
from the statement of financial position when and only when:
(a) the contractual rights to the cash flows from the financial assets expires; or

(b) it transfers the financial asset as set out in paragraphs 18 and 19 and the transfer
qualifies for derecognition in accordance with paragraph 20.
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Paras 18 and 19 state that an entity transfers a financial asset if, and only if; it either:

(@)

transfers the contractual rights to receive the cash flows of the financial asset; or

(b) retains the contractual rights to receive the cash flows of the financial asset, but

assumes a contractual obligation to pay the cash flows to one or more recipients in
an arrangement that meets certain conditions: the transteror should become a
‘pass-through entity”’ after the transfer.

A transfer of an asset should qualify for derecognition in accordance with para. 20.
Paragraph 20 states that the entity shall evaluate the extent to which it retains the risks
and rewards of ownership of the financial asset. In this case:

(@)

(b)

(©)

if the entity transfers substantially all the risks and rewards of ownership of the fi-
nancial asset, the entity shall derecognize the financial asset and recognize sepa-
rately as assets or liabilities any rights and obligations created or retained in the
transfer;

if the entity retains substantially all the risks and rewards of ownership of the
financial asset, the entity shall continue to recognize the financial asset;

if the entity neither transfers nor retains substantially all the risks and rewards of
ownership of the financial asset, the entity shall determine whether it has retained
control of the financial asset. In this case:

(i) if the entity has not retained control, it shall derecognize the financial asset
and recognize separately as assets or liabilities any rights and obligations
created or retained in the transfer,

(ii) if the entity has retained control, it shall continue to recognize the financial
asset to the extent of'its continuing involvement in the financial asset (see
paragraph 30).

In summary: the first criterion in judging whether a transfer of an asset results in

derecognition is the transfer of substantially all risks and rewards, and when this crite-
rion does not lead to a clear conclusion, the transfer of control is the second criterion.

This area is again complex given that derecognition of a portion of the asset is

permitted and there is the possibility of repurchase options or other derivatives being
involved. If you work through the following activity you will understand derecogni-
tion more clearly.

ACTIVITY 18.5

In each of the following cases, state (with reasons)

3 Atransfers a financial asset to B on terms that

whether the financial asset should be derecognized in
the books of entity A.

A transfers a loan it holds to a bank but stipulates
that the bank cannot sell or pledge the loan. (This
is to protect the customer to whom the loan was
originally made.)

A transfers a financial asset to B on terms that
stipulate that A can repurchase the asset before
the expiry of a specific period at market value

at the date of repurchase.

stipulate that A must repurchase the asset before
the expiry of a specific period and that repurchase
is at the value at transfer date plus interest at a
fixed rate on that value.

A transfers a financial asset to B on terms that
stipulate that A can repurchase the asset before
the expiry of a specific period and that repurchase
is at the value at transfer date plus interest at a
fixed rate on that value.

(Continued)
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ACTIVITY 18.5 (Continued)

5 Atransfers a financial asset to B on terms that derecognized by A and recognized when it is

stipulate that B has a put option and can oblige A to
repurchase the asset before the expiry of a specific

period and that repurchase is at the value at transfer
date plus interest at a fixed rate on that value.

6 A sells short-term receivables to B and provides a
guarantee with that sale to pay for any credit
losses that may be incurred on the receivables
as a result of the failure of the debtor to pay
when due.

Activity feedback

1 Even though the transferee, the bank, cannot sell or
pledge the loan, it does receive all other benefits
from holding the loan and therefore A would
derecognize this financial asset. All significant risks
and rewards have been transferred.

2 Inthis case, the risks and rewards associated with

repurchased.

A does not transfer all significant risks and rewards,
as it must repurchase the asset and B just has a
lender’s return. The significant risks and rewards
are retained by A. There is no derecognition.

In this case not all significant risks and rewards
have been retained, neither have they all been
transferred (A still holds the upward risks and
rewards, but not the downward risks and
rewards). Because A has a repurchase option, A
still controls the asset and may therefore not
derecognize it.

Now B has a put option and as a result A has the
downward risks and rewards and not the upward
risks and rewards. As B now controls the asset, A
would derecognize it, but would provide for the
repurchase obligation at fair value.

the asset have been transferred to B as he will 6 A does not derecognizes these receivables. It has
bear the loss if the market value falls and the gain retained all significant risks and rewards, as for

if it increases. A just has an option to repurchase, short-term receivables credit risk is the only major
not an obligation to do so. The asset will be risk.

Derecognition of a financial liability Derecognition of a financial liability is relatively
straightforward. We remove the financial liability from the statement of financial position
when the obligation specified in the contract is discharged, cancelled or expires. Occasion-
ally one financial liability will be exchanged for a similar one with the same lender, if the
terms of the new agreement are substantially different from the old then the old is dere-
cognized and the new recognized. The problem with this requirement from the Standard,
para. 61, is that we need to set boundaries to ‘substantially’. The ‘Application Guidance’
to the Standard at para. 62 states the following: The terms are substantially different if the
discounted present value of the cash flows, under the new terms, including any fees paid
net of any fees received, is at least 10 per cent different from the discounted present value
of the remaining cash flows of the original debt instrument.

Derecognition accounting treatment The accounting treatment on derecognition
requires the entity to recognize in the net profit or loss for the period the difference
between the carrying amount of the asset, or portion, transferred to another party and
the sum of the proceeds received or receivable and any prior adjustment to reflect the
fair value of that asset that had been reported in other comprehensive income.

Quite often asset derecognition is coupled with the recognition of a new financial
asset or liability. When this occurs IAS 39 requires recognition of the new financial
asset or liability at fair value and the recognition of a gain or loss on the transaction
based on the difference between:

e the proceeds

e the carrying amount of the financial asset sold plus the fair value of any new finan-
cial liability assumed, minus the fair value of any new financial asset acquired and
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plus or minus any adjustment that had been previously reported in equity to
reflect the fair value of that asset.

ACTIVITY 18.6

In example 6 in Activity 18.5 A is selling short-term Cr. liability, 35 000
receivables to B and providing a guarantee with that sale Payment of receivables:
to pay for any credit losses that may be incurred on the

receivables as a result of the failure of the debtor to pay Dt cash 38 500

when due. We have concluded that A does not derecog- Dt bad debt expenses 500
n.ize these receivables as it has retained all significgnt Cr Receivables 39 000
risks and rewards. Assume that the amount of receiv-

ables transferred from A to B is €40 000. The carrying +

amount of the receivables in the balance sheet of A, tak- Dt liability 35 000

ing into account credit risk, is €39 000. At the moment of
transfer B pays €34 600, taking into account a fee of
€400. All receivables will still be paid to A and A transfers
the payments to B. The amount receivables paid is
€38 500. Present the journal entries of A at the time of
transfer and of the payment of the receivables.

Cr. cash 35 000

The short-term receivables of A would in itself not be rec-
ognized by B. B accounts for the cash transfer as a loan
receivable that is being redeemed by the cash transfers
from A to B. A will of course pay no more than €35 000 to

. B. The remaining receipts of receivables of €3 500 will
Activity feedback be kept by A.

At the time of transfer:

Dt cash 34 600

Dt fee expense 400 (given the short-term, immediate
expensing)

CATEGORIES OF FINANCIAL ASSETS AND LIABILITIES

IAS 39 categorizes financial assets in four groups:

e financial assets at fair value through profit or loss

held-to-maturity investments
e |oans and receivables

e available for sale financial assets.

Financial assets at fair value through profit or loss include held for trading assets and
assets that have been designated in this category upon initial recognition. The asset is
held for trading if, regardless of why it was acquired, it is part of a portfolio for which
there is evidence of short-term profit taking or was initially acquired for purposes of
generating a profit through short-term fluctuations in price or dealer’s margins. Deriv-
atives are also held for trading assets, unless they are used for hedging. Financial assets
may also be designated in this category upon initial recognition, but only when doing
so results in more relevant information (by eliminating accounting mismatches or
when the performance of the financial asset is evaluated on a fair value basis). This fair
value option is open for any financial asset.

Held-to-maturity investments are financial assets with fixed or determinable payments
and fixed maturity that an entity has the positive intent and ability to hold to maturity.
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Loans and receivables originated by the entity are financial assets created by the
entity by providing money, goods or services directly to a debtor.

Available for sale financial assets is the residual category: assets that are not loans
and receivables originated by the entity, held-to-maturity or financial assets at fair
value through profit or loss.

There are two groups of financial liabilities:

e Financial liabilities at fair value through profit or loss (under the same conditions
as the equivalent asset category)

e Other financial liabilities.

These definitions are very important as the category of financial asset or liability

determines the measurement, discussed in the next section.
The following activity will aid your understanding of the issues so far.

ACTIVITY 18.7
Which categories of financial asset can the following fit and Available for sale financial assets are
into? possible alternatives.
1 Aninvestment in a bond acquired with the intentto 2 Loans and receivables is the only possible
hold for a long period irrespective of short-term category.
fluctuations in price. 3 Ifthe shares will be held for short-term profit
2 Aloan issued to a related party with a redeemable making, the category is Held for trading. However,

this does seem to be the case. Then the category

on demand option of the entity.
is Available for sale.

3 Shares held as a temporary investment of cash.

Activity feedback

1 Held for maturity is the most obvious category.
Financial asset at fair value through profit or loss

MEASUREMENT OF FINANCIAL INSTRUMENTS

At initial recognition, all financial assets and financial liabilities are measured at fair
value. Subsequent measurement depends upon the categorization discussed above.

The category ‘financial assets at fair value through profit or loss’ indicates already
the measurement principle: the assets are measured at fair value and remeasurements
are recognized in profit or loss. This is also true for financial liabilities at fair value
through profit or loss.

Available for sale financial assets are also measured at fair value, but remeasurements
are recognized outside profit or loss in other comprehensive income. Upon realization
or carlier impairment, the cumulative amounts of remeasurements are recycled to
profit or loss. Only when the fair value of the asset cannot be reliably measured, it is
measured at cost.

Held-to-maturity investments, loans and receivables, and other financial liabilities
are measured at amortized cost using the effective interest method.

1AS 39, Financial Instruments: Recognition and Measuvement, defines amortized
costs and the effective interest method.
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Amortized cost is the amount at which the financial asset or liability is measured at
initial recognition minus principal repayments, plus or minus the cumulative amortiza-
tion of any difference between the initial amount and the maturity amount, and minus
any write-down for impairment or uncollectability.

The effective interest method is a method of calculating amortization using the effec-
tive rate of a financial asset or liability. The effective interest rate is the rate that exactly
discounts the expected stream of future cash payments through maturity or the next
market-based repricing date to the current net carrying amount of the financial asset
or liability. That computation should include all fees and points paid or received
between parties to the contract. The effective interest rate is sometimes termed the
level yield to maturity or to next repricing date and is the internal rate of return of the
financial asset or liability for that period.

IFRS 13 defines fair value. The fair value concept is discussed in Chapter 8.
Remember that fair value is the price that would be received to sell an asset or paid to
transfer a liability in an orderly transaction between market participants at the mea-
surement date. The fair value of a fixed-rate bond or loan is generally estimated as the
sum of all future cash payments or receipts discounted using prevailing market rate of
interest for a similar instrument of an issuer with a similar credit rating.

ILLUSTRATION

Remember that financial instruments should be meas-

On 1 January 2010, an entity acquires €100 000 par
value 9 per cent bonds of Paper Co. priced to yield
10 per cent with a maturity date of 31.12.2014. The value
of the bonds on acquisition is:

Present value of interest payments €
9% of €100 000 for five years discounted
at 10% = 9 000 x 3.79079 (annuity

factor at 10% for 5 years): 34117
Present value of maturity value = 100 000

x 0.62092 (annuity factor at 10% in 5

years): 62092
Fair value (= Market value) 96 209
Discount from par value is therefore: 3791
Par value 100 000
Thus, the bonds are initially recognized at: € 96 209

ured at fair value upon initial recognition.

Subsequent recognition of the bonds each year
requires amortization using the effective interest rate
method. Thus, we need to amortize the discount from par
value over the five years recognizing this together with in-
terest received as interest income.

Table 18.3 shows the carrying amount (amortized
cost) (column E) of the instrument each year and the in-
terest income (column A).

TABLE 18.3 Amortization of bonds

Year Interest income Cash
CA x 10% received
A B

01.01.10
31.12.10 9621 9 000
31.12.11 9683 9 000
31.12.12 9751 9 000
31.12.13 9826 9 000
31.12.14 9910 9 000

Discount Discount Carrying

amortized remaining amount (CA)
C D E

3791 96 209

621 3170 96 830

683 2487 97 513

751 1736 98 264

826 910 99 090

910 100 000
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Impairment

Financial assets measured at (amortized) cost (the categories held to maturity and
loans and receivables, as well as the cost exemption in the available for sale category)
have to be reviewed for impairment at each statement of financial position date. In
determining whether an impairment exists, the IASB applies the ‘incurred loss’ model:
there should be objective evidence of a credit loss event. New proposals (see below)
will replace the incurred loss model by an expected loss model. Impairments need to
be reversed when the impairment loss has decreased related objectively to an event
subsequent to impairment.

For loans and receivables and held-to-maturity investments carried at amortized
cost, the impairment loss is measured as the difference between the asset’s carrying
amount and the present value of future estimated future cash flows using the original
effective interest rate as the discount rate. For available for sale assets exceptionally
measured at cost the carrying amount should be compared to the present value of
estimated future cash flows discounted at the current market rate of return for a similar
asset. These impairments may not be reversed.

Also for available for sale financial assets measured at fair value, an impairment test
should be made at each reporting date. This will not affect the measurement of the asset,
which is at fair value and therefore ‘automatically’ impaired if applicable, but it may
affect the amount included in other comprehensive income that should be recycled to
profit or loss. There is an impairment in the situation of a significant decline (for exam-
ple a fair value that is more than 30 per cent below cost) or prolonged decline (for
example a fair value that is lower than cost for more than one year).

ACTIVITY 18.8

Determine the amount of the impairment in each of the Activity feedback

following cases: 1 The expected remaining cash flow at the end of

1 Aninvestment in a three-year bond with an year 3 is €30 000. The present value at the
amortized cost of €60 000 has a stated and original effective tax rate (7 per cent) is €28 037.
effective interest rate of 7 per cent. After two This will be the new carrying amount. The amount
years, the creditor of the bond faces serious of the impairment is €31 963.
default risk. The reporting entity expects that it will 2 The amount of €8 000 would normally be
no longer receive the last year’s interest on the considered a significant decline (a decline of
bond and it expects to receive only 50 per cent of more than 30 per cent). As a result, the full amount
the principal. Current market interest rates are (€8000) should be recognized as impairment by
10 per cent. transferring it to profit or loss (there will no effect

2 Aninvestment in listed shares is an Available for on total comprehensive income as the loss will be
sale financial asset. Acquisition price was compensated by an increase in other
€20 000, current market value €12 000. The fair comprehensive income).

value reserve is — €8000 (ignore taxes).

Compound financial instrument measurement

We previously identified a redeemable bond with an option to convert to a fixed num-
ber of ordinary shares as a compound financial instrument. We now need to deal with
the measurement of its separate parts.
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The Standard tells us to first determine the carrying amount of the liability compo-
nent by measuring the fair value of a similar liability. The carrying amount of the
equity element is then determined by deducting the fair value of the financial liability
from the fair value of the compound instrument as a whole. Now complete the
following activity.

ACTIVITY 18.9

On 1 April 20X6, Beta entity issued at par an 8 per cent End of year 8% 10%
convertible loan note with a nominal value of £600 000. It

) ) 1 0.9259 0.9091
is redegmable z.at par on 31 March 20Y0 or |t.may be con- 5 0.8573 0.8264
verted into equity shares of Beta on the baS|slof 100 new 3 0.7938 0.7513
shares. for each £200 oT loan Inote. An equ|valenlt loan 4 0.7350 0.6830
note without the conversion option would have carried an
interest rate of 10 per cent. The present value of £1 re- Show how the loan note and the interest costs should
ceivable at the end of each year, based on discount be presented in the financial statements ended 31 March
rates of 8 per cent and 10 per cent, are: 20X7 in accordance with IASs.
Activity feedback
IAS 32 (paras 28-32) requires a convertible loan note to
be separated into its equity and liability component.
The liability component is equal to the fair value of a
similar liability that does not have an equity component.
In this example we therefore need to determine the pres-
ent value at a discount rate of 10 per cent (the compara-
tor) of the future cash flows.
End of year Future cash flows Discount rate 10% FV
1 48 000 (interest at 8%) 0.9091 43 637
2 48 000 0.8264 39 667
8 48 000 0.7513 36 062
4 648 000 (capital + interest) 0.6830 442 584
Liability element 561 950
Equity element 38 050
600 000

Financial statements 31 March 20X7
Statement of financial position
Equity — equity option 38 050
Non-current liabilities — 8% convertible loan note 570 145

(561 950 + 8 195; see below)
Statement of comprehensive income Note: the finance costs for the year ending 31 March
Interest costs convertible 10 per cent x 561 950 = 20X8 are 10 per cent x 570 145 = 57 014.5. Adding the

56 195 differences between interest payments and interest costs
Payment: 8 per cent x 600 000 = 48 000 to the carrying amount of the loan note will result in an

The difference of 8195 is added to the loan note. amount of 600 000 at the end of year 4.
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HEDGE ACCOUNTING

Hedging is about offsetting the loss or potential loss on one item against the gain or
potential gain on another. The loss or gain on the hedging arises from changes in fair
values or cash flows. The rules in relation to hedging are complex because IAS 39 does
not require all financial instruments to be carried at fair value. Remember, loans and
receivables originated by the entity and held-to-maturity as investments are carried at
amortized cost. Only financial assets and liabilities held for trading and available for
sale, and derivatives, are carried at fair value. Thus, the Standard permits the use of
hedging where derivatives are designated as the hedge instrument but only permits
non-derivatives to hedge a foreign currency risk. The hedging relationship only quali-
fies for the special accounting arrangements (for which the term hedge accounting is
used) in IAS 39 if (para. 88):

e formal documentation of the detail of the hedge relationship exists indicating the
risk to be hedged, the hedged item (the item that is being hedged) and the hedge
instrument (the item that is used for realizing the hedge; for all other risks than
foreign currency risk this is a derivative)

e the hedge is expected to be highly effective

e in case of hedging a forecast transaction, the forecast transaction is highly
probable

e the effectiveness of the hedge can be reliably measured.
Hedged relationships are of three types:
1 Fair value hedge where the change in fair value of the asset or liability is hedged.

2 Cash flow hedge where the variability to cash flows in the hedged item is hedged.
3 Foreign currency hedge, which we consider in Chapter 30.

Fair value hedges

For fair value hedges the gain or loss from remeasuring the hedging instrument at fair
value is recognized immediately in net profit or loss and the gain or loss on the hedged
item is also recognized immediately in net profit or loss. Work carefully through the
following activity.

ACTIVITY 18.10

On 1 January 20X0, a fixed 6 per cent interest loan is
acquired with a face value and an amortized cost of
€100. The loan is measured at amortized cost. Fixed in-
terest loans have a volatile fair value, depending upon
the change in market interest rates. To hedge the largest
part of the fair value of the loan, the entity acquires an in-
terest rate swap with a nominal amount of €80 where the
entity receives 6 per cent interest and pays a variable
interest, for instance Euribor 4+ 0.2 per cent. The interest
received from the swap is used to pay the interest on the
loan. As a result, the entity has swapped a fixed interest

loan into a variable interest loan for 80 per cent of
the nominal amount.

At 31 December 20X0, due to an increase in the
market interest rates, the fair value of the interest
rate swap is —€4. The fair value is negative, because the
entity pays more interest than it receives.

Show the accounting entries if:

1 Hedge accounting is not applied
2 Hedge accounting is applied.
(Continued)
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ACTIVITY 18.10 (Continued)

Activity feedback

1 The derivative would be shown at the fair value of
—€4. The change in fair value is included in profit
or loss. Also the interest paid for the year (Euribor
+ 0.2 per cent) is included in profit or loss. The
carrying amount of the loan remains unchanged
(at amortized cost). Although the derivative is
used for hedging fair value volatility, not applying
hedge accounting does result in reported volatility
(of both the loan and derivative taken together).

reported volatility, both the loan and derivative
taken together remain measured at €100. In profit
or loss on balance only the interest paid is
recognized. Note that the loan is not carried at fair
value, but at amortized cost plus or minus the fair
value changes of the derivative (that only relate to
80 per cent of the loan).

The accounting seems complicated. Why put all com-
pensating value changes in profit and loss and not have
a direct adjustment of the carrying amount of the loan?
Or even carrying the derivative at cost (= 0)? One reason
for this is that the general principle of measuring all
derivatives at fair value and recognizing all fair value
remeasurements of derivatives in profit or loss is main-
tained. The other one is that putting all changes in profit
or loss would lead to better accounting of ineffectiveness
(not all hedging instruments are perfectly effective
hedges).

2 The derivative would be shown at the fair value of
—€4. The change in fair value is again included in
profit or loss, as well as the interest paid for the
year (Euribor + 0.2 per cent). However, the
carrying amount of the loan is now reduced by —
€4 (the fair value change of 80 per cent of the
loan) and is measured at €96. The reduction is
included as a gain in profit or loss. There is no

Cash flow hedges

Cash flow hedge accounting is used when hedging a cash flow risk. This can be both a
risk associated with an item recognized in the statement of financial position (such as a
loan) and with forecast transactions, like expected future borrowings or expected pur-
chases or sales. A forecast transaction can only be a hedged item when the transaction
is highly probable.

Also for cash flow hedges, the derivative should be measured at fair value. How-
ever, changes in fair value are not recognized in profit or loss. That portion of the gain
or loss on the hedging instrument which is determined to be an effective hedge should
be recognized in other comprehensive income, the ineffective portion shall be recog-
nized in profit or loss.

Now complete Activity 18.11.

ACTIVITY 18.m

Show how the following cash flow hedges should be
accounted for.

Immediately after the transactions, Euribor increases
from 4 per cent to 5 per cent and remains so until the

' ' end of year 2.
1 An entity wants to have a two-year fixed rate loan, y

but the bank only offers a variable rate loan and 2
an interest rate swap. The swap contract requires

A production entity has a detailed forecast of the
raw materials purchases to be made for the next

the entity to pay fixed interest amounts in return for
variable interest amounts. The variable interest
amounts received will be used to pay the variable
interest on the loan. Both the loan and the swap
have a nominal amount of €80 000. The fixed rate
is 5 per cent, the variable rate is Euribor + 1 per cent.

year. To hedge the price risk, in November 20X3 it
has bought two monthly futures (April and June) at
fixed raw material prices. For these months the
entity expected a purchase of 100 000 units of raw
material and the futures are based on that number
of units. At reporting date, the fair value of both
(Continued)



DISCLOSURE

ACTIVITY 18.11  (Continued)

futures is —€10 000 each (the raw material price
has obviously decreased). At reporting date, the
current expectation is that the April purchase will
be 80 000 and that the June purchase will be
110 000 units.

