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Historically,
the major dichotomy of accounting standards was between those that evolved in nations

adhering to a common law tradition and those that had code law. Those that had codified rules of
behavior tended to formally prescribe accounting and financial reporting matters as well, and most often
the role of financial reporting was made subservient to the nation's system of taxation. Under such
systems, actions (e.g., financial reporting) can only be taken if specifically allowed under the law. The
Napoleonic Code is the prototype of code law, and indeed most of the nations that were dominated by
France during that era have subscribed to this approach. Before the very recent rise of IAS, both
France and Germany had highly prescriptive financial reporting systems, for example.

Nations having a common law tradition, on the other hand, have more permissive systems, generally
only setting rules governing those actions (e.g., fraudulent financial reporting) that cannot be taken.
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the UK, while in the United States the only accounting rules that are limited to public companies under
current generally accepted accounting principles (GAAP) are those related to segment reporting and
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common. The acceptance of IAS in Japan and most recently in the EC effectively means that this bias
will no longer be tolerated.
Even under the former regimes, financial reporting in the code law nations was similar to that in the
common law ones. Thus, for example, basic underlying concepts such as accrual basis accounting and
the going concern assumption were fundamental to both systems. However, in some important areas,
there were substantial distinctions; for example, companies in France and Germany rarely displayed
deferred income tax liabilities even though the concept was accepted, since most tax deductions were

conditioned on the item being expensed currently for financial reporting purposes. Also, consistent with
the conservative reporting bias of those reporting models, reserves were required to be set aside (e.g.,
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accounting standards between US GAAP and the IAS. While the US standard setter has certainly not
conceded the fight, there have been important signs that momentum has shifted to the IAS.
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Notwithstanding the mixed evidence, the recently enacted Sarbanes-Oxley Act of 2002, which was
rushed through Congress in reaction to these outrages, requires the US SEC "to conduct a study on
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Need for International Accounting Standards
Although historically differing national traditions and circumstances such as price instability contributed
to the development of varying sets of financial reporting standards, with the greatly magnified emphasis
on international commerce and capital flows over the past thirty years, the need for global accounting
standards has been increasingly recognized.
Multinational companies (MNC) have grown dramatically in both size and importance over this period,

assuming dominant roles in many market segments and affecting almost every country, every
government, and every person. From a financial reporting perspective, the complexity of conducting
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A conceptual release on the Framework for the Preparation and Presentation of Financial Statements
(theFramework), which was issued in 1989, was intended to be the IASC's conceptual foundation upon
Appendix C - Comparison of IAS, US GAAP, and UK GAAP
which later accounting standards would be built, and it has largely served this purpose. This document
Index
identifies the expected beneficiaries of financial reporting, the objective of the reporting process, the
List
Tables
keyofunderlying
assumptions (going concern and accrual basis), the qualitative characteristics of
List
of Exhibits
and Examples
financial
statements
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there
are a number of secondary ones as well), and the elements of the financial statements (assets,
liabilities, equity, income, and expenses). It also sets forth the twin criteria for recognition of an item in
the financial statements (the probability that the economic benefits associated with it will flow to or from
the entity, and the reliability of measurement of the item).
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Objectives of standard setting under the Constitution of the IASC Foundation.
The objectives of IASC as set forth in its original constitution (approved in 1992) were twofold. The first
was to formulate and publish, in the public interest, accounting standards to be observed in the

presentation of financial statements and to promote their worldwide acceptance and observance and
the second was to work generally for the improvement and harmonization of regulations, accounting
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The requirements of national accounting standards on the topic (including practices within various
jurisdictions) are examined, and views are exchanged about related issues with national standard
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An advisory group is formed to advise the IASB on the project.
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All comments received on discussion documents and ED are considered.
The holding of public hearings and the conducting of field tests are considered and, if deemed
desirable, are held and conducted.
The Standard is voted upon; if the approval of at least eight board members is obtained, it is
published—incorporating dissenting opinions and a basis for conclusion, explaining, among other
things, how the IASB dealt with public comments on the ED.

The IASB deliberates in meetings that are open to public observation.
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The final Interpretation is voted upon and is considered approved if at least eight Board members
vote affirmatively.
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alternative treatments generally were not addressed. Notwithstanding what might appear to be the
limited achievement this phase of IASC activity represented, it did serve to establish its legitimacy as a
transnational standard-setting body, albeit one bereft of any enforcement mechanism.
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Second phase.
The highlight of the second phase in the IASC's evolution was the Comparability/Improvements Project
that culminated with the promulgation of ten revised standards that took effect in 1995. The objective of
this undertaking was to narrow the range of the acceptable accounting treatments that could be brought

to bear upon given fact situations. It could be judged a qualified success as indeed the number of
acceptable alternatives was reduced, but arguably too many alternatives still remained available.
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summarized as follows:
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Once again, the goal of narrowing alternatives was fully achieved.
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The original standard permitted either historical cost or revalued amounts as the basis for reporting
property, plant, and equipment; these remain in the revised standard, but historical cost is now
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designated as the benchmark treatment, with revalued amounts being relegated to the allowed
List ofalternative
Exhibits and
Examples
category.
A number of other changes were also made, including incorporating the
List offormerly
Sidebarsseparate guidance of IAS 4, Depreciation Accounting, and requiring that any revaluations
be to fair value and that these be updated regularly (e.g., every three years). Although this revised
standard offers guidance superior to its predecessor, it nonetheless still permits diverse accounting
methods.
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IAS 18: Revenue Recognition
Whereas the original standard permitted either percentage-of-completion or completed-contract
accounting for recognition of revenue related to the rendering of services, in the revision only the

percentage-of-completion method is allowed, if specified conditions are met.
IAS 19: Retirement Benefit Costs
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The original standard permitted either capitalization or expensing of borrowing costs incurred in
connection with construction of assets, while the revision slightly alters this by defining expensing
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IOSCO deemed essential to its consideration of possible endorsement of the IAS for purposes of
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cross-border securities registrations. IOSCO had previously approved IAS 7, Cash Flow Statements, as
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being acceptable for use by companies registering securities in IOSCO's member nations, and was, in
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1995, agreeing to accept most (but not all) of the other IAS if certain changes were made. IASC
completed these changes and promulgation of required new standards at year-end 1998.
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The actual agreement between the IASC and IOSCO had involved the formal acceptance of a work
plan that set forth a number of projects to be completed on a targeted schedule. The standards that
were addressed as part of this project and the results obtained included accounting for income taxes
(revised IAS 12, issued in late 1996); financial instruments (divided into two projects: "disclosure and
presentation," completed with the issuance of IAS 32 in 1995, and "recognition and measurement,"

completed with the promulgation of IAS 39 at the end of 1998); earnings per share reporting (IAS 33 in
mid-1997); segment reporting (revised IAS 14, issued in mid-1997); financial statement presentation
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Chapter 17 - Stockholders' Equity

IOSCO's endorsement came with certain strings attached in the form of "supplemental treatments." As
explained by IOSCO's Presidents' Committee resolution, these supplemental treatments are as follows:
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The resolution also establishes the notion of "waivers." It states that, as part of national or regional
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requirements, waivers of particular aspects of an IASC standard may be envisaged, without
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The clear intention is that the use of waivers will be restricted to exceptional circumstances,
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such as issues identified by a domestic regulator when a specific IASC standard is contrary to domestic
or regional regulation.
Although the IASC's outgoing chairman, Stig Enevoldsen, was quoted in the media to have said that
IOSCO's endorsement was a dream come true for the IASC, some commentators have dubbed it as a
qualified or a lukewarm endorsement, since it requires supplemental treatments. While the true
implications of the supplemental treatments envisaged by IOSCO's endorsement are not yet fully
understood, it is evident that it is not an unequivocal endorsement. What is obvious is that IOSCO

endorsement allows the individual regulators to require certain supplemental treatments. However, as
explained by the IASC's spokesman, even though it requires "reconciliation," it does not envision full
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when IOSCO began its assessment of the IASC 2000 standards, it considered over 850 issues that
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Approximately fifty issues were also noted where one or more jurisdictions would expect to require
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The recommendations regarding specific IAS are set forth in greater detail in Appendix B to this
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Accordingly the Working Party recommends that it continue to be actively involved in the standardsetting and interpretive process and to follow and comment on IASC projects. This will allow the
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At the time of the IOSCO's endorsement, it had envisioned a survey of its membership by the end of
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2001
to determine the extent to which they had taken steps to permit incoming multinational issuers to
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report
consistent
IAS 2000 standards, subject to those supplemental treatments described above
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and with
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adopted
in the local jurisdictions. This survey was conducted, and the results were reported in the final
List
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communiqué of IOSCO's twenty-seventh annual conference, in May 2002, noting considerable
progress towards acceptance of IAS by its members.
The results (of the survey) indicate that many jurisdictions permit incoming issuers to use IAS, and
others are actively working towards this end. Moreover, since May 2000, there have been a
number of developments promoting the use of IAS. These include: (i) the decision of the EU
Council of Ministers (ECOFIN Council) requiring the use of IAS by 2005; (ii) the completion of the
reconstitution of the IASB into a full-time independent standard-setter; and (iii) the formation of the
Committee of European Securities Regulators with a special sub-group devoted to these issues.

Looking ahead, to further these efforts, IOSCO encourages the IASB and national standard setters
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With regard to its due process, EFRAG has clarified the distinction between its proactive work and its
endorsement advice to the Commission. The former refers to EFRAG's response to IASB proposals
Chapter 22 - Foreign Currency
made via comment letters to the Board; the latter involves EFRAG's advisory role to the Commission
Chapter 23 - Related-Party Disclosures
on whether to endorse an IFRS or IFRIC pronouncement. Also, while EFRAG's primary focus is on
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24 -for
Specialized
Industries
standards
listed companies,
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EFRAG has indicated its concern for balancing timely response with careful deliberation, being mindful
Index
that "(t)oo late an announcement that EFRAG is minded to advise against adopting an IASB
pronouncement will leave insufficient time for aggrieved parties to make their views known to EFRAG."
List of Exhibits and Examples
EFRAG is committed to "transparent due process open to all parties" and, to that end, will publish its
List of Sidebars
comment letters to the IASB, its endorsement advice to the Commission, and other EFRAG position
papers as appropriate; will provide reasoned opinions for EFRAG positions; will publish Technical
Expert Group agendas and summary minutes of its meetings; will invite comments on IASB proposals,
EFRAG tentative positions, etc.; and will publish an annual report. Documents will be freely available
via the Internet for all interested parties.
List of Tables

In June 2002 EFRAG announced its endorsement of existing IAS 1 through 41, and SIC 1 through 33.
It had been requested by the EU Commission to confirm that there were no remaining discrepancies

between IAS and related SIC, on the one hand, and the EU's Fourth and Seventh Directives (as
modified under proposals still under discussion). EFRAG reviewed the standards and interpretations to
the extent that they
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extantInterpretation
as of March 2002,
based onofthat review, opined that the
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standards, under its Improvements Project. The project and certain of EFRAG's responses thereto are
noted later in this chapter.
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EU Accounting Directives were intended to establish a minimum level of harmonization for preparation
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of financial statements. Having not been significantly amended since their adoption in the period from
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1978 to 1983, these had become somewhat obsolete or redundant due to significant changes to
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financial reporting practices and various subsequent developments from the accounting standard
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setters and in the broader business community. In May 2001, the EU's Council of Ministers and the
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IAS would accordingly prove unacceptable for two reasons, according to the
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Commission.
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First, if the Accounting Directives were to play an important role in the mechanism for adopting IAS
under the proposed IAS Regulation, they would need to reflect current accounting developments. In
Chapter 19 - Interim Financial Reporting
this respect, the Directives should be structured so as to accommodate and to be consistent with future
Chapter 20 - Segment Reporting
incremental developments within IAS. That is, it should not be necessary to consider amendments to
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the Directives each time a new IAS is proposed. Second, there would hopefully be a level playing field
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between companies that apply IAS and those that do not. Such a position is also necessary to enable a
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Among the changes proposed, some of the more important were the following:
Explicit empowering of member states to require presentation of cash flow statements in
accordance with IAS 7.
Explicit endorsement of the "substance over form" principle, which was found to be consistent with
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All companies and banks in Russia will be required to prepare their financial statements in accordance
with IAS starting January 1, 2004. The Finance Ministry has been ordered to develop implementation
guidelines for the accounting days by January 1, 2003.
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Australia proposes to replace its national standards with IAS.
In July 2002, the Australian Financial Reporting Council (FRC) announced its support for the adoption
of IAS by January 1, 2005. The FRC is the body established under Australian law to oversee the
process for standard setting in Australia, including overseeing the operations of the Australian

Accounting Standards Board (AASB). The FRC proposal, which is subject to the government's support
for necessary amendments of the Corporations Act, would mean that from January 1, 2005, the
accounting standards
applicable
to Interpretation
reporting entitiesand
under
the Act would
Wiley
IAS 2003:
Application
of be the standards issued by
the IASB. After that
date,
the
audit
reports
would
be
required
to
refer
to reporting companies'
International Accounting Standards
compliance with IASB
standards.
ISBN:0471227366
by Barry J. Epstein and Abbas Ali
Mirza

Other converts.
John Wiley & Sons © 2003 (952 pages)
This compact and truly comprehensive quick-reference

Among the more presents
importantaccountants
earlier converts
or protagonists
for,
with ato,
guide
to depend on
forIAS are Germany, Belgium, France,
assistance
in the preparation
and Kong,
understanding
of financial
Australia, and Italy.
Other adopters
include Hong
Malta, Korea,
Barbados, Zimbabwe, Turkey,
presented
in accordance
withKyrgyzstan
IAS.
Trinidad, Tobago,statements
Uganda, and
Mongolia.
Countries like
and Guyana have recently passed
laws adopting IAS. Many countries in the Middle East, including Bahrain, Kuwait, Jordan, Qatar,
Table of Contents
Lebanon, and Oman have adopted IAS as their national standard.
Wiley IAS 2003—Interpretation and Application of International Accounting
Standards

Acceptance by stock exchanges.

Preface

Chapter 1

Introduction to International Accounting Standards
Most of the- leading
stock exchanges around the world now accept listings based on financial

Chapter
2 - prepared
Balance Sheet
statements
in accordance with IAS. Included in this long list of IAS-friendly stock exchanges
Incomeones
Statement,
Statement
Changes
in Equity, and
Statement
are
the
prominent
in London,
Zurich,of
Rome,
Luxembourg,
Australia,
Amsterdam, Cyprus, Hong
Chapter 3 of Recognized Gains and Losses

Kong, Stockholm, Copenhagen, Thailand, and many others. A new pan-European securities market
Cash Flow Statement
(known as -EASDAQ)
now permits the use of IAS by its registrants. Furthermore, the Federation of
Chapter
5
Financial
Instruments—Cash
andtwenty
Receivables
Euro-Asian Stock
Exchanges
(FEAS), with
member exchanges in eighteen nations in Europe
Chapter
6
Inventory
(outside the EU and EFTA), Central and South Asia, and the Middle East, has recommended that its
Chapter
7 should
- Revenue
Recognition,
Including
Construction Contracts
members
require
the use of
IAS.
Chapter 4

Chapter 8

- Property, Plant, and Equipment

Chapter 9

- Intangible Assets
Another
Breakthrough: The Basel Committee Supports the IASC
Interests in Financial Instruments, Associates, Joint Ventures, and
Chapter 10 Investment Property
Standards
Chapter 11 - Business Combinations and Consolidated Financial Statements

The Basel Committee
on Banking
Supervision,
an international
organization
Current Liabilities,
Provisions,
Contingencies,
and Events
after the of bank regulators,
undertook a Balance
review of
IAS Date
at the request of the G7 Finance Ministers and Central Bank Governors. The
Sheet
review 13
focused
on fifteen
IASC standards that Debt
have a significant effect on banks and paid special
Chapter
- Financial
Instruments—Long-Term
attention
standards; namely, IAS 30 and 39.
Chapter
14to- two
Leases
Chapter 12 -

Chapter 15 - Income Taxes

The Basel Committee on Banking Supervision completed its comprehensive review of the IAS in April
2000 and, based on their review, announced its support for the IASC standards.
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In September 1996, the IASC approved the creation of the Standing Interpretations Committee (SIC).
Apart from the obvious wisdom of taking this step, it was also done to accommodate the wishes of
List of Sidebars
IOSCO and in particular the US regulatory community, which was concerned that absent a mechanism
to ensure that IAS were uniformly interpreted and applied, there was no assurance that current diversity
of practice would really be narrowed as intended. This group held its organizational meeting in April
1997 and has already met several times and finalized interpretations on controversial accounting
issues. These are listed at the end of this chapter and discussed in this book in the sections to which
they pertain.
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In December 1998, the IASC published a discussion paper issued for comment by its Strategy Working

Party,Shaping IASC for the Future. The main recommendations emerging from this document focused
upon issues of restructuring the IASC by expanding the IASC Board and setting up a new committee,
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In order to ensure a broad international representation, the composition of the trustees will be a mix of
representatives of the world's capital markets with diversity of geographical and technical backgrounds.
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Five of the nineteen trustees are nominated by the IFAC, subject to a process of consultation between
the IFAC and the nominating committee or the trustees. Two of the five trustees nominated by the IFAC
Appendix B - Illustrative Financial Statements Presented Under IAS
shall normally be senior partners/executives from prominent international accounting firms. Three of the
Appendix C - Comparison of IAS, US GAAP, and UK GAAP
other trustees are selected after consultation with international organizations of preparers, users, and
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backgrounds.
nominating committee shall appoint the first chairman of the trustees. (The former chairman of the US
Federal Reserve Board, Mr. Paul Volcker, was appointed the first chairman of the trustees.)
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The trustees appoint the members of the IASC Board which consists of fourteen members, twelve fulltime and two part-time. Technical expertise, which presupposes both technical skills and experience, is
the most important prerequisite for a board member. Although the selection of the members would not
be based on geographical representation, yet the trustees would not allow any particular constituency
or geographical interest to dominate. The constitution has provided detailed guidance relating to
1.

"criteria for board members" in an appendix. The eight criteria are
1. Proven technical competence and knowledge of standards
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8. Commitment to the IASC's mission and public interests
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The board has complete responsibility for all technical matters and shall have full discretion over the
technical agenda of the IASC. In addition, the board's responsibilities also encompass the matters set
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Framework. The IFRIC shall consist of twelve members who are appointed by the trustees for a term of
three years. The trustees shall appoint a Board member of the IASB, the Director of Technical Activities
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or another senior member of the IASB staff, or another appropriately qualified individual, to chair the
List of Sidebars
IFRIC. The Chair has the right to speak on the technical issues being deliberated upon, but not to vote;
each member of the IFRIC has one vote. Approval of Drafts or final Interpretations require that not
more than three voting members vote against the Draft or the final Interpretation.
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The SAC provides a forum for participation by organizations and individuals with an interest in
international financial reporting, primarily with the objective of giving advice to the board on its technical
agenda. The trustees shall appoint the members of the SAC.
In June 2001, a forty-nine-member SAC was announced, which includes chief financial officers of some

of the world's largest corporations, leading financial analysts and academics, regulators, accounting
standard setters, and partners from leading accounting firms. This membership is drawn from six
continents, twenty-nine
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In firming up a definitive agenda, the IASB is required to consult with both the Standards Advisory
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Exposure Draft on Improvements Project.

6.

In May 2002 the IASB published an Exposure Draft on its Improvements Project, which proposes
amendments to twelve of its thirty-four active standards. The following standards are covered by this
Improvements Project:
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Furthermore, the IASB intends to commence active research, often undertaken jointly with national
standard setters, on topics such as
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Chapter 25 - Inflation and Hyperinflation
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Accounting for financial instruments; and
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Looking further forward, the IASB will urge the national standard setters and others to carry out initial
work on projects that may ultimately be included in the IASB's main agenda. Such projects are
expected to include
Management reporting in relation to financial reports (usually referred to as "MD&A" reporting);
Accounting for extractive industries;
Accounting for public and other concessions (e.g., public to private arrangements for transport,

health, and other infrastructure).

Preface to International
Financial Reporting Standards (2002).
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New standards to be issued by the IASB will be known as international financial reporting
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as paragraphs set in plain type. Some may have incorrectly interpreted the bold italic
paragraphs as having greater authority than did the plain type materials. The paragraphs in
Current Liabilities, Provisions, Contingencies, and Events after the
Chapter 12bold
italic type and plain type have equal authority, however. IFRS will present standards
Balance Sheet Date
maintaining the "black-letter" and "gray-letter" distinction—with boldface type used to
Chapter 13 - Financial Instruments—Long-Term Debt
enunciate "fundamental principles" and normal type being used to present guidance thereon.
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The Improvements Project in Greater Detail

Chapter 20 - Segment Reporting

Chapter 21 - Accounting Changes and Correction of Errors

The newly
IASB's initial undertaking, as noted above, has been the proposed revision to a
Chapter
22 -constituted
Foreign Currency
number23
of -extant
IAS. These
recommended changes are summarized below (and are further
Chapter
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in subsequent chapters of this book).
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Proposed changes to existing standards.

Chapter 26 - Government Grants

Appendix A - Disclosure Checklist

Amendments have been proposed to twelve of the existing standards. These are as follows:

Appendix B - Illustrative Financial Statements Presented Under IAS

Appendix
C - Comparison
of IAS, USStatements,
GAAP, and UKwill
GAAP
IAS 1, Presentation
of Financial
be revised to expound upon the "presents fairly"

theme. "Presents fairly" will be defined as "represent[ing] faithfully the effects of transactions and other
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events
in accordance with the definitions and recognition criteria for assets, liabilities, income and
List
of Tables
expenses
set and
out in
the Framework for Preparation and Presentation of Financial Statements. "
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of Exhibits
Examples
Financial
statements that follow IFRS and Interpretations of IFRS, with additional disclosure when
List
of Sidebars
necessary, will be presumed to achieve a fair presentation. In those extremely rare circumstances in
which management concludes that compliance with a requirement in an IFRS or IFRIC would be so
misleading that it would conflict with the objective of financial statements set out in the Framework, and
the departure is not prohibited by national law, the reporting entity would be required to make that
departure and provide specified disclosures. However, if the departure is prohibited by national law, the
entity would have to reduce, to the maximum extent possible, the perceived misleading aspects of
compliance by providing certain specified disclosures.

The amendment to IAS 1 would relocate existing guidance on selection of accounting policies to IAS 8.
In a significant change, balance sheet classification of assets and liabilities between current and
Wiley IAS 2003: Interpretation and Application of
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Restatement of comparative information under IAS 1 would be exempted when the restatement would
cause undue cost or effort.

Chapter 14 - Leases

Chapter 15 - Income Taxes

Chapter
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the- current
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allowed alternative under IAS 2. This particular proposal is controversial because LIFO is largely a taxdriven principle, and a "conformity rule" may prevent entities from using LIFO for tax purposes unless
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the financial statements do likewise.
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26
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Additional
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not been of
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Appendix
- Comparison
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to be measured at the costs of production, which will not be permitted to include profit margins or
nonproduction costs that are often factored into prices.
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IAS 8, Net Profit or Loss for the Period, Fundamental Errors and Changes in Accounting
Policies, would also be substantially altered if the improvements proposed are adopted. Its name
would be changed to Accounting Policies, Changes in Accounting Estimates and Errors. A GAAP
hierarchy would be incorporated into the revised standard, indicating that the following sources are to
be applied in descending order of authoritativeness:
International Financial Reporting Standard, including any appendices that form part of the Standard

(existing IAS are treated as IFRS for this purpose).
Interpretations.

Wiley IAS 2003: Interpretation and Application of
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Appendices to an IFRS that do not form part of the Standard.
by Barry J. Epstein and Abbas Ali
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In another -major
change, it has been proposed that extraordinary item classification be eliminated. All
Property, Plant, and Equipment
items of income and expense will henceforth be part of the ordinary activities of the entity.
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IAS 10, Events After the Balance Sheet Date, will be amended to clarify that an entity should not
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Amended IAS 16 will stipulate that the accounting for incidental revenue (and related expenses) during
construction or development of an asset is to depend on whether the incidental revenue is a necessary
activity in bringing the asset to the location and working condition necessary for it to be capable of
operating in the manner intended by management (including those to test whether the asset is
functioning properly). Net sales proceeds received during activities necessary to bring the asset to the
location and working condition necessary for it to be capable of operating properly are deducted from
the cost of the asset. Revenue and related expenses would be separately recognized for operations
that occur in connection with construction or development of an asset but that are not necessary to

bring the asset to the location and working condition necessary for it to be capable of operating
properly.
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In other proposed changes, SIC 6 (costs of modifying software) is to be withdrawn. Entities would be
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at Events
each financial
Chapter
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"periodically" as currently required by IAS 16. Items of property, plant, and equipment that are idle or
held for sale will continue to be depreciated and tested for impairment, and ceasing to use the asset will
Chapter 14 - Leases
be identified as a trigger for impairment review under IAS 36. Third-party compensation for an item of
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property,
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Chapter
16
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received, with appropriate disclosure.
Chapter 13 - Financial Instruments—Long-Term Debt
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The amendment
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Chapter
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IAS 17, Leases, has been targeted for several changes. First, when a single lease covers both land

Chapter
23 - Related-Party
Disclosures
and buildings,
the minimum
lease payments at the inception of the lease (including any up-front
Chapter
24
Specialized
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payments) are to be allocated between the land and the buildings elements in proportion to their

Chapter
InflationThe
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Hyperinflation
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element is generally classified as an operating lease, while the buildings
Chapter
26
Government
Grants
element is classified as an operating or finance lease by applying the criteria of IAS 17. However, if the
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Furthermore, the definition of investment property in IAS 40 will be amended so that property rights
held under an operating lease can qualify as investment property if the other conditions for investment
List of Tables
property are met and the lessee's policy is to account for investment property using the fair value
List of Exhibits and Examples
model.
Index

List of Sidebars

Finally, initial direct costs incurred by lessors will be capitalized and amortized over the lease term. The
presently available alternative, to expense initial direct costs up front, will be eliminated. The costs to
be capitalized will be limited to costs that are incremental and directly attributable to the lease and may
include both internal and external costs.
IAS 21, Changes in Foreign Exchange Rates, is another standard that will receive significant
revisions under the Improvements Project. First, in order to eliminate any potential inconsistency
between IAS 21 and IAS 39, foreign currency derivatives that are within the scope of IAS 39 will be

removed from the scope of IAS 21.
Second, IAS 21's concept of "reporting currency" will be superseded by two concepts: that of
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functional currency
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Furthermore, under amended IAS 21, there will be no distinction between integral foreign operations
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the same functional currency as the reporting entity. IAS 21's indicators of what is an integral foreign
operation as opposed to a foreign entity are to be incorporated into the indicators of what is an entity's
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functional currency. As a result, operations that are presently classified as integral foreign operations
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Fifth, the current allowed alternative under IAS 21, permitting capitalization of certain exchange
Interests in Financial Instruments, Associates, Joint Ventures, and
Chapter
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differences,
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capitalize exchange differences results in double counting.
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Current Liabilities, Provisions, Contingencies, and Events after the
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Additionally, the choice of methods for translating goodwill and fair value adjustments to assets and
liabilities that arise on the acquisition of a foreign entity is to be eliminated. Goodwill and fair value
Chapter 14 - Leases
adjustments will be translated at the closing rate.
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Chapter
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Eighth, new guidance will be offered regarding translation of comparative prior period amounts. If the
functional currency is not hyperinflationary, comparative assets and liabilities will be translated at the
Chapter
- Related-Party
Disclosures
closing 23
rate,
and comparative
income and expense items will be translated at historical exchange rates
Chapter
24
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at the time the income was earned and expenses incurred. If the functional currency is hyperinflationary
Chapter
- Inflation and
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and the25
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26
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will be translated at the current closing rate. Finally, if the functional currency is hyperinflationary and
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IAS 21 would be amended to take account of the situation where a currency is suspended and this
straddles a year-end. There is no current guidance on this matter. The revision states that where there
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is nonexchangeability of a currency at the year-end, the rate that should be used is the exchange rate
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at the date when exchangeability is first reestablished.
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A number of existing SIC will be incorporated into revised IAS 21. These include most of the disclosure
requirements found in SIC 30, as well as SIC 19 and SIC 30. SIC 11 will be withdrawn.
IAS 24, Related-Party Disclosures. The definition of related parties will be expanded or clarified to
include (1) parties with joint control over the reporting entity, (2) joint ventures in which the reporting
entity is a joint venturer, (3) individuals who control the reporting entity, (4) postemployment benefit
plans for the benefit of employees of the entity, or of any entity that is a related party of the entity, and

(5) nonexecutive directors. Also, further guidance will be provided regarding the definition of close
family members (includes domestic partners and children or dependents of the individual or domestic
partner).
Wiley IAS 2003: Interpretation and Application of
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The present exemption for state-controlled enterprises will be removed.
Thus a state-controlled
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excluded from the scope of IAS 28 and IAS 31. New guidance, and disclosures, for when it is

appropriate to overcome the presumption that an investor has significant influence if it holds 20% or
more of the voting power, will be provided in the amended standard. Conforming changes will be made
consistent with IAS 27, noted above.
The revised standard will provide that an investor's share of losses of an associate should be
recognized only to the extent of the investment in the associate. However, this will be clarified to state
that an investment in an associate can include loans and long-term advances, which accordingly will
affect the base to be reduced when an associate incurs losses. SIC 20 will be rescinded. SIC 3 and

SIC 33 will be incorporated into IAS 28.
It will be made explicit that the date of the financial statements of an equity method associate used in
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IAS 15, Information Reflecting the Effects of Changing Prices, is to be withdrawn. This standard
required enterprises electing to disclose the effects of changing prices by presenting supplementary
Chapter 21 - Accounting Changes and Correction of Errors
information on one of two bases: (1) adjusted for changes in the general price level or (2) balance
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IAS 31, Investments in Jointly Controlled Entities, will be revised to state that investments that
would otherwise be associates or joint ventures held by venture capital organizations, mutual funds,
unit trusts, and similar entities that are measured at fair value in accordance with IAS 39 will be
excluded from the scope of IAS 28 and IAS 31. Other changes would conform to those being made to
IAS 28.
IAS 27, IAS 28, and IAS 31 will all be amended to stipulate that investments in subsidiaries, associates,
and jointly controlled entities that are consolidated, proportionately consolidated, or accounted for under

the equity method in the consolidated financial statements must either be carried at cost or be
accounted for in accordance with IAS 39. Investments in subsidiaries, associates, and jointly controlled
entities that are accounted
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with IAS
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A number of SIC are being withdrawn, generally because they are being incorporated into the IAS to
which they relate. For example, SIC 1 is to be withdrawn because it was already covered in SIC 18,
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which is being incorporated into IAS 8. Also being withdrawn are SIC 2, 3, 6, 11, 14, 18, 20, 23, 24, 30,
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For the most part, EFRAG has communicated its support for the other amendments proposed in the
Improvements Project.
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US SEC's Concepts Release on IAS
In February 2000, the US SEC issued a Concepts Release on IAS, soliciting comments on various
issues surrounding the possible use of IASC standards, including regulatory infrastructure issues and
audit requirements. The main question, however, was whether the US SEC should modify its present
requirement for financial statements of foreign registrants seeking US listings to be reconciled to US
GAAP.

While the responses to this Concepts Release varied a great deal, there was consensus on certain
issues. Some of the issues raised and views expressed thereon and reported in the IASC's newsletter
(Insight, June 2000)
areIAS
summarized
below.
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Preparers of financial statements stated that they understood and agreed with the US SEC's view
that the US has a high-quality system of financial reporting and infrastructure. However, the
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Based on these comments several possible solutions to the acceptance of IAS in US SEC filings that
emerged were

Chapter 23 - Related-Party Disclosures
Chapter 24 - Specialized Industries

1. Use
IAS without
reconciliations;
Chapter
25 - of
Inflation
and Hyperinflation
Chapter 26 - Government Grants
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paragraph in the auditor's report;
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4. Adoption of a hierarchy of acceptable standards from a variety of sources from non-US
registrants; and
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5. Full reconciliation to US GAAP in the short term, but strong support of the IASC.
It has been over a year since the US SEC issued its concepts release to solicit comments about the
possible use of IAS in the US securities markets, and about other issues related to international
financial reporting. Reportedly, the US SEC staff has been analyzing the comment letters received, but
the commission has said very little publicly about what it will do next. However, there have been strong
messages that the US SEC's commitment towards working for global standards remains. Meanwhile,
the IASC is confident that some accommodation for the IASC standards could reasonably be expected

from the US SEC, keeping in mind the recent endorsement of these standards by global authorities like
IOSCO, the European Commission and the Basel Committee. Since the US SEC is now being
perceived by the Wiley
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as aInterpretation
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showApplication
the way andofoffer a vision to others, such an
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Writing in the Financial Times in March 2001, Lynn Turner, the then chief accountant of the SEC,
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must be noted that neither would these have escaped consolidation under US GAAP, had it been
properly applied. In fact, the belated correction of the Enron financial statements, in order to correctly
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reflect the SPE and to report the formerly concealed debt obligations as liabilities of Enron itself, to
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comply with US GAAP, was the event that precipitated the crisis. Thus it is simplistic to conclude that
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utterances of IAS advocates, has placed the "rules vs. principles" debate back on center stage,
however, and even FASB is now reportedly giving some thought to this matter.
The recently enacted Public Accounting Reform and Investor Protection Act of 2002 (commonly
referred to as Sarbanes-Oxley) requires the US SEC to conduct a study on the "adoption by the United
States financial reporting system of a principles-based accounting system." This study is to delve into
areas such as

The extent to which principles-based accounting and financial reporting exists in the US;
The length of time required for change from rules-based to a principles-based financial reporting
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accounting travails would then be extremely unpleasant, to say the least. Thus, it is obvious that
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b. Accounting for long-term contracts. Long-term contracts could be accounted for under
either the percentage-of-completion method or the completed contract method. Profit
recognition under the methods is vastly different. While the completed contract method
postpones the recognition of profits until the contact is completed, the percentage-ofcompletion method recognizes profits during the life of the contract. Following are the
methods prescribed under the various standards:
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According to the allowed alternative treatment in IAS 21, in rare circumstances, foreign exchange
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Under US GAAP, capitalization of foreign currency losses is not permitted. In other words, while
restating financial statements in accordance with US GAAP, such foreign exchange differences would
need to be charged to the income statement.
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Whereas during the early history of financial reporting the emphasis was almost universally on the
balance sheet (with often only that statement being made available to those outside the entity), for an
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extended period beginning in the 1960s, users of financial statements placed increasingly greater
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emphasis on the income statement, even to the exclusion of the balance sheet. During this period, the
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more desirable enterprises were those exhibiting the fastest earnings growth, as investors became
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share.
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However,
a cycle of worldwide inflation and recession that began during the 1970s, and which saw the
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demise of once-respected entities having insufficient liquidity to withstand severe "credit crunches,"
brought about a renewed interest in the balance sheet. By the mid-to late 1980s a more balanced view
became dominant, with both balance sheet and income statement (the cash flow statement did not
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This shift of emphasis back toward the balance sheet has signaled a departure from the traditional
transaction-based concept of income, toward a capital maintenance concept. This orientation has
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Most liabilities stem from financial instruments, contracts, and laws, which are legal concepts invented

by a sophisticated economy. Enterprises incur liabilities primarily as part of their ongoing economic
activities, in exchange for economic resources and services required to operate the business. The end
result of a liabilityWiley
is thatIAS
it takes
theInterpretation
use of an assetand
or the
creation ofofanother liability to liquidate it.
2003:
Application
Liabilities are imposed
by
agreement,
by
law,
by
court,
by
equitable
or constructive obligation, and by
International Accounting Standards
business ethics and
custom.
ISBN:0471227366
by Barry J. Epstein and Abbas Ali
Mirza

The diagram thatJohn
follows,
which
is taken
a document that formed part of the conceptual framework
Wiley
& Sons
© 2003from
(952 pages)
project by the USThis
standard-setting
body,
the
Financial
Accounting Standards Board, identifies the three
compact and truly comprehensive quick-reference
classes of eventspresents
that affect
an
entity.
accountants with a guide to depend on for
in the preparation
and
understanding
financial its liabilities. In a business
Equity—Theassistance
residual interest
in the assets
that
remains afterofdeducting
statements presented in accordance with IAS.
enterprise, the equity is the ownership interest.
Table of Contents

Equity arises from the ownership relation and is the basis for distributions of earnings to the owners.

Wiley IAS 2003—Interpretation and Application of International Accounting
Distributions of enterprise assets to owners are voluntary. Equity is increased by owners' investments
Standards

and comprehensive income and is reduced by distributions to owners. In practice, the distinction
Preface
between
and liabilities
may be difficult
to ascertain.
Securities such as convertible debt and
Chapter
1 equity
- Introduction
to International
Accounting
Standards

certain types
of preferred stock may have characteristics of both equity (residual ownership interest)
- Balance Sheet
and liabilities (nondiscretionary future sacrifices).

Chapter 2
Chapter 3

-

Income Statement, Statement of Changes in Equity, and Statement
of Recognized Gains and Losses

The other elements that change assets, liabilities, and equities are identified and defined in Chapter 3.

Chapter 4

- Cash Flow Statement

Chapter 5

- Financial Instruments—Cash and Receivables

Chapter 6

- Inventory

Chapter 7

- Revenue Recognition, Including Construction Contracts

Chapter 8

- Property, Plant, and Equipment

Chapter 9

- Intangible Assets

Chapter 10 -

Interests in Financial Instruments, Associates, Joint Ventures, and
Investment Property

Chapter 11 - Business Combinations and Consolidated Financial Statements
Chapter 12 -

Current Liabilities, Provisions, Contingencies, and Events after the
Balance Sheet Date

Chapter 13 - Financial Instruments—Long-Term Debt
Chapter 14 - Leases
Chapter 15 - Income Taxes
Chapter 16 - Employee Benefits
Chapter 17 - Stockholders' Equity
Chapter 18 - Earnings Per Share
Chapter 19 - Interim Financial Reporting
Chapter 20 - Segment Reporting
Chapter 21 - Accounting Changes and Correction of Errors
Chapter 22 - Foreign Currency
Chapter 23 - Related-Party Disclosures
Chapter 24 - Specialized Industries
Chapter 25 - Inflation and Hyperinflation
Chapter 26 - Government Grants
Appendix A - Disclosure Checklist
Appendix B - Illustrative Financial Statements Presented Under IAS
Appendix C - Comparison of IAS, US GAAP, and UK GAAP
Index
List of Tables
List of Exhibits and Examples
List of Sidebars

Wiley IAS and
2003: Examples
Interpretation and Application of
Concepts, Rules,
International Accounting Standards
by Barry J. Epstein and Abbas Ali

General Concepts
Mirza

ISBN:0471227366

John Wiley & Sons © 2003 (952 pages)

Under international
accounting standards, assets and liabilities are recorded in financial statements
This compact and truly comprehensive quick-reference
under the historical
cost principle,
although
manytocases
subsequent
changes in values can be
presents
accountants
with ainguide
depend
on for
assistance
in theprices
preparation
andbecause
understanding
of objective
financial and capable of being
recognized. Historical
exchange
are used
they are
statements
accordance
with IAS.
verified independently.
Whenpresented
a balanceinsheet
is presented,
most assets are reported at cost. One very
important
limitation
is
that
historical
cost
does
not
always
(or
even typically) reflect current value, and
Table of Contents
thus the balance sheet will not generally be indicative of the economic value of an enterprise.
Wiley IAS 2003—Interpretation and Application of International Accounting
Standards

Generally accepted accounting principles allow or require certain exceptions to the historical cost
principle. For example, inventories and marketable equity securities may be reported at lower of cost or
Chapter 1 - Introduction to International Accounting Standards
market, and certain long-term investments may be reported under the equity method, but neither of
Chapter
2 - Balance
Sheet
these exceptions
is intended
to result in a balance sheet that reflects current economic value.
Income
Statement,
Statement of
of long-term
Changes inassets
Equity,
and
Statementpractices, but appreciation
Depreciation,
depletion,
and
amortization
are
acceptable
Chapter 3 of Recognized Gains and Losses
of assets is not generally recorded. With certain exceptions (such as for investment property accounted
Chapter 4 - Cash Flow Statement
for in accordance with IAS 40, and for plant assets and intangibles accounted for under the optional
Chapter
5 - provisions
Financial Instruments—Cash
Receivables
revaluation
of IAS 16 and 38, and
respectively),
appreciation of assets is generally recorded only
Chapter
6
Inventory
when realized through an arm's-length transaction (i.e., a sale to an unrelated party).
Preface

Chapter 7

- Revenue Recognition, Including Construction Contracts
Many believe
that the Plant,
balance
would be more useful if all assets were restated in terms of current
Chapter
8 - Property,
andsheet
Equipment

values,9and- Intangible
a number Assets
of strategies to accomplish this have been proposed or tried over the years. In
Chapter
general, these
currentinvalues
could
be market-related
(i.e.,
based
on changes
Interests
Financial
Instruments,
Associates,
Joint
Ventures,
and in specific prices) or
could simplyInvestment
be historical
costs adjusted for the changing value of the dollar (i.e., based on changes in
Property
the general
level).
For a rangeand
of reasons,
noneFinancial
of theseStatements
approaches have been widely accepted
Chapter
11 - price
Business
Combinations
Consolidated
in practice, and
thus
the
historical
cost
approach
continues
as
the
Current Liabilities, Provisions, Contingencies, and Eventsmost
afterwidely
the employed measurement
Chapter 12 Balancereporting.
Sheet Date
model for financial
However, under current generally accepted accounting principles,
although
are usually
stated at historicalDebt
cost, if market information indicates a permanent and
Chapter
13assets
- Financial
Instruments—Long-Term
material14decline
in value, recognition of the economic loss is immediate.
Chapter
- Leases
Chapter 10 -

Chapter 15 - Income Taxes

Another limitation of historical cost based balance sheets is a consequence of the fact that estimates
are used to determine the carrying, or book, values of many of the assets. Estimates are used in
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determining the collectibility of receivables, salability of inventory, and useful life of long-term assets,
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The net result of the foregoing is that the balance sheet contains a mixture of historical costs and
current values that may restrict its utility to users. It is true that, in the case of some assets and
liabilities, cost is a reasonably close approximation of current value. Monetary assets such as cash,
short-term investments, and receivables closely approximate current value. Current liabilities are
payable within a short period, and the amounts reported thus also closely approximate current values. If
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In practice, the title of the financial statement is generally "Balance Sheet" unless another name is
indicative of the terminology used in the industry. For example, in the securities industry, the title
"Statement of Financial Condition" is more widely used.
Finally, the last day of the month should be used as the statement date unless the entity uses a fiscal
reporting period always ending on a particular day of the week, such as a Friday or Sunday (e.g., the
last Friday in December, or the Sunday falling closest to December 31). In these cases, the balance
sheet can appropriately be dated accordingly (i.e., December 26, October 1, etc.). In all cases, the

implication is that the balance sheet captures the pertinent amounts as of the close of business on the
date noted.
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2. Trading investments are those that are acquired principally for the purpose of generating a
profit from short-term fluctuations in price or dealer's margin. A financial asset should be
classified as held-for-trading if it is part of a portfolio for which there is evidence of a recent
actual pattern of short-term profit making. Trading assets include debt and equity securities and
loans and receivables acquired by the enterprise with the intention of making a short-term profit.
Derivative financial assets are always deemed held-for-trading unless they are designed as
effective hedging instruments.