Activity feedback

1 Atthe end of year 1, the fair value of the swap,
after having swapped the interests for year 1, is
€754 (difference between interest to be received
in year 2 (6% x 80 000) and interest to be paid in
year 2 (6% x 80 000), discounted for one year at
6 per cent. The interest rate swap is measured at
the fair value of €754 and this amount is included
in other comprehensive income and presented in
equity as a separate cash flow hedge reserve. In
profit or loss the interest costs are €4000 (5% x
€80 000). At the end of year 2, the fair value of
the swap, after having swapped the interests for

year 2, is €0 (a derivative at the end of its lifetime
always has a fair value of €0). Interests costs

in profit or loss are again €4000, other
comprehensive income is — €754. The cash flow
hedge reserve is reduced to €0.

The April-future is partly ineffective. As a result,
the fair value should be split into the effective part
(—€8000) and the ineffective part (—€2000). The
effective part is included in other comprehensive
income and presented as a cash flow hedge
reserve. The ineffective part is included in profit or
loss. The June-future is fully effective. There is
overhedging (just a part of the purchases are
hedged), but overhedging does not result in
ineffectiveness of the hedge. Therefore, the full
amount of €10 000 is included in other
comprehensive income and presented as a cash
flow hedge reserve.

All of this is quite complicated and requires judgement as to the effectiveness of the
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hedge at the outset. This ‘effectiveness’ also needs to be kept under review throughout
the life of the hedge and the accounting changed if it is no longer eftective. A hedge is
normally regarded as effective if expected changes in the hedged item are almost fully
offset by changes in the hedging instrument. The actual results need to be in the range
of 80 per cent to 125 per cent.

According to IFRS 7, para. 7, an entity shall disclose information that enables users of
its financial statements to evaluate the significance of financial instruments for its finan-
cial position and performance. Specific disclosure requirements include:

e carrying amounts of each category of financial assets and financial liabilities

e details regarding financial assets and financial liabilities at fair value through profit
or loss

e reclassifications

e details on offsetting financial assets and financial liabilities
e collateral pledged or held

e allowance accounts for credit losses

e defaults and breaches

e amounts of income, expense, gains or losses

e hedge accounting information

e fair value of financial instruments
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e qualitative and quantitative information on risk, including credit risk, liquidity
risk and market risk

e details on transfers of financial assets.

THE FUTURE FOR FINANCIAL INSTRUMENTS: IFRS 9

IERS 9 Financial Instruments was issued in November 2009 as part of the first phase
of the review of IAS 39 by the IASB. The new Standard is not complete and will not
be until the next two phases (i.e. impairment methodology and hedge accounting)
and the debate as regards to financial liabilities and derecognition are finished, and the
distinction between financial instruments and equity is concluded. Access the IASB
website to keep track of developments in these areas.

IFRS 9, Phase 1 This has made several changes to IAS 39, namely:

e Three categories of financial assets are eliminated (i.e. held-to-maturity, available
for sale, and loans and receivables).

e All financial assets are now to be measured at either amortized cost or fair value.

e The condition for measurement at amortized cost is based on the entities’ busi-
ness model.

e Designation at fair value through profit or loss can still be used if this significantly
reduces an accounting mismatch.

¢ Only one impairment method remains in IFRS 9. (This is due to the fact that
three categories of financial asset have been eliminated and therefore the impair-
ment method remaining from IAS 39 is that of ‘assets at amortized cost’.)

e The classification of financial liabilities remains essentially unchanged, however,
there is one essential difference for (non-derivative) financial liabilities measured
at fair value through profit or loss (see below).

Initial recognition of financial assets This remains the same as IAS 39.

Classification This is the biggest change area from IAS 39. Financial assets are classified
and measured at either amortized cost or fair value. Amortized cost is used where the
asset is held within a business model whose objective is to hold assets in order to collect
contractual cash flows, and the contractual terms of the asset give rise on specified dates
to cash flows that are solely payments of principal and interest on the principal amount
outstanding. However, it is possible for an entity to designate a financial asset as meas-
ured at fair value through profit or loss, if doing so eliminates an accounting mismatch.
This mismatch can occur when a financial asset is hedged with a financial liability.

If a financial asset does not meet the conditions above, it is classified and measured
at fair value. Measuring all financial assets at fair value is not proposed in IFRS 9, as
preparers, auditors and regulators were wary of recognizing changes in fair value in the
statement of comprehensive income for financial assets that are not held for trading or
not managed on a fair value basis. Problems can occur with fair value measurement
when it cannot be determined within a narrow range. This reluctance to move to full
fair value measurement is also consistent with the views raised in response to the eco-
nomic crisis in 2008.
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The use of the ‘business model’ is a fundamental building block of IFRS 9 and
aligns the accounting with management’s intentions for those financial assets. These
intentions are not at the level of individual assets.

Paragraph 4.3 of IFRS 9 states that ‘interest is consideration for the time value of
money and for the credit risk associated with the principal amount outstanding during
a particular period of time’. IFRS 9 also gives us further guidance on who determines
the business model of an entity in Appendix b ‘Application Guidance’ para. b4.1: ‘the
objective of the business model as determined by the entity’s key management person-
nel’. We have to look to IAS 24, Related Party Transactions, for the definition of key
management personnel, which is: ‘those persons having authority or responsibility for
planning, directing, and controlling the activities of the entity directly or indirectly
including any director of that entity’. Now complete Activity 18.12 below.

ACTIVITY 18.12
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State whether the following financial assets would be
measured at amortized cost or fair value in accordance
with IFRS 9.

1 An entity holds investments to collect their
contractual cash flows of principal and interest,
pbut would sell an investment in particular

Activity feedback

1

These investments meet the business model
definition, even though some sales may occur, as
the main objective is to hold the investments for
their contractual cash flows. Measure at amortized
cost.

circumstances. 2 Again, these purchased loans meet the business
2 An entity’s business model is to purchase model definition and therefore are measured at
portfolios of loans. If payment on the loan is not amortized cost.
made on a timely basis, the entity contacts the 3 The business model test is clearly met. Also, the
debtor by phone, email or post to extract the cash cash flows here are solely payments of principal
flows. and interest. Linking the interest rate to the
3 An entity holds bonds in various currencies with currency inflation rate just reflects the real rate of
stated maturity dates and intends to hold the interest in the instrument and therefore they will be
bonds till maturity. Payments of principal and measured at amortized cost.
interest to the entity are linked to the inflation index 4 Again, the business model test is clearly met, but
of the currency in which the loan is issued. not the ‘characteristics of the financial asset test’.
4 An entity holds bonds in various currencies with The cash flows in this case are not representing
stated maturity dates and intends to hold the the time value of money but the debtor's
bonds till maturity. Payments of principal and performance, and thus do not meet the business
interest to the entity are linked to the bond issuer’s model definition and therefore will be measured at
net income performance. fair value.
5 In any case the cash flows do not only reflect the

5 An entity holds a bond issued by Beta entity with an
interest rate of 8 per cent. The bond is redeemable
at par or may be converted into Beta equity shares.
An equivalent bond without the conversion option
would pay an interest rate of 10 per cent.

time value of money and the credit risk. They are
also linked to the value of the equity of the issuer.
Measure at fair value.

Measurement of financial assets Initially financial debt assets are measured at fair value
and thereafter at fair value or amortized cost depending upon its classification using
the business model above. All changes to fair value and amortization are recognized
through profit or loss. Note here that gains or losses on remeasurement will under
IFRS 9 all go through profit or loss, none will go through other comprehensive
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income. For investments in equity instruments that are not held for trading, however,
IFRS 9 permits an entity to make an irrevocable election to present changes in fair
value of the investment in the equity instrument in other comprehensive income (as
an alternative to profit or loss). There would be no recycling to profit or loss upon
impairment or sale of the investment. However, dividends from the investment are
recognized in profit or loss.

Financial liabilities For (non-derivative) financial liabilities measured at fair value
through profit or loss the gains and losses from remeasurement should be included in
profit or loss, as in IAS 39, but with the exception that the gain or loss attributable to
changes in credit risk should normally be recognized in other comprehensive income.
The amounts presented in other comprehensive income are not subsequently recycled
to profit or loss. Why is this exception made? Credit risk of a liability is the risk that
the liability will not be paid. The credit risk is part of the fair value of the liability.
When credit risk increases, the fair value of the liability decreases. Assume Company M
issues bonds with a face value and fair value of €100 000 at a fixed rate of 6 per cent.
Assume that market interest rates do not change. However, M is having a difficult time
and two years later its creditworthiness is lower. If M were to issue a fixed rate bond loan
at that moment, it would have to pay 8 per cent. The fair value of the loan has now
become less than €100 000 (6 per cent interest and repayment cash flows discounted at
8 per cent). Remember, the 2 per cent interest differential is only due to the change
in creditworthiness of M, not to market interest rate changes. When M measures the
liabilities at fair value through profit or loss, the decrease in the fair value of the liability
will normally be a gain. But that is counterintuitive: the worsening of the credit standing
would result in a gain. It is for that reason that this fair value change is included in other
comprehensive income, outside profit or loss. However, if such accounting were to cre-
ate or enlarge an accounting mismatch the credit risk related fair value change would
still be recognized in profit or loss.

Reclassification 1f an entity changes its business model for managing financial assets
then it will need to reclassify its financial assets. This reclassification is carried out pro-
spectively and previous recognized gains and losses are not restated.

Figure 18.1 summarizes the classification and measurement of financial assets in
IFRS 9 for you.

Exposure draft This IFRS 9 model of classification and measurement of financial assets
might be adapted, following an exposure draft, published in November 2012. The
IASB proposes to include a new category for investments in debt: fair value through
other comprehensive income (OCI) for those financial assets that contain contractual
cash flows that are solely payments of principal and interest and that are held within a
business model in which assets are managed bozh in order to collect contractual cash
flows and for sale. Under the existing IFRS 9 model, these assets would be classified as
fair value through profit or loss, as the business model is not restricted to only collect
the interest and repayment cash flows. Some specifics:

e For the applicable financial assets, there is now a choice between this new cate-
gory and the category of fair value through profit or loss.

e Different from the fair value to OCI option for equity instruments, there is recy-
cling through profit or loss.



Figure 18.1

THE FUTURE FOR FINANCIAL INSTRUMENTS: IFRS 9

Synopsis: Classification and measurement of financial assets

Classification and measurement of financial assets

IFRS 9, Phase 2 = Impairment Finding a sound impairment methodology is one of the
big challenges of the IASB. The impairment method within IAS 39 is an incurred loss
impairment method. This has been heavily criticized, as under this model losses are
recognized too late. The IASB is proposing under Phase 2 to move to an impairment
method based on expected losses. A first draft of this expected losses model was pub-
lished in November 2009 and a revised draft in March 2013. The main features of the
revised draft are:

e An entity is required to recognize expected credit losses as at the reporting date,
independent on the entity first identifying a credit loss event.

e In assessing credit risk and measuring expected credit losses, a broad range of rel-
evant information should be considered, including past events, current condi-
tions and reasonable and supportable forecasts that affect the expected
collectability of future cash flows.

e A distinction should be made between (1) financial instruments that have not
deteriorated significantly in credit quality since initial recognition or that have
low credit risk and (2) other financial instruments. For the financial instruments
in the first category, only 12-month expected credit losses are recognized (taking
only into account the potential for default in the next 12 months). For the other
financial instruments, credit losses are recognized on a lifetime basis.

IFRS 9, Phase 3 - Hedge accounting The IASB published an ED on hedge accounting in
2010 and a Review Draft in 2012 to field-test the new proposals. Currently, the rules-
based design of the current regulations in IAS 39 are criticized as too complex and
arbitrary. Several hedges which are economically sound do not currently qualify for

Debt Derivative Equity
\ Y
Business model No Yes Held-for-trading?
test?
Yes v VNo
‘Characteristics of the | No No | Fair value through OCI
financial asset’ test? option?
Yes v Yes
Fair value option Yes
(FVO) used?
No Y Y Y Y
Amortized Fair value through Fair value
cost profit or loss through OCI
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hedge accounting in the financial statements as they do not meet the detailed rules.
A move to a principle-based design, which is what the IASB has proposed, would
alleviate this. The high-level aim is to simplify hedge accounting and to provide a
better link with the risk management strategy. However, the technicalities included in
the current hedge accounting regulations in IAS 39 remain necessary to prevent
abuses and ensure that gains and losses on speculative transactions are recognized

immediately in profit or loss, and not hidden away.

ANNUAL REPORT 2012 UNILEVER

In the following sections from the 2012 Annual
Report of Unilever, the Anglo-Dutch producer of
consumer articles, you will find an illustration of
reporting on financial instruments:

e Note 16 on Treasury risk management,
including the accounting policies of
derivatives and hedge accounting, and the
use of derivatives (the sections on the
management of liquidity risk and market risk
have not been reproduced);

e Note 17 on Investment and return, including
the accounting policies of financial assets
(the sections on financial assets and on the
management of credit risk have not been
reproduced).

16. Treasury risk management

Derivatives and hedge accounting

Derivatives are measured at fair value with any
related transaction costs expensed as incurred.
The treatment of changes in the value of deriva-
tives depends on their use as explained below.

(i) Fair value hedges

Certain derivatives are held to hedge the risk of
changes in value of a specific bond or other loan.
In these situations, the Group designates the liabil-
ity and related derivative to be part of a fair value
hedge relationship. The carrying value of the bond
is adjusted by the fair value of the risk being
hedged, with changes going to the income state-
ment. Gains and losses on the corresponding
derivative are also recognized in the income state-
ment. The amounts recognized are offset in the
income statement to the extent that the hedge is
effective. When the relationship no longer meets
the criteria for hedge accounting, the fair value
\hedge adjustment made to the bond is amortized

to the income statement using the effective interest
method.

(ii) Cash flow hedges

Derivatives are also held to hedge the uncertainty in
timing or amount of future forecast cash flows. Such
derivatives are classified as being part of cash flow
hedge relationships. For an effective hedge, gains
and losses from changes in the fair value of deriva-
tives are recognized in equity. Any ineffective ele-
ments of the hedge are recognized in the income
statement. If the hedged cash flow relates to a non-
financial asset, the amount accumulated in equity is
subsequently included within the carrying value of
that asset. For other cash flow hedges, amounts
deferred in equity are taken to the income statement
at the same time as the related cash flow.

When a derivative no longer qualifies for hedge
accounting, any cumulative gain or loss remains in eg-
uity until the related cash flow occurs. When the cash
flow takes place, the cumulative gain or loss is taken
to the income statement. If the hedged cash flow is no
longer expected to occur, the cumulative gain or loss
is taken to the income statement immediately.

(iii) Net investment hedges

Certain derivatives are designated as hedges of
the currency risk on the Group’s investment in for-
eign subsidiaries. The accounting policy for these
arrangements is set out in note 1.

(iv) Derivatives for which hedge accounting is not
applied

Derivatives not classified as hedges are held in order
to hedge certain balance sheet items and commod-
ity exposures. No hedge accounting is applied to
these derivatives, which are carried at fair value with
changes being recognized in the income statement.

(Continuedu
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The Group is exposed to the following risks that
arise fromits use of financial instruments, the manage-
ment of which is described in the following sections:

e liquidity risk (see note 16A);

e market risk (see note 16B); and

e credit risk (see note 17B).

~

The Group does not use derivative financial instru-
ments for speculative purposes. The uses of deriv-
atives and the related values of derivatives are
summarized in the following table:

16C. Derivatives and hedging

€ million € million
€ million Other Trade € million € million
Trade and  current  payables Current Non-current
other financial ~ and other financial financial € million
receivables  assets liabilities liabilities liabilities Total
31 December 2012
Foreign exchange derivatives
Fair value hedges 1 - (5) - - (4)
Cash flow hedges 9 - (13) - - 4)
Hedges of net investments in - (126)®@ (5) - (131)
foreign operations
Hedge accounting not applied 10 222 (16) (57) - 159
Cross currency swaps
Hedge accounting not applied - 38 - (30) (34) (26)
Interest rate swaps
Fair value hedges - 36 - - - 36
Cash flow hedges - - (146) - - (146)
Hedge accounting not applied - - - - - -
Commodity contracts
Cash flow hedges 3 - (22) - - (19)
Hedge accounting not applied - - - - - -
23 170 (202) (92) (34) (135)
Total assets 193 Total liabilities  (328) (135)
31 December 2011
Foreign exchange derivatives
Fair value hedges 9 - (4) - - 5
Cash flow hedges 22 - (19) - - 3
Hedges of net investments in - 18 - (7) - 11
foreign operations
Hedge accounting not applied 22 50 (17) (92) - (37)
Cross currency swaps
Hedge accounting not applied - 31 - (2) (23) 6
Interest rate swaps
Fair value hedges - 109 - - - 109
Cash flow hedges - - (27) - - (27)
Hedge accounting not applied - - - - - -
Commodity contracts
Cash flow hedges 4 - (6) - - (2)
Hedge accounting not applied 1 — - - — 1
58 208 (73) (101) (23)
Total assets 266 Total liabilities (197) 69

@The offsetting swaps that are used to hedge concern loans a
accounting not applied.

o

re included in other current financial assets under Hedge

(Continuedy
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17. Investment and return

Cash and cash equivalents

Cash and cash equivalents in the balance sheet
include deposits, investments in money market
funds and highly liquid investments. To be classi-
fied as cash and cash equivalents, an asset must:

e be readily convertible into cash;

e have an insignificant risk of changes in value;
and

e have a maturity period of three months or less
at acquisition.

Cash and cash equivalents in the cash flow state-
ment also include bank overdrafts and are
recorded at amortized cost.

Other financial assets

Other financial assets are first recognized on the
trade date. At that point they are classified as:

(i) held-to-maturity investments;
(ii) loans and receivables;
(iii) available-for-sale financial assets; or

(iv) financial assets at fair value through profit or
loss.

(i) Held-to-maturity investments

These are assets with set cash flows and fixed
maturities which Unilever intends to hold to maturity.
They are held at cost plus interest using the effec-
tive interest method, less any impairment.

(i) Loans and receivables

These are assets with an established payment pro-
file and which are not listed on a recognized stock
exchange. They are initially recognized at fair
value, which is usually the original invoice amount
plus any directly related transaction costs.
Afterwards loans and receivables are carried at
\amortized cost, less any impairment.

~

Any financial assets not classified as either loans
and receivables or financial assets at fair value
through profit or loss are designated as available-
for-sale. They are initially recognized at fair value,
usually the original invoice amount plus any
directly related transaction costs. Afterwards they
are measured at fair value with changes being
recognized in equity. When the investment is sold
or impaired, the accumulated gains and losses
are moved from equity to the income statement.
Interest and dividends from these assets are
recognized in the income statement.

(iii) Available-for-sale financial assets

(iv) Financial assets at fair value through profit or loss

These are derivatives and assets that are held for
trading. Related transaction costs are expensed
as incurred. Unless they form part of a hedging
relationship, these assets are held at fair value,
with changes being recognized in the income
statement.

Impairment of financial assets

Each year the Group assesses whether there is
evidence that financial assets are impaired. A sig-
nificant or prolonged fall in value below the cost of
an asset generally indicates that an asset may be
impaired. If impaired, financial assets are written
down to their estimated recoverable amount.
Impairment losses on assets classified as loans
and receivables are recognized in profit and loss.
When a later event causes the impairment losses
to decrease, the reduction in impairment loss is
also recognized in profit and loss. Impairment
losses on assets classified as available-for-sale
are recognized by moving the loss accumulated in
equity to the income statement. Any subsequent
recovery in value of an available-for-sale debt
security is recognized within profit and loss. How-
ever, any subsequent recovery in value of an
equity security is recognized within equity, and is
recorded at amortized cost. J

IFRS 4, INSURANCE CONTRACTS

Introduction

Before the issue of IFRS 4, Insurance Contracts, in March 2004, there was no Interna-
tional Accounting Standard to deal with the diverse practices of insurance contract
accounting. The TASC had established a steering committee in 1997 to investigate the
issues surrounding insurance contracts, but the IASB did not really discuss the matter
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until 2001. As with many other controversial issues, the IASB has split the project for
insurance contracts into two.

Phase I (a) to make limited improvements to accounting practices for insurance
contracts without requiring major changes that may need to be reversed in Phase 11
(b) to require disclosure that (i) identifies and explains the amounts in an insurer’s fi-
nancial statements arising from insurance contracts and (ii) helps users of those finan-
cial statements understand the amount, timing and uncertainty of future cash flows
from insurance contracts. Phase I resulted in IFRS 4, which is basically a presentation
and disclosure standard.

Phase 11 is concerned with the recognition and measurement of an insurance con-
tract. An ED, Insurance Contracts, was published in July 2010. A revised ED is
expected in the course of 2013. If adopted, the ED will replace IFRS 4.

The basic issue with an insurance contract is determining the risks and rewards in
the contract and who in substance owns them, and in addition how to treat payments
received and made within the contract.

Insurance contract

As defined by IFRS 4, this is a contract under which one party (the insurer) accepts
significant insurance risk from another party (the policy holder) by agreeing to com-
pensate the policy holder if a specified uncertain future event (the insured event)
adversely affects the policyholder.

Several terms used in the above definition are also defined in IFRS 4:

Insurance risk: risk, other than financial risk, transferred from the holder of a contract
to the issuer.

Insured event: an uncertain future event that is covered by an insurance contract and
creates insurance risk.

Risk is the essence of an insurance contract and as such at least one of the following
will be uncertain at the inception of the contract:

1 whether an insured event will occur

2 when it will occur

3 how much the insurer will need to pay if it occurs.

For example, insurance against theft or damage to property is an insurance contract
as 1 and 2 above are uncertain and the contract will compensate the policy holder for
the loss or damage, albeit generally to a limited amount. Life insurance is also deemed

an insurance contract under IFRS 4, as, although death is certain, the timing is uncer-
tain. Now complete the following activity.

ACTIVITY 18.13

Identify which of the following are insurance contracts. (c) A contract that requires specified payments to
reimburse the holder for a loss it incurs because a

(a) Compensation in cash or kind to contract holders
for losses suffered while travelling.

(b) Financial guarantee contract that requires
payment even if the holder has not insured a loss
on the failure of the debtor to make payments
when due.

specified debtor fails to make payment when due.
(d) A catastrophe bond in which principal interest

payments are reduced significantly if a specified

triggering event occurs and the triggering event

(Continued)
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ACTIVITY 18.13 (Continued)

(e)

includes a condition that the issuer of the bond

suffered a loss.

Loan contract containing a pre-payment fee that
is waived if pre-payment results from the

borrower’s death.

Activity feedback
(a), (c) and (d) are insurance contracts.

In (b) there is no specified uncertain future event; the
payment is required whatever happens to the debt. Before
the contractin (e), the borrower faced no risk corresponding
to the prepayment fee, thus no risk has been transferred.

Scope

An entity applies IFRS 4 (para. 2) to:

Insurance contracts that it issues and reinsurance contracts that it holds. A rein-
surance contract is defined as an insurance contract issued by one insurer (the
reinsurer) to compensate another insurer (the cedant) for losses on one or more
contracts issued by the cedant.

Financial instruments that it issues with a discretionary participation feature.

Excluded from the requirements of IFRS 4 (para. 4) are:

Product warranties issued directly by a manufacturer, dealer or retailer.
Employers’ assets and liabilities under employee benefit plans.

Contractual rights or contractual obligations that are contingent on the future
use of, or right to use, a non-financial item (e.g. some licence fees, royalties, con-
tingent lease payments and similar items), as well as lessee’s residual value guaran-
tee embedded in a finance lease.

Financial guarantees into which an entity enters or retains on transferring to
another party financial assets or financial liabilities within the scope of IAS 39,
regardless of whether the financial guarantees are described as financial guaran-
tees, letters of credit or insurance contracts.

Contingent consideration payable or receivable in a business combination.

Direct insurance contracts that the entity holds (i.e. direct insurance contracts in
which the entity is the policyholder). However, a cedant shall apply this IFRS to
reinsurance contracts that it holds.

Now complete the following activity.

ACTIVITY 18.14

A sells computer hardware and offers to its customers an
extended warranty for a fixed period covering servicing,
repairs and maintenance for an annual fixed fee. Is this
an insurance contract requiring disclosure under IFRS 47

Activity feedback

A is accepting significant insurance risks under this con-
tract as neither the number of services that A will be
required to perform nor their nature is predetermined, so

this does meet the definition of an insurance contract.
However, IFRS 4 specifically excludes product warran-
ties issued by a retailer, so this falls outside the scope of
IFRS 4. If the extended warranty had been provided by a
third party, e.g. a specialist repair firm or even a compet-
ing manufacturer or retailer, then the exclusion would not
apply and IFRS 4 would need to be applied. The warranty
obligation would be accounted for in accordance with
IAS 37 (Provisions).
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Disclosure
IFRS 4 requires disclosure of information that:

1 identifies and explains the amounts in its financial statements arising from insur-
ance contracts

2 helps users to understand the amount, timing and uncertainty of future cash
flows from insurance contracts.

Under 1, accounting policies, recognized assets, liabilities, income and expense will
be disclosed as well as processes used to determine assumptions within these amounts
and the effects of changes in these assumptions. Under 2, terms and conditions of the
insurance contract that have a material effect on the cash flows of the insurer, and
actual claims compared with previous estimates, will be disclosed.

Other main features
Other main features of IFRS 4 are that the Standard:

1 exempts an insurer temporarily (until Phase II of the project is complete) from
some requirements of other IFRSs;

2 permits an insurer to change its accounting policies, but only if the resulting fi-
nancial statements would be more relevant but no less reliable or vice versa;

3 permits insurers to introduce an accounting policy that would see the insurance
liabilities in each period reflected at market interest rates;

4 does not require the insurer to change its accounting policies even if they are
excessively prudent;

5 requires an insurer to unbundle a deposit component (a financial instrument ele-
ment of the contract) from the insurance component of an insurance contract
when certain conditions are met;

6 does no longer allow catastrophe and equalization provisions

7 requires a liability adequacy test at each reporting date.

Financial guarantee contracts

A financial guarantee contract is defined as a contract that requires the issuer to make
specified payments to reimburse the holder for a loss it incurs because a specified
debtor fails to make payment when due in accordance with the original or modified
terms of a debt instrument. These could also be regarded as insurance contracts. How-
ever, IAS 39 states that these financial guarantee contracts are within its scope but per-
mits an issuer to elect to apply either IAS 39 or IFRS 4 on those contracts where it has
previously asserted explicitly that it regards such contracts as insurance contracts.

IAS 39 requires that such contracts are initially measured at fair value and subse-
quently amortized and recorded as income over the period the guarantee applies
unless the liability measured in terms of IAS 37 exceeds the carrying amount.

The illustration below should help you understand this.

4m
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ILLUSTRATION

Entity Alpha provides a financial guarantee to a third
party entity Beta on 1 January 200X. Under the guaran-
tee, if entity Beta defaults on a specific loan of £10 000
that it has with a bank, Alpha will become liable to repay
the loan to the bank excluding interest. The guarantee
lasts for five years.

On the date of the guarantee being provided, Beta
paid Alpha £500 which it considered to be the fair value
of granting the guarantee. In 200Y, the credit market has
deteriorated to such a degree that it has become proba-
ble that Beta will default on its loan to the bank. How
should Alpha account for the guarantee in its accounts in
accordance with IAS 397

On initial recognition, the guarantee must be recog-
nized at fair value, that is £500, thus Alpha will show a

financial guarantee liability of £5600. Subsequently it will
be amortized over its life of five years. Thus, Alpha will
credit income with £100 and reduce the liability by £100
for the year ended 31 December 200X.

During 200Y, when the possibility arises that Beta will
default on the loan, then Alpha will have to apply IAS 37
to account for the financial guarantee liability. This means
Alpha needs to determine the best estimate of the ex-
penditure it would incur if it had to settle the loan. If we
assume the best estimate of the liability at 31 December
200Y is £9650 then Alpha will need to charge £9250 as
an expense in the statement of comprehensive income
and credit the financial guarantee liability account with
£9250. The balance on the financial guarantee liability
will now be £9650, the amount required to settle the loan.

Insurance contract - Phase Il

The IASB has issued two Exposure Drafts on Insurance Contracts, a first one in 2010
and a second one, as a replacement, in 2013. The Exposure Draft proposes a measure-
ment model that provides information about how insurance contracts contribute to
the entity’s financial position and performance. The balance sheet amount reflects the
expected contract profit from the insurance contract and a current estimate of the
amount of future cash flows from the contract, adjusted to reflect the timing and
uncertainty relating to those cash flows. The statement of comprehensive income
reports an operating results which reflects underwriting experience, the change in
uncertainty and the profit from services in the period and, through interest and dis-
count rate changes, both a current and a cost-based view of the cost of financing the
insurance contract. It is proposed that any changes in estimates relating to the profits
to be earned from an insurance contract are recognized over the remaining coverage

period.

The comment period on the Exposure Draft ends in October 2013 and 2014 has
been reserved for redeliberations and possibly a final Standard. The IASB expects to

allow a period of about three years before the final Standard comes into effect.



This has been a complicated chapter. We advise you to carefully read the
actual Standards and also keep track on changes to IFRS by accessing the
IASB website. Accountants, analysts and many others are struggling with
the detail of IAS 39, IFRS 9 and further project work in this area. Until we
have the complete version of IFRS 9, its impact cannot be fully measured.
IFRS 9 in its complete form will be a Standard that moves accounting
beyond the traditional methods and attempts to capture the rights and obli-
gations of complicated financial instruments which in the long-term should
provide more useful information to users if it is made understandable to
them and less complex than IAS 39. However, from now until 2015, the
expected date for compliance with the new IFRS 9, entities can report under

IFRS 4, INSURANCE CONTRACTS

either IAS 39 or IFRS 9 and this will make comparisons between different entity statements even more com-
plex. IFRS 9 contains some very complex rules and regulations for the transition between IAS 39 and IFRS 9

for those who choose early adoption of IFRS 9.

IFRS 4 fills a gap in international accounting standards but it is a stopgap until Phase Il of the project on
insurance contracts is complete.

As a short summary of the current requirements in IAS 39 we refer to Table 18.4.

TABLE 18.4 Summary of current major requirements of IAS 39

Financial instrument

A contract that gives rise to a financial asset of one entity and a
financial liability or equity instrument of another entity

Distinction between

financial liability and equity

A financial liability normally includes a contractual obligation to
deliver cash, an equity instrument does not. Compound financial
instruments should be split.

Recognition and

derecognition of financial

instruments

Recognition when an entity becomes party to the contractual
provisions of the instrument. Derecognition when the contractual
rights or obligations expire and when there is a qualified transfer.

Categories of
financial assets

At fair value through
profit or loss

Held-to-maturity

Loans and
receivables

Available for sale

Measurement Fair value; changes | Amortized cost Fair value;
in profit or loss changes in other
comprehensive
income (recycling)
Impairment Not applicable Present value of future cash Recycling to profit

flows with original effective date

as discount rate

or loss when there
is significant or

prolonged decline
Categories of At fair value through profit or loss Other
financial liabilities
Measurement Fair value; changes in profit or loss Amortized cost

Hedge accounting

Fair value hedge accounting and cash flow hedge accounting. Specific

conditions for applying hedge accounting.

Disclosure

Extensive significant disclosure requirements
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Suggested answers to exercises marked v are to be found on our dedicated CourseMate platform
for students.

Suggested answers to the remaining exercises are to be found on the Instructor online support

resources.

v 1

Discuss the problems faced by users of financial reports if financial instruments are kept off
statement of financial position.

What is a financial instrument?

How does the IASB determine differentiation between financial instruments and other assets
and liabilities?

What is a derivative?

Discuss the IASB’s methodology for the recognition of gains and losses on remeasurement of
financial instruments to fair value, and illustrate the effects on the statement of comprehensive
income in accordance with IAS 39.

Appraise the effect of using settlement date accounting as opposed to trade date accounting
for regular way contracts.

Discuss the proposal by the IASB to move to full fair value accounting for financial instruments
and identify the effects this move would have on an entity’s statement of comprehensive
income and statement of financial position.

It is unrealistic to apply the realization concept to complex financial instruments. Discuss.

Ambush, a public limited company, is assessing the impact of implementing revised IAS 39,
Financial Instruments: Recognition and Measurement. The directors realize that significant
changes may occur in their accounting treatment of financial instruments and they understand
that on initial recognition any financial asset or liability can be designated as one to be
measured at fair value through profit or loss (the fair value option). However, there are certain
issues that they wish to have explained and these are set out below.

Required:
(a) Inareportto the directors of Ambush, outline the following information:

(i)  How financial assets and liabiliies are measured and classified, briefly setting out the
accounting method used for each category. (Hedging relationships can be ignored.)

(i) Why the ‘fair value option’ was initially introduced and why it has caused such concern.

(b) Ambush loaned $200 000 to Bromwich on 1 December 2003. The effective and stated in-
terest rate for this loan was 8 per cent. Interest is payable by Bromwich at the end of each
year and the loan is repayable on 30 November 2007. At 30 November 2005, the directors
of Ambush have heard that Bromwich is in financial difficulties and is undergoing a finan-
cial reorganization. The directors feel that it is likely that they will only receive $100 000 on
30 November 2007 and no future interest payment. Interest for the year ended 30 Novem-
ber 2005 had been received. The financial year-end of Ambush is 30 November 2005.



10

11

EXERCISES

Required:
(i) Outline the requirements of IAS 39 as regards the impairment of financial assets.

(i)  Explain the accounting treatment under IAS 39 of the loan to Bromwich in the financial statements of
Ambush for the year ended 30 November 2005.

(ACCA 3.5 int. — December 2005)

The directors of QRS, a listed entity, have met to discuss the business’s medium- to long-term
financing requirements. Several possibilities were discussed, including the issue of more
shares using a rights issue. In many respects this would be the most desirable option because
the entity is already quite highly geared. However, the directors are aware of several recent
cases where rights issues have not been successful because share prices are currently quite
low and many investors are averse to any kind of investment in shares.

Therefore, the directors have turned their attention to other options. The finance director is
on sick leave, and so you, her assistant, have been given the task of responding to the
following note from the Chief Executive:

Now that we've had a chance to discuss possible financing arrangements, the directors are in
agreement that we should structure our issue of financial instruments in order to be able to classify
them as equity rather than debt. Any increase in the gearing ratio would be unacceptable.
Therefore, we have provisionally decided to make two issues of financial instruments as follows:

(a) Anissue of non-redeemable preferred shares to raise $4 million. These shares will carry a
fixed interest rate of 6 per cent, and because they are shares they can be classified as
equity.

(b) An issue of 6 per cent convertible bonds, issued at par value, to raise $6 million. These
bonds will carry a fixed date for conversion in four years’ time. Each $100 of debt will be
convertible at the holder’s option into 120 $1 shares. In our opinion, these bonds can
actually be classified as equity immediately, because they are convertible within five years
on terms that are favourable to the holder.

Please confirm that these instruments will not increase our gearing ratio should they be
issued.

Note: You determine that the market rate available for similar non-convertible bonds is
currently 8 per cent.

Required:

Explain to the directors the accounting treatment, in respect of debt/equity classification,
required by IAS 32, Financial Instruments. Disclosure and Presentation, for each of the pro-
posed issues, advising them on the acceptability of classifying the instruments as equity. Your
explanation should be accompanied by calculations where appropriate.

(CIMA P8 — Pilot Paper)

On 1 February 2007, the directors of AZG decided to enter into a forward foreign exchange
contract to buy 6 million florins at a rate of $1 = 3 florins, on 31 January 2010. AZG'’s year end
is 31 March.

Relevant exchange rates were as follows:

1 February 2007 $1 = 3 florins
31 March 2007 $1 = 2.9 florins
31 March 2008 $1 = 2.8 florins
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12

Required:
(a) Identify the three characteristics of a derivative financial instrument as defined in IAS 39,
Financial Instruments: Recognition and Measurement.

(b) Describe the requirements of IAS 39 in respect of the recognition and measurement of de-
rivative financial instruments.

(c) Prepare relevant extracts from AZG’s income statement and balance sheet to reflect the
forward foreign exchange contract at 31 March 2008, with comparatives. (Note: ignore dis-
counting when measuring the derivative).

(CIMA P8 — May 2008)

Financial Instrument (a)

DG acquired 500 000 shares in HJ, a listed entity, for $3.50 per share on 28 May 2009. The
costs associated with the purchase were $15 000 and were included in the cost of
the investment. The directors plan to realize this investment before the end of 2009. The
investment was designated on acquisition as held for trading. There has been no further
adjustment made to the investment since the date of purchase. The shares were trading at
$3.65 each on 30 June 2009.

Financial Instrument (b)

DG purchased a bond with a par value of $5 million on 1 July 2008. The bond carries a 5 per
cent coupon, payable annually in arrears and is redeemable on 30 June 2013 at $5.8 million.
DG fully intends to hold the bond until the redemption date. The bond was purchased at a 10
per cent discount. The effective interest rate on the bond is 10.26%. The interest due for the
year was received and credited to investment income in the income statement.

Required:

Explain how financial instruments (a) and (b) should be classified, initially measured and sub-
sequently measured. Prepare any journal entries required to correct the accounting treatment
for the year to 30 June 2009.

(CIMA P8 — November 2009)



REVENUE

OBJECTIVES After studying this chapter you should be able to:

o define revenue and what type of transactions it arises from
e determine when it should be recognized by an entity
e explain how it should be measured

e critically appraise IAS 18 in relation to revenue recognition and
measurement

e identify the disclosure requirements in respect of revenue in
accordance with TAS 18

e outline the requirements of the new standard which will replace TAS 18.

INTRODUCTION

The income statement reports the profit of an entity by matching expenses to reve-
nues, but before we can carry out this matching we need to define revenues and
expenses and identify at what point we should recognize them. Many standards that
we have already considered are about the expense side of these issues, but as yet we
have given very little consideration to the revenue.

Chapter 9 dealt with the general principles in respect of revenue but this chapter
will consider them in more detail and also IAS 18, Revenue. IAS 18 was originally
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issued in 1982 and revised in 1993 and is effective for financial statements covering
periods beginning on or after 1 January 1995. It is worth noting at this point that
neither the USA nor the UK currently has a specific standard on ‘revenue’.

The Conceptunl Framework for Financial Reporting defines income as ‘increases in
economic benefits during the accounting period in the form of inflows or enhance-
ments of assets or decreases of liabilities that result in increases in equity, other than
those relating to contributions from equity participants’. It further states that income
encompasses both revenues and gains. Revenues are further described as arising ‘in the
course of the ordinary activities of an entity’. So what is this revenue and how do we
distinguish it from other gains?

Revenue is regarded by many as simply the cash that you are paid for selling things
and this simple idea also implies exchange — cash for things. We have also carried this idea
of exchange through to the balance sheet. Consider the simple exchange of selling an
item of inventory for cash — the accounting entries would be to derecognize the item of
inventory in the balance sheet and recognize the asset of cash. The asset of cash would
qualify as revenue and against this we would match relevant expenses to determine profit.
Traditionally we have not regarded the item of inventory as revenue until it is sold or at
least until we have exchanged it for another asset, perhaps a debtor. This approach seems
to equate revenue with economic activity involving exchange with a customer and
ignores other items such as gains on assets that are revalued or carried at current value.

IAS 18 (para. 7) defines revenue as:

... the gross inflow of economic benefits during the period arising in the course
of the ordinary activities of an entity when those inflows result in increases in
equity, other than increases relating to contributions from equity participants.

There are several important notions in this definition:

1 Revenue is the gross inflow, i.e. before the deduction of any expenses. We must
also presume that this gross inflow is to the entity although it isn’t specifically
stated in the definition.

2 Revenue results from ordinary activities. This notion distinguishes revenue from
other gains. Gains are defined in the Framework as ‘other items that meet the
definition of income and may, or may not, arise in the ordinary activities of an
entity’.

3 Revenue gives rise to an increase in equity.

Now carefully work through Activities 19.1, 19.2 and 19.3.

ACTIVITY 19.1

An entity receives €100 for the sale of an item of inven-
tory. This amount includes a sales tax at 25 per cent on
cost which is payable to the tax authorities. The entity
also sells another item of inventory on behalf of an agent
for which it only retains a 10 per cent commission charge
on sale price. ldentify the revenue to the entity in both
cases in accordance with the IAS 18 definition.

Activity feedback

The first item of inventory only results in an increase in
equity of €80. The other €20 is paid directly to the tax
authorities and is effectively collected by us on their
behalf. The second item of inventory has only generated
revenue and subsequent increase in equity to the entity
of €10. The other €90 is collected on behalf of the agent.
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ACTIVITY 19.2

Two entities both sell an item of real estate (cost €1m) for regarded as part of the ordinary activities. For the prop-
€2m. One entity operates in the chemical industry; the erty development company, the income of €2m would be
other is a property development company. Identify the regarded as revenue.

revenue for both entities.

Activity feedback
For the chemical entity, the income of €2m will be
regarded as a gain as the sale of real estate is not

ACTIVITY 19.3
The following transactions occur in an accounting period Identify the revenue for the entity in accordance with
for A entity: IAS 18 for the period.

1 1m €1 shares are issued at a premium on nominal

value of €2. Activity feedback

All these transactions give rise to an increase in equity, but

only the last, (3), is regarded as revenue. The share issue

3 The entity deals in the retail of widgets and makes (1) is income received from equity participants, and prop-
sales of €150 000, 50 per cent of which are on credit. erty (2) is not part of the ordinary activities of the entity.

2 Property is sold for €2m.

FROM WHAT DOES REVENUE ARISE?

So far we have defined revenue as arising from exchange transactions that give rise to
gross inflows from ordinary activities. However, exchange transactions, as we have
already seen, can take many forms and we need to consider whether all of them or only
some give rise to revenue.

Exchange transactions can be viewed as contracts between a seller and a buyer, but
would we regard interest received and royalties as part of such an exchange contract
and therefore revenue?

Interest received results from the use by another of entity cash or cash equivalent and
thus we have an exchange contract that gives rise to an increase in equity, and therefore
the interest can be regarded as revenue. Note that when the principal element of the
loan is repaid this will not be regarded as revenue as it will not result in an increase in
equity, only an asset of cash replacing the debt. Royalties are similar as they are charges
for the use of long-term assets of the entity such as copyrights, patents, trademarks and
so on. IAS 18 states that revenue arises from three types of transaction and event:

1 the sale of goods
2 the rendering of service
3 the use by others of entity assets yielding interest, royalties and dividends.

There is some revenue that the standard does not deal with. This revenue is gener-
ally that which is dealt with by other standards, for example under construction
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contracts, leases, dividends from associated companies and changes in the fair value of
financial assets and liabilities or their disposal (dealt with under financial instruments).
Changes in other non-current assets, extraction of mineral ores, insurance contracts of
insurance entities, and natural increases in herds, agricultural and forestry products are
also outside the scope of TAS 18.

In determining whether or not a sale has been made or a service has been rendered,
the standard requires us to determine whether certain conditions have been met
before we recognize revenue (see Activity 19.4).

ACTIVITY 19.4

An entity transfers assets to a customer as follows: receipt of the asset, has acquired the associated risks
and rewards of the asset.

In the case of the wine, it would seem that the cus-
tomer has received the risks and rewards associated
with it but do we recognize all the €2000, or do we only
recognize 90 per cent of it, assuming it is normal that

e €2000 of bottles of wine in exchange for €2000
cash, with the option for the customer to return as
many of the bottles, unopened, within seven days
and claim a refund of the cash paid for each.

e €200 of glasses in exchange for €50 cash where 10 per cent is returned. Alternatively, we could delay the
the customer is required to return all glasses recognition of the revenue until the return time has
within seven days or pay the full price for them. expired.

In the case of the glasses, the customer is not acquir-
ing all the risks and rewards associated with them, only a
very limited proportion of them. Indeed, the entity retains
effective control over them.

Identify in each case whether a sale has occurred
and therefore whether revenue should be recognized.

Activity feedback
The answer here involves us looking at the substance of
the transactions and deciding whether the customer, on

Sale of goods

IAS 18 identifies several criteria that must be met before revenue can be recognized
on sale of goods:

e The entity has transterred to the buyer the significant risks and rewards of
ownership of the goods.