As required by IAS 39, a financial asset held for trading should be measured at fair value. There
is a presumption that fair value can be reliably measured for financial assets that are held for
trading. Wiley IAS 2003: Interpretation and Application of
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They expire and become expenses with the passage of time, use, or events (e.g., prepaid rent,
prepaid insurance, and deferred taxes).
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Noncurrent assets.
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IAS 1 (revised 1997) uses the term "noncurrent" to include tangible, intangible, operating, and financial
assets of a long-term nature. It does not prohibit the use of alternative descriptions, as long as the
meaning is clear. Noncurrent assets include held-to-maturity investments, investment property, property
and equipment, intangible assets, and miscellaneous other assets, as described in the following
paragraphs.

Held-to-maturity investments.

are financial assets with fixed or determinable payments and fixed maturity that the enterprise has a
positive intent and ability to hold to maturity. Examples of held-to-maturity investments are debt
securities and mandatorily
preferred shares.
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Other
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An all-inclusive heading for accounts that do not fit neatly into any of the other asset categories (e.g.,
long-term prepaid expenses, deferred taxes, deferred bond issue costs, noncurrent receivables, and
restricted cash).

Classification of Liabilities
The liabilities are normally displayed on the balance sheet in the order of payment.

Current liabilities.
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IAS 1 provides another exception to the general rule that a liability due to be repaid within twelve
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Chapter 17 - Stockholders' Equity
period longer than twelve months and the enterprise intended to refinance the obligation on a long-term
Chapter 18 - Earnings Per Share
basis prior to the balance sheet date, and that intention is supported by an agreement to refinance, or
Chapter 19 - Interim Financial Reporting
to reschedule payments, which is completed before the financial statements are approved, then the
Chapter
- Segment
Reporting
debt is 20
to be
reclassified
as noncurrent as of the balance sheet date.
Chapter 16 - Employee Benefits

Chapter 21 - Accounting Changes and Correction of Errors

In two cases,
obligations
to be paid within one period should not be classified as current liabilities. Debt
Chapter
22 - Foreign
Currency
expected
be refinancedDisclosures
through another long-term issue, and debt that will be retired through the use
Chapter
23 to
- Related-Party
of noncurrent
assets, such
as from the amount accumulated in a bond sinking fund, are treated as
Chapter
24 - Specialized
Industries
noncurrent
the liquidation does not require the use of current assets or the creation
Chapter
25 - liabilities
Inflation because
and Hyperinflation
of other26
current
liabilities.Grants
Chapter
- Government
Appendix A - Disclosure Checklist

The distinction between current and noncurrent liquid assets generally rests upon both the ability of the

Appendix
B -the
Illustrative
Financial
Under IAS
entity and
intent of the
entityStatements
to liquidate Presented
or not to liquidate
within the traditional one-year concept.
Appendix
C
Comparison
of
IAS,
US
GAAP,
and
UK
GAAP
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Noncurrent liabilities.
Obligations that are not expected to be liquidated within the current operating cycle, including
1. Obligations arising through the acquisition of assets, such as the issuance of bonds, long-term
notes, and lease obligations;
2.
3.

1.
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In particular cases, laws of certain countries, including some bankruptcy laws, may impose restrictions
or prohibitions against the right of setoff. Furthermore, when maturities differ, only the party with the
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IAS 30 establishes disclosure requirements for banks and similar financial institutions. It prohibits
offsetting of assets or liabilities on similar grounds. The offsetting of cash or other assets against a tax
Appendix B - Illustrative Financial Statements Presented Under IAS
liability or other amounts due to governmental bodies is also not acceptable except under limited
Appendix C - Comparison of IAS, US GAAP, and UK GAAP
circumstances. The only exception is when it is clear that the purchase of securities is in substance an
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advance payment of taxes payable in the near future and that the securities are acceptable for the
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payment
of taxes. This occurs primarily as an accommodation to governmental bodies.
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Forofforwards,
List
Sidebars interest rate swaps, currency swaps, options, and other conditional or exchange
contracts, the conditions for the right of offset must exist or the fair value of contracts in a loss position
cannot be offset against the fair value of contracts in a gain position. Neither can accrued receivable
amounts be offset against accrued payable amounts. If, however, there is a master netting
arrangement, fair value amounts recognized for forwards, interest or currency swaps, options, or other
such contracts may be offset without respect to the conditions specified previously.

Classification of Stockholders' Equity

Stockholders' equity represents the interest of the stockholders in the assets of a corporation. It shows
the cumulative net results of past transactions and other events.
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Although each individual partner's capital need not be displayed, the totals for each class of partner,
Appendix B - Illustrative Financial Statements Presented Under IAS
general or limited, should be shown.
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Appendix C - Comparison of IAS, US GAAP, and UK GAAP

Index
Loans to or from partners should be displayed as assets and liabilities of the partnership and not as
List
of Tablesor additions to partners' capital, although a separate line item on the balance sheet may be
reductions
List
of Exhibits
combined
withand
netExamples
worth in a separately defined subtotal on the balance sheet. Payments to partners of
List
of Sidebars
interest
on loans are properly classified as expenses on the income statement. Payments of interest on

capital or salaries to partners are considered an allocation of profits and are usually not expensed on
the income statement. However, in an attempt to emulate corporate financial reporting, some
partnerships, with adequate disclosure, do display part or all of such payments as expenses.

Relationship of the Balance Sheet to the Income Statement
The balance sheet and income statement are interrelated through the changes that take place in each

as a result of business transactions. Choosing a method of valuing inventory determines the method of
calculating cost of goods sold. This articulation enables the users of financial information to use the
statements as predictive
indicators
of future cash flows.
Wiley IAS
2003: Interpretation
and Application of
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In assessing information about overall firm performance, usersISBN:0471227366
are interested in bringing together
by Barry J. Epstein and Abbas Ali
information in theMirza
income statement and the balance sheet. The balance sheet can also be used as a
guide to give an indication
firm's
continuing
ability to earn income and pay dividends. By combining
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the two statements,
investors
can
develop
some
important financial ratios. For example, users may
This compact and truly comprehensive quick-reference
wish to express income
as
a
rate
of
return
on
net
presents accountants with a guideoperating
to dependassets.
on for
assistance in the preparation and understanding of financial
statements presented in accordance with IAS.

Supplemental Disclosures
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In addition
to the measurement
accounting
principles
that guide
the values placed on the elements
Wiley
IAS 2003—Interpretation
and
Application
of International
Accounting
Standards
included in the balance sheet, there are disclosure accounting principles which are necessary to make
the financial statements not misleading because of their omission. The following are five techniques for
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providing
disclosures:
Chapter
1 informative
- Introduction
to International Accounting Standards
Chapter
2 - Balance Sheet
1. Parenthetical
explanations
Income Statement, Statement of Changes in Equity, and Statement

Chapter 3

-

Chapter 4

- Cash Flow Statement

of Recognized Gains and Losses
2. Footnotes

3. Supporting
schedules
- Financial Instruments—Cash and Receivables

Chapter 5

Chapter
6 - Inventory
4. Cross-references
Chapter 7

- Revenue Recognition, Including Construction Contracts

5. Valuation
accounts
Chapter
8 - Property,
Plant, and Equipment
Chapter 9

- Intangible Assets

Parenthetical
explanations.
Interests
in Financial Instruments, Associates, Joint Ventures, and

Chapter 10 -

Investment Property
Supplemental
information
is disclosed
means of parenthetical
explanations following the appropriate
Chapter
11 - Business
Combinations
and by
Consolidated
Financial Statements

balance sheet
items. For example
Current Liabilities, Provisions, Contingencies, and Events after the

Chapter 12 -

Balance Sheet Date
Equity13
share
capital Instruments—Long-Term
($10 par value, 200,000 shares
authorized, 150,000 issued)
Chapter
- Financial
Debt

$1,500.000

Chapter 14 - Leases

Parenthetical
explanations
Chapter
15 - Income
Taxes have an advantage over both footnotes and supporting schedules.

Parenthetical explanations place the disclosure in the body of the statement. The supplemental
information tends to be overlooked when it is placed in a footnote.

Chapter 16 - Employee Benefits

Chapter 17 - Stockholders' Equity
Chapter 18 - Earnings Per Share

Footnotes.

Chapter 19 - Interim Financial Reporting
Chapter
20 - Segment
Reporting
If the additional
information
cannot be disclosed in a relatively short and concise parenthetical
Chapter
21 - Accounting
Correction
of Errors
explanation,
a footnote Changes
should beand
used.
For example
Chapter 22 - Foreign Currency
Chapter
23 - Related-Party
Inventories
(see Note 1) Disclosures
$2,550,000
Chapter 24 - Specialized Industries

The notes
the financial
statements would then contain the following:
Chapter
25 -toInflation
and Hyperinflation
Chapter 26 - Government Grants

NoteA 1:
Inventories
are stated at the lower of cost or market. Cost is determined by the first-in,
Appendix
- Disclosure
Checklist
first-out
method, and
marketStatements
is determined
on the Under
basis of
estimated net realizable value. As of the
Appendix
B - Illustrative
Financial
Presented
IAS
balance
sheet date,of
the
market
valueand
of the
is $2,720,000.
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IAS,
US GAAP,
UKinventory
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Supporting schedules.

List of Tables

List
Exhibits
and Examples
To of
present
adequate
detail regarding certain balance sheet items, a supporting schedule may be used.
List
of Sidebars
Current
receivables may be a single line item on the balance sheet, as follows:

Current receivables (see Schedule 2)

$2,500,000

A separate schedule for current receivables would then be presented as follows:

Schedule 2 Current Receivables
Customers' accounts
$2,000,000
Wileyand
IASnotes
2003: Interpretation
and Application of
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Accounting
Standards
Associated companies
300,000
by Barry J. Epstein and Abbas Ali
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This compact and truly comprehensive quick-reference
presents accountants with 2,640,000
a guide to depend on for
assistance in the preparation and understanding of financial
Less allowance for
doubtful
accounts
(140,000)
statements presented in accordance with IAS.

Other

$2,500,000
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Cross-referencing is used when there is a direct relationship between two accounts on the balance
Introduction to International Accounting Standards
sheet. For -example,
among the current assets, the following might be shown if $1,500,000 of accounts
Chapter
2
Balance
Sheetto be pledged as collateral for a $1,200,000 bank loan:
receivable were
required
Chapter 1

Chapter 3

-

Income Statement, Statement of Changes in Equity, and Statement
of Recognized Gains and Losses

Accounts receivable pledged to bank

Chapter 4

- Cash Flow Statement

$1,500,000

Chapter 5

Financial Instruments—Cash and Receivables
Included in- the
current liabilities would be the following:

Chapter 6

- Inventory

Chapter 7

- Revenue Recognition, Including Construction Contracts

Chapter 8

- Property, Plant, and Equipment

Bank loan payable—secured by accounts receivable

$1,200,000

Chapter 9

- Intangible Assets
Valuation
accounts.

Interests in Financial Instruments, Associates, Joint Ventures, and
Investment
Property
Valuation accounts
are used
to reduce or increase the carrying amount of some assets and liabilities in
Chapter
11
Business
Combinations
Consolidated
Financial
Statements
financial statements. Accumulated and
depreciation
reduces
the book
value for property, plant, and
Chapter 10 -

Current Liabilities, Provisions, Contingencies, and Events after the
equipment,
Chapter
12 - and a bond premium (discount) increases (decreases) the face value of a bond payable as
Balance Sheet Date

shown in the following illustrations:

Chapter 13 - Financial Instruments—Long-Term Debt
Chapter 14 - Leases

Equipment

Chapter 15 - Income Taxes

$18,000,000

Less accumulated
depreciation
Chapter
16 - Employee
Benefits

(1,625,000)

Chapter
- Stockholders' Equity
Bonds17
payable

$20,000,000

Chapter 18 - Earnings Per Share

Less discount on bonds payable

(1,300,000)

Chapter 19 - Interim Financial Reporting

Bonds20
payable
Chapter
- Segment Reporting

$16,375,000

$18,700,000

$20,000,000

Chapter
21 - Accounting
of Errors
Add premium
on bondsChanges
payableand Correction
1,300,000
$21,300,000
Chapter 22 - Foreign Currency
Chapter
23 - Related-Party
Disclosures
Accounting
policies.
Chapter 24 - Specialized Industries

There are
different
methods of valuing assets and assigning costs. IAS 1 requires financial
Chapter
25 many
- Inflation
and Hyperinflation
statements
include clear
and concise disclosure of all significant accounting policies that have been
Chapter
26 - to
Government
Grants
used in the
of those financial statements. Financial statement users must be aware of the
Appendix
A - preparation
Disclosure Checklist

accounting policies used by enterprises so that sound economic decisions can be made. The
disclosures should identify and describe the accounting principles followed by the entity and methods of
Appendix C - Comparison of IAS, US GAAP, and UK GAAP
applying those principles that materially affect the determination of financial position, changes in cash
Index
flows, or results of operations. The accounting policies should encompass those accounting principles
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and methods that involve the following:
Appendix B - Illustrative Financial Statements Presented Under IAS

List of Exhibits and Examples

1. Selection from acceptable alternatives

List of Sidebars

2. Principles and methods peculiar to the industry
3. Unique applications of IAS

Fairness exception under IAS 1.
In what has become a somewhat controversial move, the IASC inserted what may be called a "fairness
exception" in IAS 1. This acknowledges that, while the use of IAS will result in virtually all

circumstances in financial statements that achieve a fair presentation, in some instances this may not
be the case. In such eventualities, IAS 1 permits departure from the standards to achieve the greater
good of fair presentation,
provided,
however, that the
enterprise
discloses
the following:
Wiley IAS
2003: Interpretation
and
Application
of
International
Accounting
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has concluded
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the financial statements fairly present the entity's financial
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2. That the entity
complied
all material
respects with applicable IAS except that it departed
from a standard
to achieve
fair comprehensive
presentation; and
This compact
and a
truly
quick-reference
presents accountants with a guide to depend on for
assistance
in thethe
preparation
understanding
of financial
3. The standard
from which
entity hasand
departed;
the nature
of the departure, including the
accordance
with
IAS.
accountingstatements
treatment presented
which the in
standard
would
have
required; the reason why that treatment
have been misleading in the circumstances; the alternative treatment which was in fact
Table of would
Contents
applied;
and the financial impact of the departure on profit or loss, assets, liabilities, equity, and
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cash flows for each period presented.
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It might be noted that in the US, while there is no similar exception under the accounting standards,
- Introduction to International Accounting Standards
under US auditing standards there is a provision that an unqualified opinion may be rendered even
Chapter 2 - Balance Sheet
when there has been a GAAP departure, if the auditor concludes that it provides a fairer presentation
Income Statement, Statement of Changes in Equity, and Statement
than would
Chapter
3 - have resulted had GAAP been strictly adhered to. Under IAS, this logic is built into the
of Recognized Gains and Losses
accounting standards themselves, and thus is not dependent upon the level of service, if any, being
Chapter 4 - Cash Flow Statement
rendered by an independent accountant, but rather makes it a management responsibility, including the
Chapter 5 - Financial Instruments—Cash and Receivables
need to disclose the logic and the financial statement impact.
Chapter 1

Chapter 6

- Inventory

Chapter
7 - Revenue
Recognition,
Including
Construction
Contracts
IAS 1 requires
that disclosure
of these
policies
be an integral
part of the financial statements. It

recommends
that these
policies
be disclosed in one location rather than being scattered throughout the
Chapter
8 - Property,
Plant,
and Equipment
footnotes.
it makes
Chapter
9 -Though
Intangible
Assetsit mandatory on enterprises to disclose all significant accounting policies,
IAS 1 also recognizes
disclosure
cannot rectify
an incorrect
or inappropriate
treatment. Three
Interests inthat
Financial
Instruments,
Associates,
Joint Ventures,
and
Investment
Property
considerations
that govern
the selection and application of the appropriate accounting policies are

Chapter 10 -

Chapter
11 - Business Combinations and Consolidated Financial Statements
1. Prudence
Chapter 12 -

Current Liabilities, Provisions, Contingencies, and Events after the

Balance
Sheet
Date
2. Substance
over
form

Chapter 13 - Financial Instruments—Long-Term Debt

3. Materiality
Chapter
14 - Leases
Chapter 15 - Income Taxes

The IASC not only encourages enterprises to present financial statements in conformity with the
standards but also requires enterprises to disclose whether they have complied with or departed from
Chapter
17 - Stockholders'
Equity (IAS 1 and the IASC's Framework).
the requirements
of the standards
Chapter 16 - Employee Benefits

Chapter 18 - Earnings Per Share
Chapter
19 - Interimdisclosures.
Financial Reporting
Related-party
Chapter 20 - Segment Reporting

According
IAS 24, financial
statements
should
Chapter
21 -toAccounting
Changes
and Correction
of include
Errors disclosure of material related-party
transactions
that areCurrency
defined by the standard as "transfer of resources or obligations between related
Chapter
22 - Foreign
parties,23
regardless
of whether
a price is charged."
Chapter
- Related-Party
Disclosures
Chapter 24 - Specialized Industries

Arelated party is essentially any party that controls or can significantly influence the financial or

Chapter
25 decisions
- Inflation of
and
operating
theHyperinflation
company to the extent that the company may be prevented from fully
Chapter
26
Government
Grants
pursuing its own interests.
Such groups would include associates, investees accounted for by the
Appendix
A - Disclosure
Checklist
equity method,
trusts for
the benefit of employees, principal owners, key management personnel, and
Appendix
B
Illustrative
Financial
Statements
Presented Under IAS
immediate family members
of owners
or management.
Appendix C - Comparison of IAS, US GAAP, and UK GAAP

Disclosures should take place even if there is no accounting recognition made for such transactions
Index
(e.g.,
a service is performed without payment). Disclosures should generally not imply that such
List
of Tables

related-party transactions were on terms essentially equivalent to arm's-length dealings. Additionally,
when one or more companies are under common control such that the financial statements might vary
List of Sidebars
from those that would have been obtained if the companies were autonomous, the nature of the control
relationship should be disclosed even if there are no transactions between the companies.
List of Exhibits and Examples

The disclosures generally should include
1. Nature of relationship
2. Description of transactions and effects of such transactions on the financial statements for each
period for which an income statement is presented
3.

2.
3. Dollar amount of transactions for each period for which an income statement is presented and
effects of any change in establishing the terms of such transactions different from that used in
prior periods
Wiley IAS 2003: Interpretation and Application of
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Reporting comparative
amounts for the preceding period.
This compact and truly comprehensive quick-reference
presents accountants with a guide to depend on for

IAS 1 requires that
financialinstatements
shouldand
show
corresponding
figures for the preceding period. To
assistance
the preparation
understanding
of financial
increase the usefulness
of financial
statements,
manywith
companies
include in their annual reports five- or
statements
presented
in accordance
IAS.
ten-year summaries of condensed financial information. These comparative statements allow
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investment analysts and other interested readers to perform comparative analysis of pertinent
Wiley
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information.
The presentation and
of comparative
financial
statements
in annual reports enhances the
Standards
usefulness of such reports and brings out more clearly the nature and trends of current changes
Preface
affecting the enterprise. Such presentation emphasizes the fact that the statements for a series of
Chapter 1 - Introduction to International Accounting Standards
periods are far more significant than those for a single period and that the accounts for one period are
Chapter
2 - Balance
but an installment
ofSheet
what is essentially a continuous history.
Chapter 3

-

Income Statement, Statement of Changes in Equity, and Statement

of Recognized
Gains
and Losses
When comparative
financial
statements
are presented (as they normally will be), the related footnote
Chapter
4 - must
Cash Flow
Statement
disclosures
also be
presented on a comparative basis, except for items of disclosure that would
Chapter
5 - Financial
and Receivables
be not meaningful,
orInstruments—Cash
might even be confusing,
if set forth in such a manner. Although there is no
Chapter
- Inventory
official 6
guidance
on this issue, certain details, such as schedules of debt maturities as of the year
earlier balance
sheetRecognition,
date, would Including
be of littleConstruction
interest to users
of the current statements and would be
Chapter
7 - Revenue
Contracts
largely 8redundant
withPlant,
information
provided for the more recent year-end. Accordingly, such details are
Chapter
- Property,
and Equipment
often omitted
from comparative
financial statements. Another example of superfluous comparative data
Chapter
9 - Intangible
Assets
is the amount
of undrawn
borrowing
capacity at
the earlierJoint
year-end.
Most
other disclosures, however,
Interests
in Financial
Instruments,
Associates,
Ventures,
and
Chapter 10 continue to be
meaningful
and should be presented for all years for which basic financial statements
Investment
Property
are displayed.
Chapter
11 - Business Combinations and Consolidated Financial Statements
Chapter 12 -

Current Liabilities, Provisions, Contingencies, and Events after the

Subsequent
events.
Balance
Sheet Date

Chapter 13 - Financial Instruments—Long-Term Debt

The balance sheet is dated as of the last day of the fiscal period, but a period of time may elapse
before the financial statements are actually prepared and issued. During this period, significant events
Chapter 15 - Income Taxes
or transactions may have occurred that materially affect the company's financial position. These events
Chapter 16 - Employee Benefits
and transactions are usually referred to as subsequent events. IAS 10 refers to them as "events after
Chapter 17 - Stockholders' Equity
the balance sheet date." If not disclosed, significant events occurring between the balance sheet date
Chapter 18 - Earnings Per Share
and issue date could make the financial statements misleading.
Chapter 14 - Leases

Chapter 19 - Interim Financial Reporting

Chapter
20 two
- Segment
Reporting
There are
types of
subsequent events described by IAS 10. The first type consists of events that

provide21
additional
evidence
with and
respect
to conditions
that existed at the date of the balance sheet and
Chapter
- Accounting
Changes
Correction
of Errors
which affect
the estimates
inherent in the process of preparing financial statements. The second type
Chapter
22 - Foreign
Currency
consists23of-events
that provide
evidence with respect to conditions that did not exist at the date of the
Chapter
Related-Party
Disclosures
balance24sheet
being reported
on but arose subsequent to that date (and prior to the actual issuance of
Chapter
- Specialized
Industries
the financial
statements).
Such post-balance-sheet events require either adjusting the financial
Chapter
25 - Inflation
and Hyperinflation

statements or only disclosing them, depending on the character and timing of the event in question.
The characterization of these events as being either adjusting or nonadjusting events is not unique to
Appendix A - Disclosure Checklist
the international accounting standards. In fact, this terminology is found in other (i.e., national)
Appendix B - Illustrative Financial Statements Presented Under IAS
accounting standards, such as UK GAAP.
Chapter 26 - Government Grants

Appendix C - Comparison of IAS, US GAAP, and UK GAAP
Index
Examples of post-balance-sheet date events
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1. A loss on an uncollectible trade account receivable as a result of a customer's deteriorating
financial condition leading to bankruptcy subsequent to the balance sheet date would usually
List of Sidebars
(but not always) be indicative of conditions existing at the balance sheet date, thereby calling for
adjustment of the financial statements before their issuance. On the other hand, a loss on an
uncollectible trade account receivable resulting from a customer's major casualty, such as a fire
or flood subsequent to the balance sheet date, would not be indicative of conditions existing at
the balance sheet date, and adjustment of the financial statements would not be appropriate.
However, if the amount is material, disclosure would be required.
List of Exhibits and Examples

2. A loss arising from the recognition after the balance sheet date that an asset such as plant and

2.
equipment had suffered a material decline in value arising out of reduced marketability for the
product or service it can produce. Such a reduction would be considered an economic event in
process atWiley
the balance
sheetInterpretation
date and wouldand
require
adjustment
IAS 2003:
Application
of and recognition of the loss.
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pages) after the balance sheet date, even if planned before
a. Sale
of aWiley
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share
capital
thatThis
date.
compact and truly comprehensive quick-reference
presents accountants with a guide to depend on for
assistance
the preparation
and understanding
of financial
b. Purchase
of ainbusiness,
if the transaction
is consummated
after year-end.
statements presented in accordance with IAS.

c. Settlement of litigation when the event giving rise to the claim took place subsequent to
Table of Contents
the balance sheet date. The settlement is an economic event that would be accounted for
Wiley IAS 2003—Interpretation and Application of International Accounting
in the period of occurrence. (However, if the event occurred before the balance sheet
Standards
date, IAS 37 would require that the estimated amount of the contingency be accrued, in
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most instances, as discussed further in the next section of this chapter.)
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- Introduction to International Accounting Standards

Chapter 2

- Balance
d.
Loss ofSheet
plant or inventories as a result of fire or flood.

Chapter 3

-

Chapter 5

- Financial Instruments—Cash and Receivables

Chapter 6

- Inventory

Chapter 7

- Revenue Recognition, Including Construction Contracts

Chapter 8

- Property, Plant, and Equipment

Chapter 9

- Intangible Assets

Income Statement, Statement of Changes in Equity, and Statement

Recognized
Gains and Losses
e.ofLosses
on receivables
resulting from conditions (such as a customer's major casualty)
arising
Chapter 4 - Cash
Flowsubsequent
Statement to the balance sheet date.

f. Gains or losses on certain marketable securities.

Contingencies.

Interests
in Financial
Instruments,
Associates,
Joint
Ventures,
Contingencies
are defined
and described
by IAS
37. IAS 37
has
created and
a complex typology comprised
Chapter
10 Investment Property

of provisions and contingencies. Under this standard, the term "provisions" is used in the sense that

Chapter
11 -liabilities
Businesswas
Combinations
Consolidated
Financial
Statements
contingent
employed and
under
a predecessor
standard—to
denote those contingencies that
Current
Liabilities,
Provisions,
Contingencies,
and
Events
after the
are deemed
Chapter
12 - probable of occurrence and are no longer considered to be contingent at all, but rather
Balance Sheet Date

merely uncertain as to timing and/or amount.

Chapter 13 - Financial Instruments—Long-Term Debt
Chapter
14 -37,
Leases
Under IAS
the term contingencies is reserved for those potential obligations which are not to be
Chapter
- Income
accrued15and
formallyTaxes
reported in the balance sheet. In other words, contingencies that are not remote

must be16disclosed
in the
notes.
Chapter
- Employee
Benefits
Chapter 17 - Stockholders' Equity

Apart from the terminological changes (which admittedly do have the potential to confuse), the actual
accounting requirements are essentially unchanged. Provisions are to be accrued by a charge to
Chapter 19 - Interim Financial Reporting
income and the recording of a liability if
Chapter 18 - Earnings Per Share

Chapter 20 - Segment Reporting

1. The
a present
obligation as
a result of past events;
Chapter
21 - enterprise
Accountinghas
Changes
and Correction
of Errors
Chapter 22 - Foreign Currency

2. It is probable that an outflow of the enterprise's resources will be required; and

Chapter 23 - Related-Party Disclosures

Chapter
24reliable
- Specialized
Industries
3. A
estimate
can be made of the amount.
Chapter 25 - Inflation and Hyperinflation

If an estimate cannot be made for the obligation with a reasonable degree of certitude, accrual is not
prescribed, but rather disclosure in the notes to the financial statements is needed.

Chapter 26 - Government Grants

Appendix A - Disclosure Checklist

Appendix
B - Illustrative
Financial
Under
IAS above, but which are more than
For obligations
which do
not riseStatements
to the levelPresented
of probable
as used
Appendix
C
Comparison
of
IAS,
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GAAP,
and
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GAAP
remote in terms of likelihood of occurrence, disclosure in the notes is mandated. In general, unless the
Index
obligation is deemed more than remote, disclosure is not required. However, it should be noted that
List
of Tables
common
practice has long been to disclose certain categories of remote contingencies; an example is
List
of Exhibits
andguarantee
Examples of the indebtedness of another party, even if it is not anticipated presently
disclosure
of the

thatofthe
enterprise will be asked to honor that guarantee following a failure to perform by the primary
List
Sidebars
obligor.
No disclosure is required for unasserted claims or assessments when no act by the potential claimant
has transpired to suggest that there is an intent to make a claim. Also, general or unspecific business
risks (e.g., the inherent possibility that foreign operations could be affected by changes in government)
are neither accrued for nor disclosed.
Examples of loss contingencies
1.
2.

1. Collectibility of receivables
2. Obligations related to product warranties and product defects
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3. Risk of loss or damage of enterprise property by fire, explosion, or other hazards
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5. Pending orThis
threatened
compact litigation
and truly comprehensive quick-reference
presents accountants with a guide to depend on for
assistance
in theand
preparation
and understanding of financial
6. Actual or possible
claims
assessments
statements presented in accordance with IAS.

7. Risk of loss from catastrophes assumed by property and casualty insurance companies
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including reinsurance companies
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8. Guarantees of indebtedness of other entities
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9. Obligations
of commercial
banks Accounting
under standby
letters of credit
Chapter
1 - Introduction
to International
Standards
Chapter 2

- Balance Sheet

Chapter 4

- Cash Flow Statement

Chapter 5

- Financial Instruments—Cash and Receivables

10. Agreements to repurchase receivables (or to repurchase the related property) that have been
Income Statement, Statement of Changes in Equity, and Statement
Chapter sold
3 of Recognized Gains and Losses
Accrual and disclosure of loss contingencies should be based on an evaluation of the facts in each
- Inventory
particular case.
Accrual is not a substitute for disclosure, and disclosure is not a substitute for accrual.

Chapter 6
Chapter 7

- Revenue Recognition, Including Construction Contracts

Chapter
8 - Property,
Plant,
andcontingency
Equipment usually is not reflected in the accounts since to do so might
An estimated
gain from
a gain

be to recognize
revenue
prior to its realization. Adequate disclosure of the gain contingency shall be
Chapter
9 - Intangible
Assets
made, but care
must be
taken to Instruments,
avoid misleading
implications
as to the likelihood
of realization.
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in Financial
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Joint Ventures,
and

Chapter 10 -

Investment Property

Contracts
and negotiations.
Chapter
11 - Business
Combinations and Consolidated Financial Statements
Current Liabilities, Provisions, Contingencies, and Events after the
Chapter
12 - contractual agreements and negotiations should be disclosed in the footnotes to the
All significant
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financial
For example, lease contract
Chapter
13statements.
- Financial Instruments—Long-Term
Debtprovisions, pension obligations, requirements
contracts,
indenture covenants, and stock option plans should be clearly disclosed in the
Chapter
14 bond
- Leases
footnotes.
Chapter
15 - Income Taxes
Chapter 16 - Employee Benefits

Other disclosures required by IAS 1.

Chapter 17 - Stockholders' Equity

Chapter
18 added
- Earnings
Per Share
IAS 1 has
several
new, required disclosure items. If not otherwise disclosed within the financial
Chapter
19 - Interim
Financial
Reporting
statements,
these items
should
be reported in the footnotes.
Chapter 20 - Segment Reporting

1. The domicile and legal form of the entity, its country of incorporation, and the address of the
registered office (or principal place of business, if different);

Chapter 21 - Accounting Changes and Correction of Errors
Chapter 22 - Foreign Currency

Chapter
23description
- Related-Party
2. A
of theDisclosures
nature of the enterprise's operations and its principal activities;
Chapter 24 - Specialized Industries

3. The name of the parent entity and the ultimate parent of the group; and

Chapter 25 - Inflation and Hyperinflation

Chapter
26 - number
Government
Grants either at the end of the period or an average during the period being
4. The
of employees
Appendixreported
A - Disclosure
Checklist
upon.
Appendix B - Illustrative Financial Statements Presented Under IAS

These disclosures
(which
beenand
modeled
on those already imposed under UK GAAP) are
Appendix
C - Comparison
of may
IAS,have
US GAAP,
UK GAAP
particularly of interest given the multinational character of many enterprises reporting in conformity with
Index
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The format of a balance sheet is not presently specified by International Accounting Standards but has
become established as a matter of tradition and, in some circumstances, as a result of specific industry
practices. However, the appendix to IAS 1 gives an example of a balance sheet format but also clarifies
that it be considered as an example of the way in which the requirements of the proposed standard
might be put into practice.
In general, the two types of formats are the report form and the account form. In the report form the
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SIC 8 thus requires that the body of IAS in effect in the period when the adoption is effected are to be
applied to all prior periods being reported on, explicitly (via comparatives) or implicitly (in the adjustment
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The proposal differs from SIC 8 in (1) creating targeted exemptions, notably in specified areas where
retrospective application is likely to cause undue cost or effort, while SIC 8 contained less specific
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time adopter's estimates under IFRS relate to the estimates it made for the same date using its
List of Sidebars
previous basis of accounting; (4) specifying that the transitional provisions in other IFRS do not apply to
a first-time adopter; and (5) requiring enhanced disclosure about how the transition to IFRS affected an
entity's reported financial position, financial performance, and cash flows.
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If adopted, the standard will require that an entity adopting IAS (which are now called IFRS) for the first
time will need to prepare an opening IFRS balance sheet at the beginning of the earliest comparative
period presented in its first IFRS financial statements (to be known as the "date of transition to IFRS").
Thus, if an entity's first IFRS financial statements are for the year ended 31 December 2005, it will need
to prepare an opening IFRS balance sheet at 1 January 2004 (or earlier, if it presents comparative
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Since the late 1960s or early 1970s, the income statement has been widely perceived by investors,
creditors, management, and other interested parties as the single most important of an enterprise's
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basic financial statements. Investors consider the past income of a business as the most useful
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excluded from the income statement is that these are not considered to be useful as predictors of
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Creditors look principally to the income statement for insight into the borrower's ability to generate the
future cash flows needed to repay the obligations. (While the cash flow statement would appear more
logically to be the source for these insights, that statement is a relatively late development and not
universally understood yet; thus, traditionally, financial statement users have been more comfortable
drawing these inferences from the income statement.) Management, then, must be concerned with the

income statement by virtue of the importance placed on it by investors and creditors. Additionally,
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4. Capital transactions and distributions with/to owners of the enterprise;
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share premium and each reserve at the beginning and the end of the period,
separately disclosing each movement.

Statement of recognized gains and losses
As an alternative to a statement of changes in equity (above), as prescribed by IAS 1,
an enterprise may present, along with the traditional financial statements, a statement
of recognized gains and losses. This statement highlights items of income and
expense that are not recognized in the income statement, and it reports all changes in
equity, including net income, other than those resulting from investments by and

distributions to owners (items 1-3 shown under the foregoing should be presented in
this statement). When an enterprise chooses to present the statement of recognized
gains
andIAS
losses,
it should,
additionally,
in footnotes
to the financial
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Other Terminology

This compact and truly comprehensive quick-reference
presents accountants
with aaguide
to dependoperation"
on for
Discontinuing operations.
IAS 35 defines
"discontinuing
as a component of an enterprise
assistance in the preparation and understanding of financial
statementspursuant
presented
accordance
IAS.
1. That the enterprise,
to in
a single
plan, with
is disposing
of substantially in its entirety, such as

by selling the component in a single transaction, by demerger or spin-off of ownership of the
component to the enterprise's shareholders; is disposing of piecemeal, such as by selling off the
Wiley IAS 2003—Interpretation and Application of International Accounting
component's assets and settling its liabilities individually; or is terminating through abandonment;
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Chapter
13 -such
Financial
activities,"
as a Instruments—Long-Term
segment, as determined Debt
in accordance with IAS 14.
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Chapter 14 - Leases

Ordinary
Activities that are undertaken by the enterprise as part of its normal business and
Chapter
15 activities.
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include related activities that are incidental to or are pursued in furtherance of regular business.
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Realization.
The processEquity
of converting noncash resources and rights into money or, more precisely,
Chapter
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Chapter
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Segment of a business. A distinguishable component of an enterprise which is engaged in providing
products or services that are subject to risks and returns different from other "business segments" or
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Economists haveThis
generally
adopted a wealth maintenance concept of income. Under this concept,
compact and truly comprehensive quick-reference
income is the maximum
amount
that can
bea consumed
duringon
a for
period and still leave the enterprise
presents accountants
with
guide to depend
assistance
in theatpreparation
and period
understanding
of financial
with the same amount
of wealth
the end of the
as existed
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statements
in market
accordance
with
determined with reference
topresented
the current
values
of IAS.
the net productive assets at the beginning
and end of the period. Therefore, the economists' definition of income would fully incorporate market
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value changes (both increases and decreases in wealth) in the determination of periodic income.
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Accountants, on the other hand, have generally defined income by reference to specific events that
give rise to recognizable elements of revenue and expense during a reporting period. The events that
Chapter 1 - Introduction to International Accounting Standards
produce reportable items of revenue and expense comprise a subset of economic events that
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2 -economic
Balance Sheet
determine
income. Many changes in the market values of wealth components are
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and but
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from the measurement
of accounting
income
are included in the
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economic measures of income are the result of a
Chapter
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Since many
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values
of assets are
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retained8 the
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cost model,
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and final
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Joint
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and delivery of the product.
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difficulty inProperty
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16 - only
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Chapter 10 -
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A separate but equally important reason for the disparity between the accounting and economic
measures of income relates to the need for periodic reporting. The economic measure of income would
Chapter
19 - Interim
Reporting
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simple Financial
to apply on
a life cycle basis. Economic income would be measured by the
Chapter
20 -between
SegmentitsReporting
difference
wealth at the termination point and its wealth at the origination date, plus
Chapter
21 - Accounting
Changes and
of Errorsinvestments over the course of its life. However,
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or other distributions
andCorrection
minus additional
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- Foreign
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applying
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The
continual earnings
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quarters, or months is substantially more difficult, requiring both estimates
Chapter
25to- individual
Inflation and
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Consequently,
accountants have concluded that there must be unambiguous guidelines
Chapter
26 - Government
Grants
for revenue
These have required recognition only at the completion of the earnings cycle.
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Chapter 18 - Earnings Per Share

Appendix B - Illustrative Financial Statements Presented Under IAS

The appropriate measurement of income is partially dependent on the vantage point of the party doing
the measuring. From the perspective of outside investors taken as a whole, income might be defined as
Index
earnings before any payments to those investors, including bondholders and preferred stockholders, as
List
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wellofas
common shareholders. On the other hand, from the viewpoint of the common shareholders,
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income
might and
better
be defined as earnings after payments to other investors, including creditors and
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preferred
shareholders. Currently, net income is defined as earnings available for the preferred and
common stockholders. However, in various statistics and special reports, a variety of these concepts
are employed.
Appendix C - Comparison of IAS, US GAAP, and UK GAAP

Recognition and Measurement
Recognition involves the depiction of an item in words and by a monetary amount, and the inclusion of
that amount in the balance sheet or the income statement. For recognition of an item on financial

statements, it should meet the definition of an element as prescribed by the IASC's Framework and
satisfy the criteria for recognition as set out in that document. The criteria are needed to assist
accountants in determining
events and
are in
the domainofof items included in the
Wiley IASwhich
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measurement of income.
The
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Framework
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statements
presented
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2. Assessment of degree of uncertainty regarding future economic benefits. This refers to the
Preface degree of uncertainty that the future economic benefits associated with an item will flow to or
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to International
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at the
time of preparation of the financial statements. This concept can be illustrated
Chapter available
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through
the following
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Statement,
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full cost of the
inventory
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Instruments—Cash and Receivables
Chapter 3
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3. Item's cost or value can be measured with reliability. An item must possess a relevant
- Revenue Recognition, Including Construction Contracts
attribute, such as cost or value, which can be quantified in monetary units with sufficient
Chapter 8 - Property, Plant, and Equipment
reliability. Measurability must be considered in terms of both relevance and reliability, the two
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primary qualitative characteristics of accounting information.
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Chapter in
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b. The preparers of financial statements, while dealing with and recognizing uncertainties,
should exercise judgment or a degree of caution: in other words, prudence.
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IAS 18 is the standard that deals with the accounting for revenue. It sets forth the following
characteristics of the term revenue:
1. Inflows of economic benefits arise in the course of ordinary activities of an enterprise.
2. Inflows are to be reported gross.
3. Inflows result in increases in equity, other than increases relating to contributions from equity
participants.

3.
The measurement concept requires that revenue be measured at the fair value of the consideration
received or receivable. Fair value is defined as
Wiley
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the amount for
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an2003:
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between knowledgeable,
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are decreases in economic benefits during an accounting period in the form of outflows
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assets or incurrences of liabilities that result in decreases in equity, other than
Chapter
16 -relating
Employee
Benefits
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to distributions
to equity participants. Thus the characteristics of expenses include
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following:
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1. Sacrifices involved in carrying out the earnings process
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Reporting cash outflows resulting from ordinary activities
2. -Actual
or expected
Chapter 21 - Accounting Changes and Correction of Errors

3. Outflows reported gross

Chapter 22 - Foreign Currency

Chapter
23 -are
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Disclosures
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expired costs,
or items that were assets but are no longer assets because they have no
Chapter
24
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future value. The matching principle requires that all expenses incurred in the generating of revenue be
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25 - in
Inflation
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Hyperinflation
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the same
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26
Government
Grants
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Costs such
materials of
and
direct
labor consumed
in the manufacturing process are relatively easy to
Appendix
C - as
Comparison
IAS,
US GAAP,
and UK GAAP
identify with the related revenue elements. These cost elements are included in inventory and
expensed as cost of sales when the product is sold and revenue from the sale is recognized. This is
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associating cause and effect.
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List of Exhibits and Examples
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of Sidebars
Some
costs are more closely associated with specific accounting periods. In the absence of a cause

and effect relationship, the asset's cost should be allocated to benefiting accounting periods in a
systematic and rational manner. This form of expense recognition involves assumptions about the
expected length of benefit and the relationship between benefit and cost of each period. Depreciation of
fixed assets, amortization of intangibles, and allocation of rent and insurance are examples of costs
that would be recognized by the use of a systematic and rational method.
All other costs are normally expensed in the period in which they are incurred. This would include those
costs for which no clear-cut future benefits can be identified, costs that were recorded as assets in prior

periods but for which no remaining future benefits can be identified, and those other elements of
administrative or general expense for which no rational allocation scheme can be devised. The general
approach is first to
attempt
matchInterpretation
costs with the related
revenues. of
Next, a method of systematic and
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Losses also represent decreases in economic benefits and are similar in nature to expenses. However,
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The recognition of gains and losses should follow the principles stated below.

Chapter 21 - Accounting Changes and Correction of Errors

1. Gains often result from transactions and other events that involve no earnings process;
therefore, in terms of recognition, it is more significant that the gain be realized than earned.
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of changes in equity and statement of recognized gains and
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IAS 1 prescribes a new component of financial statements (to be presented along with the traditional
financial statements). While the IASC had earlier expressed its intent to mandate a new prescribed
financial statement, the statement of nonowner movements in equity, opposition resulted in a
somewhat modified final standard. Although different in some particulars and offering more options in
terms of format, this will nonetheless reveal to financial statement users the full scope of changes in
economic position, whether due to traditional items of income and expense, or to such other
phenomena as revaluations of plan assets and investments, or the translations of foreign subsidiaries'
and affiliates' balance sheets.

List of Sidebars

IAS 1 offers preparers two principal mechanisms for reporting the changes in enterprise equity for a
period. The first of these would have the reporting entity present a new financial statement, to be
captioned the statement
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changes
in equity. This
statement
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An example of the statement of changes in equity is presented in the following section of this chapter.
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Appendix B - Illustrative Financial Statements Presented Under IAS
Appendix
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- Comparison
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USthis
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and
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While the
standard of
refers
as "a
separate
component of the financial statements," what is
Index
required is a new financial statement that (depending on which alternative version is adopted) may also
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additional footnote materials. This "separate component" is to be presented as an integral part
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Examples
of all
completeand
sets
of financial statements. Accordingly, any set of financial statements would be
List
of Sidebars
considered
incomplete without this new statement.

It is to be noted that the IASC's action is in line with the current thinking in the UK and US. In the US,
SFAS 130 prescribes a similar statement to be presented as a separate component of the financial
statements, based on the FASB's concept of "comprehensive income." In the UK, which was the first to
take this step, the treatment is very similar to that embraced by IAS 1, and the new component of
financial statement prescribed under FRS 3 of the UK GAAP is captioned the "statement of total
recognized gains and losses," which is similar to that suggested by IAS 1 when the second suggested
approach is utilized.

Examples of the new statements alternatively required by IAS 1.
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takes precedence over legal form). Under the corporate form of business, interest on stockholder loans
and salaries paid to stockholders are clearly classified as expenses and not as distributions.
Accordingly, under this theory, these items may be treated as expenses for both partnerships and sole
proprietorships. However, full disclosure and consistency of financial reporting treatment would be
required. Circumstances may involve treating certain payments, such as guaranteed salaries, as
expenses while classifying other "salaries" as profit distributions.
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comparability between the two periods being presented together. Disclosure must be made of this
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reclassification, since the earlier period financial statements being presented currently will differ in
appearance from those nominally same statements presented in the earlier year.
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Aggregating items.
Aggregation of items should not serve to conceal significant information, such as netting revenues
against expenses or combining elements of interest to readers, such as bad debts and depreciation.
The categories "other" or "miscellaneous expense" should contain, at maximum, an immaterial total

amount of aggregated insignificant elements. Once this total approaches, for example, 10% of total
expenses (or any other materiality threshold), some other aggregations with explanatory titles should
be selected.
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Usually, losses and gains on disposal of noncurrent assets are seen reported on a net basis, which
may be due to the fact that they are not material individually (compared to other items on the income
Chapter 16 - Employee Benefits
statement). However, if they were material individually, as in the example above, they would need to be
Chapter 17 - Stockholders' Equity
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Further, based on the discussion above, it seems unreasonable to read between the lines of IAS 16 in
an attempt to reach a conclusion, as some have done, that it does not require the disclosure of gains or
Appendix B - Illustrative Financial Statements Presented Under IAS
losses arising from the retirement or disposal of property, plant, and equipment, and therefore that such
Appendix C - Comparison of IAS, US GAAP, and UK GAAP
gains or losses may be included as an undisclosed net amount within broad expense categories such
Index
as "general and administrative expenses." In the authors' opinion, although gains or losses arising from
List of Tables
retirement or disposal of property, plant, and equipment are not mentioned in the disclosure section of
List
Exhibits
andspecifically
Examples dealt with in an earlier paragraph of that IAS. Thus, reading all the
IASof16,
they are
List
of Sidebars
provisions
of IAS 16, together with the IASC's Framework (as explained earlier), it would not be
unreasonable to interpret that such gains or losses should be disclosed separately in the income
statement, if material.
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IAS 1 further clarifies that when items of income or expense are offset, the enterprise should
nevertheless consider, based on materiality, the need to disclose the gross amounts in the notes to the
financial statements. This standard gives the following examples of transactions that are incidental to
the main revenue-generating activities of an enterprise and whose results when presented by offsetting
or reporting on a net basis, such as netting any gains with related expenses, reflect the substance of
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the transaction:
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data-processing activity should be presented after netting the related reimbursable expenditure, which
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The foregoing items represent the barest minimum: Other line items can be included as deemed useful
or necessary to fairly communicate the results of the enterprise's operations. It should be carefully
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noted that this requirement must be satisfied by presentation on the face of the income statement; it
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The natural expense classification scheme identifies costs and expenses in terms of their character,
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of Sidebars
such
as salaries and wages, raw materials consumed, and depreciation of plant assets. On the other

hand, the functional classification scheme (also referred to as the "cost of sales" method) reports on
the purpose of the expenditure, such as for manufacturing, distribution, and administration. Note that
the minimum line item disclosures mandated by the standard must be met in any case; thus, finance
costs must be so identified regardless of which classification scheme is employed.
IAS 35 governs the presentation and disclosures pertaining to discontinuing operations. This is
discussed later in this chapter. Measurement matters relating to discontinuing operation are not
covered by this standard; rather, other guidance, particularly IAS 36 dealing with impairment of assets,

must be consulted.
IAS 1 furthermore stipulates that if a reporting entity adopts the functional classification scheme, it must
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significant a part this would have to be, to potentially comprise an operation which could be
segregated as described in IAS 35 once a decision to discontinue had been made, is not
addressed in the standard. Thus, this will remain in the domain of individual judgments until such
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The obvious flaw in the deferral of start-up costs from a financial reporting perspective is that these
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fact these sunk costs would have no demonstrable value for the future, particularly if the entity's
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Given the absence of guidance under IAS regarding the possible utility of presenting cumulative
operating statements for enterprises which have yet to begin normal scale operations, the insights
offered by the relevant US standard could be employed by those seeking expanded financial statement
disclosures to accomplish a similar goal.
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Yet another critical project of the IASB is that on Reporting Performance, which is being conducted in
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This project is intended to broadly address the issues related to the display and presentation, in the
financial statements, of all recognized changes in assets and liabilities arising from transactions or
other events, with the exception of those related to transactions with owners as owners. Put differently,
the project is concerned with the reporting of comprehensive income. Thus, consideration is to be given
to all items that are at present reported in the income statement, the cash flow statement, and the
statement of changes in equity. The project is concerned with, among other things, distinguishing
revenues and expenses from other sources of comprehensive income or expense, the reporting of
holding gains and losses, and distinguishing operating and nonoperating items.

Changes to the financial statements that present "flows," as currently set forth in IAS 1, are the most
likely outcome of this project. The project is not concerned with balance sheet presentation. Likewise, it
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The statement of cash flows includes only inflows and outflows of cash and cash equivalents. Accordingly, it
excludes all transactions that do not directly affect cash receipts and payments. However, IAS 7 does
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Components of Cash and Cash Equivalents
The statement of cash flows, under the various national and international standards, may or may not
include transactions in cash equivalents as well as cash. Under US standards, for example, preparers may
choose to define cash as "cash and cash equivalents," as long as the same definition is used in the balance
sheet as in the cash flow statement (i.e., the cash flow statement must tie to a single caption on the balance

sheet). With the recent dramatic revision to the UK standard on cash flow reporting, on the other hand, the
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Classifications in the Statement of Cash Flows
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flows prepared in accordance with international accounting standards (and also in
List
Exhibits and
Examples
accordance
with US GAAP) requires classification into these three categories:
List
of Sidebars
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cash equivalents or held for dealing or trading purposes. Investing activities include cash advances
and collections on loans made to other parties (other than advances and loans of a financial
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intended to be included in the cash flow statement itself. This contrasts somewhat with the US standard,
SFAS 95, which encourages inclusion of this supplemental information on the face of the statement of cash
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flows, although this may, under that standard, be relegated to a footnote as well. (The UK standard on cash
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flow reporting, FRS 1, also requires that major noncash transactions be disclosed in a note to the cash flow
List of Tables
statement.) Examples of significant noncash financing and investing activities might include
Appendix B - Illustrative Financial Statements Presented Under IAS

List of Exhibits and Examples

1. Acquiring an asset through a finance lease

List of Sidebars

2. Conversion of debt to equity
3. Exchange of noncash assets or liabilities for other noncash assets or liabilities
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Basic example of a classified statement of cash flows
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Liquid Corporation Statement of Cash Flows For the Year Ended December 31, 2002
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The operating activities section of the statement of cash flows can be presented under the direct or the
indirect method. However, the IASC has expressed a preference for the direct method of presenting net
Appendix B - Illustrative Financial Statements Presented Under IAS
cash from operating activities. In this regard the IASC was probably following in the well-worn path of the
Appendix C - Comparison of IAS, US GAAP, and UK GAAP
FASB in the United States, which similarly urged that the direct method of reporting be adhered to. Under
Index
UK GAAP, however, though the UK Accounting Standards Board considered the advantages of the direct
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method in developing FRS 1, it was noted that it did not believe that in all cases the benefits to users
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and
Examples
outweighed
costs
to the reporting entity of providing that mode of reporting. The UK Board remains
List
of Sidebars
convinced
of this view, and the revised FRS 1 continues to encourage the direct method only where the
potential benefits to users outweigh the costs of providing it. For their part, preparers of financial statements
in the other parts of the world, like those in the US, have chosen overwhelmingly to ignore the
recommendation of the IASC, preferring by a very large margin to use the indirect method in lieu of the
recommended direct method.
Appendix A - Disclosure Checklist

Thedirect method shows the items that affected cash flow and the magnitude of those cash flows. Cash
received from, and cash paid to, specific sources (such as customers and suppliers) are presented, as
opposed to the indirect method's converting accrual-basis net income (loss) to cash flow information by

1.

means of a series of add-backs and deductions. Entities using the direct method are required by IAS 7 to
report the following major classes of gross cash receipts and gross cash payments:
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(although the computations are not onerous); they are not, generally, amounts that exist as account
Index

balances simply to be looked up and then placed in the statement. The extra effort needed to prepare the
direct method operating cash flow data may be a contributing cause of why this method has been distinctly
List of Exhibits and Examples
unpopular with preparers. (There is an extra reason why the direct method is unpopular with entities that
List of Sidebars
report in conformity with US GAAP: SFAS 95 requires that when the direct method is used, a
supplementary schedule be prepared reconciling net income to net cash flows from operating activities,
which effectively means that both the direct and indirect methods must be employed. This rule does not
apply under international accounting standards, however.)
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Theindirect method (sometimes referred to as the reconciliation method) is the most widely used means
of presentation of cash from operating activities, primarily because it is easier to prepare. It focuses on the
differences between net operating results and cash flows. The indirect format begins with net income (or

loss), which can be obtained directly from the income statement. Revenue and expense items not affecting
cash are added or deducted to arrive at net cash provided by operating activities. For example, depreciation
and amortization Wiley
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related to operating activities. Instead, these shortterm borrowings would be classified as a financing
activity. Other adjustments under the indirect method include changes in the account balances of deferred
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Similarly, an increase in a current liability, row three, must be added to income to obtain cash flows (e.g.,
accrued wages are on the income statement as an expense, but they do not require cash; the increase in
Index
wages payable must be added back to remove this noncash flow expense from accrual-basis income).
Appendix C - Comparison of IAS, US GAAP, and UK GAAP
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Under
the USand
GAAP,
when the indirect method is employed, the amount of interest and income taxes paid
List
of Sidebars
must
be included in the related disclosures (supplemental schedule). However, under international

accounting standards, as illustrated by the appendix to IAS 7, instead of disclosing them in the
supplemental schedules, they are shown as part of the operating activities under both the direct and indirect
methods. (Examples presented later in the chapter illustrate this.)
The major drawback to the indirect method involves the user's difficulty in comprehending the information
presented. This method does not show from where the cash was received or to where the cash was paid.
Only adjustments to accrual-basis net income are shown. In some cases the adjustments can be confusing.
For instance, the sale of equipment resulting in an accrual-basis loss would require that the loss be added

to net income to arrive at net cash from operating activities. (The loss was deducted in the computation of
net income, but because the sale will be shown as an investing activity, the loss must be added back to net
income.)
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Reconciliation of Cash and Cash Equivalents
An enterprise should disclose the components of cash and cash equivalents and should present a
reconciliation of the difference, if any, between the amounts reported in the statement of cash flows and
equivalent items reported in the balance sheet. By contrast, under the US GAAP the definition must tie to a
specific caption on the balance sheet. For example, if short-term investments are shown as a separate
caption in the balance sheet, the definition of cash for the purposes of the statement of cash flows must

include "cash" alone (and not also include short-term investments). On the other hand, if "cash and cash
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even under the US GAAP. They are useful in enabling the users of financial
Chapter
24 - are
Specialized
Industries
statements
understand
the enterprise's financial position better.
Chapter
25 - to
Inflation
and Hyperinflation
Chapter 26 - Government Grants

Basic example of the preparation of the cash flow statement under IAS 7 using a worksheet
approach

Appendix A - Disclosure Checklist

Appendix B - Illustrative Financial Statements Presented Under IAS

Appendix
C following
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UK (Middle
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Using the
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information
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Index
cash flow statement according to the requirements of IAS 7 are illustrated. (Note that all figures in this
List
of Tables
example
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ABC (Middle East) Ltd. Balance Sheets As at December 31, 2003 and 2002

Assets
Cash and cash equivalents
Wiley IAS 2003: Interpretation and Application of
International Accounting Standards
Debtors
ISBN:0471227366
by Barry J. Epstein and Abbas Ali
Inventories
Mirza
John Wiley & Sons © 2003 (952 pages)
Preoperative expenses
This compact and truly comprehensive quick-reference
Due from associates
presents accountants with a guide to depend on for
assistance in the preparation and understanding of financial
Property, plant, and
equipment cost
statements presented in accordance with IAS.

Accumulated depreciation
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2003

2002

$ 3,000

$ 1,000

5,000

2,500

2,000

1,500

1,000

1,500

19,000

19,000

12,000

22,500

(5,000)

(6,000)

7,000

16,500

$37,000

$42,000

$ 5,000

$12,500

2,000

1,000

3,000

2,000

10,000

15,500

6,500

6,500

20,500

20,000

27,000

26,500

$37,000

$42,000

Wiley
IAS 2003—Interpretation
andnet
Application of International Accounting
Property,
plant, and equipment,
Standards
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Preface
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1 - Introduction to International Accounting Standards
Liabilities
Chapter 2

- Balance Sheet

Accounts payable

Income Statement, Statement of Changes in Equity, and Statement
of Recognized
Income taxes
payable Gains and Losses
Chapter 4 - Cash Flow Statement
Chapter 3

-

Deferred taxes payable

Chapter 5

- Financial Instruments—Cash and Receivables
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Chapter
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Chapter
7 - Revenue
Recognition, Including Construction Contracts
Shareholders'
equity
Chapter 8

- Property, Plant, and Equipment

Chapter 9

- Intangible Assets

Share capital

Retained earnings
Interests in Financial Instruments, Associates, Joint Ventures, and

Chapter 10 -

Investment Property

Total shareholders' equity

Chapter 11 - Business Combinations and Consolidated Financial Statements
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shareholders'
equity Contingencies, and Events after the
Current
Provisions,

Chapter 12 -

Balance Sheet Date

Chapter 13 - Financial Instruments—Long-Term Debt
Chapter 14 - Leases

ABC (Middle
East) Taxes
Ltd. Statement of Income For the Year Ended December 31, 2003
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15 - Income
Chapter
Sales 16 - Employee Benefits
Chapter 17 - Stockholders' Equity

Cost of sales

Chapter 18 - Earnings Per Share
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Chapter
- Interim
Financial Reporting
Gross 19
operating
income
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Chapter 20 - Segment Reporting
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Administrative and selling expenses

Chapter 21 - Accounting Changes and Correction of Errors
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Chapter
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- Foreign Currency
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Chapter
23 - Related-Party
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of property, Disclosures
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26 - Government
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Appendix
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before taxation
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Extraordinary item—proceeds from settlement with government for expropriation of
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Appendix C - Comparison of IAS, US GAAP, and UK GAAP
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Index
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List
of income
Tables after extraordinary item

16,500

List
of Exhibits
and Examples
Taxes
on income

(4,000)

List of Sidebars

Net income

$12,500

The following additional information is relevant to the preparation of the statement of cash flows:
1. Equipment with a net book value of $7,500 and original cost of $10,500 was sold for $7,500.
2. All sales made by the company are credit sales.
3. The company received cash dividends (from investments) amounting to $2,000, recorded as income
4.

2.
3.
in the income statement for the year ended December 31, 2003.
4. The company received $1,000 in settlement from government for the expropriation of business,
Wiley IAS 2003: Interpretation and Application of
which is accounted
for as an extraordinary item.
International Accounting Standards
by Barry
J. Epstein
and dividends
Abbas Ali of $12,000 toISBN:0471227366
5. The company
declared
and paid
its shareholders.

Mirza
John Wiley
& Sons
2003 (952
6. Interest expense
for the
year©2003
waspages)
$2,000, which was fully paid during the year. All
This
compact
and
truly
comprehensive
quick-reference
administration and selling expenses incurred were
paid during the year.
presents accountants with a guide to depend on for
and understanding
of financial
7. Income taxassistance
expense in
forthe
thepreparation
year 2003 was
provided at $4,000,
out of which the company paid
statements presented in accordance with IAS.

$2,000 during 2003 as an estimate.
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A worksheet can be prepared to ease the development of the cash flow statement, as follows:
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Chapter 21 - Accounting Changes and Correction of Errors
Chapter 23 - Related-Party Disclosures
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Appendix B - Illustrative Financial Statements Presented Under IAS
Appendix C - Comparison of IAS, US GAAP, and UK GAAP
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ABC (Middle East) Ltd. Statement of Cash Flows For the Year Ended December 31, 2003 (Direct

List
of Sidebars
method)
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2003: Interpretation and Application of
International Accounting Standards
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(20,000)
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This compact and truly comprehensive quick-reference
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presents accountants with a guide to depend on for
assistance in the preparation and understanding of financial
Income taxes
paid
statements presented in accordance with IAS.
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Cash flow before extraordinary item
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Chapter 3
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Chapter 7Net
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Details of the computations of amounts shown in the statement of cash flows are as follows:

Chapter 22 - Foreign Currency

Chapter 23 - Related-Party Disclosures
Chapter 24 - Specialized Industries
Chapter 25 - Inflation and Hyperinflation
Chapter 26 - Government Grants
Appendix A - Disclosure Checklist
Appendix B - Illustrative Financial Statements Presented Under IAS
Appendix C - Comparison of IAS, US GAAP, and UK GAAP
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Cash received from customers during the year
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(3,000)

Chapter 21 - Accounting Changes and Correction of Errors

Cash paid toward income taxes

$ 2,000

Chapter 22 - Foreign Currency

Chapter 23
- Related-Party
Disclosures
Proceeds
from settlement
with government—expropriation of business
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This compact and truly comprehensive quick-reference
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2,000

Chapter 20 - Segment Reporting

9,500

Net cash from investing activities

Chapter 21 - Accounting Changes and Correction of Errors

Cash flows
from financing
Chapter
22 - Foreign
Currency activities
Chapter 23 - Related-Party Disclosures
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(12,000)

increase inChecklist
cash and cash equivalents
Appendix Net
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Examples
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of "changes in operating assets and liabilities," as recommended by the authors. For a detailed
discussion on this subject, refer to the earlier section of this chapter.
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[a]The
List
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format
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flows associated with extraordinary items should be classified as arising from operating,
investing, or financing activities as appropriate and disclosed separately. Thus, part of the proceeds
(i.e., those pertaining to property, plant and equipment) could be presented as cash flows from
investing activities, if information needed to do so is available.

A Comprehensive Example of the Preparation of the Cash Flow
Wiley IAS 2003: Interpretation and Application of
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Approach
International
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by Barry J. Epstein and Abbas Ali
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& Sons
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(952 pages)
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This compact and truly comprehensive quick-reference
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statement
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flows
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Additional information (relating to 2003)
1. Equipment costing $6,000 with a book value of $2,000 was sold for $5,000.
2. The company received a $3,000 dividend from its investment in XYZ, accounted for under the equity
method and recorded income from the investment of $5,000, which is included in other income.
3. The company issued 200 shares of common stock for $5,000.
4.
5.

3.
4. The company signed a note payable for $9,000.
5. EquipmentWiley
was purchased
$8,000.
IAS 2003:for
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7. A dividend of $ 12,000 was declared.

This compact and truly comprehensive quick-reference
presents accountants with a guide to depend on for
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Chapter 22 - Foreign Currency
Chapter 23 - Related-Party Disclosures
Chapter 24 - Specialized Industries
Chapter 25 - Inflation and Hyperinflation
Chapter 26 - Government Grants

Explanation of entries

Appendix A - Disclosure Checklist

a. Cash
and Cash Financial
Equivalents—Operating
Activities
is debited
for $16,000, and credited to Retained
Appendix
B - Illustrative
Statements Presented
Under
IAS
This represents
net income
AppendixEarnings.
C - Comparison
of IAS, USthe
GAAP,
and UK figure.
GAAP
Index

b. Depreciation is not a cash flow; however, depreciation expense was deducted to arrive at net
income. Therefore, Accumulated Depreciation is credited and Cash and Cash
List of Exhibits and Examples
Equivalents—Operating Activities is debited.
List of Tables

List of Sidebars

c. Amortization of patents is another expense not requiring cash; therefore, Cash and Cash
Equivalents—Operating Activities is debited and Patent is credited.
d. The sale of equipment (additional information, item 1.) resulted in a $3,000 gain. The gain is
computed by comparing the book value of $2,000 with the sales price of $5,000. Cash proceeds of
$5,000 are an inflow of cash. Since the gain was included in net income, it must be deducted from
net income to determine cash provided by operating activities. This is necessary to avoid counting
the $3,000 gain both in cash provided by operating activities and in investing activities. The following

entry would have been made on the date of sale:
Cash

5,000
Wiley IAS 2003: Interpretation and Application
of
International Accounting Standards

Accumulated depreciation (6,000 - 2,000)

4,000

by Barry J. Epstein and Abbas Ali
Mirza
Property,
plant, and equipment
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6,000

3,000
Thison
compact
truly comprehensive
quick-reference
Gain
sale ofand
equipment
(5,000 presents accountants with a guide to depend on for
2,000)

assistance in the preparation and understanding of financial
statements presented in accordance with IAS.

Adjust the T-accounts as follows: debit Summary of Cash and Cash Equivalents for $5,000, debit
Depreciation for $4,000, credit Property, Plant, and Equipment for $6,000, and credit
Table of Accumulated
Contents
Cash
and Cash Equivalents—Operating
Activities for $3,000.
Wiley IAS
2003—Interpretation
and Application of International
Accounting
Standards
e. The $3,000 increase in Deferred Income Taxes must be added to income from operations. Although
Preface

the -$3,000
was deducted as part of income tax expense in determining net income, it did not require
Introduction to International Accounting Standards
an outflow of cash. Therefore, debit Cash and Cash Equivalents—Operating Activities and credit
Chapter 2 - Balance Sheet
Deferred Taxes.
Chapter 1

Chapter 3

-

Income Statement, Statement of Changes in Equity, and Statement
of Recognized Gains and Losses

f. Item 2. under the additional information indicates that the investment in XYZ is accounted for under
Chapter 4 - Cash Flow Statement
the equity method. The investment in XYZ had a net increase of $2,000 during the year after
Chapter considering
5 - Financial
Instruments—Cash
and
Receivables
the
receipt of a $3,000
dividend.
Dividends received (an inflow of cash) would reduce the
Chapter investment
6 - Inventory
in XYZ, while the equity in the income of XYZ would increase the investment without
Chapter affecting
7 - Revenue
Construction
Contracts
cash.Recognition,
In order for Including
the T-account
to balance,
a debit of $5,000 must have been made,
Chapter indicating
8 - Property,
Plant,
and
Equipment
earnings of that amount. The journal entries would have been
Chapter 9

- Intangible Assets

Interests in Financial Instruments,
Associates, Joint Ventures, and
Cash
3,000
Chapter 10
- (dividend received)
Investment Property
Chapter 11 - Business
Combinations
Financial Statements
Investment
in XYZ and Consolidated3,000
Current Liabilities, Provisions, Contingencies, and Events after the
Chapter 12
Investment
in XYZ
5,000
Balance Sheet Date
Chapter 13 - Financial
Debt 5,000
EquityInstruments—Long-Term
in earnings of
Chapter 14 - Leases
XYZ
Chapter 15 - Income Taxes
Chapter The
16 - dividend
Employeereceived
Benefits($3,000) is an inflow of cash, while the equity earnings are not. Debit

in XYZ Equity
for $5,000, credit Cash and Cash Equivalents—Operating Activities for $5,000,
Chapter Investment
17 - Stockholders'
Cash andPer
Cash
Equivalents—Operating Activities for $3,000, and credit Investment in XYZ for
Chapter debit
18 - Earnings
Share
Chapter $3,000.
19 - Interim Financial Reporting
Chapter 20 - Segment Reporting

g. The Property, Plant, and Equipment account increased because of the purchase of $8,000
(additional information, item 5.). The purchase of assets is an outflow of cash. Debit Property, Plant,
Chapter 22 - Foreign Currency
and Equipment for $8,000 and credit Summary of Cash and Cash Equivalents.
Chapter 21 - Accounting Changes and Correction of Errors
Chapter 23 - Related-Party Disclosures

Chapter
24 - company
Specialized
Industries
h. The
sold
200 shares of common stock during the year (additional information, item 3.). The

for the sale
stock was
Chapter entry
25 - Inflation
andof
Hyperinflation
Chapter 26 - Government Grants
Appendix Cash
A - Disclosure Checklist

5,000

Appendix B - Illustrative Financial Statements Presented Under IAS

Common stock (200 shares x
$10)

2,000

Additional paid-in capital

3,000

Appendix C - Comparison of IAS, US GAAP, and UK GAAP
Index
List of Tables

List of Exhibits and Examples
List of Sidebars
This transaction resulted in an inflow of cash. Debit Summary of Cash and Cash Equivalents $5,000,

credit Common Stock $2,000, and credit Additional Paid-in Capital $3,000.
i. Dividends of $12,000 were declared (additional information, item 7.). Only $9,000 was actually paid
in cash resulting in an ending balance of $9,000 in the Dividends Payable account. Therefore, the
following entries were made during the year:

i.

Retained Earnings

12,000

12,000
Dividends
Wiley IAS 2003: Interpretation and Application of
International Accounting Standards
Payable
by Barry J. Epstein and Abbas Ali

DividendsMirza
Payable

9,000
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9,000
Cash
This compact and truly comprehensive quick-reference
presents accountants
a guide
to depend
on for
These transactions
result in an with
outflow
of cash.
Debit Retained
Earnings $12,000 and credit
assistance in the preparation and understanding of financial
Dividends statements
Payable $12,000.
Additionally,
debit
Dividends
Payable $9,000 and credit Summary of
presented in accordance with IAS.

Cash and Cash Equivalents $9,000 to indicate the cash dividends paid during the year.
Table of Contents

Accounts
Receivable (net)
decreased of
by International
$2,000. This Accounting
is added as an adjustment to net income in
Wiley j.IAS
2003—Interpretation
and Application
Standards
the computation of cash provided by operating activities. The decrease of $2,000 means that an
Preface additional $2,000 cash was collected on account above and beyond the sales reported in the income

Debit Cash
and Cash Accounting
Equivalents—Operating
Activities and credit Accounts Receivable
Chapter statement.
1 - Introduction
to International
Standards
Chapter for
2 $2,000.
- Balance Sheet
Income Statement, Statement of Changes in Equity, and Statement
Chapter
3 k. Inventories
increased
by $5,000.
This is subtracted as an adjustment to net income in the
of Recognized
Gains
and Losses

computation
of cash provided by operating activities. Although $5,000 additional cash was spent to
- Cash Flow Statement
increase inventories, this expenditure is not reflected in accrual-basis cost of goods sold. Debit
Chapter 5 - Financial Instruments—Cash and Receivables
Inventory and credit Cash and Cash Equivalents—Operating Activities for $5,000.
Chapter 4
Chapter 6

- Inventory

Chapter
7 - Revenue
Recognition,
Including
Construction
Contracts
l. Prepaid
Expenses
decreased
by $3,000.
This is added
back to net income in the computation of
Chapter cash
8 - Property,
Plant,
and
Equipment
provided by operating activities. The decrease means that no cash was spent when incurring
Chapter the
9 -related
Intangible
AssetsThe cash was spent when the prepaid assets were purchased, not when they
expense.
Interests
inon
Financial
Instruments,
Associates,
Joint
Ventures,
and
were
expended
the income
statement.
Debit Cash
and
Cash Equivalents—Operating
Activities
Chapter 10 Investment
Property
and credit
Prepaid
Expenses for $3,000.
Chapter 11 - Business Combinations and Consolidated Financial Statements

m. Accounts
Payable
decreased
by $10,000.
This is and
subtracted
as anthe
adjustment to net income. The
Current
Liabilities,
Provisions,
Contingencies,
Events after
Balance
Sheet Date
decrease
of $10,000
means that an additional $10,000 of purchases were paid for in cash; therefore,
was not
affected but cash was decreased.
Debit Accounts Payable and credit Cash and
Chapter income
13 - Financial
Instruments—Long-Term
Debt
Equivalents—Operating Activities for $10,000.
Chapter Cash
14 - Leases
Chapter 12 -

Chapter 15 - Income Taxes

n. Notes Payable increased by $9,000 (additional information, item 4.). This is an inflow of cash and
would be included in the financing activities. Debit Summary of Cash and Cash Equivalents and
Chapter 17 - Stockholders' Equity
credit Notes Payable for $9,000.
Chapter 16 - Employee Benefits

Chapter 18 - Earnings Per Share

Chapter
19 - Interim
Financial
Reporting
o. Interest
Payable
increased
by $1,000, but interest expense from the income statement was $2,000.
Chapter Therefore,
20 - Segment
Reporting
although
$2,000 was expensed, only $1,000 cash was paid ($2,000 expense - $1,000

in interest
payable).
Debit Cashofand
Cash Equivalents—Operating Activities for $1,000,
Chapter increase
21 - Accounting
Changes
and Correction
Errors
InterestCurrency
Payable for $1,000, and credit Interest Payable for $2,000.
Chapter debit
22 - Foreign
Chapter 23 - Related-Party Disclosures

p. The following entry was made to record the incurrence of the tax liability:

Chapter 24 - Specialized Industries

Chapter 25 - Inflation and Hyperinflation

Income tax expense

Chapter 26 - Government Grants

9,000

6,000
Appendix A - Disclosure
Income Checklist
taxes
Appendix B - Illustrative
Financial
Statements
Presented
Under IAS
payable
Appendix C - Comparison of IAS, US GAAP, and UK GAAP
Index

Deferred tax liability

3,000

List of Tables

Therefore, $9,000 was deducted in arriving at net income. The $3,000 credit to Deferred Income
Taxes was accounted for in entry (e) above. The $6,000 credit to Taxes Payable does not, however,
List of Sidebars
indicate that $6,000 cash was paid for taxes. Since Taxes Payable increased $1,000, only $5,000
must have been paid and $1,000 remains unpaid. Debit Cash and Cash Equivalents—Operating
Activities for $1,000, debit Income Taxes Payable for $5,000, and credit Income Taxes Payable for
$6,000.
List of Exhibits and Examples

q. Item 6. under the additional information indicates that $15,000 of bonds payable were converted to
common stock. This is a noncash financing activity and should be reported in a separate schedule.
The following entry was made to record the transaction:

q.

Bonds payable

15,000

5,000
Common
stock
(500Interpretation
shares x $10 and Application
Wiley IAS
2003:
of
International Accounting Standards
par)
by Barry J. Epstein and Abbas Ali
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Additional
paid-in capital
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10,000
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Adjust theThis
T-accounts
debit
to Bonds Payable,
$15,000; a credit to Common Stock, $5,000;
compactwith
andatruly
comprehensive
quick-reference
and a credit
to
Additional
Paid-in
Capital,
$10,000.
presents accountants with a guide to depend on for
assistance in the preparation and understanding of financial
statements
presented
in accordance
withthat
IAS.leased equipment was acquired on the last day
r. Item 8. under
the additional
information
indicates
of 2003. This is also a noncash financing activity and should be reported in a separate schedule. The
Table of Contents
following entry was made to record the lease transaction:
Wiley IAS 2003—Interpretation and Application of International Accounting
Standards
Preface

Leased asset

5,000

Chapter 1

- Introduction to International Accounting
Standards
5,000

Chapter 2

- Balance
Sheet
obligation

Chapter 3

-

Lease

Income Statement, Statement of Changes in Equity, and Statement

of Recognized
and Losses
s. The cash
and cashGains
equivalents
from operations ($15,000) is transferred to the Summary of Cash
Chapter and
4 -Cash
Cash Equivalents.
Flow Statement
Chapter 5

- Financial Instruments—Cash and Receivables
all of the changes in the noncash accounts have been accounted for and the balance in the
Chapter Since
6 - Inventory

of Cash
and Cash
Equivalents
accountContracts
of $17,000 is the amount of the year-to-year
Chapter Summary
7 - Revenue
Recognition,
Including
Construction
in cash
andand
cashEquipment
equivalents, the formal statement may now be prepared. The following
Chapter increase
8 - Property,
Plant,
SCF is
prepared under the direct method and includes the reconciliation of net income to
Chapter classified
9 - Intangible
Assets
net cash provided by operating activities. The T-account, Cash and Cash Equivalents—Operating

Interests in Financial Instruments, Associates, Joint Ventures, and
Chapter Activities,
10 is usedProperty
in the preparation of this reconciliation. The calculations for gross receipts and
Investment

payments
needed for and
the direct
methodFinancial
are shown
below.
Chapter gross
11 - Business
Combinations
Consolidated
Statements
Chapter 12 -

Current Liabilities, Provisions, Contingencies, and Events after the
Balance Sheet Date

Johnson
of Cash Flows
For the Year Ended December 31, 2003
Chapter
13 Company
- Financial Statement
Instruments—Long-Term
Debt
Chapter
14 - Leases
Cashflows
from operating activities
Chapter 15 - Income Taxes

Cash
receivedBenefits
from customers
Chapter 16
- Employee
Chapter 17 - Stockholders' Equity

Dividends received

$102,000

(a)

3,000

Chapter 18 - Earnings Per Share

$105,000

Chapter 19 - Interim Financial Reporting

Cash provided by operating activities

Chapter 20 - Segment Reporting

$ 75,000

(b)

Cash
paid for expenses
Chapter 23
- Related-Party
Disclosures

9,000

(c)

Chapter 24 - Specialized Industries

Interest paid

1,000

(d)

Chapter 26
- Government
Grants
Taxes
paid

5,000

(e)

Chapter 21
- Accounting
Changes and Correction of Errors
Cash
paid to suppliers
Chapter 22 - Foreign Currency

Chapter 25 - Inflation and Hyperinflation
Appendix A - Disclosure Checklist

(90,000)

Appendix B - Illustrative
Statements
Presented Under IAS
Cash paidFinancial
for operating
activities
Appendix C - Comparison of IAS, US GAAP, and UK GAAP
Index

$ 15,000

Net cash provided by operating activities

List of Tables

Cash flows from investing activities

List of Exhibits and Examples
List of Sidebars
Sale of equipment

Purchase of property, plant, and equipment

5,000
(8,000)
(3,000)

Net cash used in investing activities
Cash flows from financing activities
Sale of common stock

$ 5,000

9,000

Increase in notes payable
DividendsWiley
paid IAS 2003: Interpretation and Application of

(9,000)
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Net by
cash
provided
by financing
activities

5,000

ISBN:0471227366

Mirza
Net increase in cash
and cash
equivalents
John Wiley
& Sons
© 2003 (952 pages)

$ 17,000

This compactatand
truly comprehensive
quick-reference
Cash and cash equivalents
beginning
of year
presents accountants with a guide to depend on for
assistance inatthe
preparation
Cash and cash equivalents
end
of year and understanding of financial
statements presented in accordance with IAS.