¢ The entity retains neither continuing managerial involvement to the degree
usually associated with ownership nor eftective control over the goods sold.

e The amount of revenue can be measured reliably.

e [t is probable that the economic benefits associated with the transaction will flow
to the entity.

e The costs incurred, or to be incurred, in respect of the transaction can be
measured reliably.

Now try Activities 19.5 and 19.6.

ACTIVITY 19.5

Identify, for the following transactions, if and when the 1 A publisher sells books to a retailer on sale or
risks and rewards associated with the transaction have return. If the books are not sold, the retailer returns
passed between the parties concerned: them to the publisher for a refund. It is impossible

(Continued)
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ACTIVITY 19.5 (Continued)

to estimate reliably how many books will remain
unsold.

2 Aretailer offers a 12-month guarantee on all its
products whereby a customer can return the
product for whatever reason and have a full
refund. In the normal course of business it has
been found that 1 per cent per annum of sales is
subject to such refunds.

3 A software house develops a customized finance
system for a customer. Title to the software passes
to the customer on a given date, but included in the
agreement is a three-month warranty period
beyond this date to cover the need for any
amendments or debugging of the system. Itis
impossible to estimate the potential for these costs.

4 A piece of machinery is sold by Alpha entity to
Beta for €100 000. In addition, Beta is required to
pay €75 000 to Alpha for the installation of the
machinery. The machinery is inoperable without
installation.

5 Alpha sells another machine to Gamma but under
an agreement that allows Gamma to return the
machine if a contract Gamma is seeking, and for
which it needs the machinge, is not won. No
information is available on the likelihood of
Gamma winning the contract.

Activity feedback

1 In this example the receipt of revenue to the
publisher is dependent on the derivation of
revenue by the retailer from the sale of the goods
and thus the risks and rewards do not pass until
the retailer has sold the books. This would not be
regarded as a sale and revenue would only be
recognized when the books are sold by the
retailer.

2 In this case the retailer retains very little risk
associated with the products and therefore
revenue should be recognized when the sale is
made and an accrual made for the expected
returns.

3 Legal title has passed to the customer but the
risks and rewards still remain with the developer
until the end of the three-month period. Revenue
will not be recognized until the end of the three-
month period.

4 This sale will not be completed until the
installation, which is a material part of the cost, is
complete. Revenue will be recognized on
completion of installation.

5 Revenue cannot be recognized by Alpha until and
if Gamma wins the contract.

ACTIVITY 19.6

An advertising entity, Choice, contracts to produce an
advert about TV1 for it to show on air. The contract enti-
tles Choice to a fee of £100 000 on the first showing of
the advert and a repeat fee of £10 000 for each subse-
quent showing. How should Choice account for the reve-
nue from the contract?

Activity feedback
IAS 18 requires that revenue should be recognized on a
service contract when the revenue flow to the entity is

probable and the revenue, the stage of completion of the
transaction, and the costs to complete can be reliably
measured. The revenue of £100 000 should be recog-
nized by Choice when the advertisement is handed over
to TV1. The repeat fees should be recognized as repeats
occur, as this is the only time when the revenue can be
measured reliably. This contract could also be regarded
as comprising of two separate elements (see Activity
19.11) which would give the same answer.

The Standard provides other examples of when to recognize revenue on sale of goods
in an appendix. This covers such things as: ‘bill and hold” sale (where the buyer accepts
the billing for the product but the products are left with the seller until the buyer

421



422

CHAPTER 19 REVENUE

requests delivery), goods shipped subject to conditions, lay away sales, orders when
payment is received in advance, sale and repurchase agreements, sales to intermediate
parties, subscription sales, instalment sales and real estate sales. It is worth noting at
this stage that the recognition of revenue on sale of goods involves management in a
subjective decision, i.c. revenue is recognized when significant risks and rewards have
been transferred to the buyer.

Rendering of services Criteria for recognition are also required for rendering of
services. Consider Activity 19.7 and the two illustrations below.

ACTIVITY 19.7

Suggest criteria for the recognition of revenue from
services rendered.

Activity feedback

The criteria are quite similar to those for sale of goods.

e The amount of revenue can be measured
reliably.

e |tis probable that the economic benefits
associated with the transaction will flow to the
entity.

e The stage of completion of the transaction at the
balance sheet date can be measured reliably.

e The costs incurred for the transaction and the
costs to complete the transaction can be
measured reliably.

The stage of completion criterion is most important
here.

ILLUSTRATION

Alpha has a contract with Beta to provide daily security
services for a period of three years. The contract involves
payment by Beta of €10 000 p.a. and commences at
Alpha’s opening balance sheet date.

ILLUSTRATION

At each balance sheet date, Alpha will recognize rev-
enue of €10 000 for the period of three years as this is in
line with the performance of the service.

A recruitment agency has a contract with Gamma to seek
and appoint a new chief executive (CE). The contract is
for a period of 18 months. On the appointment of the CE
the agency will receive a payment of €25 000.

This revenue will not be recognized by the agency
until the service is actually rendered; that is, the CE is

appointed. The specific act of finding the CE is the signif-
icant factor that results in revenue and therefore this serv-
ice would not be recognized on a straight line basis over
the period of the contract.

Stage of completion recognition of revenue is often referred to as percentage-of-
completion (POC) method (see Chapter 17). The POC can be estimated by one of
several methods, but management must choose the most reliable. The methods avail-
able are:



e surveys of work performed
e services performed to date as a percentage of total services to be performed

e the proportion that costs incurred to date bear to the estimated total costs of the
transaction.

If the revenue cannot be measured reliably for a service then revenue should only
be recognized to the extent that costs incurred can be recovered. If the costs
cannot be recovered then these are recognized as an expense.

An interestingly problematic issue arises with customer loyalty programmes
(popular with, for example, airlines). A ‘sale’ now involves immediate inflows, but also
creates an expected future outflow (of uncertain amount, timing and rate of take-up).
Common practice for many years was to recognize the full revenue immediately, and
also to recognize an expense (and provision) for the expected costs of supplying the
loyalty award.

IFRIC 13, Customer Loyalty Programmes, requires an entity that grants loyalty
award credits (such as points or travel miles) to customers who buy other goods or
services to allocate some of the proceeds of the initial sale to the award credits and
recognize these proceeds as revenue only when they have fulfilled their obligations.
The amount allocated to the award credits should be measured by reference to their
fair value; that is, the amount for which the award credits could be sold separately
(which will logically be less than the cost of actually supplying the loyalty award, to
allow for expected non-take-up).

If the entity supplies the awards itself, it recognizes the amounts allocated to the
award credits as revenue when the credits are redeemed and the entity fulfils its obliga-
tion to supply the awards. If a third party supplies the awards, the entity needs to assess
first whether it is collecting the amount allocated to the award credits on its own behalf
or as an agent for a third party. Also note that a correction to the unrecognized revenue
may be needed from time to time to take account of expired unused loyalty rights.

REAL WORLD ILLUSTRATION

RECOGNITION | 423

We reproduce below an extract from the accounting poli- e according to the fair value of the ‘miles’,

cies section of the Financial Statements for the year

ended 31 December 2012 of the Air France/KLM Group. can be sold separately;

The two sub-groups Air France and KLM have a com-
mon frequent flyer programme ‘Flying Blue’. This pro-
gramme enables members to acquire ‘miles’ as they
fly with Air France, KLM or other partner companies.
These miles entitle members to a variety of benefits

statistical method.

defined as the amount at which the benefits

e after taking into account the redemption rate,
corresponding to the probability that the
miles will be used by members, using a

such as free flights with the two companies or other
free services with non-flying partners. In accordance
with IFRIC 13 ‘Loyalty programmes’, these ‘miles’ are
considered as distinct elements from a sale with mul-
tiple elements and one part of the price of the initial

With regards to the invoicing of other partners in the
programme, the margins realized on sales of ‘miles’
by the sub-groups Air France and KLM to other
partners are recorded immediately in the income
statement.

sale of the airfare is allocated to these ‘miles’ and
deferred until the Group’s commitments relating to
these ‘miles’ have been met. The deferred amount
due in relation to the acquisition of miles by members
is estimated:

current liability.

The unrecognized revenue, of over two billion euros,
appears in the balance sheet as a separately stated
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Interest, royalties and dividends The criteria for recognition of these are:

e [t is probable that the economic benefits associated with the transaction will flow
to the entity.

e The amount of revenue can be measured reliably.

IAS 18 also specifies the period over which these amounts are recognized: ‘Interest
should be recognized on a time proportion basis that takes into account the effective
yield on the asset.” The effective yield is the rate of interest required to discount the
stream of future cash receipts expected over the life of the asset to the initial carrying
amount of the asset. An example of this is given in Activity 19.8.

ACTIVITY 19.8

An entity sells a product to another under an agreement that
allows for payment to be made by a series of annual instal-
ments of €4000 for four years. The product generally sells
for cash at €16 000. The buyer would, under normal circum-
stances, be able to obtain finance at a cost of 10 per cent
per annum. (Note: the buyer is acquiring the product under
a 0 per cent financing agreement.) Identify the revenue to
be recognized at the outset by the seller and any other

Activity feedback

The revenue must be recognized at fair value which equa-
tes to discounting the cash payments made at 10 per
cent. The buyer has received the product at a discounted
price from normal sale value of €16 000. A corresponding
debtor would be raised at the date of sale. As the instal-
ments are received these will be split between the princi-
pal amount which reduces the debt and an amount of

accounting entries to be made over the five-year period. interest which will be recognized as revenue.

‘Royalties should be recognized on an accrual basis in accordance with the sub-
stance of the relevant agreement.” Generally, royalty payments are based on time or
sales. If it is time-based then the revenue should be recognized on the same time base.
If it is sales-based then revenue is recognized, say, on the budgeted sales with an
adjustment to reflect actual sales at the year-end.

‘Dividends should be recognized when the shareholder’s right to receive payment
is established.” This means that the revenue in this case is recognized in accordance
with legal form rather than substance.

HOW SHOULD IT BE MEASURED?

‘Revenue is measured at the fair value of the consideration received or receivable’ (IAS
18, para. 9). This sounds simple enough. Now that IFRS 13 applies, fair value is the
price that would be received to sell an asset or paid to transfer a liability in an orderly
transaction between market participants at the measurement date. It follows that in
general we would measure the revenue after trade discounts, early payment discounts
or volume rebates.

A problem does arise, however, in the case where revenue is not received by the
seller for a period of time. In this case, the consideration eventually received, due to
the time value of money, will be less than that originally agreed. It is therefore neces-
sary for the nominal amount of revenue to be discounted where there would be a
material difference in the amount received due to the time value of money. The ques-
tion then needing an answer is: ‘What discount rate should be used?’ The standard
answers as follows:
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The imputed rate of interest is the more clearly determinable of either:

e the prevailing rate for a similar instrument of an issuer with a similar credit rating,
or

e arate of interest that discounts the nominal amount of the instrument to the cur-
rent cash sales price of the goods or services.

It is often the case that goods or services are swapped, not for cash but for other
goods and/or services. These swaps (barter transactions) can occur of both alike and
dissimilar products. We need to determine whether or not these barter transactions
should be treated as revenue and, if they are, how that revenue should be measured.

Where the products are alike, which generally occurs for commodities such as milk,
gas or oil where suppliers exchange inventories in different locations to fulfil demand,
then the exchange is not regarded as one which generates revenue by IAS 18. Where
products are dissimilar then, according to IAS 18, revenue is generated and should be
measured at the fair value of the goods or services received or, if this cannot be reliably
measured, then at the fair value of the goods or services given up. Now work through
Activity 19.9.

ACTIVITY 19.9

Explain the basis of the logic used by IAS 18 in account-
ing for barter transactions.

Activity feedback

IAS 18 defines revenue as a gross inflow of economic
benefits that should be recognized when an entity has
transferred to the buyer the significant risks and rewards
of ownership of the goods.

In a barter transaction involving the exchange of oil in
Saudi Arabia for oil in Russia, barter of similar products,
then the entities involved are not in a substantially differ-
ent position to that before the exchange, assuming that
the barter was a fair exchange. Each will still have the

same risks associated with the oil and neither party will
actually have been rewarded. There is no revenue
because, in substance, there is no sale.

In the situation involving different products then the
barter will result in each entity placing itself in a different
position in its operating cycle. Each entity has reached
the end of the operating cycle in relation to its product
and dispensed with the risks and rewards associated
with that product. In exchange they have started on the
operating cycle in relation to the new product and are
now subject to the new risks and rewards associated with
it. So, revenue does exist and will be measured by each
entity at the fair value of the goods it has received.

In relation to barter transactions involving advertising a specitic SIC, SIC 31,

Barter Tramsactions Involving Advertising Services, has been issued. The SIC is
concerned with the fair value of the revenue and states that:

The revenue in these transactions can only be reliably measured by reference to
non-barter transactions that:

e involve advertising similar to the advertising in the barter transaction
e occur frequently

e represent a predominant number of transactions and amount when compared to
non-barter transactions to provide advertising that is similar to the advertising in
barter transactions

e involve cash and /or another form of consideration (e.g. marketable securities)
that has a reliably measurable fair value, and

¢ do not involve the same counterparty as in the barter transaction.
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Transactions made up of parts

Transactions can often be made up of several components. To identify their substance
we will need to unbundle them and recognize the revenue on the separate parts and
perhaps at different times.

Now complete Activity 19.10.

ACTIVITY 19.10

An entity sells a product plus a servicing agreement for
three years for €15 000. The product without the servic-
ing could be sold at fair value of €9000. At what point
should any revenue be recognized?

Activity feedback

At the initial point of sale, €9000 will be recognized as
revenue, always assuming all other criteria have been met
for recognition. The servicing revenue will be deferred and
only be recognized when that service is rendered.

Activity 19.11 involves transactions made up of parts.

In some business sectors multiple element arrangements are increasingly complex.
For example, consider your mobile phone package which probably includes a handset
sale, pre-paid minutes for calls and texts, message services, discounts and many other
special offers and incentives. How do we separate all these things and account for
the separate transactions as revenue, as IAS 18 requires?

ACTIVITY 19.1m

Silver is a supplier of silver candlesticks. It currently  Activity feedback

supplies to several retailers but it has recently con- There are two separately identifiable elements in this
tracted to supply only to Sable over the next two years. contract:

This contract requires a payment, which is non-
refundable, from Sable to Silver of £200 000 on signing
and an agreement that Sable will pay Silver £30 for
each candlestick. The fair value of the candlesticks to
retailers is £30. Although Silver cannot sell candlesticks
to anyone but Sable, Sable can buy from other suppli-
ers. How should the revenue, i.e. the lump sum of e The sale of each candlestick which will be
£200 000, and each sale be recognized in Silver's recognized as each sale is made in
accounts? accordance with IAS 18.

e The £200 000 which is a payment to Silver for
not selling candlesticks to another retailer for
two years. However, this cannot be recognized
as revenue in full on signing the contract but
must be spread over the two-year period.

ACTIVITY 19.12

In Activity 19.11, if the contract specified that Silver
would sell candlesticks to Sable at £20, i.e. £10 less than
the fair value sale to retailers, would the recognition
of the revenue change?

Activity feedback
The answer is yes as cross-subsidization now exists
between the two elements in the contract. The lump sum

of £200 000 now incorporates an element for the discount
on fair value. An estimate of the total discount must be
made and subtracted from the lump sum; the remainder
of the lump sum will then be spread over the two-year
period. The discount element will be recognized as each
sale is made.



HOW SHOULD IT BE MEASURED?

Activity 19.13 should test your understanding of this chapter.

ACTIVITY 19.13

Identify when the revenue, if indeed there is such, in the recognized on a time basis over the commitment
following transactions should be recognized. period. Otherwise, the commitment fee will be
recognized when both parties legally agree to

1 Commitment fees received by an entity to

- the loan.
originate or purchase a loan.

- . . ) 2 These will be recognized when the advertisement
2 Advertising media commissions carried out for a

s seen by the public.

client where inflows will be received when the : it ;

advert is exposed in the media. 3 Revenue will need to be recognized over the
period of tuition.

3 Tuition fees paid to a training entity.
4 The servicing amount included in the price of the

product is separated out and deferred and

recognized as revenue over the period of service
5 An entity sells all its inventory of wine to the bank generally on a straight line basis.

with the option to repurchase the wine at any time
it wishes and at a price that increases by 5 per
cent per annum on the original sale price.

4 Servicing fees included in the price of a product
sold by an entity.

5 Inthis case it seems apparent that the seller has
not transferred the risks and rewards associated
with the wine to the bank. In fact, the substance of

Activity feedback the transact/oQ is that of a loan guaranteed 0(7 the

value of the wine. No revenue will be recognized

1 Ifitis unlikely that a specific loan agreement will in this case as it is a financing arrangement.

be entered into, then the commitment fee will be

Disclosure requirements

The disclosure requirements of IAS 18 are quite straightforward and what we would
expect. They cover accounting policy adopted to recognize revenue, method of
determining stage of completion of services, the amount of significant revenue from
sale of goods, rendering of services, interest, royalties and dividends, and the amount
of revenue recognized from exchanges of goods or services.

REAL WORLD ILLUSTRATION

The following is an example of an accounting policy for The Group principally obtains revenue from providing
revenue taken from Vodafone’s financial statements for the following telecommunication services: access
the year ended 31 March 2012. charges, airtime usage, messaging, interconnect fees,
data services and information provision, connection fees
Annual Report and equipment sales. Products and services may be
sold separately or in bundled packages.
Revenue Revenue for access charges, airtime usage and mes-
Revenue is recognized to the extent the Group has deliv- saging by contract customers is recognized as services
ered goods or rendered services under an agreement, are performed, with unbilled revenue resulting from
the amount of revenue can be measured reliably and it is services already provided accrued at the end of each
probable that the economic benefits associated with the period and unearned revenue from services to be pro-
transaction will flow to the Group. Revenue is measured vided in future periods deferred. Revenue from the sale
at the fair value of the consideration received, exclusive of prepaid credit is deferred until such time as the cus-
of sales taxes and discounts. tomer uses the airtime, or the credit expires.

(Continued)
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REAL WORLD ILLUSTRATION (Continued)

Revenue from interconnect fees is recognized at the
time the services are performed.

Revenue from data services and information provision
is recognized when the Group has performed the related
service and, depending on the nature of the service, is
recognized either at the gross amount billed to the cus-
tomer or the amount receivable by the Group as commis-
sion for facilitating the service.

Customer connection revenue is recognized together
with the related equipment revenue to the extent that the
aggregate equipment and connection revenue does not
exceed the fair value of the equipment delivered to the
customer. Any customer connection revenue not recog-
nized together with related equipment revenue is
deferred and recognized over the period in which serv-
ices are expected to be provided to the customer.

considered complete. For device sales made to interme-
diaries, revenue is recognized if the significant risks asso-
ciated with the device are transferred to the intermediary
and the intermediary has no general right of return. If the
significant risks are not transferred, revenue recognition is
deferred until sale of the device to an end customer by the
intermediary or the expiry of the right of return.

In revenue arrangements including more than one
deliverable, the arrangements are divided into separate
units of accounting. Deliverables are considered sepa-
rate units of accounting if the following two conditions are
met: (1) the deliverable has value to the customer on a
stand-alone basis; and (2) there is evidence of the fair
value of the item. The arrangement consideration is
allocated to each separate unit of accounting based on
its relative fair value.

Revenue for device sales is recognized when the
device is delivered to the end customer and the sale is

A REPLACEMENT FOR IAS 18?

The IASB, in conjunction with the FASB, has had a project to revise the requirements
for accounting for revenues for a number of years. The project has been proceeding
extremely slowly. We reported in our fifth edition about a discussion paper issued in
2008. This was succeeded by an exposure draft in 2010, which received considerable
criticism. In November 2011 a second exposure draft was issued. This seems likely to
emerge eventually as a new standard, possibly to be numbered IFRS 14. The finaliza-
tion of the standard is causing much difficulty. It is being conducted as a joint project
with the American FASB (which has never before had a general standard on revenues).
At the time of writing, the declared intention is to issue a new standard, to replace
both IAS 18 and IAS 11, before the end of 2013, for compulsory adoption with effect
from 1 January 2017, which seems to be a very long way away, but with early adoption
permitted.

Given all the changes, uncertainties, and past and possible future delays, it would
be dangerous to assume that the details of this latest exposure draft will remain unal-
tered. A new standard from the two Boards is promised before the end of 2013, so it
can be reliably expected by the end of 2014. Discussions, with votes, involving
changes, are still regularly occurring. We give here, however, an outline of the main
points of the 2011 exposure draft. Neither we as authors nor you as readers can rely
on crystallization of the final details until the standard is finally accepted by the
Board(s) and actually published. Two significant features of the proposals are first that
the new standard will replace both IAS 18, Revenues, and IAS 11, Construction Con-
tracts, and second that in some circumstances the recognition of revenue will be signif-
icantly delayed as compared with the existing requirements of IAS 18 and IAS 11.

The ‘core principle’ of the proposals is that an entity should recognize revenue to
depict the transfer of promised goods or services to customers in an amount which
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reflects the consideration to which the entity expects to be entitled in exchange for
those goods or services. In order to achieve this principle, an entity should apply all of
five designated steps, which are outlined below.

Step 1. Identify the contract with a customer. A contract is an agreement between two
or more parties which creates enforceable rights and obligations. Each contract will be
considered separately regarding steps 2—5 unless specified criteria are met for the

combination of contracts.

Step 2. Identify the separate performance obligations in the contract. A performance

obligation is a promise in a contract with a customer to transfer a good or service to

that customer. Distinct goods or services are accounted for separately as different

performance obligations. Promised goods or services which are ‘not distinct’ are com-
bined until the entity identifies a bundle of goods or services which is distinct, thereby
creating a single performance obligation. In the real practical world, there is obvious

scope for some debate here as to the appropriate treatment. In general, a good or

service is distinct if either the entity regularly sells the good or service separately, or the

customer can benefit from the good or service either on its own or together with other

resources which are readily available to that customer.

Step 3. Determine the transaction price. The transaction price is the amount of consid-
eration to which an entity expects to be entitled in exchange for transferring promised
goods or services to a customer, excluding amounts collected on behalf of third parties
(such as taxes). Note that the amount is the expected entitlement, not the possibly

lower expected receipts.

Step 4. Allocate the transaction price to the separate performance obligations in the

contract. This allocation should be done on a relative stand-alone selling price basis

(estimated if necessary).

Step 5. Recognize revenue when (or as) the entity satisfies a performance obligation.
This is achieved by transferring a promised good or service to a customer. This transfer
happens when (or as) the customer obtains control of that good or service.