16,000
$33,000

Table of Contents

Calculation of amounts for operating activities section of Johnson Co.'s statement of cash flows

Wiley IAS 2003—Interpretation and Application of International Accounting
a. Net sales + Beginning AR - Ending AR = Cash received from customers
Standards
Preface

$100,000 + $11,000 - $9,000 = $102,000

Chapter 1

- Introduction to International Accounting Standards

b. Cost
of goodsSheet
sold + Beginning AP - Ending AP + Ending inventory - Beginning inventory = Cash
Chapter
2 - Balance
paid to
suppliers
Income
Statement, Statement of Changes in Equity, and Statement
of
Recognized
Gains -and
Losses
$60,000
+ $12,000
$2,000
+ $14,000 - $9,000 = $75,000

Chapter 3
Chapter 4

- Cash Flow Statement
c. Operating
expenses
+ Ending prepaid
expenses - Beginning prepaid expenses -Depreciation
Chapter
5 - Financial
Instruments—Cash
and Receivables

(and other noncash operating expenses) = Cash paid for operating expenses
Chapter expense
6 - Inventory
Chapter 7

- Revenue
Contracts
$12,000 Recognition,
+ $10,000 - $Including
13,000 =Construction
$9,000

Chapter 8

- Property, Plant, and Equipment
d. Interest
expense
+ Beginning interest payable - Ending interest payable = Interest paid
Chapter
9 - Intangible
Assets
Chapter 10 -

$2,000 + in
$2,000
- $3,000
= $ 1,000
Interests
Financial
Instruments,
Associates, Joint Ventures, and
Investment Property

e. Income
taxes +
Beginning income
taxes payable
- Ending
income taxes payable + Beginning
Chapter
11 - Business
Combinations
and Consolidated
Financial
Statements
deferred
income
taxes -Provisions,
Ending deferred
income taxes
= Taxes
paid
Current
Liabilities,
Contingencies,
and Events
after
the

Chapter 12 -

Balance
Date
$9,000 +Sheet
$1,000
- $2,000 + $6,000 - $9,000 = $5,000

Chapter 13 - Financial Instruments—Long-Term Debt

Reconciliation
of net income to net cash provided by operating activities
Chapter
14 - Leases
Chapter 15 - Income Taxes

Net income
Chapter
16 - Employee Benefits

$16,000

Chapter
17 - Stockholders'
Equity
Add (deduct)
items not using
(providing) cash:
Chapter 18 - Earnings Per Share

Depreciation
Chapter 19
- Interim Financial Reporting

8,000

Chapter 20 - Segment Reporting

1,000

Amortization

Chapter 21 - Accounting Changes and Correction of Errors
Chapter 22
- Foreign
Gain
on saleCurrency
of equipment
Chapter 23 - Related-Party Disclosures

Increase
in deferred
taxes
Chapter 24
- Specialized
Industries
Chapter 25 - Inflation and Hyperinflation

Equity in XYZ

(3,000)
3,000
(2,000)

Chapter 26 - Government Grants
Appendix Decrease
A - Disclosure
Checklistreceivable
in accounts

2,000

Appendix B - Illustrative Financial Statements Presented Under IAS

in inventory
Appendix Increase
C - Comparison
of IAS, US GAAP, and UK GAAP
Index

(5,000)

Decrease in prepaid expenses

3,000

List of Exhibits
and Examples
Decrease
in accounts payable
List of Sidebars

(10,000)

List of Tables

Increase in interest payable

1,000

Increase in income taxes payable

1,000

Net cash provided by operating
activities

$15,000

(The reconciliation above is required by US GAAP when the direct method is used, but there is no

equivalent requirement under the international accounting standards. The reconciliation above illustrates
the presentation of the operating section of the cash flow statement when the indirect method is used. The
remaining sections
[i.e.,IAS
the investing
and financing and
sections]
of the statement
of cash flows are common to
Wiley
2003: Interpretation
Application
of
both methods, hence
have
not
been
presented
above.)
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ISBN:0471227366
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Conversion of bonds
into common
stock
$15,000 quick-reference
This compact
and truly
comprehensive
presents accountants with a guide to depend on for

Acquisition of leased
equipment
$ 5,000
assistance in the preparation and understanding of financial
statements presented in accordance with IAS.

Disclosure of accounting policy
Table of Contents

For purposes
of the statementand
of cash
flows, of
theInternational
company considers
all highly liquid debt instruments
Wiley
IAS 2003—Interpretation
Application
Accounting
Standards
purchased with original maturities of three months or less to be cash equivalents.
Preface
Chapter 1

- Introduction to International Accounting Standards

Chapter 2

- Balance Sheet
Statement
of Cash Flows for Consolidated Entities

Chapter 3

-

Income Statement, Statement of Changes in Equity, and Statement

of Recognized
Gains
and
Losses
A consolidated
statement of
cash
flows
must be presented when a complete set of consolidated financial
Chapter
4
Cash
Flow
Statement
statements is issued. The consolidated statement of cash flows would be the last statement to be prepared,
Chapter
5 - Financial
Receivables
as the information
to Instruments—Cash
prepare it will comeand
from
the other consolidated statements (consolidated balance
Chapter
6 - Inventory
sheet, income
statement, and statement of retained earnings). The preparation of these other consolidated
Chapter
7 - is
Revenue
Recognition,
Including
Construction Contracts
statements
discussed
in Chapter
11.
Chapter 8

- Property, Plant, and Equipment
The preparation
of a consolidated
statement of cash flows involves the same analysis and procedures as
Chapter
9 - Intangible
Assets

the statement for an individual entity, with a few additional items. The direct or indirect method of

Interests in Financial Instruments, Associates, Joint Ventures, and
Chapter
10 - may be used. When the indirect method is used, the additional noncash transactions relating
presentation
Investment Property

to the business
combination,
such as
differential Financial
amortization,
must also be reversed. Furthermore, all
Chapter
11 - Business
Combinations
andthe
Consolidated
Statements
transfers to affiliates
must be eliminated,
they do not represent
cashthe
inflow or outflow of the
Current Liabilities,
Provisions, as
Contingencies,
and Eventsa after
Chapter
12 - entity.
consolidated
Balance Sheet Date
Chapter 13 - Financial Instruments—Long-Term Debt

All unrealized intercompany profits should have been eliminated in preparation of the other statements;
thus, no additional entry of this sort should be required. Any income allocated to noncontrolling parties
Chapter 15 - Income Taxes
would need to be added back, as it would have been eliminated in computing consolidated net income but
Chapter 16 - Employee Benefits
does not represent a true cash outflow. Finally, any dividend payments should be recorded as cash outflows
Chapter
17 - Stockholders'
Equity
in the financing
activities section.
Chapter 14 - Leases

Chapter 18 - Earnings Per Share

In preparing
the operating
activities
section of the statement by the indirect method following a purchase
Chapter
19 - Interim
Financial
Reporting
business
the changes in assets and liabilities related to operations since acquisition should be
Chapter
20combination,
- Segment Reporting
derived21
by -comparing
consolidated
balanceofsheet
as of the date of acquisition with the year-end
Chapter
Accountingthe
Changes
and Correction
Errors
consolidated
balance
sheet. These changes will be combined with those for the acquiring company up to
Chapter
22 - Foreign
Currency
the date23of-acquisition
as adjustments
Chapter
Related-Party
Disclosures to net income. The effects due to the acquisition of these assets and
liabilities are reported under investing activities. Under the pooling-of-interests method the combination is
treated as having occurred at the beginning of the year. Thus, the changes in assets and liabilities related
Chapter 25 - Inflation and Hyperinflation
to operations should be those derived by comparing the beginning-of-the-year balance sheet amounts on a
Chapter 26 - Government Grants
consolidated basis with the end-of-the-year consolidated balance sheet amounts.
Appendix
A - Disclosure Checklist
[1]Alternatively,
interest and dividends received may be classified as investing cash flows rather than as
Appendix B - Illustrative Financial Statements Presented Under IAS
operating cash flows because they are returns on investments. In this important regard, the IAS differs from
Appendix
C - Comparison
of IAS,
USdoes
GAAP,
UK GAAP
the corresponding
US rule,
which
notand
permit
this elective treatment, making the operating cash flow
Index
presentation mandatory.
Chapter 24 - Specialized Industries

List of Tables
[2]Alternatively,
List
of Exhibits and
Examples
IAS
7 permits interest paid to be classified as a financing cash flow, because this is the cost

of obtaining
financing. As with the foregoing, the availability of alternative treatments differs from the US
List
of Sidebars
approach, which makes the operating cash flow presentation the only choice.
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Receivables
Mirza
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compact
and truly comprehensive quick-reference
PerspectiveThisand
Issues
presents accountants with a guide to depend on for

assistance
preparation
understanding
financial
Cash and receivables
meet in
thethe
definition
of a and
financial
instrumentofunder
international accounting
statements presented in accordance with IAS.
standards. The accounting for financial instruments has received a great deal of attention by the IASC.
The of
original
intent, to address all matters of recognition, measurement, derecognition, presentation,
Table
Contents
and
disclosure
in a single comprehensive
standard,
proved toAccounting
be unworkable (as was also the case
Wiley IAS 2003—Interpretation
and Application
of International
Standards
under US GAAP), and thus the first standard, IAS 32, which became effective in 1996, addressed only
the less complex issues of presentation and disclosure. The more intractable problems of recognition,
Preface
measurement,
and derecognition
were dealt
with byStandards
IAS 39, which became mandatory in 2001. IAS 39
Chapter
1 - Introduction
to International
Accounting
is viewed
being only
an interim standard, since it failed to comprehensively embrace fair value
Chapter
2 as
- Balance
Sheet
accounting for
all financial
assets
and liabilities,
whichinwas
promised
to be the ultimate financial
Income
Statement,
Statement
of Changes
Equity,
and Statement
Chapter 3 reporting goal
which theGains
IASCand
is committed.
of to
Recognized
Losses
Chapter 4

- Cash Flow Statement

IAS 39 established extensive new requirements for the recognition, derecognition, and measurement of
- Financial Instruments—Cash and Receivables
financial assets and liabilities, and furthermore addresses special hedging accounting procedures
Chapter 6 - Inventory
which are to be applied in defined sets of circumstances. Hedge accounting, which is designed to
Chapter 7 - Revenue Recognition, Including Construction Contracts
improve the matching of income statement recognition of related gains and losses, is necessitated by
Chapter 8 - Property, Plant, and Equipment
the use of a "mixed attribute" accounting model, whereby some assets and liabilities are reported at
Chapter
9 - Intangible
Assetsand others are reported at fair values. In other words, hedge accounting
(amortized)
historical costs,
Interests
in
Financial
Associates,
Ventures,
and were simply carried at
would be
appropriate
nor Instruments,
necessary if all
financial Joint
assets
and liabilities
Chapter
10neither
Investment Property
fair value. IASB had, at the time it issued IAS 39, signaled its intention to impose a full fair value
Chapter 11 - Business Combinations and Consolidated Financial Statements
accounting model, but this now appears to be a longer-term project and is not expected to bear fruit
Current Liabilities, Provisions, Contingencies, and Events after the
until 2004
Chapter
12 at
- the earliest.
Chapter 5

Balance Sheet Date

Chapter
Instruments—Long-Term
Debt
IAS 39 13
also- Financial
superseded
certain disclosure requirements
set forth by IAS 32.
Chapter 14 - Leases

Because
complexity
Chapter
15of- the
Income
Taxes of IAS 39, a number of implementation issues have arisen, and in response
the IASC
constituted
an IAS 39 Implementation Guidance Committee (IGC). Several hundred
Chapter
16 has
- Employee
Benefits
questions
answers have
been published, which constitute the best thinking on the various factChapter
17 and
- Stockholders'
Equity

specific matters addressed. These responses do not, however, represent official guidance of the IASB.
The IASB has undertaken a major project to improve IAS 32 and IAS 39, which, among other things,
Chapter 19 - Interim Financial Reporting
would simplify the application of selected portions of these standards. It would also result in
Chapter 20 - Segment Reporting
incorporating much of the supplementary guidance (that contained in SIC and the implementation aids
Chapter 21 - Accounting Changes and Correction of Errors
offered by the IAS 39 IGC) directly into the standards. The project would not alter the fundamental
Chapter 22 - Foreign Currency
approach taken by these standards, however.
Chapter 18 - Earnings Per Share

Chapter 23 - Related-Party Disclosures

Chapter
24 - Specialized
Industries
In this chapter,
the overall
requirements of IAS 32 and 39 will be set forth, while detailed application of

IAS 39 25
is set
forth in and
Chapter
10. In addition, this chapter will present detailed examples on a range of
Chapter
- Inflation
Hyperinflation
topics involving
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debit to bad debts expense for the year. The offsetting credit is made to allowance for uncollectibles.
When specific customer accounts are subsequently identified as uncollectible, they are written off
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against this allowance.
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Gross receivables
Bad debt
percentage
Provision required

Age of accounts 30–90
days

Over 90
days

$1,100,000

$425,000

$360,000

0.5%

2.5%

15%

$5,500

$10,625

$54,000

Total

$70,125

The credit balance required in the allowance account is $70,125. Assuming that a debit balance of
$58,250 already exists in the allowance account (from charge-offs during the year), the necessary entry
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Wiley IAS 2003—Interpretation and Application of International Accounting
incorrect, an adjustment classified as a change in estimate is made. According to IAS 8, adjustments of
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this nature are never considered fundamental errors subject to subsequent correction or restatement.
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Only if an actual clerical or mechanical error occurred in the recording of allowance for uncollectibles
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would correction as a fundamental error be warranted.
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The only accounting issue relating to pledging is that of adequate disclosure. The accounts receivable,
which remain assets of the borrowing entity, continue to be shown as current assets in its financial
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statements but must be identified as having been pledged. This identification can be accomplished
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($3,500,000 of which has been pledged as collateral for bank loans)
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Bank loans payable (secured by pledged accounts receivable)
List of Sidebars

2,700,000

A more common practice is to include the disclosure in the notes to the financial statements.

Assignment of receivables.
The assignment of accounts receivable is a more formalized transfer of the asset to the lending
institution. The lender will make an investigation of the specific receivables that are being proposed for

assignment and will approve those that are deemed to be worthy as collateral. Customers are not
usually aware that their accounts have been assigned and they continue to forward their payments to
the original obligee.
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financial statements, with appropriate disclosure of the assignment similar to that illustrated for
pledging. Prepaid finance charges would be debited to a prepaid expense account and amortized to
Chapter 1 - Introduction to International Accounting Standards
expense over the period to which the charges apply.
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List of
Examples
1. Exhibits
Thirstyand
Corp.
on July 1, 2002, enters into an agreement with Rich Company to sell a group of its
List of Sidebars
receivables without recourse. A total face value of $200,000 accounts receivable (against which

a 5% allowance had been recorded) is involved. The factor will charge 20% interest computed
on the (weighted) average time to maturity of the receivables of 36 days plus a 3% fee. A 5%
holdback will also be retained.
2. Thirsty's customers return for credit $4,800 of merchandise.
3. The customer return privilege period expires and the remaining holdback is paid to the
transferor.

3.
The entries required are as follows:
1.

Cash
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The more intractable problems, however, have arisen as a result of the explosive expansion in the use
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more of the parties from adverse movement in the underlying base. Previous accounting rules (both the
various national standards and IAS) had not coped well with these innovative instruments, but with the
Chapter 22 - Foreign Currency
recent promulgation of IAS 39 (and the similar but not identical US standard, SFAS 133), there are now
Chapter 23 - Related-Party Disclosures
clear-cut requirements that should prove to be universally suitable, whatever the future developments
Chapter 24 - Specialized Industries
from the "financial engineers."
Chapter 21 - Accounting Changes and Correction of Errors

Chapter 25 - Inflation and Hyperinflation

Chapter
26 -inGovernment
Grants
Beginning
1989, the IASC
attempted to develop a comprehensive standard that would address
Appendix
A - Disclosure
Checklist
recognition,
derecognition,
measurement, presentation and disclosure issues pertaining to financial

instruments.
One intention
was to
establish uniform
standards
which would be applicable to both
Appendix
B - Illustrative
Financial
Statements
Presented
Under IAS
financialCassets
and financial
liabilities—a
goalUK
which
has not to date been achieved. Two successive
Appendix
- Comparison
of IAS,
US GAAP, and
GAAP
Exposure Drafts—E40, issued in 1991, and E48, issued in 1994—were widely debated and ultimately
Index
shown
to be perhaps too ambitious, given the level of concern and opposition by certain constituent
List
of Tables
groups,
and the
progress made by other national standard-setting bodies in their similar efforts.
List
of Exhibits
andlimited
Examples
Thus the IASC concluded, as did the US's FASB, that it would not be feasible to promulgate a single
standard which would definitively resolve all the issues; nor could a new standard impose uniform
requirements on both assets and liabilities, regardless of the logic of doing so.
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Accordingly, the IASC's efforts were bifurcated, with IAS 32 (issued in 1995) setting presentation and
disclosure requirements, while the more troublesome matters of recognition, derecognition and
measurement were subjected to further deliberation. The result of those extended efforts was the
issuance of IAS 39 in 1998, which represented the final component of the IASC's "core set of
standards" program. However, the necessary compromises made to meet the IOSCO-IASC deadline

have necessitated labeling this standard as only an "interim" one. Further work has been promised,
intended to yield, within another few years, a successor to this standard—this time a truly
comprehensive one.
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While some were disappointed that the standard issued in 1995 failed to comprehensively address the
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According to the foregoing definition, financial instruments encompass a broad domain within the
balance sheet. Included are both primary instruments, such as stocks and bonds, and derivative
List of Exhibits and Examples
instruments, such as options, forwards, and swaps. Physical assets, such as inventories or plant
List of Sidebars
assets, and such long-lived intangible assets as patents and goodwill, are excluded from the definition;
although control of such assets may create opportunities to generate future cash inflows, it does not
grant to the holder a present right to receive cash or other financial assets. Similarly, liabilities that are
not contractual in nature, such as income taxes payable (which are statutory, but not contractual,
obligations), are not financial instruments either.
List of Tables

Some contractual rights and obligations do not involve the transfer of financial assets. For example, a
commitment to deliver commodities such as agricultural products or precious metals is not a financial
instrument, although in practice these contracts are often used for hedging purposes by enterprises

and are often settled in cash (technically, the contracts are closed out by entering into offsetting
transactions before their mandatory settlement dates). The fact that the contracts call for delivery of
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IAS 32 goes beyond the formal terms of a financial instrument in seeking to determine whether it might
be a liability. It also looks to the implied establishment of an obligation to redeem. For example, when
preferred stock is issued that has a contractually increasing dividend requirement coupled with a call
provision (giving the issuer the right, but not the obligation, to redeem the shares), the practical effect is
that the issuer will be compelled, at some point, to call the shares for redemption. For this reason, the
instrument is to be classified and accounted for as a liability upon its original issuance.

Classification of compound instruments.

IAS 32 also addresses the difficult question of how compound instruments are to be categorized.
Consistent with the substance over form stance taken regarding simple debt or equity instruments, the
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$ 504,956

Alternative approach using options pricing model. This approach values the conversion feature
directly, using the Black-Scholes option pricing model (or an equivalent technique).
1. Compute the standard deviation of proportionate changes in the fair value of the asset
underlying the option multiplied by the square root of the time to expiration of the option

2.
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2. Compute the ratio of the fair value of the asset underlying the option to the present value of the
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simultaneously. Of great significance is the fact that offsetting does not give rise to gain or loss
recognition, which distinguishes it from the derecognition of an instrument (which was not addressed by
IAS 32, but was later dealt with by IAS 39).
Simultaneous settlement of a financial asset and a financial liability can be presumed only under
defined circumstances. The most typical of such cases is when both instruments will be settled through
a clearinghouse functioning for an organized exchange. Other situations may superficially appear to
warrant the same ac-counting treatment but in fact do not give rise to legitimate offsetting. For example,
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addition,
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has necessarily been on meeting the minimum threshold for completion of the
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"core
set of standards" so that IOSCO consideration of endorsing the IAS for cross-border securities

registrations could go forward. (As discussed in Chapter 1, this was successfully accomplished and
IOSCO endorsement, albeit with some qualifications, was given.) The IASC's attention will now turn to
other matters, including the application of fair value accounting to all financial assets and liabilities.
The major changes wrought by IAS 39 are to greatly expand the use of fair values for measuring and
reporting financial instruments (replacing most of the provisions of IAS 25, which permitted a wide
range of measurement options for various categories of investments), and to address the important
issue of financial derivatives, requiring that these be formally recognized and measured at fair value in

most cases. IAS 39 is very similar to the US standard, SFAS 133, although without the vast and
detailed guidance offered by that standard, as is typical of US financial reporting rules.
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Both the US and international standard setters are clearly gravitating toward a pure fair value model for
all financial instruments, perhaps with changes in value included in current period earnings in all cases.
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IAS 39 does not apply to contingent consideration arrangements pursuant to a business combination.
Also, the standard does not apply to contracts that require payments dependent upon climatic,
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designated for that purpose at their inception. With regard to embedded derivatives, if their economic
characteristics and risks are not closely related to the economic characteristics and risks of the host
contract, and if a separate instrument with the same terms as the embedded derivative would meet the
definition of a derivative, they are to be separated from the host contract and accounted for as a
derivative in accordance with the standard.

Recognition and derecognition criteria.

Criteria for both recognition and derecognition are set forth in IAS 39. An entity is now required to
recognize a financial asset or financial liability on its balance sheet when it becomes a party to the
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the 2003:
instrument.
It will derecognize
the financial
WileyofIAS
Interpretation
and Application
of asset or a portion of the
financial asset when
it
realizes
the
rights
to
benefits
specified
in
the
contract,
the rights expire, or the
International Accounting Standards
enterprise surrenders
or
otherwise
loses
control
of
the
contractual
rights
that
comprise
the financial
ISBN:0471227366
by Barry J. Epstein and Abbas Ali
Mirza
asset (or a portion
of the financial asset).
John Wiley & Sons © 2003 (952 pages)

The question of when
derecognition is warranted is more complex than it first appears, which is one
This compact and truly comprehensive quick-reference
reason why a significant
of the with
IASC's
IAS 39
Implementation
presentsportion
accountants
a guide
to depend
on for Guidance Committee's (IGC)
the preparation
andIGC
understanding
of financial
output to date hasassistance
dealt withinthese
matters. The
has stated that
the factors and examples set forth
statements
presented
in accordance
with IAS.
in IAS 39 should not
be viewed
in isolation,
and the transfer
of control can potentially be demonstrated
in other ways, as well. It cites the following factors that suggest that an enterprise loses control of the
Table of Contents
contractual rights that comprise financial assets when a portion of those assets are sold and the parties
Wiley IAS 2003—Interpretation and Application of International Accounting
to the transaction have rights to the cash flows of the underlying loans and/or obligations relating to the
Standards
portion of the financial assets sold:
Preface
Chapter 1

- Introduction to International Accounting Standards
The transaction
can be distinguished from a collateralized borrowing because the transferor has no

Chapter
2 right
- Balance
Sheet the rights to and benefits from the asset or the portion of the asset that is
legal
to reacquire
Income
Statement,
Statement
of is
Changes
in Equity, by
andlegally
Statement
the3subject
of the
transfer. This
inability
often evidenced
documenting the transfer as a
Chapter
of Recognized Gains and Losses

sale. Although IAS 39 does not require that a transfer must be documented in any given manner,
- Cash Flow Statement
legal documentation
supporting a transfer provides the basis for determining that the transferor has
Chapter
5
- Financial
Instruments—Cash
Receivables
no legal
right to re-acquire
the rightsand
to and
benefits from the transferred asset. To the contrary, an
Chapter
6
Inventory
explicit contract or agreement to repurchase the transferred assets would often preclude
Chapter
7 - Revenue
Recognition,
derecognition
under
IAS 39. Including Construction Contracts
Chapter 4

Chapter 8

- Property, Plant, and Equipment
The9 transferor
is prohibited
by the terms of the transfer contract or documents from selling or
Chapter
- Intangible
Assets

pledgingInterests
the underlying
financial
assets that
are the subject
of the transfer;
thus, the transferor
in Financial
Instruments,
Associates,
Joint Ventures,
and
relinquishes
controlProperty
of such assets. This is of particular importance in the situation in which there is
Investment
a transfer
of a portion
of financial
where Financial
neither the
transferor nor the transferee generally
Chapter
11 - Business
Combinations
andassets,
Consolidated
Statements
would have
the
right
to
sell
the
underlying
assets
because
they
are jointly
Current Liabilities, Provisions, Contingencies, and Events after
the owned. On the other
Chapter 12 Sheet
Date
hand, it Balance
would be
difficult
to conclude that the transferor surrendered the rights that comprise the
financial
asset if it
retained the right to sellDebt
or pledge assets that are purported to be the subject of
Chapter
13 - Financial
Instruments—Long-Term
the14
transfer.
Chapter
- Leases
Chapter 10 -

Chapter 15 - Income Taxes

Although the transferee is unable to sell or pledge the underlying financial assets that are the
subject of the transfer, it has the ability to sell or pledge its interest in the transferred financial
Chapter 17 - Stockholders' Equity
assets. This is most pertinent in the situation in which the rights to and benefits from a portion of
Chapter 18 - Earnings Per Share
financial assets are sold.
Chapter 16 - Employee Benefits

Chapter 19 - Interim Financial Reporting

Chapter
- Segment
Reporting
If a20
transferor
retains
custody of loans (or similar financial assets) that are the subject of a partial

sale
it providesChanges
ongoingand
servicing,
the of
transferor
Chapter
21and
- Accounting
Correction
Errors is obligated to remit the cash flows it collects
on 22
behalf
of theCurrency
investors on a timely basis. Thus, the transferor is not entitled to reinvest such
Chapter
- Foreign
cash
for its benefit,
except (typically) to provide a return from short-term, high-quality
Chapter
23 flows
- Related-Party
Disclosures
investments
made from
the collection date to the date of remittance to the investors. To some, this
Chapter
24 - Specialized
Industries
ability
service and
financial
assets that are the subject of a partial sale may suggest that the
Chapter
25 -toInflation
Hyperinflation

transferor has not surrendered control over the contractual rights that comprise the financial assets
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List
Sidebars portion of the financial assets qualify for derecognition:
If the transferor has retained a call option on all or a portion of the transferred assets, and if the
assets are not readily obtainable in the market, or the stated reacquisition price is not the fair value
at the time of reacquisition, then derecognition to the full extent of the repurchase provision is
prohibited. Derecognition is also prohibited if the assets are not readily obtainable in the market
and the transferee holds an unconditional put option or has entered into a "total return swap" with
the transferor on all or a portion of the transferred assets. Similarly, derecognition is prohibited to
the extent the transferor and transferee have entered into a forward repurchase agreement on

terms that provide the transferee with a lender's return on the assets received in exchange for the
transferred assets.
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(e.g., interest rate risk) of the receivables have been transferred to the buyer, the transaction
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by the transferor.
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with a gain on sale being recognized as the difference between the prorated amount and the proceeds
of the sale.
The IGC further notes that when the asset being partially transferred is one which has been originated
by the transferor, some modifications in methodology might be necessary, due to a lack of an active
market. However, reference to actual lending transactions of the transferor as a means of estimating
the fair value of the retained beneficial interests in the loans might provide a more objective and reliable
estimate of fair value than the discounted cash flow model described above, because it is based on

actual market transactions. While the market interest rates may have changed between the origination
dates of the loans and the subsequent sales date of a portion of the loans, the corresponding change in
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Assume that an investment in mortgages, carried at $14.5 million, is being sold, but the enterprise is
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The sale of the portfolio, sans servicing rights, will result in a gain of $13.6 M - 13.32 M = $280,000.
The servicing rights will be recorded as an asset in the amount $1.18 million.
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The servicing rights will be recorded as an asset in the amount $1.22 million.
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Finally, consider a sale as above, but the obligation to continue servicing the portfolio, rather than
representing an asset to the seller, is a liability, since the estimate of future costs to be incurred in
List of Sidebars
carrying out these duties exceeds the future revenues to be derived therefrom. Assume this net liability
has a present fair value of $ 1.1 million and that the selling price of the mortgages is $14.6 million. The
allocation process and resulting gain or loss recognition is as follows:
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It should be added that, for the foregoing examples in which a net asset is retained, the servicing asset
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is deemed to be an intangible and accordingly will be accounted for under the provisions of IAS 38.
Normally, this asset would be reported at amortized cost, unless impairment occurs which would
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For financial instruments that are carried at amortized cost (held-to-maturity investments, originated
loans, and most financial liabilities) the transaction costs are included in the calculation of amortized
List of Sidebars
cost using the effective interest method. In effect, transaction costs are amortized through the income
statement over the life of the instrument. On the other hand, for financial instruments that are carried at
fair value, such as available-for-sale investments and instruments held for trading, transaction costs are
not included in the fair value measurement subsequent to acquisition. In many instances, this will cause
loss recognition for the transaction costs at that time, particularly if the first reporting date is shortly
after the assets were acquired. If the values have increased since acquisition, however, some or all of
this loss recognition will be averted.
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For available-for-sale financial assets, the timing of recognizing transaction costs in net income
depends on the reporting entity's policy for reporting fair value changes. As discussed in Chapter 10,
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When trade date accounting is used, the asset is recognized at the trade date and all subsequent
changes in value will be reflected as required under IAS 39. On the other hand, if settlement date
List of Tables
accounting is used to record purchases, there would be a failure to recognize changes in value from
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changes
in the fair value of the underlying security during the interval from trade date to settlement date
must be given accounting 3recognition, to the extent that changes in fair value would otherwise have
been accounted for, consistent with the nature of the investment. Thus, for held-to-maturity
investments, fair value changes between trade and settlement dates are not reported, since these
investments are accounted for at amortized historical cost, not at fair values (unless a permanent
impairment occurs, which is unlikely in the brief span from trade to settlement dates). In the case of
trading securities, changes in fair value between the trade and settlement dates would be taken into
income. For available-for-sale investments, the changes in fair value during the time interval from trade
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date to settlement date would be reported in stockholders' equity or in earnings, depending on which of
these options had been elected by the enterprise.
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Financial assets that are hedged against exposure in changes in fair value must be accounted for at an
adjusted carrying amount that reflects changes in fair value attributable to the risk designated as being
hedged, with a derivative the hedging instrument likewise accounted for at fair value, as discussed later
in this chapter. Financial assets which have values less than zero are to be accounted for as financial
liabilities; that is, at fair value if held for trading or if a derivative instrument, otherwise at amortized cost
in most cases.
Changes in the value of held-to-maturity investments are generally not recognized. However, the use of
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Remeasurement of trading and available-for-sale financial assets.
Changes in the value of trading securities are reported currently in earnings. IAS 39 defines derivative
financial instruments as being, ipso facto, financial instruments held for trading, unless held for
designated hedging purposes. Regarding other investments which are neither held-to-maturity nor
trading (i.e., which are available for sale), IAS 39 offers reporting entities a choice of reporting methods,
election of which is limited to initial application of the standard. An entity may elect to report these gains
and losses either in income, or directly in stockholders' equity—being reported in the statement of

changes in equity as set forth in IAS 1 (and discussed in Chapter 3).
This position is in contrast, for example, with the requirement under the corresponding US standard
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If it cannot be established that a particular debt security held as an investment will be held for trading or
held to maturity, it must be classed as available-for-sale. Whatever the original classification of the
investment, however, transfers among the three portfolios will be made as intentions change.
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instrument's original effective interest rate (not the current market interest rate). A write-down to this
recoverable amount is indicated when impairment has been found to have occurred. Use of the current
market rate of interest is prohibited because to use this rate would be to indirectly impose a fair value
measure, which of course is contrary to the concept of accounting for held-to-maturity financial assets,
and loans and receivables originated by the entity, at amortized historical cost.
When in a later period there is a reversal of the impairment recognized earlier with regard to held-tomaturity financial assets or loans and receivables originated by the entity, this recovery should be

appropriately reported in earnings. However, the reversal cannot result in carrying the asset at an
amount in excess of that which it would have been reported at on that date, considering intervening
periods' amortization
if pertinent.
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The most contentious issue regarding hedging has been the decision to apply special hedge
accounting to such transactions. If all financial instruments were marked to market (fair) values, there
would be no need for special accounting except, perhaps, for hedges of unrecognized firm
commitments and forecasted transactions. However, given that fair value accounting has yet to be fully
accepted for financial instruments held as assets, and is even less widely accepted for financial
instruments classed as liabilities, the topic of hedge accounting must be addressed. Under the
provisions of IAS 39, a hedging relationship will qualify for special hedge accounting presentation if all
1.

of the following conditions are met:
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3. For cash flow hedges, a forecasted transaction that is the subject of the hedge must be probable
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With specific regard to fair value hedges, IAS 39 prescribes the following special hedge accounting:
1. The gain or loss from remeasuring the hedging instrument at fair value is to be recognized
currently in net profit or loss; and
2. The gain or loss on the hedged item attributable to the hedged risk should adjust the carrying
amount of the hedged item and be recognized currently in net profit or loss.
These requirements apply even if a hedged item is otherwise measured at fair value with changes in

2.

fair value recognized directly in equity (i.e., financial instruments not held for trading purposes, for
which recordation in equity had been elected by the reporting entity). Hedge accounting must be
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Hedges of a net investment in a foreign entity are accounted for similarly to those of cash flows. To the
extent it is determined to be effective, accumulated gains or losses are reflected in equity via the
statement of changes in equity. The ineffective portion is generally reported in earnings, but to the
limited extent the hedging instrument is not a derivative, the gain or loss is accounted for consistent
with IAS 21, which states that exchange differences arising on a foreign currency liability accounted for
as a hedge of a net investment in a foreign entity should be classified as equity until the investment is
disposed of, at which time it should be recognized in earnings.

List of Sidebars

In terms of financial reporting, the gain or loss on the effective portion of these hedges should be

classified in the same manner as the foreign currency translation gain or loss. According to IAS 21,
translation gains and losses are not reported in earnings but instead are reported directly in equity, with
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Primacy of risk considerations.
The major objective of the disclosure requirements established by IAS 32 is to give financial statement
users the ability to assess on- and off-balance-sheet risks, which prominently includes risks relating to
future cash flows associated with the financial instruments. The standard presents the following
typology of risk:
1.

1. Price risk, which implies not merely the risk of loss but also the potential for gain, and which is
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b. Interest-rate risk— The risk that the value of the instrument will fluctuate due to changes
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in market
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presents accountants with a guide to depend on for
assistance in the preparation and understanding of financial
statements presented in accordance with IAS.

c. Market risk— A broader concept that subsumes interest rate risk, this is, the risk that
prices will fluctuate due to factors specific to the financial instrument or due to factors that
Table of Contents
are generally affecting
other securities
trading in
the same markets.
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maturity dates, and changing market conditions (not provided by the financial statements, but
List
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presumably
to anyone with access to the financial press) also provides insight into the price
List
of Exhibitsavailable
and Examples
riskofofSidebars
the underlying debt instruments, while for debt having floating rates of interest, knowledge of
List
market conditions provides insight into cash flow risk.
The standard also suggests, but does not require, that when expected repricings are to occur at dates
that differ significantly from contractual dates, such information be provided as well. An example is
when the enterprise is an investor in fixed-rate mortgage loans and when prepayments can be reliably
estimated; as the funds thereby generated will need to be reinvested at then-current market rates,
altering the patterns and amounts of future cash flows from what a simple reading of the balance sheet
might otherwise suggest. Information based on management expectations should be clearly

distinguished from that which is based on contractual provisions.
IAS 32 suggests that a meaningful way to present this information is to group financial assets and
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not interest-rate
sensitive
assistancetypically
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andare
understanding
of financial
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Effective interest rates, as used in this standard, means the internal rate of return, which is the discount
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rate of
thatContents
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current
price. Put another
this is of
theInternational
measure of Accounting
the time value of money as it relates to
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the financial instrument in question. Effective interest rates cannot be determined for derivative
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financial instruments such as swaps, forwards and options, although these are often affected by
Chapter
1 in- interest
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International
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changes
rates,toand
the effective
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prescribed by IAS 32 do not apply in such
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cases. In any event, the risk characteristics of such instruments must be discussed in the footnote
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from one to- Intangible
five years,Assets
and over five years from the balance sheet date). In other cases (for financial
institutions, for example), finer distinctions of maturities might be warranted. Similar tabular
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Chapter
10 presentations
of data onProperty
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andwhen
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following
section),
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convey Instruments—Long-Term
the risk dimensions adequately
Chapter
13 -toFinancial
Debt to readers.
Chapter 9

Chapter 14 - Leases

Sensitivity analysis has been alluded to in a number of accounting standards over the years. Since it
has always been presented as an optional feature, it has rarely been employed in actual disclosures,
Chapter
- Employee
Benefits for being useful to readers. In the context of financial instruments,
despite16
having
great potential
Chapter
17 -analysis
Stockholders'
sensitivity
would Equity
imply a discussion of the effect on portfolio value of a hypothetical change
Chapter
Earningsplus
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(say, a 18
1%-change,
minus) in interest rates. There are at least two reasons why such
Chapter
19 - Interim
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information,
unless accompanied
by an adequate discussion of the particular characteristics of the
Chapter
20instruments
- Segment in
Reporting
financial
question, might be misleading to financial statement readers.
Chapter 15 - Income Taxes

Chapter 21 - Accounting Changes and Correction of Errors

First, because
of theCurrency
phenomenon known as convexity, the value change of each successive 1%
Chapter
22 - Foreign

interest change in rates is not a constant, but rather, a function of current market rates. For example, if
the market rate at the balance sheet date is 8%, a move to 9% might cause a $20,000 decline in value
Chapter 24 - Specialized Industries
in a given bond portfolio, but a further 1% change in the market rate, from 9% to 10%, would not have a
Chapter 25 - Inflation and Hyperinflation
further $20,000 effect. Instead, the effect would be an amount greater or lesser depending on the
Chapter 26 - Government Grants
coupon (contractual) rate of interest of the underlying financial instruments. A reader, however, would
Appendix A - Disclosure Checklist
rarely appreciate this fact and would probably extrapolate the sensitivity data in a linear manner, which
Appendix
- Illustrative
FinancialinStatements
Presented
IAS information.
could beBmaterially
misleading
the absence
of furtherUnder
narrative
Chapter 23 - Related-Party Disclosures

Appendix C - Comparison of IAS, US GAAP, and UK GAAP

Second, sensitivity data most often are presented in a manner that suggests that they apply
Index
symmetrically.
Thus, in the foregoing example, the presumption is that a 1% market rate decline would
List
of Tables
boost
the portfolio
value by $20,000 and that a 1% rate increase would depress it by a similar amount.
List
of Exhibits
and Examples
However,
some instruments, most notably those with embedded options (mortgage-backed bonds,
List
of Sidebars
having prepayment options, are the most common example cited, although exotic derivatives can be far
more difficult to analyze) will not exhibit symmetrical price behavior, and the asymmetries will become
exaggerated as hypothetical market rates stray further from the current rates. As a practical matter, the
only way to convey these subtleties in a meaningful fashion would be to incorporate extensive tables of
information into the footnotes, which many users would find to be impossibly confusing.
For these and possibly other reasons, although recommended by IAS 32, it is not anticipated that
sensitivity data will be provided widely in the near term. If provided, however, any assumptions and the

methodologies employed should be explained adequately, along with any needed caveats concerning
the validity of extrapolation over greater ranges of market rate changes and over time.
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Disclosure is required of the amount that best represents the maximum credit risk exposure at the
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When the maximum credit risk exposure associated with a particular financial asset or group of assets
is the same as the amount presented on the face of the balance sheet, it is not necessary to reiterate
Chapter 17 - Stockholders' Equity
this fact in the footnotes. The presumption is that there will be disclosures made for all material items
Chapter 18 - Earnings Per Share
for which this fact does not hold, however.
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industry, other factors to consider would include the creditworthiness of the debtors (e.g., if the
reporting entity targets a market such as college students not having steady employment, or third-world
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governments) and the nature of the activities undertaken by the counterparties. The disclosures should
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provide a clear indication of the characteristics shared by the debtors.
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Appendix C - Comparison of IAS, US GAAP, and UK GAAP
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differential to be paid or received is accrued as interest rates change and is recognized over

the life of the agreements.
Note 8: Foreign Exchange Contracts
The corporation enters into foreign exchange contracts as a hedge against accounts payable
denominated in foreign currencies. Market value gains and losses are recognized, and the
resulting credit or debit offsets foreign exchange losses or gains on those payables.

Note 13: Financial Instruments with Off-Balance-Sheet Risk
In the normal course of business, the corporation enters into or is a party to various financial
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Financial guarantees are conditional commitments to guarantee performance to third parties.
These guarantees are primarily issued to guarantee borrowing arrangements. The corporation's
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agreements

$8,765,400

Appendix B - Illustrative Financial Statements Presented Under IAS

Forward foreign exchange contracts

Appendix C - Comparison of IAS, US GAAP, and UK GAAP

7,654,300

Index Financial instruments whose contract amount represents credit risk:
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Contract or notional amount
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Financial guarantees

$6,543,200

Commitments to extend credit

5,432,100

Concentration of credit risk for certain entities.
For certain corporations, industry or regional concentrations of credit risk may be disclosed adequately
1.

by a description of the business. Some examples of such disclosure language are
1. Credit risk for these off-balance-sheet financial instruments is concentrated in Asia and in the
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Note 5: Significant
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assistance in the preparation and understanding of financial
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The corporation grants credit to customers throughout Europe and the Middle East. As of
31, 2002, the five areas where the corporation had the greatest amount of credit risk
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IAS 32 further requires that for each class of financial asset and financial liability, the reporting
Interests in Financial Instruments, Associates, Joint Ventures, and
Chapter
10 -should disclose information about fair value. This requirement is not operative, however, in
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Beyond the basic concern of computing fair values, there is the further issue of what this information is
intended to imply. This question arises most commonly in the context of financial obligations, which
Chapter 24 - Specialized Industries
represent contractual commitments to repay fixed sums at fixed points in time, that are not subject to
Chapter 25 - Inflation and Hyperinflation
adjustment for market-driven changes in value.
Chapter 23 - Related-Party Disclosures

Chapter 26 - Government Grants
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For example,
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The explanation of this disclosure is that the economic burden being borne by the entity is heavier than
would have been the case had a floating market rate of interest been attached to the debt. The spread
between the disclosed fair value, $342,060, and the face amount of the debt, $300,000, is the present
value of the additional interest to be paid in the future under the fixed-rate agreement over the amount
that would be payable at the current market rate. Thus, fair value disclosure does not measure future
cash flows, per se, but rather is an indication of economic burden or benefit in the assumed absence of
any restructuring or other alteration of the debt.

Fair value is the exchange price in a current transaction (other than in a forced or liquidation sale)
between willing parties. If a quoted market price is available, it should be used, after adjustment for
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The estimates of fair value of financial instruments are summarized as follows (in thousands):
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Fair values approximate carrying values because of the short time until realization or liquidation.
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Short-term securities
Long-term investments

Carrying amount

Fair value

$876.5

$987.6
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Estimated fair values are based on available quoted market prices, present value calculations, and
option pricing models.
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Estimated fair values after considering risk, current interest rates and remaining maturities were
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With the implementation of IAS 39, the issue of reporting investments or other financial assets at
amounts in excess of fair value became virtually moot. Essentially, only held-to-maturity investments in
List of Exhibits and Examples
debt instruments, and holding of loans and receivables originated by the enterprise, might be presented
List of Sidebars
at amounts in excess of fair value, for instance, when they carry a fixed interest rate that is lower than
the prevailing market interest rates for similar instruments and there is no objective evidence of
impairment.
List of Tables

Other disclosure requirements.
IAS 32 encourages financial statement preparers to make other disclosures as warranted to enhance
the readers' understanding of the financial statements and hence, of the operations of the enterprise
being reported on. It suggests that these further disclosures could include such matters as
1.

1. The total amount of change in the fair value of financial assets and financial liabilities that has
been recognized in income for the period
Wiley IAS 2003: Interpretation and Application of
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Categorization of financial assets and liabilities.
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IAS 39 establishes four categories of financial assets and liabilities, as follows:
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The financial statements must also disclose the following with regard to financial instruments: the
amount of any gains or losses resulting from remeasuring available-for-sale instruments at fair value,
List of Sidebars
included directly in equity in the current period, and the amount removed from equity and reported in
current operating results; a description of any held-for-trading or available-for-sale financial assets for
which fair value cannot be determined, together with (when possible) the range of possible fair values
thereof; the carrying amount and gain or loss on sale of any financial assets whose fair value was not
previously determinable; significant items of income, expense, gain and loss resulting from financial
assets or liabilities, whether included in earnings or in equity, with separate (gross) reporting of interest
income and interest expense, and with separate reporting of realized and unrealized gains and losses
resulting from available-for-sale financial assets. It is not necessary to distinguish realized and
List of Exhibits and Examples

unrealized gains and losses resulting from held-for-trading financial assets, however.
If there are impaired loans, the amount of interest accrued but not received in cash must be disclosed.
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When a derivative involves an obligation to pay cash in exchange for receiving an entity's own
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shares, there is a liability for the share redemption amount. The objective of this proposed
List of Exhibits
and Examples
amendment
is to clarify the requirements affecting the classification of derivatives based on

an entity's own shares to promote the consistent application of those requirements.
List of Sidebars
The changes to IAS 32 affecting disclosures to be made in the financial statements are as follows:
The exemption in IAS 32 from the requirement to disclose fair value of certain financial assets and
financial liabilities would be conformed to the exemption in IAS 39 from the requirement to measure
at fair value certain unquoted financial assets and financial liabilities.
Disclosure would be required of:

The extent to which fair values are estimated using a valuation technique.
The extent to which valuations using valuation techniques are based on assumptions that are
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The nature and extent of transfers of financial assets that do not qualify for derecognition.
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and
cannot be settled net. The objective would be to simplify the accounting for entities
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grant or hold loan commitments that will result in the origination of a loan asset and, in the

absence of a specific scope exclusion, would be accounted for as derivatives under IAS 39.
Financial guarantee contracts are to be initially recognized and measured in accordance with IAS
39. Subsequently, the issuer of such a contract would measure it at the amount the entity would
rationally pay to settle the obligation at the balance sheet date or transfer it to a third party,
consistent with the provisions of IAS 37. The objective of the proposed amendment would be to
ensure that issued financial guarantee contracts that provide for specified payments to be made to
reimburse the holder for a loss it incurs because a specified debtor fails to make payment when

due are recognized as liabilities.
Contracts to buy or sell nonfinancial items would have to be accounted for as derivatives if the
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3. If the transferor were to default and no longer be entitled to the transferred net asset, the
Index
transferor would derecognize the asset and the transferee would recognize the asset.
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The objective of these proposed amendments is to facilitate the implementation and application of IAS
39 by clarifying the guidance and eliminating internal inconsistencies. The results of applying the
proposed amendments are generally consistent with the guidance that already exists in IAS 39 and the
guidance that has been provided by the IAS 39 IGC regarding the matter of derecognition. However,
under the proposed amendments, the assessment of derecognition is based on the continuing
involvement of the transferor with the financial asset being transferred. It would not be necessary to
consider risk retained and to use that as the basis for assessing whether derecognition is appropriate.
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Concerning the matter of measurement, a number of changes have been proposed.

An entity would be permitted to measure any financial asset or financial liability at fair value, with
changes in fair value recognized in profit or loss, by designating it at initial recognition as held for
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anApplication
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The option to recognize gains and losses on available-for-sale financial assets in profit or loss
would be eliminated (because it is no longer necessary in light of the proposed amendment just
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noted). Under that proposed amendment, an entity is permitted by designation to measure any
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financial instrument at fair value with gains and losses reported in net income.
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The amendments would also address accounting for the impairment of financial assets with the
following directives:
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receivables, or held-to-maturity investments, but cannot yet be identified with any individual
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impaired should be included in a collective assessment of impairment. The occurrence of an
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Contractual cash flows and historical loss experience should provide the basis for estimating
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impairment in groups of assets, estimated cash flows (contractual principal and interest
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payments
adjusted for estimated credit losses) should be discounted using an original

effective interest rate that equates the present value of the originally estimated cash flows
List of Sidebars
with the initial net carrying amount of those assets.
The objective of the proposed amendment is to ensure that impairment losses that exist in a group of
assets are recognized in the financial statements even though they cannot yet be identified with any
individual assets.
Guidance would also be provided on what constitutes objective evidence of impairment for
investments in equity instruments.

Impairment losses recognized on investments in debt or equity instruments that are classified as
available for sale could not be reversed.
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and Hyperinflation
Chapter 26 - Government Grants

Under the provisions of IAS 2, the first-in, first-out, and weighted-average cost methods are defined as
benchmark treatments, with the last-in, first-out method cast as the allowable alternative treatment.
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Since theB international
went to some
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to avoid
naming certain methods as being
Appendix
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preferred or recommended (hence the term "benchmark," which was deemed to be more neutral), it is
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fair to consider all three methods as being acceptable under the IAS. An interpretation (SIC 1) by the
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formula
for alland
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having similar nature and use. It furthermore states that differences in
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geographic
location would not, ipso facto, justify the use of different cost formulas. In reaching this
conclusion, the SIC analogized from the guidance on consolidations provided in IAS 27, and that on
property, plant, and equipment assets in IAS 16.
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IASB, as part of the Improvements Project, has determined that the goals of achieving convergence
among accounting standards and of promoting uniformity across entities reporting under IAS will be
served by eliminating the current allowed alternative method of costing inventories by the last-in, firstout method. If adopted, this will leave the first-in, first-out and the average costing methods as the two
acceptable costing techniques under IAS (now IFRS).
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Base stock

Based on the theory that a minimal level of inventory is a permanent investment, this
amount is carried on the books at its historical cost.
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Variation of conventional LIFO in which layers of inventory are priced in dollars
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In lower of cost or market computations, market is limited to net realizable value less
a normal profit, called the floor. Market (replacement cost) cannot be below the floor.
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Goods in transit

List of Sidebars

Goods being shipped from seller to buyer at year-end.
Gross profit method
Method used to estimate the amount of ending inventory based on the cost of goods
available for sale, sales, and the gross profit percentage.
Inventory
Assets held for sale in the normal course of business, or which are in the process of

production for such sale, or are in the form of materials or supplies to be consumed in
the production process or in the rendering of services.
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Moving-average

Chapter 25 - Inflation and Hyperinflation

Inventory costing method used in conjunction with a perpetual inventory system. A
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Inventory system where quantities are determined only periodically by physical count.
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Inventory system where up-to-date records of inventory quantities are kept.
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Chapter
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Chapter
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Chapter
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The term FOB stands for "free on board." If goods are shipped FOB destination, transportation costs
are paid by the seller and title does not pass until the carrier delivers the goods to the buyer; thus these
Chapter 22 - Foreign Currency
goods are part of the seller's inventory while in transit. If goods are shipped FOB shipping point,
Chapter
23 - Related-Party
Disclosures
transportation
costs are paid
by the buyer and title passes when the carrier takes possession; thus
Chapter
24
Specialized
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these goods are part of the buyer's inventory while in transit. The terms FOB destination and FOB
Chapter
25 point
- Inflation
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oftenand
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Chapter
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Government
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ships FAS (free
alongside)
all expense and risk involved in delivering the goods
Appendix
C - Comparison
of IAS,
US GAAP,must
and bear
UK GAAP
to the dock next to (alongside) the vessel on which they are to be shipped. The buyer bears the cost of
loading and of shipment; thus title passes when the carrier takes possession of the goods.
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In aofCIF
(cost,and
insurance,
and freight) contract the buyer agrees to pay in a lump sum the cost of the
List
of Sidebars
goods,
insurance costs, and freight charges. In a C&F contract, the buyer promises to pay a lump sum

that includes the cost of the goods and all freight charges. In either case, the seller must deliver the
goods to the carrier and pay the costs of loading: thus both title and risk of loss pass to the buyer upon
delivery of the goods to the carrier.
A seller who delivers goods ex-ship bears all expense and risk until the goods are unloaded, at which
time both title and risk of loss pass to the buyer.
The foregoing is meant only to define normal terms and usage; actual contractual arrangements

between a given buyer and a given seller can vary widely. The accounting treatment should in all cases
strive to mirror the substance of the legal terms established between the parties.
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The purpose of either variation of product financing arrangement is to enable the sponsor to acquire or
control inventory without incurring additional reportable debt. Under international accounting standards,
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purchase its inventory. As a result, the FASB ruled that when an entity sells inventory with a related
arrangement to repurchase it, proper accounting is to record a liability when the funds are received for
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the initial transfer of the inventory in the amount of the selling price. The sponsor is then to accrue
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carrying and financing costs in accordance with its normal accounting policies. These accruals are
eliminated and the liability satisfied when the sponsor repurchases the inventory. The inventory is not to
be taken off the balance sheet of the sponsor and a sale is not to be recorded. Thus, although legal title
has passed to the financing entity, for purposes of measuring and valuing inventory, the inventory is
considered to be owned by the sponsor. Although the other variation on this financing arrangement with
a nominee entity acquiring the goods for the ultimate purchaser is not addressed in SFAS 49, logic
suggests that an analogous accounting treatment be prescribed.
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inventories will include all expenditures incurred in bringing the goods to the point of sale and putting
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period required to ready the goods for sale will not be significant. However, where a lengthy production
process is required to prepare the goods for sale, the provisions of IAS 23 would be applicable and a
portion of borrowing costs would become part of the cost of inventory.
Conversion costs for manufactured goods should include all costs that are directly associated with the
units produced, such as labor and overhead. The allocation of overhead costs, however, must be
systematic and rational, and in the case of fixed overhead costs (i.e., those which do not vary directly
with level of production) the allocation process should be based on normal production levels. In periods

of unusually low levels of production, a portion of fixed overhead costs must accordingly be charged
directly to operations, and not taken into inventory.
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In some jurisdictions, the categories of costs that are includable in inventory for tax purposes may differ
from those that are permitted for financial reporting purposes under international accounting standards.
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To the extent that differential tax and financial reporting is possible (i.e., that there is no statutory
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direct costing is that under this accounting strategy there will be a predictable, linear effect on marginal
contribution from each unit of sales revenue, which can be useful in planning and controlling the
business operation. However, such a costing method does not result in inventory that includes all costs
of production, and therefore this is deemed not to be in accordance with GAAP under international
standards. If an entity uses direct costing for internal budgeting or other purposes, adjustments must be
made to develop alternative information for financial reporting purposes.
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Specific identification is generally not a practical technique, as the product will generally lose its
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The FIFO method of inventory valuation assumes that the first goods purchased are the first goods
used or sold, regardless of the actual physical flow. This method is thought to parallel most closely the
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physical flow of the units for most industries having moderate to rapid turnover of goods. The strength
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The following example illustrates the basic principles involved in the application of FIFO:
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The unique characteristic of the FIFO method is that it provides the same results under either the
periodic or perpetual system. This will not be the case for any other costing method.

Chapter 11 - Business Combinations and Consolidated Financial Statements
Chapter 12 -

Current Liabilities, Provisions, Contingencies, and Events after the
Balance Sheet Date

Weighted-Average

Chapter 13 - Financial Instruments—Long-Term Debt
Chapter 14 - Leases

The other
method of inventory valuation under IAS 2 involves averaging and is commonly
Chapter
15 benchmark
- Income Taxes
referred16to-as
the weighted-average
method. The cost of goods available for sale (beginning inventory
Chapter
Employee
Benefits

and net purchases) is divided by the units available for sale to obtain a weighted-average unit cost.
Ending inventory and cost of goods sold are then priced at this average cost. For example, assume the
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When the weighted-average assumption is applied to a perpetual inventory system, the average cost is
recomputed after each purchase. This process is referred to as a moving average. Sales are costed at
the most recent average. This combination is called the moving average method and is applied below
to the same data used in the weighted-average example above.
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2. The actual cost of the goods purchased or produced in order of acquisition
3. An average unit cost of all goods purchased or produced during the current year
4. A hybrid method that will more clearly reflect income
Thus, after using the LIFO method for five years, it is possible that an enterprise could have ending
inventory consisting of the base layer and five additional layers (or increments) provided that the
quantity of ending inventory increased every year.
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presents accountants with a guide to depend on for

Purchase

200
$2.00
$400 and understanding of financial
assistance
in the preparation
statements
presented
in
accordance
with IAS.
100
---

Sale

Table
of Contents
Purchase
200

3.00

600
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Sale
150
--Standards
Preface
Year 2
Chapter 1

- Introduction to International Accounting Standards

Chapter 2

- Balance Sheet

Purchase
Sale

Chapter 3

-

Purchase

300

$3.20

$960

200 Statement,
-- Statement--of Changes in Equity, and Statement
Income
of Recognized Gains and Losses
100

3.30

330

Chapter 4

- Cash Flow Statement

Year 35
Chapter

- Financial Instruments—Cash and Receivables

Chapter
6 - Inventory
Purchase
100

$3.50

$350

Chapter 7

- Revenue Recognition, Including Construction Contracts

Chapter 8

- Property, Plant, and Equipment

--

--

Sale 9
Chapter

100
-- Intangible
Assets

--

Sale

200

Interests in Financial Instruments, Associates, Joint Ventures, and
Chapter
- following occurred:
In year 10
1 the
Investment Property
Chapter
11 - total
Business
Combinations
Financial Statements
1. The
goods
available forand
saleConsolidated
were 400 units.
Chapter 12 -

Current Liabilities, Provisions, Contingencies, and Events after the

2. The total
sales
wereDate
250 units.
Balance
Sheet

Chapter 13 - Financial Instruments—Long-Term Debt

3. Therefore, the ending inventory was 150 units.

Chapter 14 - Leases

Chapter
15 - inventory
Income Taxes
The ending
is valued at the earliest current year acquisition cost of $2.00 per unit. Thus,
Chapter
16
Employee
Benefits
ending inventory
is valued
at $300 (150 x $2.00).
Chapter 17 - Stockholders' Equity

Another18way
to look at
this
is to analyze both cost of goods sold and ending inventory.
Chapter
- Earnings
Per
Share
Chapter 19 - Interim Financial Reporting

Units
Chapter 20 - Segment Reporting

Unit cost

Total cost

Chapter 21 - Accounting Changes and Correction of Errors

Cost of goods sold

200

$3.00

Chapter 22 - Foreign Currency

2.00
Chapter 23 - Related-Party50
Disclosures
Chapter 24 - Specialized Industries
250

Ending inventory

150

100
$700

Chapter 25 - Inflation and Hyperinflation
Chapter 26 - Government Grants

$600

$2.00

$300

Appendix
- Disclosure
Note thatA the
base-yearChecklist
cost is $2.00 and that the base-year level is 150 units. Therefore, if ending
Appendix
B
Illustrative
Financial
Statements
inventory in the subsequent
period
exceeds Presented
150 units, Under
a newIAS
layer will be created.
Appendix C - Comparison of IAS, US GAAP, and UK GAAP
Index

Year 2

List of Tables

Cost of goods sold

Units

Unit cost

Toted cost

100

$3.30

$330

100

3.20

320

List of Exhibits and Examples
List of Sidebars

200
Ending inventory

$650

150

$2.00

$300

200

3.20

640

350

$940

Now, if ending inventory exceeds 350 units in the next period, a new layer will be created.

Year 3

Units

Unit cost

Total cost

Cost of goods sold
100
$3.50 and Application
$350
Wiley IAS 2003:
Interpretation
of
International Accounting Standards
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3.20
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300
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Ending inventory base year

150

$2.00

640
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$990
$300

This compact and truly comprehensive quick-reference
presents accountants with a guide to depend on for
Notice how the decrement
in yearand
3 eliminated
the entire
year 2 increment. Thus, any year
assistanceof
in200
the units
preparation
understanding
of financial
4 increase in the statements
quantity of inventory
result in with
a new
increment that would be valued at year 4
presentedwould
in accordance
IAS.

prices.
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In situations where the ending inventory decreases from the level established at the close of the
Preface
preceding year, the enterprise experiences a decrement or LIFO liquidation. Decrements will reduce
Chapter
1 - Introduction
to International
Standards
or eliminate
previously established
LIFOAccounting
layers. Once
any part of a layer has been eliminated, it cannot
Chapter
2
Balance
Sheet
be reinstated. For example, if in its first year after the election of LIFO an enterprise establishes a layer
Income Statement, Statement of Changes in Equity, and Statement
(increment)
Chapter
3 - of ten units, in the next year inventory decreases by four units, leaving the first layer at six
of Recognized
Gains
and Losses
units, the enterprise
cannot
reestablish
the first layer (back up to ten units) in the year that inventory
Chapter
4 - CashRather,
Flow Statement
next increases.
it will be forced to create a new layer for the increase. The effect of LIFO
Chapter
5 - in
Financial
and
Receivables
liquidations
periodsInstruments—Cash
of rising prices is to
release
costs, which are significantly below the current cost
Chapter
6 - into
Inventory
being paid,
cost of goods sold from ending inventory. Thus, the resultant effect of a LIFO
Chapter
7 -isRevenue
Recognition,
Includingfor
Construction
Contracts
liquidation
to increase
income, typically
both accounting
and tax purposes (since most

jurisdictions
demand conformity
between financial reporting and tax reporting). Because of this, LIFO is
Chapter
8 - Property,
Plant, and Equipment
most commonly
used by
industries in which inventories are maintained or increased over time.
Chapter
9 - Intangible
Assets
Interests in Financial Instruments, Associates, Joint Ventures, and
Chapter
10 LIFO liquidations
can take
two forms, voluntary or involuntary. A voluntary liquidation exists when an
Investment
Property

enterprise
one reason and
or another,
to let Financial
inventoryStatements
levels drop. Such a liquidation occurs
Chapter
11 -decides,
Businessfor
Combinations
Consolidated

because current prices may be too high, less inventory is needed for efficient production, or because of

Current Liabilities, Provisions, Contingencies, and Events after the
Chapter
12 - in the product lines. Involuntary LIFO liquidations stem from reasons beyond the control
a transition
Balance Sheet Date

of the enterprise,
such
as a strike, shortages, or
shipping delay. Regardless of the reason, all
Chapter
13 - Financial
Instruments—Long-Term
Debt
liquidations
Chapter
14 - result
Leasesin a corresponding increase in income (assuming a trend of rising costs).
Chapter 15 - Income Taxes

To compute the effect of the liquidation, the company must compute the difference between actual cost

Chapter
- Employee
of sales16and
what costBenefits
of sales would have been had the inventory been reinstated. The Internal
Chapter
17 Service
- Stockholders'
Equity
Revenue
has ruled
that this hypothetical reinstatement must be computed under the company's
Chapter
- Earnings
Per Share
normal 18
pricing
procedures
for valuing its LIFO increments. In the example above, the effect of the year
Chapter
- Interimwould
Financial
Reporting as follows:
3 LIFO 19
liquidation
be computed
Chapter 20 - Segment Reporting

Inventory reinstatement:

Chapter 21 - Accounting Changes and Correction of Errors

200 units @ $3.50 - $3.20 = $60

Chapter 22 - Foreign Currency

Chapter
23the
- Related-Party
Disclosures
Because
200 units liquidated
would have been stated at the year 3 price of $3.50 if there had been
Chapter
24
Specialized
Industries
an increment, the difference between $3.50 and the actual amount charged to cost of sales for these
Chapter
25 - Inflation
andthe
Hyperinflation
units ($3.20)
measures
effect of the liquidation.
Chapter 26 - Government Grants

An inordinate
amount of
recordkeeping is required in applying the unit LIFO method. Remember that
Appendix
A - Disclosure
Checklist
the illustration
above involved
only
one product.
The recordkeeping
burden becomes much greater as
Appendix
B - Illustrative
Financial
Statements
Presented
Under IAS
the number of products increases. For this reason, a pooling approach is generally applied to LIFO
inventories.

Appendix C - Comparison of IAS, US GAAP, and UK GAAP
Index

List
of Tables
Pooling
is the process of grouping items that are naturally related and then treating this group as a
List
of Exhibits
and Examples
single
unit in determining
the LIFO cost. Because the quantity of ending inventory includes many more
List
of Sidebars
items,
decreases in one item can be made up for by increases in others, whereas under the single

goods unit approach a decrease in any one item results in a liquidation of LIFO layers.
The problem in applying the pooling method emanates from the tax regulations, not the practical side of
application. In applying LIFO, the tax regulations state that each type of good in the opening inventory
must be compared with a similar type in the closing inventory. These items must be similar as to
character, quality, and price. This qualification has generally been interpreted to mean identical. The
effect of this statement is to require a separate pool for each item under the unit LIFO method. The
need for a simpler, more practical approach to using the LIFO concept and allowing for a greater use of

the pooling concept was met by dollar-value LIFO.
Wiley
IAS 2003: Interpretation and Application of
Dollar-Value
LIFO
International Accounting Standards

ISBN:0471227366
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Epstein and
Abbasjurisdictions
Ali
Dollar-value LIFObymay
be J.
employed
in those
where
it is permitted by the tax or other
Mirza The dollar-value LIFO method of inventory valuation determines the cost of
regulatory authorities.
John Wiley
& Sons © costs
2003 (952
pages) of total dollars rather than specific prices of specific
inventories by expressing
base-year
in terms
This
compact
and
truly
comprehensive
quick-reference
units. As discussed later, the dollar-value method also gives
rise to an expanded interpretation of the
presents
accountants
with
a
guide
to
depend
onbut
for are reflected only in terms of a net
use of pools. Increments and liquidations are treated the same
assistance in the preparation and understanding of financial
liquidation or increment
for
the
entire
pool.
statements presented in accordance with IAS.
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Creating
pools.
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Essentially three alternatives exist for determining pools under dollar-value LIFO: (1) the natural

business unit, (2) multiple pools, and (3) pools for wholesalers, retailers, jobbers, and so on.
Preface
Chapter 1

- Introduction to International Accounting Standards

The natural business unit is defined by the existence of separate and distinct processing facilities and
- Balance Sheet
operations and the maintenance of separate income (loss) records. The concept of the natural
Income Statement, Statement of Changes in Equity, and Statement
Chapter
3 unit
- is generally dependent on the type of product, not the various stages of production for
business
of Recognized Gains and Losses
that project. Thus, the pool can (and will) contain raw materials, WIP, and finished goods. The three
Chapter 4 - Cash Flow Statement
examples below, taken from treasury regulations, illustrate the application of the natural business unit
Chapter 5 - Financial Instruments—Cash and Receivables
concept.
Chapter 2

Chapter 6

- Inventory

Chapter
7 1- Revenue Recognition, Including Construction Contracts
Example
Chapter 8

- Property, Plant, and Equipment

Chapter
9 - Intangible
Assets in one division, automatic clothes washers and dryers of both commercial
A corporation
manufactures,

and domestic
grade as
as electric
ranges,Associates,
mangles, and
The corporation
Interests
in well
Financial
Instruments,
Jointdishwashers.
Ventures, and
Investment
Property
manufactures,
in another
division, radios and television sets. The manufacturing facilities and
Chapter
11 -used
Business
Combinationsradios
and Consolidated
Financial
Statements
processes
in manufacturing
and television
sets are
distinct from those used in
Current
Liabilities,
Provisions,
Contingencies,
and Events
after
the
manufacturing
automatic
clothes
washers,
for
example.
Under
these
circumstances,
the enterprise
Chapter 12 Balance
Dateunits and two pools would be appropriate: one consisting of all of the
would consist
of twoSheet
business
Chapter
13 - Financial
Instruments—Long-Term
LIFO inventories
involved
with the manufactureDebt
of clothes washers and dryers, electric ranges,
Chapter
14
Leases
mangles, and dishwashers, and the other consisting of all the LIFO inventories involved with the
Chapter
15 -of
Income
production
radiosTaxes
and television sets.
Chapter 10 -

Chapter 16 - Employee Benefits
Chapter 17 - Stockholders' Equity

Example
Chapter
18 2- Earnings Per Share
Chapter 19 - Interim Financial Reporting

An enterprise produces plastics in one of its plants. Substantial amounts of the production are sold as
plastics. The remainder of the production is shipped to a second plant of the enterprise for the
Chapter 21 - Accounting Changes and Correction of Errors
production of plastic toys that are sold to customers. The company operates its plastics plant and toy
Chapter 22 - Foreign Currency
plant as separate divisions. Because of the different product lines and the separate divisions, the
Chapter
23 -has
Related-Party
enterprise
two naturalDisclosures
business units.
Chapter 20 - Segment Reporting

Chapter 24 - Specialized Industries
Chapter 25 - Inflation and Hyperinflation
Chapter
26 3- Government Grants
Example
Appendix A - Disclosure Checklist

A company
engagedFinancial
in the manufacture
paper. AtUnder
one stage
Appendix
B - is
Illustrative
Statementsof
Presented
IAS of processing, uncoated paper is
produced.
amounts
of uncoated
are sold at this stage of processing. The remainder
Appendix
C -Substantial
Comparison
of IAS, US
GAAP, andpaper
UK GAAP
of the uncoated paper is transferred to the company's finishing mill, where coated paper is produced
Index

and sold. This company has only one natural business unit since coated and uncoated paper are within
the same product line.

List of Tables

List of Exhibits and Examples
List of Sidebars

The multiple-pooling method is the grouping of substantially similar items. In determining substantially
similar items, consideration should be given to the processing applied, the interchangeability, the
similarity of use, and the customary practice of the industry. While the election of multiple pools will
necessitate additional recordkeeping, it may result in a better estimation of periodic income. Depending
on local tax regulations, diverse inventory types such as inventory items of wholesalers, retailers,
jobbers, and distributors might be required to be placed into pools by major lines, types, or classes of
goods.

All three methods of pooling allow for a change in the components of inventory. New items that properly
fall within the pool may be added, and old items may disappear from the pool, but neither will
necessarily effectWiley
a change
the total
dollar value and
of theApplication
pool.
IAS in
2003:
Interpretation
of
International Accounting Standards

Computing dollar-value
LIFO.
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The purpose of the
dollar-value
LIFO
method
of valuing inventory is to convert inventory that is priced
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© 2003
(952 pages)

at end-of-year prices
to that same inventory priced at base-year (or applicable LIFO layer) prices. The
This compact and truly comprehensive quick-reference
dollar-value method
achieves
this result
through
thetouse
of a on
conversion
price index. The inventory at
presents accountants
with
a guide
depend
for
in the
understanding
of financial
current year cost assistance
is divided by
the preparation
appropriateand
index
to arrive at the
base-year cost. Thus, the main
statements presented
in accordance
IAS.
focus is on the determination
of the conversion
price with
index.
There are three basic methods that can be
used
in
computation
of
the
LIFO
value
of
a
dollar-value
pool:
(1) double-extension, (2) link-chain, and
Table of Contents
(3) the index method. Each of these is discussed below with examples provided where appropriate.
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Double-extension method.

Preface

Chapter 1

- Introduction to International Accounting Standards
This was the
method originally developed to compute the conversion price index. It involves extending

Chapter
2 quantity
- BalanceofSheet
the entire
ending inventory for the current year at both base-year prices and end-of-year
Income
Statement,
Statement
of Changes
in Equity,
Statement
prices
to
arrive
at
a
total
dollar value
for each,
hence the
title of and
double-extension.
The end-of-year
Chapter 3 of Recognized Gains and Losses

dollar total is then divided by the base-year dollar total to arrive at the index, usually referred to as the
- Cash Flow Statement
conversion
price index. This index indicates the relationship between the base-year and current
Chapter
5
- Financial
Instruments—Cash
and(or
Receivables
prices in terms
of a percentage.
Each layer
increment) is valued at its own percentage. Although a
Chapter
6
Inventory
representative sample is allowed (meaning that not all of the items need be double-extended; this is
Chapter
7 -inRevenue
Recognition,
Includingthe
Construction
Contracts
discussed
more detail
under indexing),
recordkeeping
under this method is very burdensome.
Chapter
8
Property,
Plant,
and
Equipment
The base-year price must be kept for each inventory item. Depending on the number of different items
Chapter
9 in- the
Intangible
Assets
included
inventory
of the company, the necessary records may be too detailed to keep past the
Interests in Financial Instruments, Associates, Joint Ventures, and
first
year.
Chapter 10 Chapter 4

Investment Property
The following
example
illustrates the
double-extension
method
of computing the LIFO value of
Chapter
11 - Business
Combinations
and
Consolidated Financial
Statements

inventory. The
example
presented
is relatively
simple and
does
not attempt
Current
Liabilities,
Provisions,
Contingencies,
and
Events
after theto incorporate all of the
Sheetaccounting.
Date
complexitiesBalance
of inventory

Chapter 12 -

Chapter 13 - Financial Instruments—Long-Term Debt

Example
the double-extension LIFO method
Chapter
14 of
- Leases
Chapter 15 - Income Taxes

Van de Voort, Inc. uses the dollar-value method of LIFO inventory valuation and computes its price
index using the double-extension method. Van de Voort has a single pool that contains two inventory
Chapter 17 - Stockholders' Equity
items, A and B. Year 1 is the company's initial year of operations. The following information is given for
Chapter
- Earnings
years 118
through
4: Per Share
Chapter 16 - Employee Benefits

Chapter 19 - Interim Financial Reporting
Chapter 20 - Segment Reporting

Ending quantity (units) and current price

Chapter 21 - Accounting Changes and Correction of Errors

Year 22 Ending
inventory
Chapter
- Foreign
Currency current prices
Chapter
Disclosures
1 23 - Related-Party
$100,000

A

B

5,000

$6.00

7,000

$10.00

120,300

6,000

6.30

7,500

11.00

Chapter
Grants
3 26 - Government122,220

5,800

6.40

7,400

11.50

Appendix A - Disclosure Checklist

6,200

6.50

7,800

12.00

Chapter 24 - Specialized Industries

2

Chapter 25 - Inflation and Hyperinflation

4

133,900

Appendix B - Illustrative Financial Statements Presented Under IAS

Appendix
- Comparison
of IAS, USofGAAP,
and UK
In year 1Cthere
is no computation
an index;
theGAAP
index is 100%. The LIFO cost is the same as the
Index
actual current year cost. This is our base year.
List of Tables

In year
2 the first
is to double-extend the quantity of ending inventory at base-year and current
List
of Exhibits
and step
Examples
year costs. This is illustrated below.

List of Sidebars

Item

Quantity

Base-year
cost/unit

Current year
cost/unit

Extended

A

Wiley IAS 2003: Interpretation and Application of
6,000
$ 6.00
$ 36,000
$ 6.30
International Accounting
Standards

B

by Barry J. Epstein
and Abbas Ali 75,000
7.500
10.00
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$111,000
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Extended
$ 37,800
82,500

$120.300[a]
using theThis
double-extension
method
and extending
all the inventory items to arrive at the
compact and truly
comprehensive
quick-reference
presents
accountants
withinventory
a guide toatdepend
for If a sampling method is used
index, this number
must equal
the ending
currenton
prices.
assistance
in the
and understanding
of financial
(as discussed under
indexing),
thispreparation
number divided
by your ending
inventory at current prices will
statements presented in accordance with IAS.
give you the percentage sampled.
[a]When
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Now IAS
we can
compute the conversion
price index
that is
Wiley
2003—Interpretation
and Application
of International
Accounting
Standards
Preface
Chapter 1

- Introduction to International Accounting Standards

Chapter
2 - Balance Sheet
In this case
Income Statement, Statement of Changes in Equity, and Statement
of Recognized Gains and Losses

Chapter 3

-

Chapter 4

- Cash Flow Statement

Chapter 5

- Financial Instruments—Cash and Receivables

Chapter
6 year
- Inventory
Next, the
2 layer at the base-year cost is computed by taking the current year ending inventory at
Chapter
7
Revenue
Recognition,
Construction
Contracts
base-year -prices
(if only
a sampleIncluding
of the inventory
is extended,
this number is arrived at by dividing the
Chapter
- Property,
Plant, year
and Equipment
ending 8inventory
at current
prices by the conversion price index) of $111,000 and subtracting the
Chapter
9
Intangible
Assets
base-year cost of $100,000. In year 2 there is an increment (layer) of $11,000 at base-year costs.
Chapter 10 -

Interests in Financial Instruments, Associates, Joint Ventures, and

Investment
Property
The year 2 layer
of $11,000
at base-year cost must be converted so that the layer is valued at the
prices in
when Combinations
it came into existence
(i.e., at year
2 prices).
This is done by multiplying the
Chapter
11effect
- Business
and Consolidated
Financial
Statements
increment atCurrent
base-year
cost ($11,000)
by Contingencies,
the conversionand
price
indexafter
(1.08).
Liabilities,
Provisions,
Events
theThe result is the year 2
Chapter 12 layer at LIFOBalance
prices.Sheet Date
Chapter 13 - Financial Instruments—Long-Term Debt
Chapter
14 - cost
Leases
Base-year

$100,000

Chapter 15 - Income Taxes

Year 2 layer ($11,000 x 1.084)

11,924

Chapter 17 - Stockholders' Equity

$111,924

Chapter 16 - Employee Benefits

Chapter 18 - Earnings Per Share

In year 3 the same basic procedure is followed.

Chapter 19 - Interim Financial Reporting
Chapter 20 - Segment Reporting

Item 21 Quantity
cost/unit
Extended
Chapter
- AccountingBase-year
Changes and
Correction of
Errors
Chapter
Foreign Currency $ 6.00
A 22 - 5,800
Chapter 23 - Related-Party Disclosures

B

7,400

10.00

Chapter 24 - Specialized Industries

Chapter 25 - Inflation and Hyperinflation

Current year cost/unit

Extended

$ 34,800

$ 6.40

$ 37,120

74,000

11.50

85,100

$108,800

$122,200

Chapter 26 - Government Grants

There has been a decrease in the base-year cost of the ending inventory, which is referred to as a
decrement. A decrement results in the decrease (or elimination) of layers provided previously. In this
Appendix B - Illustrative Financial Statements Presented Under IAS
situation, computation of the index is not necessary, as there is no LIFO layer that requires valuation. If
Appendix C - Comparison of IAS, US GAAP, and UK GAAP
a sampling approach has been used, the index is needed to arrive at the ending inventory at base-year
Index
cost and thus to determine if there has been an increment or a decrement.
Appendix A - Disclosure Checklist

List of Tables

List
of the
Exhibits
andinventory
Examples
Now
ending
at base-year cost is $108,800. The base-year cost is still $100,000, so the

total
List
of increment
Sidebars is $8,800. Since this is less than the $11,000 increment of year 2, no additional
increment is established in year 3. The LIFO cost of the inventory is as shown below.
Base-year cost
Year 2 layer ($8,800 x 1.084)

$100,000
9,539
$109,539

The fourth year then follows the same steps.

Item

Quantity

Base-year cost/unit

Extended

Current year cost/unit

A

and Application of
6,200Wiley IAS 2003:
$ 6.00Interpretation
$ 37,200
$ 6.50
International Accounting Standards

B

7,800by Barry J. Epstein
10.00and Abbas Ali78,000
Mirza
$115,200

12.00
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Extended
$ 40,300
93,600
$133,900

This index
compact
and truly(133,900/115,200).
comprehensive quick-reference
The conversion price
is 116.2%
presents accountants with a guide to depend on for

assistance
in the
preparation
and understanding
financial prices in year 4 of $115,200
A current year increment
exists
because
the ending
inventory at of
base-year
statements presented in accordance with IAS.
exceeds the year 3 number of $108,800. The current year increment of $6,400 must be valued at year
4 prices.
Thus the LIFO cost of the year 4 inventory is
Table
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Base-year cost
$100,000
Preface

Year 2 layer ($8,800 x 1.084)

9,539

Year 42layer
($6,400
x 1.162)
Chapter
- Balance
Sheet

7,437

Chapter 1

Chapter 3

- Introduction to International Accounting Standards

-

Income Statement, Statement
$116,976of Changes in Equity, and Statement
of Recognized Gains and Losses

Chapter
4 - Cash
Flow out
Statement
It is important
to point
that once a layer is reduced or eliminated, it is never replaced (as with the
Chapter
5
Financial
Instruments—Cash
and Receivables
year 2 increment).
Chapter 6

- Inventory

Chapter 7

- Revenue Recognition, Including Construction Contracts

Chapter
8 - Property,
Plant, and Equipment
Link-chain
method.
Chapter 9

- Intangible Assets

As shown inInterests
this example,
the computations
application
of the
double-extension
method become
in Financial
Instruments,for
Associates,
Joint
Ventures,
and
Chapter 10 arduous even
if only a few
items exist in the inventory. Also, consider the problems that arise when
Investment
Property
there is11
a constant
change
in the inventory
mix or in Financial
situationsStatements
in which the breadth of the inventory is
Chapter
- Business
Combinations
and Consolidated
large. The link-chain
method
of
applying
dollar-value
LIFO
was
developed
to combat these problems.
Current Liabilities, Provisions, Contingencies, and Events
after the
Chapter 12 -

Balance Sheet Date
Another13purpose
served
by the link-chain method
Chapter
- Financial
Instruments—Long-Term
Debtis to eliminate the problem created by a significant

turnover in the components of inventory. Under the double-extension or indexing method, it is
presumed that any new products added to the inventory will be costed at base-year prices. If these are
Chapter 15 - Income Taxes
not available, the earliest cost available after the base year is used. If the item was not in existence in
Chapter 16 - Employee Benefits
the base year, the reporting entity will attempt to reconstruct the base cost, using a reasonable method
Chapter 17 - Stockholders' Equity
to determine what the cost would have been if the item had been in existence in the base year.
Chapter 18 - Earnings Per Share
Although this might not appear to be a problem upon first consideration, imagine identifying a cost from
Chapter
- Interim
Financial
Reporting
a base 19
period
twenty-five
to fifty
years past. Should that be impossible, a more recent cost would have
Chapter
20 - Segment
Reporting
to be identified
to serve
as the base-year cost value, which would eliminate some of the LIFO benefit.
Chapter 14 - Leases

Chapter 21 - Accounting Changes and Correction of Errors

Also imagine
a situation
faced by a high-tech industry where inventory is continually being replaced by
Chapter
22 - Foreign
Currency
newer, 23
more
advanced products.
The effect of this rapid change under the double-extension method
Chapter
- Related-Party
Disclosures
(because
new products
did not exist in the base period) is to use current prices as base-year costs.
Chapter
24 the
- Specialized
Industries
Thus, when
inventoryand
hasHyperinflation
such a rapid turnover, the LIFO advantage is nonexistent, as current and
Chapter
25 - Inflation

base-year costs are sometimes synonymous. This is the major reason for the development of the linkchain method.