ACTIVITY 19.14

Are the proposals for a replacement of IAS 18 signifi-
cantly different from IAS 18 (and IAS 11)?

Activity feedback

The essential difference is that the notion of control by the
customer has been introduced as a fundamental element.
This is likely to significantly delay revenue recognition,
particularly in relation to a long-term project or contract.
Indeed, the practical effect may well be to in effect revert
to something close to the completed contract method for

long-term contracts, representing a major change from
the substance-based matching principle relating to ‘work
done’, which underlay the older regulations.

But remember that these are still only proposals, and
changes have occurred several times before in relation
to this project. It is essential that you update yourself with
the content of the new standard when you actually study
this area. You should also note carefully that unless
minds are changed (yet) again, the old requirements of
IAS 18 will remain available until 1 January 2017.
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SUMMARY

We have seen throughout this chapter that the recognition of revenue, which
is key in the determination of profit of an entity, is dependent on several
factors. These factors also require judgements to be made by management,
many of which will require subjectivity. Management has to take decisions on:

e what constitutes the ordinary activities of the entity

e whether or not significant risks and rewards of ownership have been
transferred to a buyer

e whether the amount of revenue involved can be measured reliably,
i.e. can its fair value be determined

e whether it is probable that economic benefits associated with
the transaction (sale) will flow to the entity

e whether the costs in respect of the transaction can be measured reliably

e what stage a particular service has reached in its delivery.

We have also seen that revenue is distinguished from income which incorporates gains as well as reve-
nue. Gains are generally seen as being those items that result from activities outside the ordinary activities
of the entity, for example gains from the sale of non-current assets or upward revaluations of non-current
assets.

All of this ensures that the revenue that is recognized in financial statements is reliable and prudent,
but it may not be very relevant in a business world where most production is sold. Currently, we do not
recognize gains on stocks of goods for sale but it is arguable that this information would be relevant to
users. All we provide them with is information on the cost of the product (or NRV, whichever is the
lower), not information on what the asset of stock could be sold for assuming a reasonable
marketplace.

IAS 18 is ‘principles-based’ with few detailed rules. This leaves substantial scope for judgement and
interpretation and could lead to a lack of consistency A replacement for IAS 18 is scheduled, after very
great argument and delay, to appear before the publication of this book, with adoption mandatory from 1
January 2017.

Suggested answers to exercises marked v~ are to be found on our dedicated CourseMate platform
for students.

Suggested answers to the remaining exercises are to be found on the Instructor online support
resources.

v'1  Whatis revenue? Distinguish it from other gains.

2 Useful information is provided to users by restricting the definition of revenue to that arising
from ordinary activities only. Discuss.

3 IAS 18is based on substance over form. Discuss.

4 Financial reports prepared under IAS 18 are irrelevant and unreliable. Discuss.



EXERCISES

5 The IAS 18 method of revenue recognition proves that accountants are prudent. Discuss.
6 Explain the relationship between revenue recognition and asset valuation.
7 Analyze the need to discount deferred inflows to an entity as permitted by IAS 18.
v 8 Recognition of revenue in accordance with IAS 18 is objective. Discuss.
9 How does IAS 18 differ from its replacement? Has there been an improvement?

10 (a) Revenue recognition is the process by which companies decide when and how much
income should be included in the income statement. It is a topical area of great debate in
the accounting profession. The IASB looks at revenue recognition from conceptual and
substance points of view. There are occasions where a more traditional approach to reve-
nue recognition does not entirely conform to the IASB guidance; indeed, neither do some
International Accounting Standards.

Required:

Explain the implications that the IASB’s Framework for the Preparation and Presentation of
Financial Statements (Framework) and the application of substance over form have on the
recognition of income. Give examples of how this may conflict with traditional practice
and some accounting standards.

(b) Derringdo sells good supplied by Gungho. The goods are classed as A grade, perfect
quality, or B grade, having slight faults. Derringdo sells the A grade goods acting as an
agent for Gungho at a fixed price calculated to yield a gross profit margin of 50 per cent.
Derringdo receives a commission of 12.5 per cent of the sales it achieves for these goods.
The arrangement for B grade goods is that they are sold by Gungho to Derringdo and Der-
ringdo sells them at a gross profit margin of 25 per cent. The following information has
been obtained from Derringdo’s financial records:

$000

Inventory held on premises 1 April 2002 A grade 2 400
B grade 1000

Goods from Gungho year to 31 March 2003 A grade 18 000
B grade 8 800

Inventory held on premises 31 March 2003 A grade 2 000
B grade 1250

Required:
Prepare the income statement extracts for Derringdo for the year to 31 March 2003 reflect-
ing the above information.

(ACCA - June 2003)

11 Identify when the revenue, if indeed there is any, in the following transactions should be
recognized in accordance with IAS 18, Revenue.

(a) Land has been sold by A entity to Connect Housing Association entity for £1m uncondi-
tionally and irrevocably with contracts exchanged. £0.6m of the consideration is payable
after six months, and £0.4m 12 months after A’s year-end. Connect is expecting to build
apartments on the land and the project is likely to receive lottery funding, although this is
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12

not guaranteed. The uncertainty over the funding is the reason Connect has agreed
delayed payment.

(b) B entity rents cars to ‘not own fault’ accident victims. The rental for such cars is billed to

the insurance company of the fault driver. Negotiations then take place between B and the
insurance company as to how much of the charge for the rental car will be paid.

(c) Zentity, a broadband network provider, supplies equipment and a maintenance service to

its customers at a charge of £216 p.a. The price of the maintenance service is £160 p.a.
and the cost of the equipment £80 if purchased separately.

(d) Y entity sells motorboats for £50 000 each. The company also provides moorings at £5000

p.a. to customers. If a customer buys the boat and mooring package together, he is given
a 5 per cent discount on the cost of the total package. The normal profit on the boat is 25
per cent and the moorings 50 per centto Y.

(e) Alaw firm provides services to defendants on a no-win/no-fee basis. Lawyers’ fees are nor-

mally charged on a time basis and fees are billed monthly.

A entity sells materials for making doors to two manufacturers, X and Y, who assemble the
frames and put glass in the doors. A receives the doors back from X and Y and sells them
to a builder for installation in homes. The precise details of the sale of materials to X and Y
are as follows:

® X buys the materials at £10 per door from A without any guarantee that A will purchase
the assembled doors; X buys materials for assembly from other manufacturers; no price
for the purchase of the doors by A is agreed on the sale of materials to X.

® Y buys the materials from A, which cost A £5, at £10 per door; A agrees to buy the
finished doors back from Y at £50.

) Keepfit plc operates gyms that charge a joining fee of £250. This fee entitles members to
life membership. In addition, members pay £6 per session. Non-members can use the
gym at £8 per session. Historical records indicate that members use the gym about 50
times per year and that they hold membership for two years.

(h) Lowds plc manufactures and sells caravans. When a customer orders a caravan, an

advance payment of 10 per cent of the sale price is required. In most cases orders are
taken for caravans that are not yet completed.

A university collects fees from its students at the beginning of the academic year in which
the students enrol for the whole of their course. The course may last from one to three
years.

LMN trades in motor vehicles which are manufactured and supplied by their manufacturer, IJK.
Trading between the two entities is subject to a contractual agreement, the principal terms of
which are as follows:

LMN is entitled to hold on its premises up to 80 vehicles supplied by IJK at any one time.
LMN is free to specify the ranges and models of vehicle supplied to it. IUK retains legal title
to the vehicles until such time as they are sold to a third party by LMN.

While the vehicles remain on its premises, LMN is required to insure them against loss or
damage.

The price at which vehicles are supplied is determined at the time of delivery; it is not subject
to any subsequent alteration.
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EXERCISES

® \When LMN sells a vehicle to a third party it is required to inform IJK within three working
days. IJK submits an invoice to LMN at the originally agreed price; the invoice is payable by
LMN within 30 days.

e | MN is entitled to use any of the vehicles supplied to it for demonstration purposes and road
testing. However, if more than a specified number of kilometres are driven in a vehicle, LMN
is required to pay IJK a rental charge.

* L MN has the right to return any vehicle to IJK at any time without incurring a penalty, except
for any rental charge incurred in respect of excess kilometres driven.

Required:
Discuss the economic substance of the contractual arrangement between the two entities
in respect of the recognition of inventory and of sales. Refer where appropriate to IAS 18,
Revenue.

(CIMA P8 Financial Analysis — 23 May 2006)

EJ publishes trade magazines and sells them to retailers. EJ has just concluded negotiations
with a large supermarket chain for the supply of a large quantity of several of its trade
magazines on a regular basis.

EJ has agreed a substantial discount on the following terms:

® The same quantity of each trade magazine will be supplied each month.
e Quantities can only be changed at the end of each six-month period.
® Payment must be made six months in advance.

The supermarket paid $150 000 on 1 September 2007 for six months supply of trade
magazines to 29 February 2008. At 31 October 2007, EJ had supplied two months of trade
magazines. EJ estimates that the cost of supplying the supermarket each month is $20 000.

Required:
(i)  State the criteria in IAS 18, Revenue, for income recognition.

(i) Explain, with reasons, how EJ should treat the above in its financial statements for the year ended 31
October 2007.

(CIMA P7 Financial Accounting & Tax Principles — 22 November 2007)

Johan, a public limited company, operates in the telecommunications industry. The industry is
capital intensive with heavy investment in licences and network infrastructure. Competition in
the sector is fierce and technological advances are a characteristic of the industry. Johan has
responded to these factors by offering incentives to customers and, in an attempt to acquire
and retain them, Johan purchased a telecom licence on 1 December 2006 for $120 million.
The licence has a term of six years and cannot be used until the network assets and
infrastructure are ready for use. The related network assets and infrastructure became ready
for use on 1 December 2007. Johan could not operate in the country without the licence and is
not permitted to sell the licence. Johan expects its subscriber base to grow over the period of
the licence, but is disappointed with its market share for the year to 30 November 2008. The
licence agreement does not deal with the renewal of the licence, but there is an expectation
that the regulator will grant a single renewal for the same period of time as long as certain
criteria regarding network build quality and service quality are met. Johan has no experience
of the charge that will be made by the regulator for the renewal but other licences have been
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renewed at a nominal cost. The licence is currently stated at its original cost of $120 million in
the statement of financial position under non-current assets.

Johan is considering extending its network and has carried out a feasibility study during the
year to 30 November 2008. The design and planning department of Johan identified five
possible geographical areas for the extension of its network. The internal costs of this study
were $150 000 and the external costs were $100 000 during the year to 30 November 2008.
Following the feasibility study, Johan chose a geographical area where it was going to install a
base station for the telephone network. The location of the base station was dependent upon
getting planning permission. A further independent study has been carried out by third party
consultants in an attempt to provide a preferred location in the area as there is a need for the
optimal operation of the network in terms of signal quality and coverage. Johan proposes to
build a base station on the recommended site on which planning permission has been
obtained. The third party consultants have charged $50 000 for the study. Additionally, Johan
has paid $300 000 as a single payment together with $60 000 a month to the government of
the region for access to the land upon which the base station will be situated. The contract with
the government is for a period of 12 years and commenced on 1 November 2008. There is no
right of renewal of the contract and legal title to the land remains with the government.

Johan purchases telephone handsets from a manufacturer for $200 each, and sells the
handsets direct to customers for $150 if they purchase call credit (call card) in advance on
what is called a prepaid phone. The costs of selling the handset are estimated at $1 per set.
The customers using a prepaid phone pay $21 for each call card at the purchase date. Call
cards expire six months from the date of first sale. There is an average unused call credit of
$3 per card after six months and the card is activated when sold.

Johan also sells handsets to dealers for $150 and invoices the dealers for those handsets.
The dealer can return the handset up to a service contract being signed by a customer. When
the customer signs a service contract, the customer receives the handset free of charge.
Johan allows the dealer a commission of $280 on the connection of a customer and the
transaction with the dealer is settled net by a payment of $130 by Johan to the dealer being the
cost of the handset to the dealer ($150) deducted from the commission ($280). The handset
cannot be sold separately by the dealer and the service contract lasts for a 12-month period.
Dealers do not sell prepaid phones, and Johan receives monthly revenue from the service
contract.

The chief operating officer, a non-accountant, has asked for an explanation of the
accounting principles and practices which should be used to account for the above events.

Required:
Discuss the principles and practices which should be used in the financial year to 30 Novem-
ber 2008 to account for:

(a) thelicences

(b) the costs incurred in extending the network

(c) the purchase of handsets and the recognition of revenue from customers and dealers.
(ACCA P2 int. — December 2008)



PROVISIONS, CONTINGENT
LIABILITIES AND CONTINGENT 2(
ASSETS

OBJECTIVES After studying this chapter you should be able to:

e describe the issues IAS 37 attempts to address

e define provisions and contingencies

e account for provisions and contingencies in accordance with IAS 37
e appraise the recognition and measurement criteria of IAS 37

e describe the presentation requirements in relation to provisions and
contingencies

e consider possible changes to IAS 37.

INTRODUCTION

Financial statements of all entities are prepared at an arbitrary date — the balance sheet
date — which is a convenient cut-off point. However, no matter how sophisticated the
information systems, judgements still have to be made concerning conditions existing
at the balance sheet date with uncertain outcomes. In essence, IAS 37 deals with situa-
tions where obligations to or from an entity are uncertain in either existence of event
and/or amount of that event. The accounting, or not, for such conditions can have a
marked effect on both the balance sheet and income statement of an entity.

435



436 CHAPTER 20 PROVISIONS, CONTINGENT LIABILITIES AND CONTINGENT ASSETS

PROBLEMS IDENTIFIED
ACTIVITY 20.1

PPR entity, a retailer of washing machines, has a year-end
of 31 December. During December a washing machine
was sold to a customer who carried out the plumbing him-
self. On 24 December, the washing machine failed to op-
erate correctly, resulting in the customer’s house suffering
severe damage due to flooding. The customer, together
with several relatives, had to spend the festive season in
an hotel as his home was uninhabitable. The customer is
planning to sue PPR for a considerable amount of dam-
ages. Would you, as an accountant for PPR, accrue a loss
for the damages pending or not?

Activity feedback
The first question to ask is, is there a liability? A liability is
‘a present obligation of the entity arising from past

The area of provisions and contingencies has led to substantial creative accounting
within accounts and has given rise to the term ‘big bath accounting’, which is discussed

events, the settlement of which is expected to result in an
outflow from the entity of resources embodying economic
benefits’ (Framework, para. 4.4 (b)). The problem here is
that the outcome will presumably only be confirmed
when the claim for damages is settled. What view should
we take of the outcome of this claim? Will we have to pay
out damages? If so, how much? Should we assume the
claim will be found against the entity and estimate how
much that claim will be and accrue in the income state-
ment or not? The decision as to whether we do or not is
likely to have a profound effect on profits if the claim is
substantial.

in more detail in Part Four of this book. The following activity illustrates this term.

ACTIVITY 20.2

An entity with annual expected future profits of €2.5m
decides to recognize a provision (on the grounds of pru-
dence) for reorganization costs for future years of €2m in
the current year when its expected profits are €4.5m.
The reorganization involves decentralization of all activi-
ties relating to purchases and sales to the entity’s
outlying units from the centre.

Activity feedback

Year 1
Provision b/f 0.0
Expense 0.0
Income statement charge 2.0
Provision c/f 20
Profits 4.5
Provision charged to income statement (2.0)
Profit after provision 25

The entity has been able to charge the provision for the
reorganization against the profits in the first year which were
higher than generally expected. In future years the entity has
been able to charge €0.5m to the provision instead of the
income statement, thus profits in these years have not been

In the event, the charges for the reorganization are
€0.5m next year, €0.5m the following year, and there-
after no further costs arise.

Show the effect of the proposed accounting treatment
for the reorganization costs on the profits for the com-
pany for the current and future years. Comment on this
treatment.

Year 2 Year 3 Year 4
2.0 1.5 0.0
©5) ©5) 00
00 (10 00
1.5 0.0 0.0
2.5 2.5 2.5
00 10 00
25 33 253

reduced. In addition, as all the provision has not been
required, the excess provision has been released back to
the income statement in year 3 increasing profits to €3.5m.
In effect, the entity has taken a ‘big bath’in year 1 when it had
substantial profits and has protected future years’ profits.
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Activities 20.1 and 20.2 show the potential for creativity in the provisions area and
therefore the need for a Standard on the issue. If recognition of a provision is further
based on the intention to incur expenditure rather than an obligation to do so, then this
could create even more creativity in accounting. We could have the situation arising
where a provision is provided for the reorganization costs just given, and then if this
reorganization is not carried out, the whole provision might be released to next year’s
profits. The recognition of such a provision does not reflect a change in economic posi-
tion of the entity, since only an external commitment can affect the financial position at
the balance sheet date. Without a complete framework for accounting for and disclosure
of provisions, users are not presented with a true and fair view of the state of affairs.

PROVISIONS, CONTINGENT LIABILITIES AND

CONTINGENT ASSETS

IAS 37, issued by the IASB in 1998, updated those parts of IAS 10, Contingencies and
Events Occurring after the Balance Sheet Date (1974), relating to contingencies, but
also issued guidance on provisions which were not covered by IAS 10. IAS 37 eftec-
tively bans:

e big bath accounting
e creation of provisions where no obligation to a liability exists, and

e the use of provisions to smooth profits

and required greater disclosure in relation to provisions to aid the user’s understanding
and present a true and fair view.

Scope

IAS 37 is to be applied to all entities when accounting for provisions, contingent liabil-
ities and contingent assets except for those items resulting from executory contracts,
except where the contract is onerous, and those covered by another IAS. Examples of
items covered by another IAS are 1AS 11, Construction Contracts, and 1AS 19, Retire-
ment Benefits. Executory contracts also need some explanation. These are contracts
where neither party has performed any of its obligations or both parties have partially
performed obligations to an equal amount. The Standard does not apply to financial
instruments that are within the scope of IFRS 9, Financial Instruments.

ACTIVITY 20.3

Identify an executory contract within entities. e gas, electricity, local taxes
o ® purchase orders

Activity feedback

Such contracts generally cover delivery of future serv-

ices, for example:

e employee contributions in respect of continued
employment.

It is also worth clarifying at this point certain provisions that IAS 37 does not cover.
This arises because IAS 37 uses the word ‘provisions’ to mean a liability of uncertain
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timing or amount, but in the general language of accounting it is common for the
word ‘provision’ to be applied to:

e provision for depreciation

e provision for doubtful debts

e provision for impairment.

In these cases, the ‘provision’ is adjusting the carrying amount of the asset; it is not
a liability of uncertain timing or amount.

Objectives
The objectives of IAS 37 are fairly clear and laudable:

To ensure that appropriate recognition criteria and measurement bases are
applied to provisions, contingent liabilities and contingent assets and that
sufficient information is disclosed in the notes to the financial statements to
enable users to understand their nature, timing and amount.

Definitions
We have already identified two of these for you (IAS 37, para. 10):

A provision is a ‘liability of uncertain timing or amount’.

A liability is a ‘present obligation of the entity arising from past events, the
settlement of which is expected to result in the outflow from the entity of
resources embodying economic benefits’.

One of the key words in the definition of a liability is ‘obligation’. So what is an
obligation? An obligation can be either legal or constructive:

A legal obligation is an obligation that derives from:

(a) contract (through its explicit or implicit terms)

(b) legislation, or

(c) other operation of law.

A contract can become onerous and this occurs when ‘the unavoidable costs of

meeting the obligations under the contract exceed the economic benefits
expected to be received under it’.

(IAS 37, para. 10)

A constructive obligation is an obligation that derives from an entity’s actions where:

(a) by an established pattern of past practice, published policies or a sufficiently
specific current statement, the entity has indicated to other parties that it will
accept certain responsibilities; and

(b) as aresult the entity has created a valid expectation on the part of those other
parties that it will discharge those responsibilities.

(IAS 37, para. 10)
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ACTIVITY 20.4

Identify which of the following is a constructive obligation island. The entity has avoided costs of cleaning
of the entity. up such contamination in the past and pays little

: . regard to environmental issues.
1 A, aleisure entity, causes severe damage to the

habitat of wildlife in a country where there is no o
legal protection for the wildlife. The company has Activity feedback

a high profile in the support of wildlife as it makes 1 This is a constructive obligation as there is a valid
large contributions to the World Wildlife Fund and expectation that the entity will clean up the habitat.
eamipelE) T vigeeusly e 1 eliell. Te el ine 2 This is not a constructive obligation as no valid

damage to the habitat a charge of €1m is likely. expectation has been created by the entity that it

2 An entity in the oil industry causes severe pollution will repair the damage to the ocean.
when one of its tankers grounds off a Pacific

ACTIVITY 20.5

Identify in your own words the key differences between a Contingent liabilities occur when one or more of the
provision and a contingent liability. conditions for a provision are not met, i.e. either:

L. e a possible obligation from past event exists
Activity feedback P . P ‘ -
Provisions require: ® andjor an outflow of economic benefits is not

probable

e a present obligation arising from a past event
P g g P e and/or a reliable estimate of outflow cannot be

* aprobable outflow of economic benefits made.

e an evaluation of timing and amount.

A contingent linbility is:

e a possible obligation that arises from past events and whose existence will be con-
firmed only by the occurrence or non-occurrence of one or more uncertain
future events not wholly within the control of the entity, or

e a present obligation that arises from past events but is not recognized because:

— itis not probable that an outflow of resources embodying economic benefits
will be required to settle the obligation, or
— the amount of the obligation cannot be measured with sufficient reliability.

In essence, a contingent liability is a provision where one or more of the three
requirements is not met. IAS 37 provides (in an appendix) a useful decision tree to
determine whether a provision or contingent liability exists in a given set of circum-
stances (included here as Figure 20.1).

This is all rather confusing as a provision is in fact a liability which is contingent as
its timing or amount is uncertain, but it is called a provision not a contingent liability.
A contingent liability as defined by IAS 37 is by its name a liability, but is not recog-
nized as such as it is not charged in the accounts; it is only disclosed.

IAS 37 (para. 10) also defines a contingent asset for us as:

A possible asset that arises from past events and whose existence will be
confirmed only by the occurrence or non-occurrence of one or more uncertain
future events not wholly within the control of the entity.