Chapter 26 - Government Grants

Appendix A - Disclosure Checklist

Appendix
B - Illustrative
Financial
Statements
Presented
Under cumulative
IAS
The link-chain
method is
the process
of developing
a single
index that is applied to the
Appendix
C
Comparison
of
IAS,
US
GAAP,
and
UK
GAAP
ending inventory amount priced at the beginning-of-the-year costs. A separate cumulative index is used
Index
for each pool regardless of the variations in the components of these pools over the years.
List
of Tables
Technological
change is allowed for by the method used to calculate each current year index. The
List
of Exhibits
andbyExamples
index
is derived
double-extending a representative sample (between 50% and 75% of the dollar

value
of the pool is generally thought to be appropriate) at both beginning-of-year prices and end-ofList
of Sidebars
year prices. This annual index is then applied (multiplied) to the previous period's cumulative index to
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Example of the link-chain method
Notice that the end-of-year costs and inventory quantity used are the same as those used in the
double-extension example. Assume the following inventory data for years 1 to 4. Year 1 is assumed to
be the initial year of operation for the company. The LIFO method is elected on the first tax return.
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Indexing.
The last major alternative available for computing the dollar-value LIFO inventory is indexing. These
indexing methods can basically be broken down into two types: (1) an internal index, and (2) an
external index.
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Since international accounting standards do not, at present, address this problem, it may be instructive
to look to US GAAP for advisory guidance. It suggests that, while year-end liquidations of LIFO cost
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The IASB has indicated that it plans to review inventory costing, with the possible goal of narrowing the
range of acceptable alternative methods. While it has not said specifically what changes might be
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forthcoming, it would not be surprising if LIFO were dropped from the ranks of approved costing
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methods.
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Proposal to eliminate LIFO costing alternative.
The IASB, as part of its Improvements Project, has determined that the goals of achieving convergence
among accounting standards and of promoting uniformity across entities reporting under IAS will be
served by eliminating the current "allowed alternative" method of costing inventories, which uses the
last-in, first-out (LIFO) method. If adopted, this will leave the first-in, first-out (FIFO) and the average
costing methods as the two acceptable costing techniques under IAS (IFRS).

This proposal is controversial, not necessarily because there are many users that believe that the LIFO
convention accurately portrays the physical flow of goods (which it rarely ever does) but rather because
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It is not clear at this point what may be the ramifications of the move to ban LIFO under IAS, but in
some instances it is not inconceivable that in nations where the LIFO conformity rule remains in effect,
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and which have not yet adopted IAS as the operative standard of financial reporting, this could dampen
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realizable value is 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.
The utility of an item of inventory is limited to the amount to be realized from its ultimate sale; where the
item's recorded cost exceeds this amount, GAAP requires that a loss be recognized for the difference.
The logic for this requirement is twofold: first, assets (in particular, current assets such as inventory)
should not be reported at amounts that exceed net realizable value; and second, any decline in value in
a period should be reported in that period's results of operations in order to achieve proper matching
with current period's revenues. Were the inventory to be carried forward at an amount in excess of net

realizable value, the loss would be recognized on the ultimate sale in a subsequent period. This would
mean that a loss incurred in one period, when the value decline occurred, would have been deferred to
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The application of these principles is illustrated in the following example. In this example, replacement
cost will be used as the primary operational definition of inventory value when that amount is lower than
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carrying value determined by historical cost. Replacement cost is a valid measure of the future utility of
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Consider item A: The net realizable value defined in accordance with IAS 2 is $2.50 - 0.50 = $2.00
(estimated selling price less costs to complete and sell). As it happens, this is exactly equal to
List of Tables
historical cost, suggesting that there would be no adjustment required. However, if no adjustment is
List of Exhibits and Examples
recorded, the profit realized upon the sale next period will be $2.50 - 2.00 - 0.50 = $0, which would
List of Sidebars
be an unnaturally low net margin given the historical experience of a 24% margin. To preserve the
normal margin, which would amount to $0.60 ($2.50 x 24%), the inventory would have to be written
down to $1.40 ($2.50 - 0.50 - 0.60). However, the actual cost to replace the item in inventory is
known to be $1.80, which suggests that the normal margin of 24% cannot be replicated under
current conditions.
Index

The foregoing explains why some standards setters and accounting theoreticians (but it should be
stressed, not the IASC) have concluded that inventory should be reported at the lower of cost or
market, where market is defined as replacement cost subject to ceiling and floor values; where ceiling

is defined as net realizable value (NRV), and floor as the NRV minus the normal profit margin. Using
this approach (which is the standard in the United States, Belgium, Canada, Germany, Italy, the
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To continue with this
the data
in(952
the pages)
foregoing table are used to compute market values
Johnexample,
Wiley & Sons
© 2003
consistent with the
definition
set
forth
earlier.
Note
that the primary measure in all cases is replacement
This compact and truly comprehensive quick-reference
cost; if this falls between
the
ceiling
and
the
floor,
it
becomes
thefor
measure of market, which is then
presents accountants with a guide to
depend on
assistance
the
preparation
and
understanding
of financial
compared to historical
cost; in
the
lower
of cost or
market
is then used
to actually value the inventory
statements
in accordance
with
item. If the replacement
costpresented
exceeds the
ceiling value
(asIAS.
for items D and E), the ceiling value
becomes the market next to be compared to historical cost. On the other hand, if replacement cost is
Table of Contents
lower than the floor (as for items B and C), the floor is used as the market value to be compared next to
Wiley IAS 2003—Interpretation and Application of International Accounting
the historical cost.
Standards
Preface
Chapter
1 - Introduction
to International
Determination
of Net Realizable
ValueAccounting Standards
Chapter 2

- Balance Sheet

Replacement

NRV

NRV less profit

Income Statement, Statement of Changes in Equity, and Statement
Chapter
Item 3 Cost
cost
(ceiling)
(floor)
of Recognized Gains and Losses

Market

LCM

$1.40

$1.80

$1.80

2.24

2.24

2.24

6.00
6.60
9.00
- Revenue Recognition,
Including Construction
Contracts7.20
Chapter
- Property, Plant,
and Equipment 4.00
D 8 5.00
4.75
2.80

7.20

6.00

4.00

4.00

0.95

0.95

Chapter
- Cash Flow Statement
A 4 $2.00
$1.80

$2.00

Chapter 5

3.20

B

Chapter 6

- Financial Instruments—Cash and Receivables

4.00

- Inventory

1.60

C 7
Chapter
Chapter 9

E

- Intangible Assets

1.00

Chapter 10 -

1.05

0.95

0.80

Interests in Financial Instruments, Associates, Joint Ventures, and
Investment Property

Chapter
11 under
- Business
Combinations
and 2,
Consolidated
Statements
Note that
a strict
reading of IAS
NRV wouldFinancial
be compared
directly to historical cost; the other
Current
Liabilities,
Provisions,
Contingencies,
and
Events
after the
values 12
in the
Chapter
- above table would not be given any consideration. However, it is the authors' opinion that
Balance Sheet Date

there is sufficient flexibility in IAS 2 to permit some application of the principle of lower of cost or market
as discussed above. If a strict application of the net realizable value rule were insisted upon, in
Chapter
14item
- Leases
contrast,
A would be valued at $2.00 instead of $1.80, resulting in a zero profit upon sale; and item
Chapter
15
Incomeat
Taxes
B would be- valued
$3.20 instead of $2.24, also resulting in a zero profit upon ultimate disposition. In
Chapter
16
Employee
general, the impact of Benefits
using net realizable value, rather than market, would be to preclude preservation
Chapter
Stockholders'
Equity of) profit upon later sale of the item.
of some17(if-not
a normal amount
Chapter 13 - Financial Instruments—Long-Term Debt

Chapter 18 - Earnings Per Share

Recoveries
of previously
recognized
Chapter
19 - Interim
Financial Reporting

losses.

Chapter 20 - Segment Reporting

IAS 2 stipulates that a new assessment of net realizable value should be made in each subsequent
period; when the reason for a previous write-down no longer exists (i.e., when net realizable value has
Chapter 22 - Foreign Currency
improved), it should be reversed. Since the write-down was taken into income, the reversal should also
Chapter 23 - Related-Party Disclosures
be reflected in earnings.
Chapter 21 - Accounting Changes and Correction of Errors

Chapter 24 - Specialized Industries

Chapter 25 - Inflation and Hyperinflation

Other Valuation Methods

Chapter 26 - Government Grants

Appendix A - Disclosure Checklist

There are instances in which an accountant must estimate the value of inventories. Whether for interim
financial statements or as a check against perpetual records, the need for an inventory valuation
Appendix C - Comparison of IAS, US GAAP, and UK GAAP
without an actual physical count is required. Some of the methods used, which are discussed below,
Index
are the retail method, the LIFO retail method, and the gross profit method.
Appendix B - Illustrative Financial Statements Presented Under IAS

List of Tables
List
of Exhibits
and Examples
Retail
method.
List of Sidebars

IAS 2 notes that the retail method may be used by certain industry groups but does not provide details
on how to employ this method, nor does it address the many variations of the technique. The
conventional retail method is used by retailers as a method to estimate the cost of their ending
inventory. The retailer can either take a physical inventory at retail prices or estimate ending retail
inventory and then use the cost-to-retail ratio derived under this method to convert the ending inventory
at retail to its estimated cost. This eliminates the process of going back to original invoices or other
documents to determine the original cost for each inventoriable item. The retail method can be used
under any of the three cost flow assumptions discussed earlier: FIFO, LIFO, or average cost. As with

ordinary FIFO or average cost, the LCM rule can also be applied to the retail method when either one
of these two cost assumptions is used.
Wiley IAS 2003: Interpretation and Application of

The key to applying
the retail method is determining the cost-to-retail ratio. The calculation of this
International Accounting Standards
number varies depending on the cost flow assumption selected.
Essentially, the cost-to-retail ratio
ISBN:0471227366
by Barry J. Epstein and Abbas Ali
provides a relationship
Mirza between the cost of goods available for sale and the retail price of these goods.
This ratio is usedJohn
to convert
the
ending
retail
back to cost. Computation of the cost-to-retail
Wiley &
Sons
© 2003
(952inventory
pages)
ratio for each of the
available
methods
is
described
below.
The use of the LIFO cost flow assumption
This compact and truly comprehensive quick-reference
with this method is
discussed
in
the
next
section
and,
therefore,
is not addressed in this listing.
presents accountants with a guide to depend on for
assistance in the preparation and understanding of financial
statements
presented
in accordance
with
IAS.
1. FIFO cost—
The concept
of FIFO
indicates that
the
ending inventory is made up of the latest
purchases;
therefore,
beginning
inventory
is
excluded
from computation of the cost-to-retail
Table of Contents
ratio,
and
the
computation
becomes
net
purchases
divided
by their retail value adjusted for both
Wiley IAS 2003—Interpretation and Application of International Accounting
net markups and net markdowns.
Standards
Preface
Chapter
1 - Introduction
to International
Accounting
StandardsThe computation is basically the same as
2. FIFO
(using a lower
of cost or market
approach)—
Chapter FIFO
2 - Balance
Sheet
cost except that markdowns are excluded from the computation of the cost-to-retail ratio.
Chapter 3

-

Income Statement, Statement of Changes in Equity, and Statement
of Recognized Gains and Losses

3. Average
Average cost assumes that ending inventory consists of all goods available for
Chapter
4 - Cashcost—
Flow Statement
sale.
Therefore, the cost-to-retail ratio is computed by dividing the cost of goods available for
- Financial Instruments—Cash and Receivables
sale (Beginning inventory + Net purchases) by the retail value of these goods adjusted for both
Chapter 6 - Inventory
net markups and net markdowns.
Chapter 5
Chapter 7

- Revenue Recognition, Including Construction Contracts

Chapter 8

- Property, Plant, and Equipment
4. Average
cost (using
Chapter
9 - Intangible
Assets a lower of cost or market approach)— This is computed in the same

manner
as average
cost except
that markdowns
are
excluded
for and
the calculation of the cost-toInterests
in Financial
Instruments,
Associates,
Joint
Ventures,
Property
retail Investment
ratio.

Chapter 10 -

Chapter 11 - Business Combinations and Consolidated Financial Statements

A simple example illustrates the computation of the cost-to-retail ratio under both the FIFO cost and

Current Liabilities, Provisions, Contingencies, and Events after the
Chapter
- methods in a situation where no markups or markdowns exist.
average12cost
Balance Sheet Date
Chapter 13 - Financial Instruments—Long-Term Debt

FIFO cost

Chapter 14 - Leases
Chapter 15 - Income Taxes
Chapter 16 - Employee Benefits

Cost

Average cost

Retail

Cost

Retail

Beginning
Chapter
17 - inventory
Stockholders' Equity

$100,000

$ 200,000

$100,000

$ 200,000

Chapter
18 - Earnings Per Share
Net purchases

500,000

800,000

500,000

800,000

$600,000

1,000,000

$600,000

1,000,000

Chapter 19 - Interim Financial Reporting

Total
goods available
Chapter 20
- Segment
Reportingfor

sale
Chapter 21
- Accounting Changes and Correction of Errors
Chapter
- Foreign Currency
Sales 22
at retail
Chapter 23 - Related-Party Disclosures

Ending inventory at retail

Chapter 24 - Specialized Industries

Cost-to-retail
ratio and Hyperinflation
Chapter
25 - Inflation

(800,000)

(800,000)

$ 200,000

$200,000

= 62.5%

= 60%

Chapter 26 - Government Grants
Appendix A - Disclosure Checklist

Ending Binventory
at cost
Appendix
- Illustrative
Financial Statements Presented Under IAS
Appendix C - Comparison of IAS, US GAAP, and UK GAAP
$ 125,000
Index

200,000 x 0.625

List of Tables
200,000 x 0.60
List of Exhibits and Examples

$120,000

Note
that the only difference in the two examples is the numbers used to calculate the cost-to-retail
List
of Sidebars
ratio.
As shown above, the lower of cost or market aspect of the retail method is a result of the treatment of
net markups and net markdowns. Net markups (markups less markup cancellations) are net increases
above the original retail price, which are generally caused by changes in supply and demand. Net
markdowns (markdowns less markdown cancellations) are net decreases below the original retail
price. An approximation of lower of cost or market is achieved by including net markups but excluding
net markdowns from the cost-to-retail ratio.

To understand this approximation, assume that a toy is purchased for $6 and the retail price is set at
$10. It is later marked down to $8. A cost-to-retail ratio including markdowns would be $6 divided by $8
or 75%, and ending
inventory
wouldInterpretation
be valued at $8and
times
75%, or $6of(original cost). A cost-to-retail
Wiley
IAS 2003:
Application
International
Accounting
Standards
ratio excluding markdowns
would
be $6 divided
by $10 or 60%, and ending inventory would be valued
Epstein
and
at $8 times 60%, by
or Barry
$4.80 J.(on
a lower
ofAbbas
cost orAlimarket basis).ISBN:0471227366
The write-down to $4.80 reflects the
loss in utility that Mirza
is evidenced by the reduced retail price.
John Wiley & Sons © 2003 (952 pages)

The application ofThis
the compact
lower of and
costtruly
or market
rule is illustrated
for both the FIFO and average cost
comprehensive
quick-reference
presentsbelow.
accountants
with a ifguide
to depend
onmarkdowns
for
methods in the example
Remember,
the markups
and
below had been included in
assistance
in would
the preparation
understanding
of financial ratio.
the preceding example,
both
have beenand
included
in the cost-to-retail
statements presented in accordance with IAS.

Table of Contents

FIFO cost (LCM)

Average cost (LCM)
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Cost
Retail
Cost
Standards
Preface
Beginning inventory
$100,000
$ 200,000
Chapter 1 - Introduction to International Accounting Standards

Net purchases

Chapter 2

- Balance Sheet

500,000

800,000

Retail

$100,000

$ 200,000

500,000

800,000

Net markups
-- of Changes
250,000
Income Statement, Statement
in Equity, and -Statement 250,000
-

Chapter 3

of Recognized Gains and Losses

Total goods available for sale

Chapter 4

- Cash Flow Statement

$600,000

1,250,000

$600,000

Net markdowns
(50,000)
Chapter
5 - Financial Instruments—Cash and Receivables
Chapter
- Inventory
Sales 6at retail

(800,000)

Chapter 7

- Revenue Recognition, Including Construction Contracts

Chapter 8

- Property, Plant, and Equipment

1,250,000
(50,000)
(800,000)

Ending inventory at retail

$ 400,000

$ 400,000

Cost-to-retail
ratio
Chapter
9 - Intangible
Assets

= 47.6%

= 48%

Interests in Financial Instruments, Associates, Joint Ventures, and
Chapter 10 Investment Property

Ending11inventory
at cost
Chapter
- Business
Combinations and Consolidated Financial Statements
Current Liabilities, Provisions, Contingencies,
and Events after the
$ 190,400
Chapter 12
400,000
x 0.476
Balance
Sheet Date
Chapter 13 - Financial Instruments—Long-Term Debt

400,000 x 0.48

$ 192,000

Chapter 14 - Leases

Chapter
15 - under
Income
Taxes
Notice that
the
FIFO (LCM) method all of the markups are considered attributable to the current
Chapter
16
Employee
Benefits
period purchases. Although
this is not necessarily accurate, it provides the most conservative estimate
Chapter
17 - Stockholders'
of the ending
inventory. Equity
Chapter 18 - Earnings Per Share

There are
numberFinancial
of additional
inventory topics and issues that affect the computation of the cost-toChapter
19 a
- Interim
Reporting
retail ratio
therefore,
deserve some discussion. Purchase discounts and freight affect only the cost
Chapter
20 -and,
Segment
Reporting

column in this computation. The sales figure that is subtracted from the adjusted cost of goods
available for sale in the retail column must be gross sales after adjustment for sales returns. If sales are
Chapter 22 - Foreign Currency
recorded at gross, deduct the gross sales figure. If sales are recorded at net, both the recorded sales
Chapter 23 - Related-Party Disclosures
and sales discount must be deducted to give the same effect as deducting gross sales (i.e., sales
Chapter 24 - Specialized Industries
discounts are not included in the computation). Normal spoilage is generally allowed for in the firm's
Chapter 25 - Inflation and Hyperinflation
pricing policies, and for this reason it is deducted from the retail column after calculation of the cost-toChapter
26 -Abnormal
Government
Grantson the other hand, should be deducted from both the cost and retail
retail ratio.
spoilage,
Appendix
A
Disclosure
Checklist
columnsbefore the cost-to-retail calculation, as it could distort the ratio. It is then generally reported as
Appendix
B - Illustrative
Financial
Presented
Under IAS
a loss separate
from the
cost of Statements
goods sold section.
Abnormal
spoilage is generally considered to arise
Appendix
C
Comparison
of
IAS,
US
GAAP,
and
UK
GAAP
from a major theft or casualty, while normal spoilage is usually due to shrinkage or breakage. These
Index
determinations and their treatments will vary depending on the firm's policies.
Chapter 21 - Accounting Changes and Correction of Errors

List of Tables

When
applying
theExamples
retail method, separate computations should be made for any departments that
List
of Exhibits
and

experience significantly higher or lower profit margins. Distortions arise in the retail method when a
department sells goods with varying margins in a proportion different from that purchased, in which
case the cost-to-retail percentage would not be representative of the mix of goods in ending inventory.
Also, manipulations of income are possible by planning the timing of markups and markdowns.

List of Sidebars

The retail method is an acceptable method of valuing inventories for tax purposes in some, but not all,
jurisdictions. The foregoing examples are not meant to imply that the method would be usable in any
given jurisdiction; readers should ascertain whether or not it can be used.

LIFO retail method.
As with other LIFO
concepts,
tax regulations
are theand
governing
force of
behind the LIFO retail method.
Wiley
IAS 2003:
Interpretation
Application
Readers must ascertain
whether
regulations
in
their
local
jurisdictions
permit application of this or any
International Accounting Standards
similar method. by Barry J. Epstein and Abbas Ali
ISBN:0471227366
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The steps used inJohn
computing
value
of (952
ending
inventory under the LIFO retail method are listed
Wiley &the
Sons
© 2003
pages)
below and then applied
to
an
example
for
illustrative
purposes.
This compact and truly comprehensive quick-reference
presents
guide to depend
for Recall that in the base year this
1. Calculate (or
select)accountants
the currentwith
yearaconversion
price on
index.
assistance
index will be
1.00. in the preparation and understanding of financial
statements presented in accordance with IAS.

Table2.of Calculate
Contents the value of the ending inventory at both cost and retail. Remember, as with other

LIFO methods, tax regulations do not permit the use of LCM, so both markups and markdowns

Wiley IAS 2003—Interpretation and Application of International Accounting
are included in computation of the cost-to-retail ratio. However, the beginning inventory is
Standards
Preface excluded from goods available for sale at cost and at retail.
Chapter 1

- Introduction to International Accounting Standards

3. Restate the ending inventory at retail to base-year retail. This is accomplished by dividing the
- Balance Sheet
current
ending inventory at retail by the current year index determined in step 1.

Chapter 2
Chapter 3

-

Income Statement, Statement of Changes in Equity, and Statement

of are
Recognized
Gainsinand
4. Layers
then treated
theLosses
same fashion as they were for the dollar-value LIFO example
Chapter presented
4 - Cash Flow
Statement
earlier.
If the ending inventory restated to base-year retail exceeds the previous year's
Chapter amount
5 - Financial
Instruments—Cash
Receivables
at base-year
retail, a newand
layer
is established.
Chapter 6

- Inventory
5. The
of LIFO cost
is the Construction
last step andContracts
requires multiplying each layer at base-year
Chapter
7 - computation
Revenue Recognition,
Including

by the appropriate
index and multiplying this product by the cost-to-retail ratio in order
Chapter retail
8 - Property,
Plant, andprice
Equipment
to arrive
at the LIFO cost for each layer.
- Intangible Assets

Chapter 9

Interests in Financial Instruments, Associates, Joint Ventures, and
The following
Chapter
10 - example illustrates a two-year period to which the LIFO retail method is applied. The first
Investment Property

period represents the first year of operations for the organization, and thus, is its base year.

Chapter 11 - Business Combinations and Consolidated Financial Statements

Year 1 12 Chapter

Current Liabilities, Provisions, Contingencies, and Events after the
Balance Sheet Date

Step 1—Because this is the base year, there is no need to compute an index, as it will always be
1.00.

Chapter 13 - Financial Instruments—Long-Term Debt
Chapter 14 - Leases

Chapter
152—
- Income Taxes
Step
Chapter 16 - Employee Benefits
Chapter 17 - Stockholders' Equity

Cost

Retail

Chapter 18 - Earnings Per Share

Beginning
inventory
Chapter
19 - Interim
Financial Reporting
Chapter
20 - Segment Reporting
Purchases

$ --

$ --

582,400

988,600

--

164,400

--

(113,000)

$582,400

$1,040,000

Chapter 21 - Accounting Changes and Correction of Errors

Markups

Chapter 22 - Foreign Currency

Markdowns
Chapter
23 - Related-Party Disclosures
Chapter 24 - Specialized Industries

Subtotal

Chapter 25 - Inflation and Hyperinflation

Total
available
for sale
Chapter
26 -goods
Government
Grants

$1,040,000

Appendix
A - at
Disclosure
Checklist
Sales
retail

840,000

Appendix B - Illustrative Financial Statements Presented Under IAS

Ending year 1 inventory at retail

Appendix C - Comparison of IAS, US GAAP, and UK GAAP
Index Cost-to-retail index 582,400/1.040,000
List of Tables
Ending inventory at cost $200,000 x 0.56
List of Exhibits and Examples

$ 200,000

= 56%
$112,000

3—Because this is the base year, the restatement to base-year cost is not necessary;
List ofStep
Sidebars
however, the computation would be
$200,000/1.00 = $200,000.
Steps 4
and 5—The determination of layers is again unnecessary in the base year; however, the
computation would take the following format.

Ending inventory
Conversion
at base-year
price index
Wiley IAS 2003: Interpretation
and Application of
retail

Cost-to
retail
ratio

International Accounting Standards

Base year
$200,000
by Barry J. Epstein and
Abbas Ali
Mirza
($200,000/1.00)

1.00
ISBN:0471227366 0.56

LIFO
cost
$112,000

John Wiley & Sons © 2003 (952 pages)

Year 2

This compact and truly comprehensive quick-reference

accountants
a guide
to depend
Step 1—Thepresents
assumption
is made with
that the
computation
ofon
anfor
internal index yields a result of 1.12
assistance in the preparation and understanding of financial
(obtained by statements
double-extending
a
representative
sample).
presented in accordance with IAS.

2—
Table Step
of Contents
Wiley IAS 2003—Interpretation and Application of International Accounting
Standards
Cost
Retail
Preface

Beginning inventory

$112,000

$ 200,000

Purchases
Chapter
2 - Balance Sheet

716,300

1,168,500

Chapter 1

- Introduction to International Accounting Standards

Income Statement, Statement of Changes
in Equity,
Markups
-87,500and Statement
Chapter
3 of Recognized Gains and Losses

Markdowns
Chapter
4 - Cash Flow Statement
Chapter 5
Chapter 6

--

(21,000)

- Financial Instruments—Cash and
Receivables
$716,300
$1,235,000
Subtotal
- Inventory

Total
available
for sale
$1,435,000
Chapter
7 -goods
Revenue
Recognition,
Including Construction
Contracts
Chapter
8 - at
Property,
Sales
retail Plant, and Equipment
Chapter 9

- Intangible Assets

Ending year 2 inventory at retail

Chapter 10 -

1,171,800
$ 263,200

Interests in Financial Instruments, Associates, Joint Ventures, and
Investment Property

Cost-to-retail
index
716,300/1,235,000
= 58%
Chapter 11 - Business
Combinations
and
Consolidated Financial
Statements
Current Liabilities, Provisions, Contingencies, and Events after the
Chapter
123—The
Step
restatement
Balance
Sheet Dateof ending inventory at current year retail to base-year retail is done using

the13
index
computed
in step 1. In this caseDebt
it is $263,200/1.12 = $235,000.
Chapter
- Financial
Instruments—Long-Term
Chapter 14 - Leases

Steps 4

Chapter 15 - Income Taxes

and 5—We know that there is a LIFO layer in year 2 because the $235,000 inventory at baseyear retail exceeds the year 1 amount of $200,000.

Chapter 16 - Employee Benefits

Chapter 17 - Stockholders' Equity

The computation
Chapter 18 - Earnings
Per Share of the LIFO cost for each layer is shown below.
Chapter 19 - Interim Financial Reporting

Ending inventory at
Chapter 20 - Segment Reporting

Conversion
base-year
retail
Chapter 21 - Accounting Changes and Correction of Errors price index
Chapter
22 -year
Foreign Currency
Base

$200,000

Cost-toretail ratio

LIFO
cost

1.00

0.56

$112,000

1.12

0.58

22,736

Chapter
23 - Related-Party Disclosures
($200,000/1.00)
Chapter 24 - Specialized Industries

Year 2 layer

35,000

Chapter 25 - Inflation and Hyperinflation
Chapter 26 - Government Grants

$235,000

Appendix
A - Disclosure
Checklist
Ending
year 2 inventory
at LIFO cost
Appendix B - Illustrative Financial Statements Presented Under IAS

$134,736

Appendix
C - Comparison
of IAS,
US GAAP, and UK
GAAP
The treatment
of subsequent
increments
decrements
is the same for this method as it is for the

regular dollar-value method.
Index
List of Tables

Gross
profit
List
of Exhibits
andmethod.
Examples
List of Sidebars

The gross profit method is used to estimate ending inventory when a physical count is not possible or
feasible. It can also be used to evaluate the reasonableness of a given inventory amount. The cost of
goods available for sale is compared with the estimated cost of goods sold. For example, assume the
following data:

Beginning inventory
Net purchases

$125,000
450,000

Wiley IAS 2003: Interpretation and Application of
International
Accounting Standards
600,000

Sales

by Barry J. Epstein and Abbas Ali

Estimated grossMirza
profit

32%

ISBN:0471227366

John Wiley & Sons © 2003 (952 pages)

Ending inventory is then estimated as follows:

This compact and truly comprehensive quick-reference
presents accountants with a guide to depend on for
assistance in the preparation and understanding of financial $125,000
Beginning inventory
statements presented in accordance with IAS.

Net purchases

450,000

Table of Contents

Cost of goods available for sale

Wiley IAS 2003—Interpretation and Application of International Accounting
Standards
Cost of goods sold [$600,000 - (32% x $600,000)] or (68% x $600,000)
Preface

Estimated ending inventory

Chapter 1

- Introduction to International Accounting Standards

575,000
408,000
$167,000

Chapter
2 -profit
Balance
Sheet
The gross
method
is used for interim reporting estimates, analyses by auditors, and estimates of
Income
Statement,
Statement ofThe
Changes
in Equity,
and Statement
inventory
lost
in
fires
or
other
catastrophes.
method
is generally
not acceptable for either tax or
Chapter 3 of Recognized Gains and Losses

annual financial reporting purposes (and is not in conformity with IAS 2). Thus, its major purposes are

Chapter
4 -and
Cash
Flow Statement
for internal
interim
reporting.
Chapter 5

- Financial Instruments—Cash and Receivables

Chapter 6

- Inventory

Other Cost
Topics
- Revenue Recognition, Including Construction Contracts

Chapter 7
Chapter 8

- Property, Plant, and Equipment

Chapter 9

- Intangible Assets

Base stock.

Interests
in Financial
Joint Ventures,
and is necessary for normal
The base
method
assumesInstruments,
that a certainAssociates,
level of inventory
investment
Chapter
10 stock
Investment Property

business activities and is therefore permanent. The base stock inventory is carried at historical cost.

Chapter
11 - in
Business
Combinations
and Consolidated
Financial
Statements
Decreases
the base
stock are considered
temporary
and are
charged to cost of goods sold at
Current
Liabilities,
Provisions,
Contingencies,
and
Events
after the
replacement
Chapter
12 - cost. Increases are carried at current year costs. The base stock approach is seldom used
Balance Sheet Date

in practice and it is not allowed for tax purposes in many jurisdictions, and the LIFO method, which is
more commonly permitted, gives similar results. Although the original IAS 2 permitted the base stock
Chapter
Leases
method,14it -has
been proscribed since revised IAS 2 became effective in 1995.
Chapter 13 - Financial Instruments—Long-Term Debt
Chapter 15 - Income Taxes
Chapter
16 - Employee
Standard
costs. Benefits
Chapter 17 - Stockholders' Equity

Standard
are predetermined
unit costs used by many manufacturing firms for planning and
Chapter
18 costs
- Earnings
Per Share
control 19
purposes.
Standard
are often incorporated into the accounts, and materials, work in
Chapter
- Interim
Financialcosts
Reporting
process,
finishedReporting
goods inventories are all carried on this basis of accounting. The use of standard
Chapter
20and
- Segment
costs in financial reporting is acceptable if adjustments are made periodically to reflect current
conditions and if its use approximates one of the recognized cost flow assumptions.

Chapter 21 - Accounting Changes and Correction of Errors
Chapter 22 - Foreign Currency

Chapter 23 - Related-Party Disclosures

Purchase commitments.

Chapter 24 - Specialized Industries
Chapter
25 commitments
- Inflation andgenerally
Hyperinflation
Purchase
are not recorded in the accounts because they are executory in
Chapter
- Government
Grants
nature.26
However,
footnote
disclosure is required for firm purchase commitments that are material in
Appendix
A -accordance
Disclosure Checklist
amount in
with IAS 37.
Appendix B - Illustrative Financial Statements Presented Under IAS

Furthermore, and in conformity with the same standard, if losses have been incurred in connection with
firm purchase commitments, the losses must be accrued if probable and reasonably estimable. Note
Index
that this results in recognition of loss before the asset is recognized on the books. Contingencies are
List of Tables
discussed in detail in Chapter 12.
Appendix C - Comparison of IAS, US GAAP, and UK GAAP

List of Exhibits and Examples
List
of Sidebars
Inventories

valued at selling price.

In exceptional cases, inventories may be reported at sales price less disposal costs. Such treatment is
justified when cost is difficult to determine, quoted market prices are available, marketability is assured,
and units are interchangeable. IAS 2 stipulates that producers' inventories of livestock, agricultural and
forest products, and mineral ores, to the extent that they are measured at net realizable value in
accordance with well-established practices, are to be valued in this manner. When inventory is valued
above cost, revenue is recognized before the point of sale; full disclosure in the financial statements
would, of course, be required.

Use of more than one cost method.
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realizable value
6. The carrying amount of inventories pledged as security for liabilities

6.
The type of information to be provided concerning inventories held in different classifications is
somewhat flexible, but traditional classifications, such as raw materials, work in progress, finished
goods, and supplies,
should
normally
be employed.and
In the
case of service
providers, inventories (which
Wiley
IAS 2003:
Interpretation
Application
of
are really akin to International
unbilled receivables)
can
be
described
as
work
in
progress.
Accounting Standards
by Barry J. Epstein and Abbas Ali

ISBN:0471227366

When the cost ofMirza
inventories is determined in accordance with the LIFO method, which is an available
alternative under John
IAS 2,
the financial
must disclose the difference between the amount of
Wiley
& Sons © statements
2003 (952 pages)
inventories shownThis
on compact
the balance
sheet
and
either
(1) the cost determined in accordance with either
and truly comprehensive quick-reference
the FIFO or weighted-average
costing
methods,
subject
to theonnet
presents accountants with a guide to depend
forrealizable value rule, or (2) the lower
assistance incost
the preparation
and understanding
financial
of current (i.e., replacement)
as of the balance
sheet date orofnet
realizable value.
statements presented in accordance with IAS.

In addition to the foregoing, the financial statements should disclose either the cost of inventories
Table of Contents
recognized as an expense during the period (i.e., reported as cost of sales or included in other expense
Wiley
IAS 2003—Interpretation
and Application
Accountingas an expense during the
categories),
or the operating costs,
applicableoftoInternational
revenues, recognized
Standards
period, categorized by their respective natures.
Preface

Chapter
1 inventories
- Introduction
to International
Accounting
Standards
Costs of
recognized
as expense
includes,
in addition to the costs inventoried previously and
Chapter
2
Balance
Sheet
attaching to goods sold currently, the excess overhead costs charged to expense for the period
Income
Statement
of Changes
in Equity,
and
Statement
because, under
the Statement,
standard, they
could not
be deferred
to future
periods.
-

Chapter 3

of Recognized Gains and Losses

Chapter 4

- Cash Flow Statement

Chapter 5

- Financial Instruments—Cash and Receivables

Chapter 6

- Inventory

Chapter 7

- Revenue Recognition, Including Construction Contracts

Chapter 8

- Property, Plant, and Equipment

Chapter 9

- Intangible Assets

Chapter 10 -

Interests in Financial Instruments, Associates, Joint Ventures, and
Investment Property

Chapter 11 - Business Combinations and Consolidated Financial Statements
Chapter 12 -

Current Liabilities, Provisions, Contingencies, and Events after the
Balance Sheet Date

Chapter 13 - Financial Instruments—Long-Term Debt
Chapter 14 - Leases
Chapter 15 - Income Taxes
Chapter 16 - Employee Benefits
Chapter 17 - Stockholders' Equity
Chapter 18 - Earnings Per Share
Chapter 19 - Interim Financial Reporting
Chapter 20 - Segment Reporting
Chapter 21 - Accounting Changes and Correction of Errors
Chapter 22 - Foreign Currency
Chapter 23 - Related-Party Disclosures
Chapter 24 - Specialized Industries
Chapter 25 - Inflation and Hyperinflation
Chapter 26 - Government Grants
Appendix A - Disclosure Checklist
Appendix B - Illustrative Financial Statements Presented Under IAS
Appendix C - Comparison of IAS, US GAAP, and UK GAAP
Index
List of Tables
List of Exhibits and Examples
List of Sidebars

Wiley IAS 2003: Interpretation and Application of
Chapter 7:
Revenue Recognition, Including
International Accounting Standards
ISBN:0471227366
by Barry J. Epstein and Abbas Ali
Construction
Contracts
Mirza
John Wiley & Sons © 2003 (952 pages)
This compact and truly
comprehensiveand
quick-reference
Revenue Recognition
Perspective
Issues
presents accountants with a guide to depend on for

assistance
the preparation
and understanding
of financial
The IAS addressing
revenueinrecognition
principles,
in general terms,
is IAS 18. It prescribes the
statements presented in accordance with IAS.
accounting treatment for revenue arising from certain types of transactions and events and, while
useful,
is not a comprehensive treatise on the peculiarities on all the diverse forms of revenue and of
Table
of Contents
possible
recognition strategiesand
thatApplication
could be encountered.
The
basic premise is that revenue should be
Wiley IAS 2003—Interpretation
of International
Accounting
Standards
measured at the fair value of the consideration that has been received when the product or service
promised has been provided to the customer. Specific guidance applies to various categories of
Preface
revenues.
Chapter
1 - Introduction to International Accounting Standards
Chapter 2

- Balance Sheet

Chapter 5

- Financial Instruments—Cash and Receivables

Thus, in the normal sale of goods, revenue is presumed to have been realized when the significant
Income Statement, Statement of Changes in Equity, and Statement
Chapter
3 rewards
risks and
have been
transferred
to the buyer, accompanied by the forfeiture of effective control
of Recognized
Gains
and Losses
by
the
seller,
and
the
amount
to
be
received
can be reliably measured. For most routine transactions
Chapter 4 - Cash Flow Statement
(e.g., by retail merchants), this occurs when the goods have been delivered to the customer.
Chapter
6 - of
Inventory
In the case
the sale of services, IAS 18 provides that one of two permitted methods be used, which
Chapter
7
Revenuebut
Recognition,
Construction
Contracts
are not alternatives
rather are Including
dependent
upon the circumstances.
In the normal instance, when the
Chapter
8 of- the
Property,
Plant,
and Equipment
outcome
service
transaction
can be measured reliably, IAS 18 requires that some variant of
Chapter
9 - Intangible
Assets
"percentage
of completion"
be used to recognize revenue. When that threshold condition cannot be
Interests
in Financial
Ventures,
and
satisfied, however,
then
revenue Instruments,
is recognizedAssociates,
only to theJoint
extent
that expenses
which are probable of
Property
recovery areInvestment
incurred; that
is, profit is deferred and recognized only after full cost recovery is achieved.

Chapter 10 -

Chapter 11 - Business Combinations and Consolidated Financial Statements

For interest,Current
royalties
and dividends,
recognition
is warranted
when itafter
is probable
that economic
Liabilities,
Provisions,
Contingencies,
and Events
the
Sheet
Date
benefits will Balance
flow to the
enterprise.
Specifically, interest is recognized on a time proportion basis, taking
into account
the effective
yield on the asset. Royalties
are recognized on an accrual basis, in
Chapter
13 - Financial
Instruments—Long-Term
Debt
accordance
with the terms of the underlying agreement. Dividend income is recognized when the
Chapter
14 - Leases
shareholder's
right to
receive payment has been established.
Chapter
15 - Income
Taxes
Chapter 12 -

Chapter 16 - Employee Benefits

In recent years, particularly with the advent of web-based "e-commerce" enterprises, there has been a
large increase in the occurrence of barter transactions. The more controversial of the barter
Chapter 18 - Earnings Per Share
transactions involve swapping of advertising services (e.g., whereby two or more e-commerce
Chapter
19 -"swap"
Interimdisplay
Financial
Reportingon the others' websites), particularly when these were valued by
operations
advertising
Chapter
20 to
- Segment
reference
arbitrary Reporting
prices or those seldom-equaled in cash transactions at arm's-length. The SIC has
Chapter
- Accounting Changes
Correction
of Errors
issued 21
an interpretation,
SIC 31,and
which
establishes
the requirement that, in order for revenue to be
Chapter
22 - in
Foreign
Currency swap situations, there must be an objective measure of the value of the
recognized
such advertising
Chapter
23provided
- Related-Party
Disclosures
services
by the entity
seeking to recognize revenue. In the absence of such reliable data, no
Chapter
- Specialized
Industries
revenue24can
be recognized.
Chapter 17 - Stockholders' Equity

Chapter 25 - Inflation and Hyperinflation
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Identification of the transaction.
While setting out clearly the criteria for the recognition of revenue under three categories—sale of
goods, rendering of services and use of the enterprise's assets by others—the standard clarifies that

these should be applied separately to each transaction. In other words, the recognition criteria should
be applied to the separately identifiable components of a single transaction consistent with the principle
of "substance over
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from the sale of goods.
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Revenue from the sale of goods should be recognized if the all of the five conditions mentioned below
are met.
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The costs incurred or to be incurred in respect of the transaction can be measured reliably.