439



440

CHAPTER 20 PROVISIONS, CONTINGENT LIABILITIES AND CONTINGENT ASSETS

Figure 20.1 Decision tree to determine existence of provision or continge

Present obligation No Possible No
as a result of an L >
2
obligating event? obligation
Yes Yes
Y JV
No
Protﬁablf > Remote? Y >
outflow? Yes
VYes No
Y
Reliable No (rare)
estimate? i
Yes Y
Y Disclose Y
contingent .
Provide Iiabilgthy Do nothing

ACCOUNTING FOR PROVISIONS, CONTINGENT LIABILIT

AND CONTINGENT ASSETS

If the conditions for a provision are met and a reliable estimate can be made of the
amount, then this amount will be recognized in the income statement for the year and
will be shown as a provision on the balance sheet. A contingent liability is not recog-
nized in the financial statements but it is disclosed as follows:

e a brief description of the nature
e an estimate of its financial effect
e an indication of the uncertainties relating to the amount or timing of outflow

e the possibility of any reimbursement.

A contingent asset is not recognized in the accounts but it is disclosed if the inflow
of economic benefits is probable.

You should have noted by now that how we treat future inflow or outflow of eco-
nomic benefits in the accounts is dependent on how we/management/experts define
the words ‘probable’, ‘possible’ and ‘remote’. IAS 37, in para. 23, states that ‘for the
purpose of this standard’ an outflow is probable, and requires to be recognized, if ‘the
probability that the event will occur is greater than the probability that it will not’.
This explicitly indicates that a 51 per cent likelihood is ‘probable’. If not ‘probable’; a
contingent liability is disclosed (as ‘possible’), unless the likelihood is ‘remote’, in
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which case nothing is reported at all. Neither ‘possible’ nor ‘remote’ are defined in the
Standard. Remote presumably means very unlikely, and possible is everything above
remote but lower than probable.

ACTIVITY 20.6

Identify how the following items should be treated in the
accounts of the entity at year-end 31 December 20X1. All
information is at year-end 31 December 20X1 unless
stated otherwise.

An airline entity is required by law to overhaul its
aircraft once every three years. The aircraft were
purchased a year ago.

An entity has guaranteed a loan taken out by one
of its subsidiary entities. In March 20X1, the
subsidiary placed itself in liquidation and there
would appear to be insufficient funds to repay the
loan.

An entity catered for a wedding reception in
September 20X1. Subsequent to the wedding,
several people have died of food poisoning. The
entity is disputing liability for the case brought
against it by the relatives of the dead and its
lawyers advise that it is probable that they will not
be found liable.

An entity leases a factory under an operating
lease. During the year it moves production of its
products to a new factory but the old factory lease
cannot be cancelled and it cannot be re-let.

The government of the country in which an entity
operates makes substantial changes to the health
and safety legislation under which it must operate.
The entity will have to retrain a large proportion of
its staff to ensure compliance with the new
legislation. No retraining has taken place yet.

An entity at the year-end had discounted

€600 000 bills of exchange without recourse. At
15 March 20X2, €150 000 were still outstanding
and are due to mature in one month’s time.

No bill has been received for electricity supplied
in the last quarter of the year.

Activity feedback

1

At the current balance sheet date, no obligation to
overhaul the aircraft exists independent of the
entity’s future action. The entity could sell the
aircraft to avoid the overhaul cost. This is not a
provision, neither is it a contingent liability.

The entity has an obligation to fulfil the guarantee
given and it appears that an outflow of funds is
probable. A provision should be recognized in the
accounts.

There is no obligation and therefore no provision
should be made. It is a contingent liability and a
note should be made to the accounts unless the
lawyers advise that the probability of any transfer
of funds is extremely remote.

This is, in fact, an example of an onerous contract.
There is a present legal obligation and a provision
is required of the unavoidable lease payments in
total. Prior to the contract becoming onerous, it
would have been treated in accordance with IAS
17, Leases.

There is no obligating event as no staff training
has taken place yet, and therefore no provision is
recognized, neither is there a contingent liability.
The entity might need to consider whether there is
a possibility it is placing itself in a situation where it
will be fined for non-compliance with the new
regulations, and, if this is the case (that is, the
legislation is already in force), then a provision
may need to be made for the fines, if any, that
could be imposed.

The bills of exchange are without recourse and
therefore no liability falls on the entity.

This is an accrual as there is very little uncertainty
in respect of the timing or the amount due.

There is an example in the Standard of an application to an offshore oilfield. In this
example, an entity operating an oilrig has a legal obligation to remove the rig and
clean up the site at the end of the oil extraction. The Standard concludes that this cost
should be charged as a provision at the outset of the operation. This appears to us to
be in direct contrast to the example of the aircraft maintenance at point 1 in Activity

20.6. The oilrig could be sold as casily as the aircraft.
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It is a requirement of IAS 37 that provisions be reviewed at each balance sheet date
and adjusted where required, and that the expenditure set against a provision is only
that in relation to the intent of the provision. Therefore, a provision which we discover
is no longer required cannot be used for the offset of other expenditure.

It is often the case that an entity can be reimbursed by another party for some of the
expenditure in relation to a provision (e.g. insurance contracts, suppliers’ warranties). In
these cases, the reimbursement must be treated as a separate asset and indeed only
accounted for in the income statement when the reimbursement is virtually certain.

Measurement of provisions

So far we have been concerned with the recognition of a provision or a contingent
liability, but we must also determine an amount. Remember, a provision can only be
recognized in the financial statements if a reliable estimate can be made of the amount.
If no reliable estimate can be made of the amount, then a contingent liability is dis-
closed (this will rarely occur).

IAS 37 requires that when determining a reliable estimate this should be ‘the best
estimate of the expenditure required to settle the present obligation at the balance
sheet date’ (para. 36). The best estimate is determined by the judgement of manage-
ment, supplemented by experience of similar transactions and/or reports from inde-
pendent experts. The emphasis on present obligation in the measurement rule is
deliberate and this means that the effect of future events in this measurement must be
carefully evaluated. It is only where such future events are expected to occur with
some certainty and objectivity that they will be taken account of.

ACTIVITY 20.7

An entity has a present obligation due to a past event to
pay €2m to clean up a waste site. It is currently expected
that technological developments that are near comple-
tion will decrease this cost to €1.5m. It has also been
brought to management’s attention that some research is
underway (but in its infancy) that might reduce these
costs further. At what value would the provision for the
clean-up costs be shown in the accounts?

Activity feedback

The technological developments appear to have cer-
tainty and objectivity to them, but the other research is
much less objective and therefore the provision should
be shown at €1.5m.

In practice, the decision may not be as clear-cut as we have just indicated. One
future event that is not taken account of in measuring a provision is the gain on the
expected disposal of a related asset. The Standard states that these gains must be dealt
with in accordance with the Standards dealing with the assets concerned. This is pre-
sumably because until there is a binding contract to sell the asset, the management can
change the decision in respect of the sale. We will deal with this issue again when we
look at restructuring and provisions later in this chapter.

The best estimate of a provision can require the use of statistical methods of estima-
tion. This can occur when a provision consists of a large population of items where
possible outcomes have various probabilities attached. The method of estimation used
in this case is known as ‘expected value’.

If the provision relates to a single item or event or a small number of events, then the
expected value technique cannot be used. In this case the most ‘likely outcome” is used.
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ILLUSTRATION

An entity sells goods under warranty. Past experience
indicates that 80 per cent of goods sold will have no
defects, 15 per cent will have minor defects and 5 per
cent major defects. If minor defects occurred in all goods
sold, the cost of rectification would be €5m and for major

ACTIVITY 20.8

defects €15m. What is the expected value of the provi-
sion to be recorded in the financial statements of the
entity at the balance sheet date? The expected value is:

80% X 0+ 15% X 5+ 5% X 15 = 1.5m

An entity is facing a substantial legal claim for €5m. The
lawyers estimate that there is a 40 per cent chance of
successfully defending the claim. At what value should
this provision be shown in the accounts?

Activity feedback
Care needs to be exercised here as the answer is not
60% x €5m. We have to use the most likely outcome

technique here. The most likely outcome, 60 per cent
chance, is of an unsuccessful defence against the claim,
and therefore the best estimate of the provision required
is €5m.

ACTIVITY 20.9

An entity is under warranty to replace a major compo-
nent in a computer hardware system. The major com-
ponent costs €0.5m to replace and five of these
components are used in the system. Experience shows
that there is a 45 per cent chance of only one compo-
nent failing, a 30 per cent chance of two failing, and a
25 per cent chance of three failures. It has never been
known for more than three to fail. What is the value of
the provision that should be shown in the accounts of
the entity?

Activity feedback

At first glance the answer to the best estimate would
appear to be the costs of one failure, €0.5m, as this is the
most likely outcome at 45 per cent occurrence. However,
there is a 55 per cent probability that more than one failure
would occur, and therefore the best estimate is €1m, that
is, of two failures. If the probabilities had been 25 per cent
of one failure, 35 per cent of two and 40 per cent of three,
then the best estimate would again be €1m (two failures),
as there is only a 40 per cent chance of three failures and

a 60 per cent chance of fewer than three.

Provisions are measured before the effect of any tax consequences. The tax effect
will be shown in accordance with IAS 12, Income Taxes (see Chapter 21).

Measurement at present value

‘Where the effect of the time value of money is material, the amount of a provision
should be the present value of the expenditure expected to be required to settle the
obligation’ (IAS 37, para. 45). This requirement of the Standard means that we must
discount the expenditures required, and the IAS specifies the discount rate as a pre-tax
rate that reflects current market assessments of the time value of money and the risks
specific to the liability. If future cash flows are adjusted to take account of risk, then
the discount rate used must be risk free and vice versa. This is to ensure that the risk
involved in future cash flows is not allowed for twice. The best estimate measurement
of the provision is becoming somewhat subjective!
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ACTIVITY 20.10

The information in an earlier lllustration enabled us to cal- Activity feedback

culate the expected value for the provision for warranties. Risk free, as the specific risk has already been
This provision was not discounted, even though it is accounted for in the information gathered about the num-
expected that the time value of money will have a mate- ber of warranties taken up.

rial effect on the provision. What type of discount rate
should be applied: risk free or risk adjusted?

ACTIVITY 20.11

An entity identifies a provision for €250 000 at the year- As at 20X2, the provision is now due for payment in
end 31 December 20X1. The outflow of this amount is one year's time and therefore will be charged at:
expected at year-end 20X3. Specific risk associated with 250 000 X 0.95 — 237 500

this provision has already been taken account of when
calculating the best estimate for the provision. A suitable
risk-free discount rate to use is identified as 5 per cent.

Show the provision charged in the accounts for the
year-ends 20X1, 20X2 and 20X3 assuming no change
takes place in the best estimate and any other related
entries required.

As at 20X3, the provision should have been paid
at €250 000 and therefore will not be required at the
year-end.

Activity feedback

As at 20X1, the provision of €250 000 is due for payment
in two years’ time and therefore will need to be dis-
counted at 5 per cent for a period of two years:

250000 X 0.91 = 227 500

The problem inherent in the discounting of provisions is that the carrying amount
of the provision increases as the discount unwinds. Where do we account for this
unwinding? The IASB view this unwinding as a charge to interest. There is no doubt
that this unwinding is a financial item, but whether it should be regarded as an interest
charge is debatable.

In Activity 20.11 in year ended 20X2, €10 000 would be charged to interest in the
income statement and at year-end 20X3, €12 500.

SPECIFIC APPLICATION OF RECOGNITION AND

MEASUREMENT RULES

IAS 37 identifies three specific applications of recognition and measurement of provisions:

1 Future operating losses. These do not meet the definition of a liability as there is
no present obligation and thus no liability. The loss will be recognized as it
occurs. However, the possibility of future losses should lead management to test
assets for impairment.

2 Onerous contracts. We discussed these at point 5 in Activity 20.6. IAS 37 requires
us to recognize the present obligation under an onerous contract as a provision.

3 Restructuring. The issues are presented and discussed in Activity 20.12 which follows.
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ACTIVITY 20.12

The management board of Alex take a decision on 24
March to close down one of its divisions. The board also
agrees the detailed plan for closure put forward on 24
March. No further action is taken on the closure and the
year-end for Alex is 31 March. What should Alex provide
in the accounts in respect of the closure?

Activity feedback

The first question to ask is, is there a present obligation
(legal or constructive) as a result of a past event? (See
Figure 20.1.)

The answer is no. The board of Alex can change their
mind with regard to the closure. A constructive obligation
will exist only when the closure is communicated in detail
to employees and customers. A problem does exist here,
however, as the point of recognition of the constructive
obligation is dependent on a subjective judgement — at
what point will the company make a sufficiently specific
statement as to the closure? No provision will be made in
the accounts as at 31 March.

IAS 37 tells us that a constructive obligation to
restructure arises only when an entity:

e has a detailed formal plan for the restructuring
identifying at least:
— the business or part of a business
concerned
— the principal locations affected

— the location, function and approximate
number of employees who will be
compensated for termination of their
services

— the expenditures that will be undertaken

— when the plan will be implemented.

e and restructures by starting to implement that
plan or announcing its main features to those
affected by it (para. 72).

This still leaves us with a subjective judgement to
make.

In addition, we have to be careful about the expendi-
ture included in a restructuring provision as we cannot
include those costs associated with ongoing activities of
the entity. Thus, we cannot include retraining or reloca-
tion costs of continuing staff, marketing or investment in
new systems and distribution networks. We can only
include the direct expenditures. Also, remember that
gains from expected disposal of assets should not be
taken account of when measuring the provision for
restructuring.

Other applications

In Activity 20.13 there are a further two circumstances outlined for the application of
the recognition and measurement rules of IAS 37.

ACTIVITY 20.13

Activity feedback

1 The entity has no constructive or legal obligation
for repairs and maintenance as a result of a past
event. No provision. Charge the amount of repairs
and maintenance to the income statement as
actually expensed.

1 An entity has for many years made a provision
for repair and maintenance of its assets.
Should the entity continue to do so under
IAS 377

2 An entity that operates a chain of retail outlets
decides not to insure itself in respect of the risk of
minor accidents to its customers, but to self- 2
insure. Based on past experience, it expects to
pay €100 000 a year in respect of these
accidents. Should provision be made for the
amount expected to arise in a normal year?

There is no present obligation as a result of a past
event as no event has occurred. No provision.
However, as the minor accidents occur the
expenditure associated with them will be charged
to the income statement.
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ACTIVITY 20.14

Felix, a commercial port operator, is uncertain how to
deal with the following issues in its year-end accounts:

1 Significant one-off refurbishments of operational
port assets that are required in the future.

2 A decision has been taken to alter employee
conditions by reducing overtime payments from
twice the normal rate to 1.5 times at one port. A
one-off payment will be made to all employees
who accept this change of condition. Employees
and unions are aware of the proposed change
and have also been informed that if agreement is
not given to the proposal other ways will be found
to avoid the overtime.

3 Felix has a contract to purchase items at €1 per
unit. Current market price of these items is 50c.
The items are used in a part of the business that is
profitable. The management believes the contract
is onerous.

4 Felix purchased four small ports for €100m during
the year; however, the Monopolies and Mergers

Disclosure

Commission has directed Felix to sell them. No
sale has been made by the year-end, but the best
estimate of their sale value is €50m.

Activity feedback

1 There is no present obligation, either legal or
obligatory, so no provision or contingent liability is
shown.

2 The one-off payment is associated with future
work, not current, and therefore no provision
should be made.

3 The contract is not onerous as no loss is being
made by Felix on these items as they form part of
a profitable item.

4 A provision of €50m should be made in the
accounts as this is a present obligation due to a
past event and a reasonable estimate of the loss
can be made.

The disclosure requirements are fairly extensive but are those you would expect in
terms of providing relevant information to users.

REAL WORLD ILLUSTRATION

The following extract is an example of an accounting pol-
icy for provisions and contingencies under the current
requirements of IAS 37 taken from Air France group
accounts as at 31 December 2011.

ANNUAL REPORT

Provisions

The Group recognizes a provision in the balance
sheet when the Group has an existing legal or implicit

obligation to a third party as a result of a past event,
and it is probable that an outflow of economic benefits
will be required to settle the obligation. The amounts
recorded as provisions are discounted when the effect of
the passage of time is material. The effect of the time
value of money is presented as a component of financial
income. Restructuring provisions are recognized once
the Group has established a detailed and formal restruc-
turing plan which has been announced to the parties
concerned.

FOURTH DIRECTIVE AND IAS 37

There was some discrepancy between the original Fourth Directive and IAS 37. The
Directive required Member States to ensure that accounts are drawn up in such a way
as to take account of all foreseeable and potential losses arising in the financial year
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(Article 31(1)(c)(bb)). IAS 37 quite obviously does not do this. Article 31(1)(d) required
that charges relating to the financial year irrespective of date of payment must be taken
into account, and Article 20 required the creation of a provision to cover charges that are
likely to be incurred (or certain) but where amount or timing is uncertain.

Clearly, the Fourth Directive was written at a time when prudence was a key ele-
ment, even a bias, of financial reporting and since then the underlying concepts of
accounting have changed. This inconsistency between the Directive and IAS 37 has
now been eliminated by changes in the Directive.

FUTURE DEVELOPMENTS

In June 2005, the IASB published an exposure draft (ED) to amend IAS 37 as a result
of the convergence work with the FASB and also the second phase of the business
combinations project. This ED proposed a number of significant amendments (these
were outlined in our fourth edition). Some of these were heavily criticized, and the
IASB eftectively stopped the project for several years. Early in 2010 a working draft of
new revised proposals for a replacement Standard was released. Suggested measure-
ment criteria within these revised proposals may be summarized as follows:

(a) The requirement is to measure the amount that the entity would rationally pay on
the reporting date to be relieved of the present obligation.

(b) The amount that the entity would rationally pay to be relieved of the present
obligation is the lowest of:

— the present value of the resources required to fulfil the obligation
— the amount the entity would have to pay to cancel the obligation, and
— the amount the entity would have to pay to transfer the obligation to that party.

(c) Ifthere is no evidence that the entity could cancel the obligation or transfer it to a
third party for a lower amount, the entity measures the liability at the present value
of the resources required to fulfil the obligation.

(d) An entity estimates the present value of the resources required to fulfil the obliga-
tion using expected present value techniques. The calculations take into account:

— the outflows of resources expected to be required to fulfil the obligation
(the probability-weighted average of the possible outcomes)

— the time value of money, and

— if the amount or timing of the outflows is uncertain, any additional amount
the entity would rationally pay to be relieved of the risk that the actual cash
flows will be different from those expected.

(e) An entity should measure the resource outflows at their value, not cost. If the obli-
gation is to provide a service at a future date, the entity measures the service out-
flows at the amount it would rationally pay a contractor at the future date to carry
out the service on its behalf:

— if a market exists for such services, the amount is the price that a contractor
would charge
— if no market exists, the entity would estimate the amount.

If adopted, these proposals would represent a very significant change. The ‘proba-
bility’ criterion of IAS 37 would disappear, and be replaced by a fair value measure-
ment of the obligation.
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ACTIVITY 20.15

Rework Activity 20.8 on the assumption that the chance of an obligation of zero. The fair value of this risk
proposed measurement criteria of 2010 apply. (assuming a perfect market) is 60% x €5m + 40% x

L. 0= €3m.
Activity feedback

The answer would be quite different. There is a 60 per
cent chance of an obligation of €56m and a 40 per cent

Again no progress was made with these 2010 proposals, the joint project between
IASB and FASB being abandoned. Late in 2012 the TASB decided to resurrect, as an
independent IASB project, the creation of an eventual replacement for IAS 37. Watch
this space, but an early definitive replacement should certainly not be expected.

Recent practical examples of the major statements are given in Appendix II to
Chapter 32.

You should now realize that the area of provisions, contingent liabilities and
contingent assets is controversial and requires a great deal of subjective
judgement. Many people would argue that IAS 37 lacks prudence in that it
does not require the recognition of, and accounting for all, future expenses.
We would not argue this as we view prudence as a state of being free from
bias, not being overly pessimistic. The issues involved in this chapter have
been quite difficult, and Tables 20.1 and 20.2 summarize the position
according to IAS 37.

TABLE 20.1 |AS 37: Summary of provisions and contingent liabilitie

Obligation Accounting result Disclosure

Present obligation that probably Provision recognized Amounts, nature, uncertainties,
requires outflow assumptions,

reimbursements

Possible obligation or present No provision recognized  Nature, estimate of financial
obligation that may require Contingent liability effect, uncertainties,
outflow disclosed reimbursement

Possible obligation or present Nil

obligation where outflow remote

TABLE 20.2 1AS 37: Summary of contingent assets

Economic benefits Accounting result Disclosure
Inflow virtually certain Asset rules apply
Inflow probable No asset recognized Nature, financial effect

Contingent asset disclosed
Inflow not probable Nil




EXERCISES

Suggested answers to exercises marked v' are to be found on our dedicated CourseMate platform
for students.

Suggested answers to the remaining exercises are to be found on the Instructor online support
resources.

1 Outline the recommended treatment of provisions, contingent liabilities and contingent assets
in accordance with IAS 37, clearly defining and illustrating the meaning of each term.

2 Identify any other methods of accounting for provisions, contingent liabilities and contingent
assets, and discuss why IAS 37 rejects these methods in favour of its recommended treatment.

3 Discuss the statement that financial reports prepared under IAS 37 provide a ‘true and fair
view’ to users.

4  Explain the terms:
— big bath accounting
— profit smoothing.
Give an illustration of each.

5 |AS 37 ensures ‘consistency between entities in the recognition and measurement of
provisions and contingencies and that sufficient information is disclosed about them to users
so that they can understand their effect on current and future results’. Discuss.

v' 6 The distinction between a provision and a contingent liability is irrelevant. Discuss.

7 Describe the accounting arrangements in accordance with IAS 37 for provisions and
contingent liabilities. Comment on whether these arrangements provide useful information to
users.

8 Appraise the requirement in IAS 37 to measure a provision at the ‘best estimate’.
v 9 Debate the contention that IAS 37 lacks prudence.

10 (i) |Inrelation to a failed acquisition, a firm of accountants has invoiced Gear for the sum of $300 000.
Gear has paid $20 000 in full settlement of the debt and states that this was a reasonable sum for the
advice given and is not prepared to pay any further sum. The accountants are pressing for payment
of the full amount, but on the advice of its solicitors, Gear is not going to settle the balance
outstanding Additionally, Gear is involved in a court case concerning the plagiarism of software.
Another games company has accused Gear of copying their games software and currently legal
opinion seems to indicate that Gear will lose the case. Management estimates that the most likely
outcome will be a payment of costs and royalties to the third party of $1 million in two years’ time
(approximately). The best case scenario is deemed to be a payment of $500 000 in one year's time
and the worst case scenario that of a payment of $2 million in three years’ time. These scenarios are
based on the amount of the royalty payment and the potential duration and costs of the court case.
Management has estimated that the relative likelihood of the above payments are: best case — 30 per
cent chance; most likely outcome — 60 per cent chance; and worst case — 10 per cent chance of
occurrence. The directors are unsure as to whether any provision for the above amounts should be
made in the financial statements.
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(i) In the event of the worst case scenario occurring, the directors of Gear are worried about the viability
of their business as the likelihood would be that current liabilities would exceed current assets and it
is unlikely that in the interim period there will be sufficient funds generated from operational cash
flows

The discount rate for any present value calculations is 5 per cent.