Appendix B - Illustrative Financial Statements Presented Under IAS

Appendix
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and
GAAP
The determination
of theofpoint
time
when
anUK
enterprise
is considered to have transferred the
Index
significant risks and rewards of ownership in goods to the buyer is critical to the recognition of revenue
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of the
Tables
from
sale of goods. If upon examination of the circumstances of the transfer of risks and rewards of
List
of Exhibits
Examples it is determined that the enterprise could still be considered as having
ownership
by and
the enterprise

retained
significant risks and rewards of ownership, the transaction could not be regarded as a sale.
List
of Sidebars
Some examples of situations illustrated by the standard in which an enterprise may be considered to
have retained significant risks and rewards of ownership, and thus revenue is not recognized, are set
out below.
A contract for the sale of an oil refinery stipulates that installation of the refinery is an integral and a
significant part of the contract. Therefore, until the refinery is completely installed by the enterprise
that sold it, the sale would not be regarded as complete. In other words, until the completion of the

installation, the enterprise that sold the refinery would still be regarded as the effective owner of the
refinery even if the refinery has already been delivered to the buyer. Accordingly, revenue will not
be recognized
by the
enterprise
until it completes
the
installation of
of the refinery.
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2003: Interpretation
and
Application
International Accounting Standards

Goods are sold on approval, whereby the buyer has negotiated
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services.

Chapter 22 - Foreign Currency

When the outcome of the transaction involving the rendering of services can be estimated reliably,
revenue relating to that transaction should be recognized. The recognition of revenue should be with
Chapter 24 - Specialized Industries
reference to the stage of completion of the transaction at the balance sheet date. The outcome of a
Chapter 25 - Inflation and Hyperinflation
transaction can be estimated reliably when each of the four conditions set out below are met.
Chapter 23 - Related-Party Disclosures

Chapter 26 - Government Grants
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The Cprobability
that of
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economic
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Appendix
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exists;

List ofThe
Tables
stage of completion of the transaction at the balance sheet date can be measured reliably; and
List of Exhibits and Examples

costs incurred for the transaction and the costs to complete the transaction can be measured
List ofThe
Sidebars
reliably.
This manner of recognition of revenue, based on the stage of completion, is often referred to as the
"percentage-of-completion" method. IAS 11 also mandates recognition of revenue on this basis.
Revenue is recognized only when it is probable that the economic benefits related to the transaction will
flow to the enterprise. However, if there is uncertainty with regard to the collectability of an amount
already included in revenue, the uncollectable amount should be recognized as an expense instead of
adjusting it against the amount of revenue originally recognized.

In order to be able to make reliable estimates, an enterprise should agree with the other party to the
following:
Wiley IAS 2003: Interpretation and Application of
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enforceable rights
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Mirza to be exchanged; and
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The manner and terms of settlement.
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the service is performed. It should however be noted that because there is a need for revisions it does
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Wiley IAS 2003—Interpretation and Application of International Accounting
Standards
Progress payments and advances received from customers are not a measure of the stage of
Preface
completion. The stage of completion of a transaction may be determined in a number of ways.

Depending
the naturetoofInternational
the transaction,
the method
used may include
Chapter
1 - on
Introduction
Accounting
Standards
Chapter 2

- Balance Sheet

Chapter 3

-

Surveys of work performed;

Income Statement, Statement of Changes in Equity, and Statement
of Recognized Gains and Losses

Services performed to date as a percentage of total services to be performed; or

Chapter 4

- Cash Flow Statement

Chapter
- Financialthat
Instruments—Cash
Receivables
The5 proportion
costs incurred toand
date
bear to the estimated total costs of the transaction. (Only
Chapter
6 that
- Inventory
costs
reflect services performed or to be performed are included in costs incurred to date or
Chapter
7 - Revenue
Recognition, Including Construction Contracts
estimated
total costs.)
Chapter 8

- Property, Plant, and Equipment

In certain cases
services are performed by an indeterminable number of acts over a specified period of
- Intangible Assets
time. Revenue in such a case should be recognized on a straight-line basis unless it is possible to
Interests in Financial Instruments, Associates, Joint Ventures, and
Chapter
10the
- stage of completion by some other method more reliably. Similarly when in a series of acts
estimate
Investment Property
to be performed
in rendering
a service,
a specific actFinancial
is much Statements
more significant than other acts, the
Chapter
11 - Business
Combinations
and Consolidated
recognition is
postponed
until
the
significant
act
is
performed.
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Chapter 12 -
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During the early stages of the transaction it may not be possible to estimate the outcome of the
transaction reliably. In all such cases, where the outcome of the transaction involving the rendering of
Chapter 14 - Leases
services cannot be estimated reliably, revenue should be recognized only to the extent of the expenses
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recognized that are recoverable. However, in a later period when the uncertainty that precluded the
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Revenue recognition from interest, royalties, and dividends.

Chapter 22 - Foreign Currency

Chapter 23 - Related-Party Disclosures

Revenue arising from the use by others of the enterprise's assets yielding interest, royalties and

Chapter
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dividends
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Chapter 25 - Inflation and Hyperinflation

1. It is probable that the economic benefits relating to the transaction will flow to the enterprise; and
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A - amount
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2. The
of the
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Appendix B - Illustrative Financial Statements Presented Under IAS

The bases
forofthe
recognition
theUKrevenue
Appendix
C -prescribed
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IAS,
US GAAP, of
and
GAAP are the following:
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a. In the case of interest—the time proportion basis that takes into account the effective yield on
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the assets;
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b. In the case of royalties—the accrual basis in accordance with the substance of the relevant
agreement; and

List of Sidebars

c. In the case of dividends—when the shareholder's right to receive payment is established.
According to IAS 18, para 31, "the effective yield on an asset is the rate of interest used to discount the
stream of future cash receipts expected over the life of the asset to equate to the initial carrying amount
of asset." Interest revenue includes the effect of amortization of any discount, premium or other
difference between the initial carrying amount of a debt security and its amount at maturity.

When unpaid interest has accrued before an interest-bearing investment is purchased by the
enterprise, the subsequent receipt of interest is to be allocated between preacquisition and
postacquisition periods.
Only2003:
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Disclosures. statements presented in accordance with IAS.
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An enterprise should disclose the following:
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The accounting policies adopted for the recognition of revenue including the methods adopted to
determine the stage of completion of transactions involving the rendering of services;
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Chapter
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and accomplished,
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advertising" among themselves. With each entity "buying" advertising and "selling"" advertising, a
liberal interpretation of financial reporting standards could enable each of them to inflate reported
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revenues. While corresponding expenses were also necessarily exaggerated and net earnings affected
Appendix B - Illustrative Financial Statements Presented Under IAS
not at all (unless revenues and expenses were reported in different fiscal periods, which also occurred),
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with investors mesmerized by gross revenue, the impact was to encourage overvaluation of the entities'
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As of
certain
recently
publicized financial reporting frauds have demonstrated, distortion of revenues via

"swap"
arrangements has hardly been constrained to the providing and acquiring of advertising (e.g.,
List
of Sidebars
the "capacity swaps" of many US telecom and energy companies). However, the bartering of
advertising services has been the first to receive the attention of the SIC, which issued SIC 31 at yearend 2001 to prescribe revenue recognition principles to be applied to these transactions.
This interpretation addresses how revenue from a barter transaction involving advertising services
received or provided in a barter transaction should be reliably measured. The SIC agreed that the
enterprise providing advertising should measure revenue from the barter transaction based on the fair
value of the advertising services it has provided to its customer, and not on the value of that received.

In fact, the SIC states categorically that the value of the services received cannot be used to reliably
measure the revenue generated by the services provided.
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common barter transactions,
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involving mere "swaps" of advertising among the members of the bartering group, will henceforth not be
the basis for any revenue recognition by any of the parties thereto.
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A special provision in a construction contract which either gives the option to the
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2. The extra contract price fixed for the construction of the additional asset is
negotiated without regard to the original contract price.
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Contract specifically entered into for the construction of an asset or a combination of
assets that are closely interrelated or interdependent in terms of their design,
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technology, and function or their end use or purpose.
Appendix B - Illustrative Financial Statements Presented Under IAS
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Inventory account used to accumulate the construction costs of the contract project.
For the percentage-of-completion method, the CIP account also includes the gross
profit earned to date.

Contract costs
Comprised of costs directly related to a specific contract, costs that are attributable to
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A number of controversial issues are encountered when the percentage-of-completion method is used
in practice. In the following paragraphs, the authors' address a number of these, offering proposed
approaches to follow for those matters that have not been authoritatively resolved, or in many
instances, even discussed by the international accounting standards.
IAS 11 defines the percentage-of-completion method as follows:
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Contract
costs may be reduced by incidental income if such income is not included in contract revenue.

For instance, sale proceeds (net of any selling expenses) from the disposal of any surplus materials or
from the sale of plant and equipment at the end of the contract may be credited or offset against these
expenses. Drawing an analogy from this principle, it could be argued that if advances received from
customers are invested by the contractor temporarily (instead of being allowed to lie idle in a current
account), any interest earned on such investments could be treated as incidental income and used in
reducing contract costs, which may or may not include borrowing costs (depending on how the
contractor is financed, whether self-financed or leveraged). On the other hand, it may also be argued

that instead of being subtracted from contract costs, such interest income should be added to contract
revenue.
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Since a contractor may not be able to do all facets of a construction project, a subcontractor may be
engaged. The amount billed to the contractor for work done by the subcontractor should be included in
contract costs. The amount billed is directly traceable to the project and would be included in the CIP
account, similar to direct materials and direct labor.
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Back charges.
Contract costs may have to be adjusted for back charges. Back charges are billings for costs incurred
that the contract stipulated should have been performed by another party. These charges are often

disputed by the parties involved.
Example of a back charge situation
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Percentage-of-completion accounting cannot be employed if the quality of information will not support a
reasonable level of accuracy in the financial reporting process. Generally, only when the outcome of a
construction contract can be estimated reliably, should the contract revenue and contract costs be
recognized by reference to the stage of completion at the balance sheet date.
Different criteria have been prescribed by the standard for assessing whether the outcome can be
estimated reliably for a contract, depending on whether it is a fixed-price contract or a cost-plus
contract. The following are the criteria in each case:
1.

1. If it is a fixed-price contract
Note All conditions should be satisfied.
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losses and is unable to get financial support from creditors and bankers and may be ready to

declare bankruptcy.
In all such cases, contract costs should be expensed immediately. Although the implication is
unambiguous, the determination that one or more of the foregoing conditions holds will be subject to
some imprecision. Thus, each such situation needs to be assessed carefully on a case-by-case basis.
If and when these uncertainties are resolved, revenue and expenses should again be recognized on
the same basis as other construction-type contracts (i.e., by the percentage-of-completion method).

However, it is not permitted to restore costs already expensed in prior periods, since the accounting
was not in error, given the facts that existed at the time the earlier financial statements were prepared.
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In general, the allocation of the cost of a long-term asset over its useful life; the term
This compact and truly comprehensive quick-reference
is presents
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specificallywith
to define
thetoallocation
process
for intangible assets.
a guide
depend on
for
assistance in the preparation and understanding of financial
statements presented in accordance with IAS.
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A term commonly applied to monetary consideration given or received as a net settleup in what is otherwise an asset exchange situation.
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Carrying amount

Preface

The amount at which an asset is presented on the balance sheet, which is its cost (or
other allowable basis, such as fair value), net of any accumulated depreciation and
Chapter 2 - Balance Sheet
accumulated impairment losses thereon.
Chapter 1

- Introduction to International Accounting Standards

Chapter 3

-

Income Statement, Statement of Changes in Equity, and Statement
of Recognized Gains and Losses

Cash generating unit

Chapter 4

- Cash Flow Statement

Chapter 5

- Financial Instruments—Cash and Receivables

Chapter 7

- Revenue Recognition, Including Construction Contracts

The smallest identifiable group of assets that generates cash inflows from continuing
use, largely independent of the cash inflows associated with other assets or groups of
Chapter 6 - Inventory
assets.
Chapter
8 - Property,
Corporate
assets Plant, and Equipment
Chapter 9

- Intangible Assets

Chapter 10 -

Assets, excluding goodwill, that contribute to future cash flows of both the cash

Interests in Financial Instruments, Associates, Joint Ventures, and
generating unit under review for impairment and other cash generating units.
Investment Property

Chapter
Cost11 - Business Combinations and Consolidated Financial Statements
Chapter 12 -

Current Liabilities, Provisions, Contingencies, and Events after the
Amount
of cash
Balance
Sheet
Date or cash equivalent paid or the fair value of other consideration given

to acquire or construct an asset.

Chapter 13 - Financial Instruments—Long-Term Debt
Chapter 14 - Leases

Costs of disposal

Chapter 15 - Income Taxes

The incremental costs directly associated with the disposal of an asset; these do not
include financing costs or related income tax effects.

Chapter 16 - Employee Benefits

Chapter 17 - Stockholders' Equity
Chapter
18 - Earnings
Per Share
Depreciable
amount

Chapter 19 - Interim Financial Reporting

Cost of an asset or the other amount that has been substituted for cost, less the

Chapter 20 - Segment
Reporting
residual
value of the asset.
Chapter 21 - Accounting Changes and Correction of Errors
Chapter
22 - Foreign Currency
Depreciation

Chapter 23 - Related-Party
SystematicDisclosures
and rational allocation of the depreciable amount of an asset over its
Chapter 24 - Specialized
Industries
economic
life.
Chapter 25 - Inflation and Hyperinflation

Exchange
Chapter
26 - Government Grants
Appendix A - Disclosure
Checklist
Reciprocal
transfer between an enterprise and another entity that results in the

acquisition
of assets
or services,
or theUnder
satisfaction
Appendix B - Illustrative
Financial
Statements
Presented
IAS of liabilities through a transfer of
other assets,
services,
or other
obligations.
Appendix C - Comparison
of IAS,
US GAAP,
and UK
GAAP
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Fair value
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Amount
that would be obtained for an asset in an arm's-length exchange transaction
List of Exhibits and
Examples
List of Sidebars between knowledgeable, willing parties.

Fixed assets
Assets used in a productive capacity that have physical substance, are relatively longlived, and provide future benefit that is readily measurable. Also referred to as
property, plant, and equipment.
Impairment loss
The excess of the carrying amount of an asset over its recoverable amount.

Intangible assets
Nonmonetary assets, without physical substance, held for use in the production or
Wiley IAS 2003: Interpretation and Application of
supply
of goods or services or for rental to others, or for administrative purposes,
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which are identifiable and are controlled by the enterprise
as a result of past events,
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Monetary assets

This compact and truly comprehensive quick-reference
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whose
amounts with
are fixed
in terms
of units
of currency. Examples are cash,
presents
accountants
a guide
to depend
on for
assistance
in the preparation
understanding of financial
accounts
receivable,
and notesand
receivable.
statements presented in accordance with IAS.

Net selling price
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and
Application
of International
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length transaction, less costs of disposal.
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Nonmonetary assets

Chapter 1

- Introduction to International Accounting Standards

Chapter 2

Assets
other than monetary assets. Examples are inventories; investments in
- Balance
Sheet

Chapter 3

-

common
stock; and
property,
plant, andinequipment.
Income
Statement,
Statement
of Changes
Equity, and Statement
of Recognized Gains and Losses

Nonmonetary
transactions
- Cash Flow Statement

Chapter 4
Chapter 5

Exchanges
and nonreciprocal
transfers that involve little or no monetary assets or
- Financial
Instruments—Cash
and Receivables

Chapter 6

liabilities.
- Inventory

Chapter 7

- Revenue Recognition, Including Construction Contracts

Chapter 8

- Property, Plant, and Equipment

Chapter 9

- Intangible Assets

Nonreciprocal transfer

Transfer of assets or services in one direction, either from an enterprise to its owners
or another entity, or from owners or another entity to the enterprise. An enterprise's
Interests in Financial Instruments, Associates, Joint Ventures, and
Chapter 10 reacquisition
of its outstanding stock is a nonreciprocal transfer.
Investment
Property
Chapter 11 - Business Combinations and Consolidated Financial Statements

Property, plant, and equipment

Chapter 12 -

Current Liabilities, Provisions, Contingencies, and Events after the
Tangible
assets
Balance
Sheet
Date with an expected useful life of more than one year, that are held for

use inInstruments—Long-Term
the process of producingDebt
goods or services for sale, that are held for rental to
Chapter 13 - Financial
others, or that are held for administrative purposes; also referred to commonly as
Chapter 14 - Leases
fixedTaxes
assets.
Chapter 15 - Income
Chapter 16 - Employee Benefits

Recoverable amount

Chapter 17 - Stockholders' Equity

The greater of an asset's net selling price or its value in use.

Chapter 18 - Earnings Per Share

Chapter
19 - Interim
Residual
value Financial Reporting
Chapter 20 - Segment Reporting

Estimated net amount expected to be obtained on ultimate disposition of the asset
after its useful life has ended, net of estimated costs of disposal.

Chapter 21 - Accounting Changes and Correction of Errors
Chapter 22 - Foreign Currency

Chapter
23 -productive
Related-Party
Disclosures
Similar
assets
Chapter 24 - Specialized
Industries
Productive
assets that are of the same general type, that perform the same function,
Chapter 25 - Inflation
and
or that areHyperinflation
employed in the same line of business.
Chapter 26 - Government Grants

UsefulA life
Appendix
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Presented
Under in
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whichStatements
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be employed
a productive capacity, as measured
Appendix C - Comparison
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Property, plant, and
equipment (also variously referred to as plant assets, or fixed assets, or as PP&E) is the
This compact and truly comprehensive quick-reference
term most often used
to denote
tangible
property
used in
productive capacity that will benefit the
presents
accountants
with
a guidetotobe
depend
onafor
assistance
in thethan
preparation
and
understanding
of financial
enterprise for a period
of greater
one year.
This
term is meant
to distinguish these assets from
presented
in accordance
IAS.that do not have physical substance, or whose
intangibles, whichstatements
are long-term,
generally
identifiablewith
assets
value is not fully indicated by their physical existence.
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four concerns to beand
addressed
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for fixed
assets.
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1. The amount at which the assets should be recorded initially on acquisition;
Preface
Chapter 1

- Introduction to International Accounting Standards

2. How value changes subsequent to acquisition should be reflected in the accounts, including questions
- Balance Sheet
of both
value increases and possible decreases due to impairments;

Chapter 2

Income Statement, Statement of Changes in Equity, and Statement

Chapter 3

-

Chapter 4

- Cash Flow Statement

of Recognized
Gains
and Losses
3. The rate
at which the
amount
the assets are recorded should be allocated to future periods; and

4. The
of the subsequent and
disposal
of the assets.
Chapter
5 - recording
Financial Instruments—Cash
Receivables
Chapter 6

- Inventory

Chapter 8

- Property, Plant, and Equipment

Initial7measurement.
Chapter
- Revenue Recognition, Including Construction Contracts
All costs required to bring an asset into working condition should be recorded as part of the cost of the asset.
Assets
Examples -ofIntangible
such costs
include sales or other nonrefundable taxes or duties, finders' fees, freight costs, site
Interests
in
Financial Instruments, Associates, Joint Ventures, and
preparation
Chapter
10 - and other installation costs, and setup costs. Thus, any reasonable cost incurred prior to using the
Investment Property
asset in actual production involved in bringing the asset to the buyer is capitalized. These costs are not to be
Chapter 11 - Business Combinations and Consolidated Financial Statements
expensed in the period in which they are incurred, as they are deemed to add value to the asset and indeed
Current Liabilities, Provisions, Contingencies, and Events after the
Chapter
12 were necessary
expenditures to obtain the asset, provided that this does not lead to recording the asset at an
Balance Sheet Date
amount greater than fair value.
Chapter 9

Chapter 13 - Financial Instruments—Long-Term Debt

Chapter
14 -costs
Leases
Estimated
to dismantle or remove spent equipment or to restore property, when subject to accurate
Chapter
15
Income
determination
and if Taxes
constituting a legal or constructive commitment by the reporting entity, are to be
Chapter
16 - over
Employee
Benefits
recognized
the life
of the related asset. Before IAS 16 was amended in 1998, this was accomplished by
Chapter
17 -acceptable
Stockholders'
Equity
one of two
means.
First, these costs could have been estimated and used to reduce the estimated

residual18value
of the asset,
thereby increasing periodic depreciation charges (potentially even to the extent that
Chapter
- Earnings
Per Share
a negative
book Financial
value would
result, representing the net obligation for costs associated with asset
Chapter
19 -net
Interim
Reporting
retirement,
salvage
value). Alternatively, the estimated costs could have been accrued periodically, by a
Chapter
20 - less
Segment
Reporting
charge 21
to current
operations
andand
a credit
to a provision
Chapter
- Accounting
Changes
Correction
of Errors for an estimated liability. The overall impact on the
financial
would have been equivalent under either approach.
Chapter
22statements
- Foreign Currency
Chapter 23 - Related-Party Disclosures

In order to conform to the requirements set forth in IAS 37, Provisions, Contingent Liabilities, and Contingent

Chapter
- Specialized
Industries
Assets,24
IAS
16 was amended
with regard to the accounting for estimated costs of asset retirement obligations.
Chapter
25
Inflation
and
Hyperinflation
Under the current standard,
the elements of cost to be incorporated in the initial recognition of an asset are to
Chapter
Government
Grants
include26
the- estimated
costs
of its eventual dismantlement. That is, the cost of the asset is "grossed up" for
Appendix
A - Disclosure
Checklist
these estimated
terminal
costs, with the offsetting credit being posted to a liability account. It is important to
Appendix
B
Illustrative
Financial
Presented
Under
IAS37 for the recognition of provisions are met.
stress that this only applies
whenStatements
all the criteria
set forth
in IAS
Appendix
C - Comparison
IAS, US will
GAAP,
and UK GAAP
These criteria
are that a of
provision
be recognized
when (1) the reporting entity has a present obligation,

whether legal or only constructive, as a result of a past event; (2) it is probable that an outflow of resources
Index
embodying
List
of Tables economic benefits will be required to settle the obligation; and (3) a reliable estimate can be made
of the
amountand
of the
obligation.
List
of Exhibits
Examples
List of Sidebars

For example, assume that it were necessary to secure a government license in order to construct a particular
asset, such as a power generating plant, and a condition of said license would be that at the end of the
expected life of the property the owner would dismantle it, remove any debris, and then restore the land to its
previous condition. These conditions would qualify as a present obligation resulting from a past event (the
plant construction), which will probably result in a future outflow of resources. The cost of doing this, while
perhaps challenging due to the long time horizon and the possible intervening evolution of technology, can
normally be estimated. Per IAS 37, a best estimate is to be made of the future costs, which is then to be
discounted to present value. This present value is to be recognized as an additional cost of acquiring the asset.

The cost of dismantlement and similar legal or constructive obligations do not extend to operating costs to be
incurred in the future, since those would not qualify as "present obligations." The precise mechanism for
making these computations
addressed
in Chapterand
12. Application of
Wiley IAS is
2003:
Interpretation
International Accounting Standards
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In certain cases, other costs will be incurred during the initial break-in period. These costs may, alternatively,

Wiley IAS 2003—Interpretation and Application of International Accounting
be referred to as start-up or preproduction costs. Under the provisions of IAS 16, these costs are not to be
Standards

added to the amount recorded for the asset unless they are absolutely necessary to bring the asset to a
workable condition. Notwithstanding this rule, this remains an area of subjective judgment; under many
Chapter 1 - Introduction to International Accounting Standards
circumstances there will be justification for adding certain costs, such as those associated with materials used
Chapter 2 - Balance Sheet
in testing or adjusting the machinery or equipment in order to place it into actual production. If these amounts
Income Statement, Statement of Changes in Equity, and Statement
Chapter
3 are significant
and incurrence of the costs is a necessary precedent to using the asset, they should be added
of Recognized Gains and Losses
to the carrying amount of the asset. On the other hand, losses incurred in the early stages of actually
Chapter 4 - Cash Flow Statement
employing the asset in its intended use clearly cannot be capitalized, but instead must be charged to expense
Chapter 5 - Financial Instruments—Cash and Receivables
as incurred, as these are not assets (i.e., these do not represent economic benefits that will later be received
Chapter 6 - Inventory
by the entity).
Preface

Chapter 7

- Revenue Recognition, Including Construction Contracts

Chapter
8 - Property,
Plant, and
Equipment
While interest
costs incurred
during
the construction of certain assets may be added to the cost of the asset

(as described
below), ifAssets
an asset is purchased on deferred payment terms, the interest cost, whether made
Chapter
9 - Intangible
explicit or imputed,
is in
not
part of Instruments,
the cost of the
asset. Accordingly,
such and
costs should be expensed currently
Interests
Financial
Associates,
Joint Ventures,
Investment
Property
as interest charges.
If the
purchase price for the asset incorporates a deferred payment scheme, only the cash
Chapter
11 -price
Business
Combinations
andas
Consolidated
Financial
Statements
equivalent
should
be capitalized
the initial carrying
amount
of the asset. If the cash equivalent price is
not explicitlyCurrent
stated, Liabilities,
the deferred
paymentContingencies,
amount shouldand
beEvents
reduced
to present
value by the application of an
Provisions,
after
the
Chapter 12 Balance Sheet
Date would normally be best approximated by use of the enterprise's incremental
appropriate discount
rate. This
Chapter
13 -cost
Financial
Instruments—Long-Term
Debt
borrowing
for debt
having a maturity similar
to the deferred payment term.
Chapter 10 -

Chapter 14 - Leases

Administrative
costs,Taxes
as well as other categories of overhead, are not normally allocated to fixed asset
Chapter
15 - Income

acquisitions, despite the fact that some such costs, such as the salaries of the personnel who evaluate assets
for proposed acquisitions, are in fact incurred as part of the acquisition process. As a general principle,
Chapter 17 - Stockholders' Equity
administrative costs are expensed in the period incurred. On the other hand, truly incremental costs, such as a
Chapter 18 - Earnings Per Share
consulting fee or commission paid to an agent hired specifically to assist in the acquisition, may be treated as
Chapter 19 - Interim Financial Reporting
part of the initial amount to be recognized.
Chapter 16 - Employee Benefits

Chapter 20 - Segment Reporting

Chapter
- Accounting Changes
and Correction of Errors
Initial21
recognition
of self-constructed
assets.
Chapter 22 - Foreign Currency

Essentially
same principles
that have been established for recognition of the cost of purchased assets also
Chapter
23 - the
Related-Party
Disclosures
apply to24self-constructed
assets. All costs that must be incurred to complete the construction of the asset can
Chapter
- Specialized Industries
be added
the amount
be recognized initially, subject only to the constraint that if these costs exceed the
Chapter
25 to
- Inflation
and to
Hyperinflation
recoverable
amount (as discussed
fully later in this chapter), the excess must be expensed currently. This rule
Chapter
26 - Government
Grants
is necessary
to avoid the
"gold-plated hammer syndrome," whereby a misguided or unfortunate asset
Appendix
A - Disclosure
Checklist

construction project incurs excessive costs that then find their way onto the balance sheet, consequently
overstating the entity's current net worth and distorting future periods' earnings. Of course, internal
Appendix C - Comparison of IAS, US GAAP, and UK GAAP
(intracompany) profits cannot be allocated to construction costs.
Appendix B - Illustrative Financial Statements Presented Under IAS
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and Examples
funds
used during
the period of construction. Capitalization of borrowing costs, as set forth by IAS 23, is
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of Sidebars
discussed
in a later section of this chapter.

The other issue that arises most commonly in connection with self-constructed fixed assets relates to overhead
allocations. While capitalization of all direct costs (labor, materials, and variable overhead) is a well-settled
matter in accounting thought, a controversy exists regarding the proper treatment of fixed overhead. Two
alternative views of how to treat fixed overhead are to
1. Charge the asset with its fair share of fixed overhead (i.e., use the same basis of allocation used for
inventory); or
2.

1.
2. Charge the fixed asset account with only the identifiable incremental amount of fixed overhead.
While international standards do not address this concern, it may be instructive to consider nonbinding
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Standards
... in the absence
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Costs
Preface

Chapter 1

incurred subsequent to purchase or self-construction.
- Introduction to International Accounting Standards

Costs that are incurred subsequent to the purchase, such as those for repairs, maintenance, or betterments,
Balance Sheet
are treated- in
one of the following ways:

Chapter 2

Income Statement, Statement of Changes in Equity, and Statement
Chapter
3 1. Expensed;
of Recognized Gains and Losses
Chapter 4

- Cash Flow Statement

Chapter 5

- Financial Instruments—Cash and Receivables

2. Capitalized; or

Chapter
6 - Inventory
3. Recognized
by a reduction of accumulated depreciation.
Chapter 7 - Revenue Recognition, Including Construction Contracts

Costs can
added toPlant,
the carrying
value of the related asset only when it is probable that future economic
Chapter
8 -be
Property,
and Equipment
benefits9 beyond
those Assets
originally anticipated for the asset will be received by the entity. For example,
Chapter
- Intangible

modifications to the asset made to extend its useful life (measured either in years or in units of potential

Interests in Financial Instruments, Associates, Joint Ventures, and
Chapter
10 - or to increase its capacity (e.g., as measured by units per hour) would be capitalized. Similarly, if
production)
Investment Property

the expenditure
results
in an improved
of output,
or permits
a reduction in other cost inputs (e.g., would
Chapter
11 - Business
Combinations
and quality
Consolidated
Financial
Statements
result in labor
savings),
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AsEvents
with self-constructed
assets, if the costs incurred
Current
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Provisions,for
Contingencies,
and
after the
Chapter
exceed12
the- defined
Balance threshold,
Sheet Datethey must be expensed currently.
Chapter 13 - Financial Instruments—Long-Term Debt

It can usually be assumed that ordinary maintenance and repair expenditures will occur on a ratable basis over
the life of the asset and should be charged to expense as incurred. Thus, if the purpose of the expenditure is
Chapter 15 - Income Taxes
either to maintain the productive capacity anticipated when the asset was acquired or constructed, or to restore
Chapter 16 - Employee Benefits
it to that level, the costs are not subject to capitalization.
Chapter 14 - Leases

Chapter 17 - Stockholders' Equity

Chapter
18exception
- Earnings
Share
A partial
is Per
encountered
if an asset is acquired in a condition that necessitates that certain

expenditures
be incurred
in order
to put it into the appropriate state for its intended use. For example, a
Chapter
19 - Interim
Financial
Reporting
deteriorated
building may
be purchased with the intention that it be restored and then utilized as a factory or
Chapter
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Reporting
office facility.
In such cases,
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that
otherwise
Chapter
21 - Accounting
Changes
and
Correction
of would
Errors be categorized as ordinary maintenance items might
be subject
capitalization,
Chapter
22 -toForeign
Currencysubject to the constraint that the asset not be presented at a value that exceeds its
recoverable
amount. OnceDisclosures
the restoration is completed, further expenditures of similar type would be viewed
Chapter
23 - Related-Party
as being ordinary repairs or maintenance, and thus expensed as incurred.

Chapter 24 - Specialized Industries

Chapter 25 - Inflation and Hyperinflation

Extraordinary repairs.

Chapter 26 - Government Grants
Appendix
A -to
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Checklist
In contrast
normal maintenance
costs, extraordinary repairs or maintenance increase the value (utility) of the
Appendix
B
Illustrative
Financial Statements
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asset or increase the estimated
useful life ofPresented
the asset.Under
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repairs may also be referred to variously
Appendix
C - Comparison
of or
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as overhauls,
betterments
renewals;
ultimately,
it is not the term used, but the substance of what has been
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performed that is of most concern. There has long been widespread recognition that such expenditures can

validly
be used to increase the net carrying value of the asset, and that these costs are not to be immediately
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expensed.
However,
IAS 16 did not directly address this subject (it does set forth an economic benefit criterion
List
of Exhibits
and Examples
for of
subsequent
List
Sidebars expenditures on plant assets already deployed), nor did it stipulate how these were to be
accounted for.
Two methods of accounting for extraordinary repairs have been advocated. The more direct approach is to
simply add these costs to the gross carrying value of the asset. The alternative is to reduce the previously
accumulated depreciation, thereby also increasing the net book value. There is a logical basis for increasing
the asset account for those repairs that increase the value of the asset, while decreasing the accumulated
depreciation account for those repairs that extend the useful life of the asset. In effect, those that extend the
life of the asset have "recovered" some of the depreciation previously recorded, and the asset will be

depreciated again over its new, lengthier, lifetime.
While the appropriateness of these methods has yet to be addressed by the IASC, the issuance of SIC 23,
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Most depreciation methods discussed above require that a factor be applied to the net depreciable cost of the
asset, where net depreciable cost is the historical cost or amount substituted therefor (i.e., fair value) less the
estimated residual value of the asset. Although residual value is often not material and in practice is frequently
ignored, the concept should nonetheless be understood, particularly since it is defined differently in the context
of the benchmark and allowed alternative methods described by IAS 16.
If the benchmark method (historical cost) is used, residual value is defined as the expected worth of the asset,

in present dollars (i.e., without any consideration of the impact of future inflation), at the end of its useful life.
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correction of fundamental error. Accordingly, no restatement is made to previously reported depreciation;
Appendix A - Disclosure Checklist
rather, the change is accounted for strictly on a prospective basis, being reflected in the period of change and
Appendix B - Illustrative Financial Statements Presented Under IAS
all subsequent periods.
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management revises its estimate of useful life to a total of 6 years. Since the net carrying value of the asset is
$80,000 after 2 years ($100,000 x 8/10), and the remaining expected life is 4 years (2 of the 6 revised total
years having already elapsed), depreciation in years 3 through 6 will be $20,000 ($80,000/4) each.

Tax methods.
The methods of computing depreciation discussed in the foregoing sections relate only to financial reporting

under international accounting standards. Tax laws in different nations of the world vary widely in terms of the
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As a practical yet reasonably effective alternative, IAS 16 promotes the concept of asset revaluation. The
standard stipulates that fair value (defined as the amount for which the asset could be exchanged between
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knowledgeable, willing parties in an arm's-length transaction) be used in any such revaluations. Furthermore,
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particularly if intended for specialized applications, they may instead be valued at depreciated replacement
cost.
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could only be ascertained by reference to the replacement cost or other measure of a factory building. This
would be true even if, for example, the factory building being valued had alternative use as residential lofts, due
to the ongoing evolution of the area in which it was sited.
Revised IAS 16 clarified the determination of fair value in such situations. Conforming to the guidance in
revised IAS 22, it defines fair value as the amount at which the property would be exchanged between parties
in an arm's-length transaction. Since this does not restrict the hypothetical buyer to utilize the asset in the
same manner as the present owner of the property, accordingly, the operative definition of fair value is not

restricted as it was previously. Fair value should be understood now to denote the amount at which the
property could be exchanged, whether or not this usage would conform to that currently in effect. Fair values of
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A number of different concepts have been proposed over the years to achieve inflation accounting. Methods
that address changes in specific prices, in contrast to those that attempt to adjust for general purchasing power
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changes, have measured reproduction cost, replacement cost, sound value, exit value, entry value, and net
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An asset acquired January 1, 2001, at a cost of $40,000 was expected to have a useful economic life of 10
years. On January 1, 2004, it is appraised as having a gross replacement cost of $50,000. The sound value, or
Chapter 23 - Related-Party Disclosures
depreciated replacement cost, would be 7/10 x $50,000, or $35,000. This compares with a book, or carrying,
Chapter 24 - Specialized Industries
value of $28,000 at that same date. Mechanically, to accomplish a revaluation at January 1, 2004, the asset
Chapter 25 - Inflation and Hyperinflation
should be written up by $10,000 (i.e., from $40,000 to $50,000 gross cost) and the accumulated depreciation
Chapter
- Government written
Grants up by $3,000 (from $12,000 to $15,000). Under IAS 16, the net amount of the
should 26
be proportionally
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revaluation adjustment, $7,000, would be credited to revaluation surplus, an additional equity account.
Chapter 22 - Foreign Currency

Appendix B - Illustrative Financial Statements Presented Under IAS
Appendix C - Comparison of IAS, US GAAP, and UK GAAP

An alternative accounting procedure is also permitted by the standard, under which the accumulated
Index
depreciation
List
of Tables at the date of the revaluation is written off against the gross carrying value of the asset. In the
foregoing
example,
this would mean that the $12,000 of accumulated depreciation at January 1, 2004,
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of Exhibits
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immediately
prior to the revaluation, would be credited to the gross asset amount, $40,000, thereby reducing it
List
of Sidebars
to $28,000. Then the asset account would be adjusted to reflect the valuation of $35,000 by increasing the
asset account by $7,000 ($35,000 - $28,000), with the offset again in stockholders' equity. In terms of total
assets reported in the balance sheet, this has exactly the same effect as the first method.
However, many users of financial statements, including credit grantors and prospective investors, pay heed to
the ratio of net property and equipment as a fraction of the related gross amounts. This is done to assess the
relative age of the enterprise's productive assets and, indirectly, to estimate the timing and amounts of cash
needs for asset replacements. There is a significant diminution of information under the second method.

Accordingly, the first approach described above, preserving the relationship between gross and net asset
amounts after the revaluation, is recommended as being the preferable alternative if the goal is meaningful
financial reporting.
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Certain of the entries in the foregoing example may need elaboration. The entries at 2001 and 2002 year-ends
are to record depreciation based on original cost, since there had been no revaluations through that point in
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In 2003 and 2004, depreciation must be provided on the new higher value recorded at the beginning of 2003
(assuming that no additional appraisal is obtained in 2004). Since the asset has been written up by 50%, the
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periodic charge for depreciation must reflect the higher cost of doing business. However, while the income
List of Sidebars
statements in each year must absorb greater depreciation expense, within the equity section of the balance
sheet there will be an offsetting adjustment to transfer revaluation surplus to retained earnings, in the amount
of the extra depreciation recognized each year.
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As of January 1, 2005, the book value of the equipment is $3,000, which reflects the fact that the asset, having
a gross replacement cost when last appraised of $15,000, is now 80% used up. A new appraisal reveals that
the fair value is only $1,500 at this time. However, rather than charging the $1,500 decline in value ($3,000 $1,500) to income, the portion of the decline that represents a retracing of the value increase previously

recognized should be accounted for as a reversal of the revaluation surplus, not as a realized loss.
To effect the foregoing, the gross asset and related accumulated depreciation should be written down from
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similar or dissimilar assets, with or without the additional consideration of monetary assets. This topic is
addressed later in this chapter, under the heading "Nonmonetary (Exchange) Transactions."
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As described in great detail in Chapter 15, the tax effects of temporary differences must be provided for by the
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the higher revalued amounts to be depreciated for purposes of computing tax liabilities. Instead, only the actual
cost incurred can be used to offset tax obligations. On the other hand, since revaluations are intended to
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Impairment of Tangible Long-Lived Assets
Until the promulgation of IAS 36, Impairment of Assets, there was very limited guidance available under
international accounting standards to deal with the possible diminution in value that might be associated with
long-lived assets. It had long been established under various national accounting standards that permanent
impairments (sometimes called "other than temporary" impairments) in long-lived assets necessitated writedowns in carrying values, but in general the two critical questions—when to test for impairment and how to

measure it—were left unaddressed. IAS 16 did state that property, plant, and equipment items should be
periodically reviewed for possible impairment—defined as having occurred when an asset's recoverable
amount fell belowWiley
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whenever there are indications that such a circumstance might exist. There is no fixed requirement to make
Wiley IAS 2003—Interpretation and Application of International Accounting
this determination on a regular schedule (as there is for certain intangible assets), but a fairly extensive set of
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criteria is included in IAS 36 to assist entities in making the determination of when such a review might be
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At a minimum, the following external and internal signs of possible impairment are to be given consideration on
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value declines for specific assets or cash generating units, beyond the declines expected as a
List ofMarket
Sidebars
function of asset aging and use;

Significant changes in the technological, market, economic, or legal environments in which the enterprise
operates, or the specific market to which the asset is dedicated;
Increases in the market interest rate or other market-oriented rate of return such that increases in the
discount rate to be employed in determining value in use can be anticipated, with a resultant enhanced
likelihood that impairments will emerge;

Declines in the (publicly owned) entity's market capitalization suggest that the aggregate carrying value of
assets exceeds the perceived value of the enterprise taken as a whole;
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practice also, an entity making rational choices would sell an asset if its net selling price (fair value less costs
of disposal) were greater than the asset's value in use, and would continue to employ the asset if value in use
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While
the concept of recoverable amount has a clear meaning, the actual determination of both the net selling
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in use of the asset being evaluated will typically present some difficulties. For actively
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traded
assets, net selling price can be ascertained by reference to publicly available information (e.g., from
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price lists or dealer quotations), and costs of disposal will either be implicitly factored into those amounts (such
as when a dealer quote includes pick-up, shipping, etc.) or can be readily estimated. Most productive tangible
assets, such as machinery and equipment, will not be easily priced in active markets, however. While IAS 36
offers only limited guidance for such situations, it is clear that it will often be necessary to reason by analogy
(i.e., to draw inferences from recent transactions in similar assets), making adjustments for age, condition,
productive capacity, and other variables. In many industries, trade publications and other data sources can
provide a great deal of insight into the market value of key assets, and if there is a sincere effort to tap into
these resources, much could be accomplished. On the other hand, some work will be required and it is not

difficult to imagine that there may be reluctance to undertake this, although an entity's ability to claim
compliance with IAS will encourage it to do so.
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Typically, extrapolation to future periods cannot exceed the amount of "base period" data upon which the
projection is built. Thus, a five-year projection, to be mathematically sound, must be based on at least five
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not its most optimistic view of the future. Externally sourced data is considered to be more valid than purely
internal information. To the extent that internal sources such as budgets and forecasts are employed, these will
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have greater probative value if they have been reviewed and approved by upper levels of management, and if
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IAS 36 stipulates that steady or declining growth rates must be utilized for periods beyond those covered by the
most recent budgets and forecasts. It further states that, barring an ability to demonstrate why a higher rate is
appropriate, the growth rate should not exceed the long-term growth rate of the industry in which the entity
participates.
Finally, with regard to cash flow projections, it is clear that projections for a period longer than the asset's
remaining depreciable life would not be credible. Since the cost of tangible long-lived assets should be
rationally allocated over their useful lives, it is implicitly management's representation that no cash flows will

occur after the estimated lives are completed. On the other hand, an insistence that there will be work
produced by the asset after its nominal terminal date would imply that IAS governing depreciation accounting
was not conformed
with.IAS 2003: Interpretation and Application of
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An obvious temptation would be to essentially aggregate the entire enterprise into a single cash generating
unit, arguing perhaps that it represents an integrated operation. While in some instances this may be correct, in
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integrated. IAS 36 provides one such example of a mining enterprise which has a private railway to haul its ore;
since the railway has no external customers and thus no independent cash inflows, impairment can only be
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assessed by grouping the mine and the railway into a single cash generating unit. Another such example is a
Appendix B - Illustrative Financial Statements Presented Under IAS
bus line that is a contract provider to a municipality; evaluation of subunits, such as individual bus routes, is not
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feasible since the contractual arrangement precludes taking individual decisions, such as discontinuing
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The other part of the challenge in computing value in use comes from identifying the appropriate discount rate
to apply to projected future cash flows. There are actually two key issues to address. The first is to determine
an appropriate rate, ignoring inflation effects. IAS 36 stipulates that a risk rate must be used which is pertinent
to the type of asset being valued. Thus, arguably at least, the discount rate to be applied to projected cash
flows relating to a steel mill might be somewhat lower than that used to compute the present value of cash
flows arising from the use of a piece of high-technology equipment, since the latter may be subject to far
greater risk of sudden, unanticipated obsolescence than the former. This concept is supported by market data,

which prices debt offerings by entities in riskier industries at higher yields than those in more stable industries.
IAS 36 suggests that identifying the appropriate risk-adjusted cost of capital to employ as a discount rate can
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cash generating units with which they are most closely associated. For a large and diversified enterprise, this
probably implies that corporate assets will be allocated among all the cash generating units, perhaps in
proportion to annual turnover (revenue). Failure to do this will not only ignore the possible impairment of the
corporate assets, per se, but also will distort the impairment testing for the operating assets, since in effect
they will be held accountable for shouldering too light a burden, as in reality the cash generating units in the
aggregate must cover not only their own costs, but the corporate overhead as well. (The issue of impairment of
corporate assets is similar to the matter of impairment of goodwill, which is discussed later in this chapter.)