Required:
Write a report to the directors of Gear Software explaining the implications of the above infor-
mation contained in paragraphs (i) and (ii) for the financial statements.

(ACCA — June 2003)

IAS 37, Provisions, Contingent Liabilities and Contingent Assets, was issued in 1998. The
Standard sets out the principles of accounting for these items and clarifies when provisions
should and should not be made. Prior to its issue, the inappropriate use of provisions had been
an area where companies had been accused of manipulating the financial statements and of
creative accounting.

Required:
(a) Describe the nature of provisions and the accounting requirements for them contained in
IAS 37.

(b) Explain why there is a need for an accounting standard in this area. lllustrate your answer
with three practical examples of how the Standard addresses controversial issues.

(c) Bodyline sells sports goods and clothing through a chain of retail outlets. It offers custom-
ers a full refund facility for any goods returned within 28 days of their purchase provided
they are unused and in their original packaging. In addition, all goods carry a warranty
against manufacturing defects for 12 months from their date of purchase. For most goods
the manufacturer underwrites this warranty such that Bodyline is credited with the cost of
the goods that are returned as faulty. Goods purchased from one manufacturer, Header,
are sold to Bodyline at a negotiated discount which is designed to compensate Bodyline
for manufacturing defects. No refunds are given by Header, thus Bodyline has to bear the
cost of any manufacturing faults of these goods.

Bodyline makes a uniform mark-up on cost of 25 per cent on all goods it sells, except for
those supplied from Header on which it makes a mark-up on cost of 40 per cent. Sales of
goods manufactured by Header consistently account for 20 per cent of all Bodyline’s sales.

Sales in the last 28 days of the trading year to 30 September 2003 were $1 750 000.
Past trends reliably indicate that 10 per cent of all goods are returned under the 28-day
return facility. These are not faulty goods. Of these, 70 per cent are later resold at the nor-
mal selling price and the remaining 30 per cent are sold as ‘sale’ items at half the normal
retail price.

In addition to the above expected returns, an estimated $160 000 (at selling price) of
the goods sold during the year will have manufacturing defects and have yet to be
returned by customers. Goods returned as faulty have no resale value.

Required:
Describe the nature of the above warranty/return facilities and calculate the provision
Bodyline is required to make at 30 September 2003:

(i) for goods subject to the 28-day returns policy, and
(ii) for goods that are likely to be faulty.
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EXERCISES

(d) Rockbuster has recently purchased an item of earth moving plant at a total cost of $24 mil-
lion. The plant has an estimated life of 10 years with no residual value, however its engine
will need replacing after every 5000 hours of use at an estimated cost of $7.5 million. The
directors of Rockbuster intend to depreciate the plant at $2.4 million ($24 million/10 years)
p.a. and make a provision of $1500 ($7.5 million/5000 hours) per hour of use for the
replacement of the engine.

Required:
Explain how the plant should be treated in accordance with International Accounting
Standards and comment on the directors’ proposed treatment.

(ACCA — December 2003)

Nette, a public limited company, manufactures mining equipment and extracts natural gas.
The directors are uncertain about the role of the |IASB’s Framework for the Preparation and
Presentation of Financial Statements (i.e. the Framework) in corporate reporting. Their view is
that accounting is based on the transactions carried out by the company and that these
transactions are allocated to the company’s accounting period by using the matching and
prudence concepts. The argument put forward by the directors is that the Framework does not
take into account the business and legal constraints within which companies operate. Further,
they have given a situation which has arisen in the current financial statements where they feel
that the current accounting practice is inconsistent with the Framework.

Situation Nette has recently constructed a natural gas extraction facility and commenced
production one year ago (1 June 2003). There is an operating licence given to the company by
the government which requires the removal of the facility at the end of its life which is estimated
at 20 years. Depreciation is charged on the straight line basis. The cost of the construction of the
facility was $200 million and the net present value at 1 June 2003 of the future costs to be
incurred in order to return the extraction site to its original condition is estimated at $50 million
(using a discount rate of 5 per cent per annum). 80 per cent of these costs relate to the removal
of the facility and 20 per cent relate to the rectification of the damage caused through the
extraction of the natural gas. The auditors have told the company that a provision for
decommissioning has to be set up.

Required:
(a) Explain the importance of the Framework to the reporting of corporate performance and
whether it takes into account the business and legal constraints placed upon companies.

(b) (i) Explain, with reasons and suitable extracts/computations, the accounting treatment of the above
situation in the financial statements for the year ended 31 May 2004

(i) Discuss whether the treatment of the items appears consistent with the Framework.

(ACCA — June 2004)

NDL drilled a new oil well, which started production on 1 March 2003. The licence granting
permission to drill the new oil well included a clause that requires NDL to ‘return the land to the
state it was in before drilling commenced'.

NDL estimates that the oil well will have a 20-year production life. At the end of that time, the
well will be decommissioned and work carried out to reinstate the land. The cost of this
decommissioning work is estimated to be $20 million.
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Required:

As the trainee management accountant, draft a memo to the production manager explaining
how NDL must treat the decommissioning costs in its financial statements for the year to 31
March 2003. Your memo should refer to appropriate International Accounting Standards.

(CIMA pilot paper Financial Accounting & Tax Principles)

U manufactures refrigerators and freezers and sells them with a one-year warranty. It applies
the requirements of IAS 37, Provisions, Contingent Liabilities and Contingent Assets, to its
financial accounts. U has made a provision for future warranty claims each year.

U did not keep accurate records of previous warranty claims so when IAS 37 became
effective, it estimated future warranty claims based on an estimated 10 per cent of sales
turnover. It also started keeping accurate records of warranty claims.

U has decided to change its method of calculating the provision for warranty claims to the
weighted average of the last three years’ actual claims paid.

A warranty claim provision of $900 000, calculated on the old basis, has already been
entered in the accounts for the year ended 30 September 2004.

Year to 30 September 2002 2003 2004

$000 $000 $000
Revenue 7 500 8 000 9000
Actual warranty claims paid 375 400 325

Prepare the accounting entries required in U’s year-end accounts to reflect the above
change.
(CIMA paper 6B — November 2004)



INCOME TAXES

OBJECTIVES After studying this chapter you should be able to:

e cxplain the concept of deferred taxes

e describe the arguments for and against providing for deferred tax
e identify several possible methods of accounting for deferred tax

e identify the requirements of IAS 12, Income Taxes

e critically appraise the IAS approach

e identify the possible amendments to IAS 12.

INTRODUCTION

The amount of tax charged against the profit in any period is an important determi-
nant of the amount attributable to the owners of a company. This amount is deter-
mined by the earnings per share. It also obviously has an effect on all other ratios
which are calculated after tax. However, the tax charge, calculated according to a
country’s tax legislation, is not necessarily the same as applying the tax rate to the
accounting profits. This difference arises because of the different recognition and mea-
surement rules in tax legislation compared to accounting GAAP. The implications aris-
ing from these differences have led to a long, complicated and sometimes badly

453
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argued debate over the last three decades or more, both in individual countries and
internationally.

THE EXPENSE QUESTION

The first question to answer is, ‘Is tax a business expense?’ At first glance your answer
might be an unequivocal yes, but it needs further consideration. An expense usually
takes the form of an outflow or depletion of assets or incurrences of liabilities during a
period from delivering or producing goods, services and so on. Expenses are also discre-
tionary in a sense, i.e. the business could avoid them if it wished. Tax is not a charge for
the exchange of goods or services and cannot be avoided by the business. Many see tax
not as an expense but as a distribution of income, like distributions to shareholders. This
view regards the tax authorities as a stakeholder in the business. If this distribution view
of tax were adopted, the rest of this chapter would be irrelevant. Tax is internationally
treated as an expense, but the argument for doing so is not very well founded.

THE DEFERRED TAX PROBLEM

In many countries, the amount of tax payable by a business for a particular period often
bears little relationship to the profit as reported by the accountants in the income state-
ment. It is often the case that the tax authorities take the accountant’s reported profit
figure as their starting point but they make all sorts of adjustments to it in order to
determine the amount of taxable income. One of these adjustments can be in respect of
depreciation. As we have already seen in Chapter 13, the ‘appropriate’ charge for depre-
ciation can be a highly uncertain, subjective amount which to many taxation authorities
is unacceptable. Additionally, several national governments have felt that by specifying
tax allowances (not equivalent to an accountant’s depreciation figure) for capital assets
against profits, which they can vary from year to year, they can provide incentives to
businesses to invest more or to invest in some particular way. The first thing that such
tax authorities do to the accountant’s profit figure, as calculated and published in the
income statement, is to remove all the depreciation entries put in by the accountant. In
other words, the depreciation figure, which will have been deducted in arriving at the
accountant’s profit figure, is simply added back again. (A profit on disposal that will have
been added by the accountant will, of course, need to be removed by deduction.) From
the resulting figure, the tax authority now deducts whatever the tax allowance for the
capital asset is and tax is levied on this taxable profit.

Now consider Activity 21.1, which illustrates the difference between accounting
profits and tax authority profits or taxable income.

ACTIVITY 211

An asset attracting 25 per cent tax allowances p.a. costs
Deftax Ltd €100 (note that tax allowances apply to the
reducing balance of the asset). The asset has an
expected life of five years, at the end of which it is esti-
mated it can be sold for €25. In the books of Deftax, the
asset is depreciated each year with an amount of €15.

Taxation is payable at the rate of 33 per cent. Calculate
the profit after accounting tax as well as taxable income
for each year of the expected life of the asset in the knowl-
edge that profit after the accounting tax but before taxes is
after a depreciation charge €100 each year.

(Continued)
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ACTIVITY 211 (Continued)

Activity feedback

In order to determine both values, we first need to distin-
guish between the depreciation amounts according to
accounting GAAP and the depreciation allowances
according to the fiscal rules. The depreciation of the
asset according to accounting GAAP is €15 per year
(€75/5). The fiscal depreciation is a declining amount
calculated each year as 25 per cent of the remaining tax

base of the asset, whereby the tax base is the amount
attributed to that asset for tax purposes. In order to deter-
mine the taxable profit, we start from the profit after the
accounting tax and add back the depreciation amount
according to accounting GAAP. Subsequently, we
deduct the tax allowances (depreciation amounts
accepted for tax purposes). The outcome is the taxable
profit. In the next step, the taxes payable are calculated.

Year
1 2 & 4 8
€ € € € €
Accounting profit (after depreciation charge) 100 100 100 100 100
Depreciation 15 15 15 15 15
Tax allowance -25 —18 —14 -1 -8
Taxable profit _ 90 97 101 104 107
Taxes payable 30 32 38 34 36
Year
1 2 8 4 5
€ € € € €
Profit before tax 100 100 100 100 100
Taxation 33% taxable profit 30 32 33 34 36
Profit after tax 70 68 67 66 64
Profit before tax 100 100 100 100 100
Taxation charge if calculated on accounting profit 68 68 68 68 S8
Profit after accounting tax 67 67 67 67 67

Activity 21.1 illustrates the difference between profit after accounting tax and tax-
able profit or taxable income. If the firm uses the taxes payable as tax expense on its
income, the profit after tax figures would indicate that in year 2 the performance of
the company decreased and continued to do so for the next three years. But have the
firm and management been less successful? Arguably not! Over the five-year period
the company has made the same accounting profit with the same resources each year
(excluding the problems of historical cost here). Thus, the profit after accounting tax
figures provides a better guide to performance of the company.

If we look carefully at the activity feedback we note that the total tax charge is €165
over the five-year period using cither method. Thus, the use of tax allowances does
not alter the total tax due, only the timing of those tax payments. The difference
between the depreciation charge in any year and the tax allowance for that year is
referred to as the ‘timing difference’.

Timing differences are a potential source of differences between accounting profit
and taxable profit. IAS 12 (which will be discussed later in this chapter) defines
accounting profit as (para. 5) ‘profit or loss for a period before deducting tax expense’,
profit or loss being the excess of revenues minus expenses for the period. The mea-
surement and recognition of the revenues and expenses for the period is determined
by the accounting principles. Taxable profit is defined by IAS 12 as ‘the profit or loss
for the period, determined in accordance with the rules established by the taxation
authorities’. An important point in accounting for income taxes is the identification of
these differences between accounting profit or income and taxable income. These
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differences arise from a different treatment of the same transaction by the accounting
principles in comparison to the tax principles. Some of these differences are permanent
while others are temporary in nature.

Permanent differences: A permanent difference between accounting profit and tax-
able profit arises when the treatment of a transaction by taxation legislation and
accounting standards is such that amounts recognized as part of the accounting profit
are never recognized as part of the taxable profit or vice versa. A permanent difference
need not be recorded and measured and presented on the statement of financial posi-
tion. A permanent difference only has to be disclosed in the notes to the accounts.

Temporary differences: Temporary differences between accounting profit and taxable
profit arise when the period in which the revenues and expenses are recognized for
accounting purposes is different from the period in which these revenues and expenses
are treated as taxable income or as allowable reductions for tax purposes. The existence
of temporary differences implies that income tax payable that is calculated on the basis
of taxable income will vary in the current period from taxes based on accounting profit,
but tax payments will eventually catch up, as illustrated in Activity 21.1.

When we return to Activity 21.1 we notice that the tax allowance has the effect of
deferring tax payments in year 1, €3, and year 2, €1, and then collecting these in years
4 (€1)and 5 (€3).

So in future years (4 and 5) we have an eventual payment that relates to years 1 and
2 and arises as a result of the transactions and results of years 1 and 2, and it is there-
fore arguable that there is a liability created at year 1 (of €3) and increased at year 2
(with €1). We are in effect suggesting that:

1 The tax charge reported on the income statement for years 1 and 2 should really
be €33, as this is the amount that must eventually be paid as a result of years 1
and 2 activities.

2 There is a liability of €3 at the end of year 1, in respect of tax related to year 1
but payable in later years (4 and 5) which increases to €4 by the end of year 2.

We can easily allow for both these considerations by creating a liability account,
known as a deferred tax account. This is shown below. The amount to be transferred
to the credit of the deferred tax account can be formally calculated as follows.

Amount = Tax rate X (tax allowances given — depreciation disallowed)
Thus, for year 1:

33% X (25— 15) =3
33% x (18 — 15) =1

Year
1 2 3 4 5 Total
€ € € € € €
Profit before tax 100 100 100 100 100 500
Taxation: payable for year 30 32 33 34 36 165
Additional charge (credit)
to deferred tax account 3 1 0 (1) (3) 0
Total tax charge 33 33 33 33 33 165

Profit after tax 67 67 67 67 67 335
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The tax expense is the aggregate amount included in the determination of the com-
prehensive income statement for the period in respect of current tax and deferred tax.
As an illustration, we present the journal entries which will be made in years 1 and 4
with regard to income taxes.

Year 1
Tax expense 33
Taxation payable for the year 30
Deferred tax liability 3
Year 4
Tax expense 33
Deferred tax liability 1
Taxation payable for the year 34

The deferred tax account will be credited in years 1 and 2 and debited in years 4
and 5.

Deferred tax account

€ €
Balance ¢/d 31.12.01 3 | Appropriation account 31.12.01 3
3 3
~ | Balance b/d 1.1.02 E]
Balance ¢/d 31.12.02 4| Approp. acc. 31.12.02 1
4 4
Balance ¢/d 31.12.03 Z Balance b/d 1.1.03 Z
4 4
Approp. acc. 31.12.04 1| Balance b/d 1.1.04 4
Balance ¢/d 31.12.04 3 4
T a
Approp. acc. 31.12.05 3 | Balance b/d 1.1.05 3
For year 4 And year 5
33% x (11 —15)= -1 33% x (8§ = 15)=-3

Arguments for deferred tax
From this discussion we can note:

1 The tax charge by including deferred tax is €33 for years 1-5, which
provides a profit after tax figure of €67 which reflects the performance of the
company.

2 There is a liability balance remaining at the end of each year in respect of tax
related to the current or earlier years but not yet paid or due for payment. This,
we also suggested, was a desirable outcome.

3 The total position viewed over the five years as a whole remains unaltered. This
is to be expected as nothing that we or the tax authorities are doing through tax
allowances alters the total tax eventually payable as a result of a year’s profits.

All this appears totally logical and in accord with accounting principles. So what is
the problem?
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Arguments against deferred tax

A problem occurs with the previous logic if a company buys assets regularly, which is a

realistic assumption. Let us demonstrate the problem.

ACTIVITY 21.2

In addition to the information given in Activity 21.1, Deftax
Ltd buys an asset in year 2 for €100, one in year 3 for
€120, one in year 4 for €220, and two in year 5 for €250
and €300 respectively. All these assets also have an
expected life of five years but, unlike the first asset, all
the rest have an expected scrap value of zero. Complete
the table in Activity 21.1 using the new information and
show the deferred tax account over the five-year period.
Comment on the results.

Activity feedback

To help you with the activity, we provide the workings for
years 2 and 3 for the calculation of depreciation and cap-
ital allowances. Years 4 and 5 follow the same pattern.

Workings
Year 2:
Asset 1 depreciation 75/5 = 15
Asset 2 depreciation 100/5 = 20
35
Asset 1 tax allowance 25% x 75 = 18
Asset 2 tax allowance 25% x 100 = 25
8
Deferred tax account
Bal. c/d 31.12.01 3
_3
Bal. c/d 31.12.02 _ 6
_8
Bal. c/d 31.12.03 7
_r
Bal. c/d 31.12.04 7
_7
Bal. c/d 31.12.05 8
8

Year 3:
Asset 1 depreciation =1i®
Asset 2 depreciation =20
Asset 3 depreciation 120/5 =24
59
Asset 1 tax allowance 25% x (75 — 18) =14
Asset 2 tax allowance 25% x (100 — 25) = 18
Asset 3 tax allowance 25% x 120 30
62
Year
1 2 3 4 5
€ € € € €
Accounting profit
(after deprec.
charged) 100 100 100 100 100
Depreciation 1& &6 59 108 213
Tax allowance 25 43 62 1038 215
Taxable profit 90 92 97 100 98
Tax charge 30 30 32 &3 32
Deferred tax charge 8 8 1 0 1
Total tax 89 8] 818 88 318
Profit after tax 67 67 67 67 67

Appropriation a/c 31.12.01

Bal. b/d 1.1.02
Appropriation a/c 31.12.02

Bal. b/d 1.1.038
Appropriation a/c 31.12.03

Bal. b/d 1.1.04
Appropriation a/c 31.12.04

Bal. b/d 1.1.05
Appropriation a/c 31.12.05

Bal. b/d 1.1.06
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Comparing the tables from Activities 21.1 and 21.2, we see that the total position
over the five years is no longer the same. The total tax charge is increased by €8 (165 —
157). This is not surprising as it equals the liability provided for at the end of year 5 on
the deferred tax account. The transfer to the deferred tax account can be seen to
be the result of an amalgam of positive originating timing differences relating to depre-
ciation. The resultant figure of profit after tax, €67 p.a., reflects the underlying
profitability of the company. It does not give an impression of improved profitability
because of the effect of tax allowances related to asset acquisitions. Everything appears
fine, so where’s the problem? The problem is the €8 remaining on the deferred tax
account. Does this liability actually exist?

In the long term we can suggest that:

1 If the entity reaches the state where it has a constant volume of fixed assets,
merely replacing its existing assets as they wear out and also the price it has to
pay for replacement fixed assets does not rise over time, then the balance of
liability on the deferred tax account will remain a more or less constant figure.

2 If the entity finds that it is effectively in the position of paying gradually more
and more money for fixed assets each year, then the balance of liability on the
deferred tax account will gradually rise, apparently without limit.

3 Only if the monetary amount of reinvestment in fixed assets actually falls will the
balance of liability on the deferred tax account start to fall.

How likely is each of these three outcomes: In general, 2 will tend to be the most
frequent for three reasons:

1 entities have a tendency to expand
2 entities have a tendency to become more capital intensive

3 inflationary pressures tend to cause the amount of money paid for assets to
increase over time.

So the most likely outcome, if full provision is to be made for deferred tax in this way,
is of a liability figure on the statement of financial position that is apparently ever increas-
ing. But what is a liability? Informally, we can say that it is an amount to be paid out in
the future. We have an account representing a liability to the tax authorities. The balance
on this account is gradually getting bigger and bigger, and, as far as can reasonably be
foreseen, this process is going to continue. Therefore, the liability balance does not seem
to be getting paid, neither in the foreseeable future is it likely to be paid. Therefore, it
appears that it is not a liability at all within the meaning of the word liability! If the liability
account seems all set to keep on growing, is there a probable future sacrifice?

It should be observed that one way of summarizing the two arguments as regards
the liability aspect is that we can consider the position for each individual asset or we
can consider the position for all assets in the aggregate. In the former case, the tax
deferred will all have become payable by the end of the asset’s life, so deferred tax pro-
vision would seem to be necessary. In the latter case, the aggregate liability is likely to
go on increasing so deferred tax provision would seem to be unnecessary.

Accountants’ response
Formally, three approaches have been distinguished:

1 The flow through approach, which accounts only for that tax payable in respect of
the period in question, i.e. timing differences are ignored.
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2 Full deferral, which accounts for the full tax effects of timing differences, i.c. tax
is shown in the published accounts based on the full accounting profit and the
element not immediately payable is recorded as a liability until reversal.

3 Partial deferral, which accounts only for those timing differences where reversal
is likely to occur in aggregate terms (because, for example, replacement of assets
and expansion is expected to exceed depreciation).

These alternatives are discussed and explained in the following activities.

ACTIVITY 21.3

Should the flow through approach be identified as the
method to be used for accounting for tax? Think of the
discussion and illustrations in the activities above.

Activity feedback

Arguments in favour:

e Tax is assessed on taxable profits, not
accounting profits. The only liability for tax for
the period, therefore, is that accordingly
assessed.

e future years’tax depends on future events and
is therefore not a present liability (see definition
of liability, Chapter 20).

e Fven if current events were giving rise to future
tax liabilities, as the tax charge will be based on
a complex set of future transactions, it cannot
be measured with reliability and therefore
should not be recognized.

Arguments against:

e As tax charges can be traced to individual
tfransactions and events, any future tax
consequences arising from these should be
provided for at the outset.

e Flow through method can understate an entity’s
liability to tax.

ACTIVITY 21.4

Should the full deferral method be adopted as the
method to be used for accounting for tax? Think of the
discussion and illustrations in the activities above.

Activity feedback

The view can be taken that the amount of tax saving
should not appear as a benefit of the year for which
it was granted, but should be carried forward and

recredited to the profit and loss account (by way of
reduction of the tax charged therein) in the year or years
in which there are reversing time differences.

In effect, therefore, the full unreversed element is
shown as a liability. Applying this to the circumstances of
Deftax Ltd, we arrive at the position in Activity 21.2.
Thus, we could well be showing a liability that will never
crystallize.

ACTIVITY 21.5

Should partial deferral be the method adopted for
accounting for tax?

Activity feedback

As we have seen, the one major problem with full deferral
is that the balance on the deferred tax account is likely to
increase continuously where there is expansion and

replacement at increased prices. If, however, timing dif-
ferences are regarded in aggregate terms rather than as
relating to individual assets, then this could be taken as
evidence that the differences were not reversing. In short,
is a liability that is never likely to become payable a liabil-
ity at all? In many businesses, timing differences arising
from accelerated capital allowances are of a recurring

(Continued)
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ACTIVITY 21.5 (Continued)

nature and reversing differences are themselves offset,
wholly or partially, or are exceeded, by new originating dif-
ferences thereby giving rise to continuing tax reductions
or the indefinite postponement of any liability attributable
to the tax benefits received. It is, therefore, appropriate

that in the case of accelerated capital allowances, provi-
sions be made for deferred taxation, except insofar as the
tax benefit can be expected with reasonable probability to
be retained in the future in consequence of recurring
timing differences of the same type.

ACTIVITY 21.6

On the assumption that the directors of Deftax Ltd foresee Activity feedback

no reversal of timing differences for some consider- Year

able time and using the information from Activity 21.2, 1 2 g 4 5

show the impact on tax charges and income figures of € € € € €

the firm using the partial deferral method. Profit before tax 100 100 100 100 100
Taxation 30 30 32 33 32

Deferred tax charge

o
I
I
=

Deferred tax calculation

Originating (O) Reversing (R) Net timing
Year timing difference timing difference difference
1 10 (25 capital allowance — 15
depreciation) - 10 (0)
2 18 (43 — 35) - 8 (0)
3 6 (30 — 24) 3 3(0)
4 11 (65 — 44) 11 (O)
5 28 (138 — 110) 26 2(0)
6 Onwards no net reversals

The liability for tax will never crystallize, therefore no provision for deferred tax is required. No net reversal appears
ever to be expected.

Deferral versus liability method

The deferred tax amount is dependent on the tax rate used. When calculating the
amount we could either use:

e the tax rate applying when the timing difference originated — deferral method, or

e the tax rate (or the best estimate of it) ruling when the tax will become payable —
liability method.

A simple example is used to illustrate the difference.
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ILLUSTRATION

An entity purchases a non-current asset for €5 000 000 Deferred tax provided

on 1.1.X0. It is depreciated on a straight line basis deferral method
over five years. It attracts tax allowances of €200 000 in X0 X1
30%  25%

X0 and €150 00 in X1. The tax rate in X2 is 30 per cent
Deferred tax charge

liability method

30000 12500 30000 12500

and X1 is 25 per cent.

Depreciation charge

Tax allowance
Timing difference

Deferred tax balance 30000 42 500 (5000)

. X 30000 37500
100 000 100 000
200 000 150 000 The (5000) in X1 under the liability method adjusts the
100 000 50 000 carry forward of 30 000 to 25 000 which is the timing dif-

ference of 100 000 at 25 per cent tax rate. The 37 500 is
now the best estimate of the tax payable if the timing
differences are reversed, whereas the 42 500 does not
represent the best estimate of the likely liability.

Income statement or balance sheet (statement of financial
position) view of deferred tax

When the income statement (IS) view of deferred tax is taken, there is a focus on the
difference between the accounting profit and taxable profit. This was the view of
deferred tax taken internationally and in the UK and USA until the 1990s. The bal-
ance sheet/statement of financial position (BS) view focuses on the difference
between the carrying amount of assets and liabilities and their amount in tax terms
and forms the basis for current IAS and US GAAPD.

In some situations, it makes no difference whether we take an IS or BS view, but in
many it does, as the illustration below shows.

The argument for providing deferred tax on this temporary difference (note there is
no timing difference) is that it is presumed that the revalued carrying amount of the
asset will be recovered through use and will generate taxable income that will be tax-
able in the future and therefore there is a deferred tax liability. There is a problem with
this logic, though, given the definition of a liability as ‘a present obligation arising out
of'a past event’. The future taxable income referred to here is not a past event.

ILLUSTRATION

An entity buys an asset for €100, depreciated over five
years on a straight line basis. Annual depreciation,
according to accounting GAAP, is €20 per year. Tax
allowances on capital assets are 50 per cent in the first
year and tax rate is 30 per cent.

Under the income statement view, known as limiting
difference, the deferred tax provided for at the end of the
first year is:

Tax allowance 50
Depreciation 20
Timing differences 30
Deferred tax ©

The balance sheet view, temporary difference, is:
Net book value (NBV) of asset end year 1 80

Tax base (tax written down value) 50
30
Deferred tax 9

In this example there is no difference between the two
methods.

If the asset had been revalued to €200 at the end of year
1, then only the balance sheet calculation would change:

NBV 200
Tax base 50
Temporary differences 150

Deferred tax 45



IAS 12 AND TAX

Introduction

The current version of IAS 12 has major changes from the one first issued in
1979. This original Standard basically allowed deferred tax to be calculated based on
any method available — deferral or liability method, full or partial provision — and was
based on an income statement approach.

The current IAS 12 is based on a balance sheet approach and the international
accounting standard-setter has opted for a full provision method for all temporary, dif-
terences. The IASB plans to revise IAS 12 in the future, however no specified timeline
has been put forward yet. On its website the IASB (www.ifrs.org/in the standards de-
velopment section — accessed on 9 March 2013) admits that the IFRS Interpretation
Committee and the IASB staft receive many questions on IAS 12, indicating that the
standard is sometimes difficult to apply. Income tax is also frequently identified as a
source of significant reconciling items for US-listed foreign registrants applying IFRSs.
Therefore the IASB and the FASB had already decided in 2002 to undertake a major
revision of accounting for tax income. Although, in the October 2009 joint meeting
with the FASB, both boards have indicated that they would consider undertaking a fun-
damental review of accounting for income taxes sometime in the future, the work on
income taxes was suspended in 2010 to work on projects with higher priorities. Only
limited amendments to IAS 12 were issued in 2010. It is probable that in the future IAS
12 will be substantially revised or replaced by a new standard, however the timeframe of
this project is at this time highly uncertain.

Definitions
The definitions given in IAS 12 (para. 5) are as follows:

e Accounting profit is net profit or loss for a period before deducting tax expense.

e Taxable profit (tax loss) is the profit (loss) for a period, determined in accordance
with the rules established by the taxation authorities, upon which income taxes
are payable (recoverable).

e Tax expense (tax income) is the aggregate amount included in the determination
of net profit or loss for the period in respect of current tax and deferred tax.

e Current tax is the amount of income taxes payable (recoverable) in respect of tax-
able profit (tax loss) for a period.

e Deferred tax liabilities are the amounts of income taxes payable in future periods
in respect of taxable temporary difterences.

e Deferred tax assets are the amounts of income taxes recoverable in future period
in respect of:

(a) deductible temporary differences
(b) the carry forward of unused tax losses, and
(c) the carry forward of unused tax credits.

e Temporary differences are difterences between the carrying amount of an asset
or liability in the balance sheet and its tax base. Temporary differences may be
cither:

IAS 12 AND TAX = 463
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(a) taxable temporary differences, which are temporary differences that will result in
taxable amounts in determining taxable profit (tax loss) of future periods when
the carrying amount of the asset or liability is recovered or settled; or

(b)

deductible temporary differences, which are temporary differences that will

result in amounts that are deductible in determining taxable profit (tax loss) of
future periods when the carrying amount of the asset or liability is recovered or
settled. These lead to deferred tax assets.

e The tax base of an asset or liability is the amount attributed to that asset or liabil-

ity for tax purposes.

Tax base

In many cases, the tax base of an asset or liability is fairly obvious.

ACTIVITY 21.7

An entity buys an asset for €500 000, which it intends to
depreciate equally over five years. Under tax legislation,
the asset attracts a 50 per cent first-year allowance and
then an equal allowance each year over the next four to
write the asset down to zero.

What is the tax base of the asset (at the end of each
year) and its carrying amount in the statement of financial
position?

Activity feedback
Tax base Carrying amount
End year 1 250 000 400 000
2 187 500 300 000
3 125000 200 000
4 62 500 100 000
5 0 0

The tax base of an asset is the amount that will be deductible for tax purposes
against any taxable economic benefits that will flow to an entity when it recovers the
carrying amount of the asset. If those economic benefits will not be taxable then the
tax base of the asset is equal to its carrying amount.

ACTIVITY 21.8

An entity has interest receivable of €200 and dividends
receivable of €300 in its statement of financial position
(these amounts are thus the carrying amount of the
assets). As far as tax legislation that the entity is subject to
is concerned, the interest will be taxed in full on a cash ba-
sis but the dividends are not taxable. Identify the tax base
for the interest receivable and the dividends receivable.

Activity feedback
As the interest is taxed in full, there is no deduction from
the economic benefit and therefore the tax base is nil.

The benefit of the dividends is not subject to tax and
therefore the whole €300 must have been deducted from
the economic benefit and thus the tax base of €300.
Note the following:

Tax Carrying Temp.
base amount difference
Interest receivable 0 200 200
Dividends receivable 300 300 -

Thus, deferred tax liability would need to be recog-
nized on the interest but not the dividend receivable.

A similar situation occurs in the case of liabilities where the tax base of a liability is its
carrying amount less any amount that will be deductible for tax purposes in respect of
that liability in future periods. For example, suppose an entity makes a provision in
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its accounts for €100 on which tax relief in full will be given when the liability is
paid, then:

Tax base Carrying amount Temp. difference
Provision 0 100 100

and a deferred tax asset will be required.

ACTIVITY 21.9

An entity has a loan of €500 repayable in five years’ time. Activity feedback
The principal repayment is not deductible for tax purposes. Tax base Carrying amount Temp. difference
Identify the tax base and therefore the temporary difference. Loan 500 500 0

There are several more examples of tax base calculations in the Standard.

Current tax liabilities and assets

The requirements of IAS 12 here are quite straightforward (paras 12-13). Unpaid
current tax in relation to current or earlier periods is shown as a liability and if the
amount paid exceeds the amount due then the excess is recognized as an asset. In
addition, where the benefit from a tax loss can be carried back to recover current tax
of a previous period, this should also be recognized as an asset.

Recognition of deferred tax liabilities

A deferred tax liability shall be recognized for all taxable temporary differences, except
to the extent that the deferred tax liability arises from:

1 the initial recognition of goodwill, or

2 the initial recognition of an asset or liability in a transaction which is not a
business combination and at the time of the transaction affects neither
accounting profit nor taxable profit.

We try to explain the reasoning for these two exceptions to the provision of
deferred tax using the information you have acquired so far in this chapter.

First, goodwill is an asset and if we assume an earning amount of €1000 then its tax
base will be nil which implies a temporary difference of €1000, but if deferred tax is
provided on this then the goodwill, which is a function of all the net assets of the
acquired business, will change, which will consequently change the deferred tax. This
will keep occurring as we try to calculate the deferred tax and thus an exemption is
made as the calculation becomes circuitous.

The second exemption can best be understood by an example. Suppose a company
buys a current asset for €100 which is not deductible for tax purposes when the asset is
sold. Then:

Tax base Carrying amount Temp. difference
Asset Nil 100 100

would imply a deferred tax liability should be recognized on the asset. However, the
purchase of the asset had created no taxable or accounting income, and therefore no
timing difference and thus no need for deferred tax.
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Temporary differences are differences between the carrying amount of an asset or a
liability in the statement of financial position and its tax base. Temporary diftferences
often occur due to timing differences, i.e. when income or expense is recognized in an
accounting profit in a different period to when it is included in taxable profit. Remem-
ber the example of depreciation here. There are, however, temporary differences that
are not timing differences.

Temporary differences that are not timing differences

IAS 12 discusses five circumstances where temporary differences arise that are not
timing differences. We have already discussed two of these — goodwill and initial
recognition of an asset or liability — and, as we saw, this temporary diftference does not
give rise to deferred tax as IAS 12 exempts them. The other three cases do give rise to
deferred tax as we now describe.

Business combinations When a combination occurs under the acquisition method, the
acquired assets and liabilities are revalued to fair value. However, the tax base of the
asset or liability remains at its original figure within the subsidiary. (NB: a group is not
a taxable entity.) A temporary difference therefore arises on which a deferred tax
liability is recognized.

Revaluation of assets Where assets are revalued to fair value there may be a temporary
difference. This temporary difference will arise in tax jurisdictions where the tax base
of the asset is not adjusted for the revaluation. IAS 12 requires deferred tax to be rec-
ognized on this temporary difference. This does seem somewhat illogical. If the tax
base of the asset is not adjusted, as there is no tax effect from the revaluation, then
how can a liability arise? The IASB justifies the recognition of the liability on the
grounds that the asset will generate future taxable income, but this is again debatable
as it is difficult to see how future taxable income can equal a past event!

Investment in subsidiaries, branches, associates and joint ventures In the case of an entity
with these types of investment, the tax base of the investment is generally cost. The
carrying amount of the investment, however, changes over time as undistributed
profits are built up in the subsidiary, associate and so on, or due to foreign currency
translation or when the investment is reduced to its recoverable amount. These
changes will give rise to temporary difterences and IAS 12 requires deferred tax to be
recognized except where:

e the parent, investor or venturer is able to control the timing of the reversal of the
difference, and

e it is probable that the difference will not reverse in the foreseeable future.

One circumstance where a parent can control the difference is the declaration of

dividends from the subsidiary but the parent could not control the difference in
relation to foreign currency translation.

Recognition of a deferred tax asset

IAS 12 (para. 5) defines a deferred tax asset as the amount of income taxes recoverable
in future periods in respect of: (1) deductible temporary differences, (2) the carryforward
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of unused tax losses and (3) the carryforward of unused tax credits. There are circum-
stances when a deferred tax asset should not be recognized and these are when it arises
from the initial recognition of an asset or liability in a transaction that:

e is not a business combination

e (at the time of the transaction) affects neither accounting profit nor taxable profit
(loss).

These mirror the exemptions under deferred tax liability.

ACTIVITY 21.10

An entity has calculated deferred tax assets of €imwhich  Activity feedback

will result in deductions in tax computations for the next As only €0.6m of the deferred tax asset can be reversed
three years. Deferred tax liabilities of €0.5m have also against future taxable profits, this is the only amount that
been calculated in accordance with IAS 12. Taxable prof- should be recognized.

its, including reversal of deferred tax liabilities, are

expected to be €0.2m p.a. over the next three years. How

much of the deferred tax asset should be recognized?

The amount recognized in the income statement of a period under this approach is
the movement in deferred tax from the opening to the closing of the statement of
financial position. This difference is recognized in arriving at the net profit and loss for
the period, except for tax arising from:

e a transaction or event which is recognized in any accounting period directly in
equity, in which case the movement in deferred tax should be accounted for
directly in equity, or

e a business combination that is accounted for as an acquisition, in which case the
movement in deferred tax is included in the resulting goodwill figure.

Measurement of deferred tax

IAS 12 requires that deferred tax is measured by reference to tax rates and laws, as
enacted or substantively enacted by the balance sheet date that are expected to apply
in the periods in which the assets and liabilities to which the deferred tax relates are
realized or settled. IAS 12 requires an entity to measure deferred tax relating to an
asset depending on whether the entity expects to recover the carrying amount of the
asset through use or sale. It can be difficult and subjective to assess whether recovery
will be through use or through sale when the asset is measured using the fair value
model in IAS 40, Investment Property. Therefore IAS 12 provides a practical solution
to the problem by introducing a presumption that recovery of the carrying amount
will normally be through sale.

Amount recognized in income statement

So far we have concentrated on the measurement of the deferred tax asset or deferred

tax liability in the statement of financial position as this is the approach adopted
by IAS 12.
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ACTIVITY 21.11

An entity purchases an asset, cost €50 000, on 1.1.X1.
Depreciation is on a straight line basis over its useful life
of five years. The taxable allowance for the asset is
straight line over four years. On 31.12.X3 the asset is
revalued to €45 000, but its useful life and method of
depreciation remains unchanged. The revaluation of the
asset is irrelevant for tax legislation. Show the charge to
the income statement for deferred tax over the life of the
asset given tax rate at 30 per cent for all years, and com-
pare it with the situation where there is no revaluation.

Activity feedback
Revaluation:

Carrying Temp.
Date amount € Tax base difference
31.12.X1 40000 37 500 2500
31.12.X2 30000 25000 5000
31.12.X8 45000 12 500 32500
31.12.X4 22 500 0 22 500
31.12.X5 0

When the asset was revalued, €25 000 would have
been transferred to revaluation reserve. The charge
against this amount (€25 000) for deferred tax is at 30%

= €7500. Therefore, the net amount credited to revalua-
tion reserve is €17 500 (€25 000 — €7500).

Deferred tax Movement Equity

liability at 30% in year IS charge charge
750 750 750 0

1500 750 750 0
9750 8 250 750 7 500

6 750 (3 000) (3000) (3750)

0 (6 750) (6 750) (3750)

Transfers from the equity revaluation reserve to
retained earnings will be required for the excess depreci-
ation charged over and above historical cost basis net of
deferred tax in each of the final two years as follows:

Historical cost depreciation charge 10 000
Revaluation depreciation charge 22 500
Excess 12500
Deferred tax 30% 3750

8750

and therefore the €3750 will need to be credited to
the revaluation reserve in the last two years.
No revaluation:

Income
Carrying Tax Temp. DT Movement in Statement
Date amount base difference liability year charge
31.12.X1 40 000 37 500 2500 750 750 750
31.12.X2 30 000 25000 5000 1500 750 750
31.12.X3 20000 12500 750 2250 750 750
31.12.X4 10 000 0 10 000 3000 750 750
31.12.X5 0 0 0 (3000) (3 000)
ACTIVITY 21.12
An entity purchases shares in another entity, leading to a Temp. o
parent/subsidiary relationship. The fair value of the net Year Taxrate  difference DT liability
assets purchased included a deferred tax liability of Of purchase 40% 125000 5000
€50 000 being temporary differences of €125 000 at 40 After purchase 407% 85000 34000
Next year 42% 35700

per cent. In the accounting year after the purchase it is
announced that the tax rate applicable for the following
year is to change to 42 per cent. By the end of the account-
ing year after the year of the purchase, €40 000 of the
temporary difference had reversed. Show the deferred tax
liability at the end of the accounting year after the year of
purchase and state where any changes would be charged.

Activity feedback
The years are confusing in this activity and it is therefore
easier to see the effects using a table.

If the tax rate change had not been enacted or sub-
stantively enacted, the deferred tax liability account
would have remained at €34 000, but as the change is
known about at the year-end, the deferred tax under the
liability method must be accounted for at €35 700 and
thus €1700 will be charged to the income statement for
the year after the purchase. The charge cannot be deb-
ited to any gooadwill on the acquisition as it results from a
post-acquisition event.



Presentation and disclosure requirement

IAS 12 is quite prescriptive in the presentation of tax assets and liabilities in the
accounts. IAS 12 (para. 79) states that the major components of the tax expenses shall
be disclosed separately. These components can include, for example:

e current tax expense (income)
e any adjustments recognized in the period for current tax of prior periods

e the amount of deferred tax expense (income) relating to changes in tax rates or
the imposition of new taxes

e the amount of the benefit arising from a previously unrecognized tax loss, tax credit
or temporary difference of a prior period that is used to reduce current tax expense

e the amount of the benefit arising from a previously unrecognized tax loss, tax credit
or temporary difference of a prior period that is used to reduce deferred tax expense.

The disclosure requirements are extensive and we suggest you read the Standard in
detail for these (IAS 12, para. 81). We list a few important disclosures below:

e the following items have to be disclosed separately: (a) the aggregate current and
deferred tax relating to items that are charged or credited directly to equity; and
(b) the amount of income tax relating to each component of other comprehen-
sive income

e an explanation of the relationship between tax expense (income) and accounting
profit in either or both of the following forms (a) a numerical reconciliation
between tax expense (income) and the product of accounting profit multiplied
by the applicable tax rate(s), disclosing also the basis on which the applicable
tax rate(s) is (are) computed; or (b) a numerical reconciliation between the
average effective tax rate and the applicable tax rate, disclosing also the basis on
which the applicable tax rate is computed

e an explanation of changes in the applicable tax rate(s) compared to the previous
accounting period.

In order to illustrate the extensiveness of the disclosure requirements we introduce
a real life illustration of AB Nestlé.

REAL LIFE ILLUSTRATION

IAS 12 AND TAX

The following disclosure is taken from the 2012 financial statements of Nestlé. Note 14 to the statement of financial posi-
tion and the statement of comprehensive income provides all necessary information to understand Nestlé’s accounting

for income tax according to IAS 12.

14. Taxes

14.1 Taxes recognized in the income statement

In millions of CHF 2012 2011
Components of taxes

Current taxes® 3179 2554
Deferred taxes (229) (301)
Taxes reclassified to other comprehensive income 501 859
Total taxes 3451 3112

(Continued)
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REAL LIFE ILLUSTRATION (Continued)

In millions of CHF 2012 2011
Reconciliation of taxes

Expected tax expense at weighted average applicable tax rate 3413 3054
Tax effect of non-deductible or non-taxable items (206) (202)
Prior years’ taxes (368) (215)
Transfers to unrecognized deferred tax assets 49 83
Transfers from unrecognized deferred tax assets (13) (123)
Changes in tax rates (1) 23
Withholding taxes levied on transfers of income 374 S8
Other 203 179
Total taxes 3451 3112

°Current taxes related to prior years represent a tax income of CHF 32 million (2011: tax expense of CHF 35 million).

The expected tax expense at weighted average applicable tax rate is the result from