Accounting for impairments.
After computing net
selling
and
value in use, and
comparing
Wiley
IASprice
2003:
Interpretation
andthen
Application
of the greater of these to carrying value of
an asset or cash International
generating unit,Accounting
and assuming
an
impairment
is
indicated,
this must be reflected in the
Standards
financial statements.
The
mechanism
for
recording
an
impairment
depends
upon
whether the entity adheres to
ISBN:0471227366
by Barry J. Epstein and Abbas Ali
the benchmark orMirza
the allowed alternative treatment prescribed by IAS 16. The benchmark treatment is
John
Wiley
Sonsimpairments
© 2003 (952 pages)
amortized historical
cost,
and& any
computed under this scenario will be reported as a charge
against current period
earnings,
either
with depreciation
or set forth separately in the income
This compact
and
trulyincluded
comprehensive
quick-reference
presents accountants with a guide to depend on for
statement.
assistance in the preparation and understanding of financial
statements
presented
in accordance
IAS.
For assets for which
impairment
was determined
on awith
stand-alone
basis, the write-down in carrying value is
accomplished
directly.
However,
for
assets
grouped
into
cash
generating
units, it will not be determinable
Table of Contents
which specific assets have suffered the impairment loss, and thus a formulaic approach is prescribed by IAS
Wiley IAS 2003—Interpretation and Application of International Accounting
36. If goodwill (discussed later in this chapter) was allocated to the cash generating unit, any impairment
Standards
should be allocated fully to that intangible asset until its carrying value has been reduced to zero. Any further
Preface
impairment would be allocated proportionately to all the other assets in the cash generating unit. While IAS 36
Chapter 1 - Introduction to International Accounting Standards
is silent on this point, presumably the pro rata allocation would also include any corporate assets that had been
Chapter 2 - Balance Sheet
assigned to that cash generating unit. The standard also does not provide guidance regarding whether the
Income Statement, Statement of Changes in Equity, and Statement
Chapter
3 - should be credited to the asset account or to the accumulated depreciation (contra asset) account;
impairment
of Recognized Gains and Losses
in either event, the net result would be the same, although for certain analytical purposes (such as computing
Chapter 4 - Cash Flow Statement
return on gross investment in the operations of the business) some prefer to leave the gross asset balances
Chapter 5 - Financial Instruments—Cash and Receivables
intact.
Chapter 6

- Inventory

Chapter
7 - Revenue
Recognition,
Including
Contracts
The charge
arising from
a recognition
of an Construction
impairment will
be reflected either in earnings or directly in
Chapter
8
Property,
Plant,
and
Equipment
stockholders' equity, depending on whether the reporting entity applies the benchmark or the allowable
Chapter
9 -method
Intangible
Assets
alternative
of accounting
for its long-lived assets. If the benchmark method (amortized historical cost)
Interests
in Financial
Instruments,
Joint Ventures,
and
is
used,
then
impairments
must
be
recognizedAssociates,
as current period
expenses
and charged against earnings.
Chapter 10 Investment
Logically, it would
seemProperty
that the charge could be merged with depreciation expense, since the impairment
Chapter
11 - Business
Combinations
Consolidated
Statements
does represent
part of
the process and
of cost
allocation Financial
to operations
over the period of the asset's use.
Current
Liabilities,
Provisions,
Contingencies,
and
Events
after
thethe charge for impairments be
Presumably
a
separate
caption
could
also
be
presented,
if
it
is
desired
that
Chapter 12 Balance
Sheet
made distinct
from that
for Date
depreciation. It would not be appropriate, however, to imply that impairment losses
Chapter
- Financial
Instruments—Long-Term
are not13
part
of recurring
operations costs (i.e., Debt
to suggest that these expenses are somehow extraordinary or
Chapter
14
Leases
unusual in nature). Whether part of depreciation or a separate charge, therefore, impairment costs should be
Chapter
15in- income
Income from
Taxes
included
operations.
Chapter 16 - Employee Benefits

If the entity
applied the
allowed alternative method of revaluation of long-lived assets, the impairment
Chapter
17 - has
Stockholders'
Equity

adjustment will be accounted for as the partial reversal of a previous upward revaluation. Thus, the charge will
be made against the revaluation account in stockholders' equity and not shown in the current period's income
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statement. However, if the entire revaluation account is eliminated due to recognition of an impairment, any
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Upon analysis, the following facts about future expected cash inflows and outflows become apparent, based on
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Year

Revenues

Costs, excluding depreciation

2003

$ 75,000

$ 28,000

2004

80,000

42,000

2005

65,000

55,000

2006

20,000

15,000

Totals

$240.000

$140,000

The net selling price of the machinery in this cash generating unit is determined by reference to used
machinery quotation sheets obtained from a prominent dealer. After deducting estimated disposition costs, the
IAS 2003:
Interpretation and Application of
net selling price isWiley
calculated
as $84,500.
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This yields a present value of about $91,981, as shown below.
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To illustrate, assume an asset had a carrying value of $40,000 at December 31, 2002, based on its original
cost of $50,000, less accumulated depreciation representing the one-fifth, or 2 years, of its projected useful life
List of Exhibits and Examples
of 10 years which already has elapsed. The carrying value of $40,000 is after depreciation for 2002 has been
List of Sidebars
computed, but before impairment has been addressed. At that date, a determination was made that the asset's
recoverable amount was only $32,000 (assume this was properly computed and that recognition of the
impairment was warranted), so that an $8,000 adjustment must be made. For simplicity, assume this was
added to accumulated depreciation, so that at December 31, 2002, the asset cost remains $50,000 and
accumulated depreciation is stated as $18,000.
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At December 31, 2003, before any adjustments are posted, the carrying value of this asset is $32,000.
Depreciation for 2003 would be $4,000 ($32,000 book value ÷ 8 years remaining life), which would leave a net

book value, after current period depreciation, of $28,000. However, a determination is made that the asset's
recoverable amount at this date is $37,000. Before making an adjustment to reverse some or all of the
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the carryingand
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Example of impairment recovery—Allowed alternative method
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To of
illustrate,
an asset was acquired January 1, 2001, and it had a net carrying value of $45,000 at
List
of Sidebars
December
31, 2002, based on its original cost of $50,000, less accumulated depreciation representing the one-

fifth, or 2 years, of its projected useful life of 10 years, which has already elapsed, plus a revaluation write-up of
$5,000, net. The increase in carrying value was recorded a year earlier, based on an appraisal showing the
asset's then fair value was $56,250.
At December 31, 2003, an impairment is detected, and the recoverable amount at that date is determined to be
$34,000. Had this not occurred, depreciation for 2003 would have been $45,000 ÷ 8 years remaining life =
$5,625; book value after recording 2003 depreciation would have been $45,000 - $5,625 = $39,375. Thus the
impairment loss recognized in 2003 is $39,375 - $34,000 = $5,375. Of this loss amount, $4,375 represents a

reversal of the net amount of the previously recognized valuation increase remaining (i.e., undepreciated) at
the end of 2003, as shown below.
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Disclosure

requirements.

IAS 36 has set forth an array of new disclosure requirements pertaining to impairments. For each class of longlived asset, the amount of impairment losses recognized in earnings for each period being reported upon must
be stated, with indication of where in the income statement it is included (i.e., depreciation or other charges).
For each class of asset, the amount of any reversals of previously recognized impairment must also be
stipulated, again with an identification of where in the income statement this is included. If any impairment
losses were recognized in stockholders' equity directly (i.e., as a reversal of previously recognized upward
revaluation), this must be disclosed. Finally, any reversals of impairment losses that were recognized in equity

must be stated.
If the reporting entity applies IAS 14, the amounts of impairments, and the amounts of reversals of
Wiley IAS 2003: Interpretation and Application of
impairments, recognized
in income and in stockholders' equity during the year must be stipulated also. Note
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On January 1, 2001, Zara Corp. acquired a machine at a cost of $12,000; it had an estimated life of 6 years, no
residual value, and was expected to provide a level pattern of utility to the enterprise. Thus, straight-line
depreciation in the amount of $2,000 was charged to operations. At the end of 4 years, the asset was sold for
$5,000. Accounting in conformity with the IAS 16 benchmark approach was elected. The entries to record
depreciation and to report the ultimate disposition on January 1, 2005, are as follows:
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Assume that the rights to extract oil from a field are obtained for an initial payment of $2 million at the start of
2001, plus a commitment to restore the topography of the land, for an estimated cost of $1 million, after the
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1. Metronome exchanged a casting machine for a technologically newer model. The cost of the old
machine was $75,000, and the accumulated depreciation was $5,000.
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A loss in the amount of $20,000 is recognized in connection with this transaction. This amount is the difference
between the fair value of the asset received less the boot paid ($90,000 - $40,000 = $50,000) and the carrying
value of the asset surrendered ($70,000). The entry required to record the transaction is as described below.
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This question was resolved in the United States with the promulgation of SFAS 34, which established US
GAAP concerning the capitalization of interest. Borrowing costs, under defined conditions, are added to the
cost of fixed assets (and inventory, in very limited circumstances), but the cost of equity capital may not be
imputed.
The principal purposes to be accomplished by the capitalization of interest costs are as follows:
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1. To obtain a more accurate original asset investment cost
2. To achieve a better matching of costs deferred to future periods with revenues of those future periods
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The capitalization of interest costs would probably not apply to the following situations:

Chapter 21 - Accounting Changes and Correction of Errors

1. The routine production of inventories in large quantities on a repetitive basis
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2. For
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5. When
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6. Tables
When principal operations of an investee accounted for under the equity method have already begun
List of
List of Exhibits and Examples

7. When regulated investees capitalize both the cost of debt and equity capital

List of Sidebars

8. When assets are acquired with grants and gifts restricted by the donor to the extent that funds are
available from those grants and gifts
If funds are borrowed specifically for the purpose of obtaining a qualified asset, the interest costs incurred
thereon should be deemed eligible for capitalization, net of any interest earned from the temporary investment
of idle funds. It is likely that there will not be a perfect match between funds borrowed and funds actually
applied to the asset production process, at any given time, although in some construction projects funds are
drawn from the lender's credit facility only as vendors' invoices, and other costs, are actually paid. Only the

interest incurred on the project should be included as a cost of the project, however.
In other situations, a variety of credit facilities may be used to generate a pool of funds, a portion of which is
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should be used for all qualifying assets and for all periods. It also states that if interest is capitalized, the asset
must not be reflected at an amount in excess of recoverable amount—any excess is an impairment to be
List of Exhibits and Examples
recognized immediately.
List of Tables

List of Sidebars

Example of accounting for capitalized interest costs
Assume the following:
1. On January 1, 2003, Gemini Corp. contracted with Leo Company to construct a building for $2,000,000
on land that Gemini had purchased years earlier.
2. Gemini Corp. was to make five payments in 2003, with the last payment scheduled for the date of
3.

1.
2.
completion.
3. The building was completed December 31, 2003.
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A 12%, 5-year note dated 12/31/01 with simple interest and interest payable
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$7,000,000
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Chapter 13 - Financial Instruments—Long-Term Debt
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3,000,000

Chapter 16 - Employee Benefits

6,100,000

6/12

3,050,000

Chapter9/30/03
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--
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Chapter 20 - Segment Reporting

$20,000,000
$9,150,000
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x
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0.1108

$850,000

Appendix B - Illustrative Financial Statements Presented Under IAS
Appendix C $9,150,000
- Comparison of IAS, US GAAP, and UK GAAP

=

$1,066,840
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72,020
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[a]The principal, $8,500,000, is multiplied by the factor for the future amount of $1 for 4 periods at 3% to
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List
of Tablesthe amount of principal and interest due in 2003.
List
of Exhibits and Examples
[b]

Weighted-average interest rate
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Principal
10%, 10-year note
12%, 5-year note

Interest

$ 6,000,000

$ 600,000

7,000,000

840,000

$13,000,000

$1,440,000
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The interest cost to be capitalized is the lesser of $1,138,860 (avoidable interest) or $2,506,840 (actual
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interest). The remaining $1,367,980 ($2,506,840 - $1,138,860) would be expensed.
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If the
capitalization of borrowing costs causes the carrying value of the asset to exceed its recoverable value (if

property, plant, or equipment) or its net realizable value (if an item held for resale), it will be necessary to
record an adjustment to write the asset carrying value down. In the case of plant, property, and equipment, a
later write-up may occur due to use of the allowed alternative (i.e., revaluation) treatment, recognizing fair value
increases, in which case, as described earlier, recovery of a previously recognized loss will be reported in
earnings.

Consistency of application.

IAS 23 did not address the question of whether an entity would be justified in capitalizing interest costs (i.e.,
using the allowed alternative treatment) for some qualifying assets, while expensing currently (i.e., applying the
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The cost of long-lived assets includes all costs necessary to bring them to the place where they are to be used,
and includes such ancillary costs as testing and calibrating, where relevant. The revised standard will state that
List of Tables
to be netted against such costs are any revenues received during the installation process. As an example, it
List of Exhibits and Examples
cites the sales of prototypes or samples produced during this procedure. Absent this rule, the cost of the
List of Sidebars
equipment could have been "grossed up" for all the installation and testing costs, while the revenues produced
as a by-product of the efforts would be taken into current earnings, thereby creating a mismatching of costs
and revenues.
Index

The revised standard will distinguish the situation in the preceding paragraph from other situations where
incidental operations may occur before or during the construction or development activities. For example, it
notes that income may be earned through using a building site as a car parking lot until construction begins.
Because incidental operations such as this are not necessary to bring the asset to the location and working

condition necessary for it to be capable of operating in the manner intended by management, the income and
related expenses of incidental operations are to be recognized in current earnings, and included in their
respective classifications
of income
and expense inand
the income
statement.
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to permit such categorization for the first time (again, following closely the US GAAP standard issued in
2001), which would postpone amortization until a finite life could be assessed for each such asset. The
expected revised IAS 38 would also ease the process of assigning lives longer than twenty years to
intangibles by removing the current requirement to impairment test such intangibles annually if certain
defined conditions are met. Finally, changes might be made to the criteria for capitalization of
development costs, including acquired in-process research and development, although it appears that

some discrepancies in the criteria for deferral as between internally generated and acquired
development efforts might be unavoidable.
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The excess of the carrying amount of an asset over its recoverable amount.

Intangible assets
Nonmonetary assets without physical substance that are held for use in the
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past events, and from which future economic benefits are expected to flow.
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International accounting standards first addressed accounting for intangibles in a thorough way with
IAS 38, which was promulgated after a rather long and contentious gestation period that included the
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issuance of two Exposure Drafts. IAS 38 is a comprehensive standard which superseded an earlier
Chapter 16 - Employee Benefits
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Scope of the standard.
The standard applies to all enterprises. It prescribes the accounting treatment for intangible assets,
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Intangible assets are, by definition, assets that have no physical substance. However, there may be
instances where intangibles also have some physical form. For example
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Identifiable intangible assets have much similarity to tangible long-lived assets (property, plant, and
equipment), and the accounting for them is accordingly very similar. The key criteria for determining
whether intangible assets are to be recognized are
1. Whether the intangible asset has an identity separate from other aspects of the business
enterprise;
2. Whether the use of the intangible asset is controlled by the enterprise as a result of its past
actions and events;
3.

2.
3. Whether future economic benefits can be expected to flow to the enterprise; and
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Control.
The provisions of IAS 38 require that an enterprise should be in a position to control the use of the
intangible asset. Control implies the power to both obtain future economic benefits from the asset as
well as restrict the access of others to those benefits. Normally enterprises register patents, copyrights,
etc. to ensure its control over an intangible asset. A patent gives the holder the exclusive right to use
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assets arising from technical knowledge of staff, customer loyalty, long-term training benefits, etc., will
have difficulty meeting
criteria in spite
ofApplication
expected future
Wileythis
IASrecognition
2003: Interpretation
and
of economic benefits from them.
This is due to theInternational
fact that the enterprise
would
find
it
impossible
to
fully
control these resources or to
Accounting Standards
prevent others from
controlling
them.
ISBN:0471227366
by Barry J. Epstein and Abbas Ali
Mirza

For instance, even
if an
enterprise
considerable
expenditure on training that will supposedly
John
Wiley
& Sonsincurs
© 2003 (952
pages)
increase staff skills,
the
economic
benefits
from
skilled
staff cannot be controlled, since trained
This compact and truly comprehensive quick-reference
employees could presents
leave their
current
employment
and
move
their career to other employers.
accountants with a guide to dependon
oninfor
assistance
in the preparation
and material
understanding
of financial
Hence, staff training
expenditures,
no matter how
in amount,
do not qualify as an intangible
statements
presented
in accordance
with
IAS.based on the reasoning that future
asset. In other words,
the practice
of deferring
training
costs
economic benefits from enhanced staff skills will flow to the enterprise can no longer be justified, after
Table of Contents
the promulgation of the IAS on Intangible Assets. Other often-quoted examples of expenses that do not
Wiley IAS 2003—Interpretation and Application of International Accounting
qualify as intangible assets based on the criterion of control are market share, customer relationships,
Standards
customer loyalty (unless protected by enforceable legal rights), and portfolio of clients.
Preface
Chapter 1

- Introduction to International Accounting Standards

Future economic
benefits.
- Balance Sheet

Chapter 2

Income Statement, Statement of Changes in Equity, and Statement
Under IAS
Chapter
3 -38, it is mandated that an intangible asset be recognized only if it is probable that future
of Recognized Gains and Losses

economic benefits specifically associated therewith will flow to the reporting entity, and the cost of the
- Cash Flow Statement
asset can be
measured reliably. The recognition criteria for intangible assets are derived from the
Chapter
5
- Financial
Instruments—Cash
Receivables
(IASC)Framework
and
are similar to the and
recognition
criteria for tangible assets (property, plant, and
Chapter
6
Inventory
equipment).
Chapter 4

Chapter 7

- Revenue Recognition, Including Construction Contracts
The future
envisaged
by the standard may take the form of revenue from the sale of
Chapter
8 -economic
Property, benefits
Plant, and
Equipment

products
savings, or other benefits resulting from the use of the intangible asset by the
Chapter
9 or- services,
Intangiblecost
Assets
enterprise. AInterests
good example
of other
benefits resulting
from
theVentures,
use of theand
intangible asset is the use by
in Financial
Instruments,
Associates,
Joint
an enterprise
of a secretProperty
formula (which the enterprise has protected legally) that leads to reduced
Investment
future production
costs
(as opposedand
to Consolidated
increased future
revenue).
Chapter
11 - Business
Combinations
Financial
Statements
Chapter 10 -

Chapter 12 -

Current Liabilities, Provisions, Contingencies, and Events after the

Balance Sheet Date
Measurement
of Cost of Intangibles

Chapter 13 - Financial Instruments—Long-Term Debt

Chapter
14 - Leases
The conditions
under which the intangible asset has been acquired will determine the measurement of
Chapter
cost. 15 - Income Taxes
Chapter 16 - Employee Benefits

The cost
intangible asset
Chapter
17of- an
Stockholders'
Equityacquired separately is determined in the same manner used for tangible
assets as described in Chapter 8. Cost comprises the purchase price itself and any directly attributable
costs of preparing the asset for its intended use.

Chapter 18 - Earnings Per Share

Chapter 19 - Interim Financial Reporting

Chapter
- Segment
Reporting intangibles are acquired as part of a business combination or other
In some20situations,
identifiable
Chapter
21 - Accounting
Changes
and Correction
of Errorsof IAS 38, the cost of an intangible asset
bulk purchase
transaction.
According
to the provisions
Chapter
22as
- Foreign
acquired
part of aCurrency
business combination is its fair value as at the date of acquisition. If the intangible
Chapter
23 be
- Related-Party
asset can
freely tradedDisclosures
in an active market, then the quoted market price is the best measurement
Chapter
- Specialized
of cost.24
If the
intangibleIndustries
asset has no active market, then cost is determined based on the amount that

the enterprise
would and
haveHyperinflation
paid for the asset in an arm's-length transaction at the date of acquisition. If
Chapter
25 - Inflation
the cost26of-an
intangible asset
Chapter
Government
Grantsacquired as part of a business combination cannot be measured reliably,
then thatAasset
is not recognized,
Appendix
- Disclosure
Checklist but rather, is included in goodwill.
Appendix B - Illustrative Financial Statements Presented Under IAS

Under US GAAP, the aggregate purchase cost is to be allocated to assets acquired and liabilities
assumed. If one or more of the assets are intangibles, the extent of judgment required in the allocation
Index
process becomes somewhat greater than would otherwise be the case; in extreme situations it may be
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of Tablesto determine how much, if any, of the aggregate cost should be allocated to intangibles. It is
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rather
than being thrown in to the deal. Furthermore, if the allocation of the purchase price to individual
assets is accomplished by applying discounted present value measures to future revenue streams,
unless this same process is usable with regard to the intangibles, it is likely that any unallocated
purchase price will have to be assigned to goodwill.
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Internally generated goodwill is not recognized as an intangible asset because it fails to meet the
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government grant (e.g., when the government grants the right to operate a radio station) or similar
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would also result in a mismatching of income and expense in both the period of expenditure and later
periods when the related benefits would be reaped. Accordingly, IAS 38 provides that internally
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generated intangible assets, provided certain criteria are met, are to be capitalized and amortized over
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the projected period of economic utility.
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of expected benefit. IAS 38 absorbed the guidance formerly found in IAS 9 and expanded it to

cover other internally generated intangible assets. Thus, expenditures pertaining to the creation of
intangible assets are to be classified alternatively as being indicative of, or analogous to, research
activity or development activity. The former costs are expensed as incurred; the latter are capitalized, if
future economic benefits are reasonably likely to be received by the reporting entity. Per IAS 38,
1. Costs incurred in the research phase are expensed immediately; and
2. If costs incurred in the development phase meet the recognition criteria for an intangible asset,
such costs should be capitalized. However, once costs have been expensed during the
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2.
development phase, they cannot later be capitalized.
In practice, distinguishing research-like expenditures from development-like expenditures may not be
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As noted above, the standard presents the concepts of the research phase and the development phase
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the search for and formulation of alternatives for new and improved systems, etc.
The standard recognizes that the development stage is further advanced than the research stage, and
that an enterprise can possibly, in certain cases, identify an intangible asset and demonstrate that this
asset will probably generate future economic benefits for the organization. Thus, the standard allows
recognition of an intangible asset during the development phase, provided the enterprise can
demonstrateall the following:

Technical feasibility of completing the intangible asset so that it will be available for use or sale;
Its intention to complete the intangible asset and either use it or sell it;
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Its ability to use or sell the intangible asset;

by Barry J. Epstein and Abbas Ali

ISBN:0471227366

Mirza
The mechanism
by which the intangible will generate probable future economic benefits;
John Wiley & Sons © 2003 (952 pages)

The availability
ofcompact
adequate
technical,
financial andquick-reference
other resources to complete the development
This
and
truly comprehensive
with and
a guide to depend on for
and to use orpresents
sell the accountants
intangible asset;
assistance in the preparation and understanding of financial
statements
presented
in accordance
with IAS.
The entity's ability
to reliably
measure
the expenditure
attributable to the intangible asset during its
development.
Table of Contents
Wiley
IAS 2003—Interpretation
and Application
of International
Accounting
Examples
of development activities
include: the
design and testing
of preproduction models; design of
Standards

tools, jigs, molds, and dies; design of a pilot plant which is not otherwise commercially feasible; design
and testing of a preferred alternative for new and improved systems, etc.
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demonstrate how the program would generate future economic benefits to the enterprise. Also,
in the absence of any legal rights to control the program or to prevent others from using it, the
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recognition criteria would not be met. Further, the cost proposed to be capitalized should be
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3. In the case of purchased software, the treatment would differ on a case-to-case basis. Software
purchased for sale would be treated as inventory. However, software held for licensing or rental
to others should be recognized as an intangible asset. On the other hand, cost of software
purchased by an enterprise for its own use and which is integral to the hardware (because
without that software the equipment cannot operate), would be treated as part of cost of the
hardware and capitalized as property, plant, or equipment. Thus, the cost of an operating
system purchased for an in-house computer, or cost of software purchased for computercontrolled machine tool, are treated as part of the related hardware.

Cost of other software programs should be treated as intangible assets (as opposed to being
capitalized along with the related hardware), as they are not an integral part of the hardware. For
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Chapter 23 - Related-Party Disclosures
longer defer such costs. Further, by adding the provision relating to annual impairment testing of all
Chapter 24 - Specialized Industries
internally generated intangible assets being amortized (over a period exceeding twenty years), the
Chapter 25 - Inflation and Hyperinflation
IASC has ensured that all such costs capitalized in the past would need to be adjusted for impairment.
Chapter 22 - Foreign Currency

Chapter 26 - Government Grants
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Furthermore, once expensed, these costs cannot be resurrected and capitalized in a later period, even
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Subsequently Incurred Costs
Under the provisions of IAS 38, the capitalization of any subsequent costs incurred on intangible assets
is difficult to justify. This is because the nature of an intangible asset is such that, in many cases, it is
not possible to determine whether subsequent costs are likely to enhance the specific economic
benefits that will flow to the enterprise from those assets. Thus, subsequent costs incurred on an
intangible asset should be recognized as an expense when they are incurred unless
1.

1. It is probable that those costs will enable the asset to generate specifically attributable future
economic benefits in excess of its originally assessed standard of performance; and
Wiley IAS 2003: Interpretation and Application of
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This compact and truly comprehensive quick-reference
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An enterprise is developing a new product. Costs incurred by the R&D department in 2002 on the
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"research
phase" amounted to $200,000. In 2003, technical and commercial feasibility of the product
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register the patent. In 2004, the enterprise incurred $30,000 to successfully defend a legal suit to
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Chapter 3
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- Cash Flow Statement

Personnel
and legal costs incurred in 2003, amounting to $35,000, would be capitalized as patents.
- Financial Instruments—Cash and Receivables
The company has established technical and commercial feasibility of the product, as well as
Chapter 6 - Inventory
obtained control over the use of the asset. The standard specifically prohibits the reinstatement of
Chapter 7 - Revenue Recognition, Including Construction Contracts
costs previously recognized as an expense. Thus $200,000, recognized as an expense in the
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previous financial statements, cannot be reinstated and capitalized.
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Chapter
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Chapter
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Chapter 20 - Segment Reporting

Alternatively, if the enterprise were to lose the patent lawsuit, then the useful life and the
recoverable amount of the intangible asset would be in question. The enterprise would be required
Chapter 22 - Foreign Currency
to provide for any impairment loss, and in all probability, even to fully write off the intangible asset.
Chapter 23 - Related-Party Disclosures
What is required must be determined by the facts of the specific situation.
Chapter 21 - Accounting Changes and Correction of Errors

Chapter 24 - Specialized Industries

Chapter 25 - Inflation and Hyperinflation
Chapter 26 - Government Grants

Measurement subsequent to Initial Recognition
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After initial recognition, an intangible asset should be carried at its cost less any accumulated
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treatment—revaluation.

As with tangible assets under IAS 16, the standard for intangibles permits revaluation subsequent to
original acquisition, with the asset being written up to fair value. Inasmuch as most of the particulars of
IAS 38 follow IAS 16 to the letter, and were described in detail in Chapter 8, these will not be repeated
here. The unique features of IAS 38 are as follows:
1. If the intangibles were not initially recognized (i.e., they were expensed rather than capitalized) it
would not be possible to later recognize them at fair value.
2.

1.
2. Deriving fair value by applying a present value concept to projected cash flows (a technique that
can be used in the case of tangible assets under IAS 16) is deemed to be too unreliable in the
realm of intangibles,
because it would
to commingle
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Certain of the entries in the foregoing example will be explained further. The entry at year-end 2002 is
to record amortization based on original cost, since there had been no revaluations through that time;
List of Sidebars
only a half-year amortization is provided [($250,000/5) x 1/2. On January 1, 2003, the impairment is
recorded by writing down the asset to the estimated value of $75,000, which necessitates a $150,000
charge to income (carrying value, $225,000, less fair value, $75,000).
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In 2003 and 2004, amortization must be provided on the new lower value recorded at the beginning of
2003; furthermore, since the new estimated life was 3 years from January 2003, annual amortization
will be $25,000.
As of January 1, 2005, the carrying value of the patent is $25,000; had the January 2003 revaluation

not been made, the carrying value would have been $125,000 ($250,000 original cost, less 2.5 years
amortization versus an original estimated life of 5 years). The new appraised value is $300,000, which
will fully recover the
earlier
and add evenand
more
asset value
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amortization, prerevaluation, against the asset account and then restating the asset to the net fair value
as of the revaluation date. In either case, the net effect of the upward revaluation will be recorded in
Chapter 22 - Foreign Currency
stockholders' equity as revaluation surplus; the only exception would be when an upward revaluation is
Chapter 23 - Related-Party Disclosures
in effect a reversal of a previously recognized impairment which was reported as a charge against
Chapter 24 - Specialized Industries
earnings or a revaluation decrease (reversal or a yet earlier upward adjustment) which was reflected in
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cost
Appendix
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Assume Breakthrough, Inc. has accumulated development costs that meet the criteria for capitalization
at December 31, 2002, amounting to $39,000. It is estimated that the useful life of this intangible asset
List of Exhibits and Examples
will be 6 years; accordingly, amortization of $6,500 per year is anticipated. Breakthrough uses the
List
of Sidebars
allowed
alternative method of accounting for its long-lived tangible and intangible assets. At December
31, 2004, it obtains market information regarding the then-current fair value of this intangible asset,
which suggests a current fair value of these development costs is $40,000; the estimated useful life,
however, has not changed. There are two ways to apply IAS 38: the asset and accumulated
amortization can be "grossed up" to reflect the new fair value information, or the asset can be restated
on a "net" basis. These are both illustrated below. For both illustrations, the book value (amortized cost)
immediately prior to the revaluation is $39,000 - (2 × $6,500) = $26,000. The net upward revaluation is
given by the difference between fair value and book value, or $40,000 - $26,000 = $14,000.
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If the "gross up" method is used: Since the fair value after 2 years of the 6-year useful life have
already elapsed is found to be $40,000, the gross fair value must be 6/4 × $40,000 = $60,000. The
entries to record this
would
as follows:
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assistance
the preparation
and understanding of financial
statements presented in accordance with IAS.

If the "netting" method is used: Under this variant, the accumulated amortization as of the date of the
revaluation is eliminated against the asset account, which is then adjusted to reflect the net fair value.
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The thrust of these requirements is to make the twenty-year life an upper limit for most intangibles.
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Note that IAS 38 provides for amortization of all intangible assets; it does not subscribe to the view that
any intangible asset can possess an infinite life. The thrust of these requirements is to make the
Index
twenty-year life an upper limit for most intangibles.
Appendix C - Comparison of IAS, US GAAP, and UK GAAP
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future economic benefits from an intangible asset is achieved through legal rights for

a finite
period, then the useful life of the intangible asset should not exceed the period of legal rights,
List
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unless the legal rights are renewable and the renewal is a virtual certainty. Thus, as a practical matter,
the shorter legal life will set the upper limit for an amortization period in most cases.
The amortization method used should reflect the pattern in which the economic benefits of the asset
are consumed by the enterprise. Amortization should commence when the asset is available for use
and the amortization charge for each period should be recognized as an expense unless it is included
in the carrying amount of another asset (e.g., inventory). Intangible assets may be amortized by the
same systematic and rational methods that are used to depreciate tangible fixed assets. Thus, IAS 38

would seemingly permit straight-line, diminishing balance, and units of production methods. If a method
other than straight-line is used, it must accurately mirror the expiration of the asset's economic service
potential.
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To combat the risk that either of these strategies might be employed, the standard provides that in
addition to the universal provisions of IAS 36 (which require that the recoverable amount of an asset
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should be estimated when certain indications of impairment exist, as described in detail in Chapter 8),
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Apart from the special case of assets not yet in use, or being amortized over greater than twenty years,
the major complication arises in the context of goodwill. Unlike other intangible assets that are
individually identifiable, goodwill is amorphous and cannot exist, from a financial reporting perspective,
apart from the tangible and identifiable intangible assets with which it was acquired. Thus, a direct
evaluation of the recoverable amount of goodwill is not actually feasible; accordingly, the standard
requires that goodwill be combined with other assets which together define a cash generating unit, and
that an evaluation of any potential impairment (if warranted by the facts and circumstances) be
conducted on an aggregate basis. A more detailed consideration of goodwill is presented in Chapter

11.
The impairment of intangible assets other than goodwill (such as patents, copyrights, trade names,
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Website development and operating costs
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With the advent of the Internet and growing popularity of "e-commerce," many businesses now have
their own websites. Websites have become integral to doing business and may be designed either for
external or internal access. Those designed for external access are developed and maintained for the
purposes of promotion and advertising of an entity's products and services to their potential consumers.
On the other hand, those developed for internal access may be used for displaying company policies
and storing customer details.
With substantial costs being incurred by many entities for website development and maintenance, the

need for accounting guidance became evident. The recently promulgated interpretation, SIC 32,
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Disclosure Requirements
The disclosure requirements set out in IAS 38 for intangible assets and those imposed by IAS 16 for
property, plant, and equipment are very similar, and both demand extensive details to be disclosed in
the financial statement footnotes. Another marked similarity is the exemption from disclosing
"comparative information" with respect to the reconciliation of carrying amounts at the beginning and

end of the period. While this may be misconstrued as a departure from the well-known principle of
presenting all numerical information in comparative form, it is worth noting that it is in line with the
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3. For intangible assets acquired by way of a government grant and initially recognized at fair
value, the fair value initially recognized, their carrying amount, and whether they are carried
List of Sidebars
under the benchmark or allowed alternative treatment for subsequent measurement;
List of Exhibits and Examples

4. Any restrictions on titles and any assets pledged as security for debt; and
5. The amount of outstanding commitments for the acquisition of intangible assets.
In addition, the financial statements should disclose the aggregate amount of research and
development expenditure recognized as an expense during the period.
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Fair value

The amount for which an asset could be exchanged between a knowledgeable, willing
buyer and seller in an arm's-length transaction.
Goodwill
The excess of the cost of the acquired enterprise over the sum of the amounts
assigned to identifiable assets acquired net of any liabilities assumed.
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Constraints on use of held-to-maturity classification.
It is clear that an enterprise cannot have a demonstrated ability to hold to maturity an investment if it is
subject to a constraint that could frustrate its intention to hold the financial asset to maturity. The
question arises as to whether this means that a debt security that has been pledged as collateral or
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Held-to-maturity investments can be disposed of before maturity under
certain conditions.
As noted above, an enterprise may not classify any financial asset as held-to-maturity unless it has
both the positive intent and ability to hold it to maturity. To put teeth into this threshold criterion, IAS 39
stipulates that, if a sale of a held-to-maturity financial asset occurs, it calls into question the enterprise's
intent to hold all other held-to-maturity financial assets to maturity. Exceptions are allowed for sales

"close enough to maturity," and after collection of "substantially all" of the original principal.
Questions have arisen in practice on how these conditions be interpreted. In response, the IASC's IAS
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IAS 39 requires that a held-to-maturity investment must be reclassified (to either available-for-sale or
trading) and remeasured at fair value if there is a change of intent or ability. The IGC has addressed
the issue of whether such a reclassification might call into question the classification of other held-tomaturity investments. It finds that such reclassifications could well raise the specter of having to
reclassify all similarly categorized investments. IAS 39's requirements concerning early sales of some
held-to-maturity investments applies not only to sales, but also to transfers of such investments. The
term "transfer" comprises any reclassification out of the held-to-maturity category. Thus, the transfer of

more than an insignificant portion of held-to-maturity investments into the available-for-sale or trading
category would not be consistent with an intent to hold other held-to-maturity investments to maturity.
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To illustrate, consider Raphael Corporation's investment in Hillcrest common stock, which was
assigned to the trading portfolio and at December 31, 2003, was marked to fair value of $88,750. If in
April 2004 management were to determine that this investment will not be traded, but rather will
continue to be held indefinitely, it would be constrained by IAS 39 from altering the accounting for the
investment. Thus, it would have to be maintained as a trading investment, continually marked to fair
value, with value changes reflected in current operating results, notwithstanding the intent to not trade
it.

To illustrate, consider the investment in Wimbledon preferred stock, which was held as an available-forsale asset, and which in March 2004 was adjusted to a fair value of $112,000 (as illustrated above).
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DeLacroix bonds are considered to be suitable as a long-term investment, with the intention that they
will be held until maturity. The Luckystrike bonds are a speculation; the significant discount from par
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value was seen as very attractive, despite the low coupon rate. Management believes the bonds were
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depressed because mining stocks and bonds have been out of favor, but believes the economic
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recovery will lead to a surge in market value, at which point the bonds will be sold for a quick profit. The
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Forsythe Pharmaceutical bonds are deemed a good investment, but with a maturity date sixteen years
Index
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DeLacroix Chemical 8% due 2007
These should be accounted for as held-to-maturity; maintain at historical cost, with the discount
($10,000) to be amortized over term to maturity using the effective interest method.
Forsythe Pharmaceutical 9.90% due 2019
Account for these as available-for-sale, since neither the held-for-trading nor held-to-maturity

criteria apply. These should be reported at fair market value at each balance sheet date, with any
unrealized gain or loss included in the equity account (consistent with the entity's normal
accounting practice),
unless
anInterpretation
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preclude
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where no intent to dispose before maturity was manifested. Thus (as interpreted by the IGC), the
tainting issue must be taken extremely seriously.
It should also be understood that transfers into the held-to-maturity category would not be feasible,
since essentially the characteristics of intent and ability as of the date of acquisition would not have
been satisfied. Thus, the guidance under IAS 39 is substantially more rigid than the superficially
identical set of criteria under US GAAP.
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IAS 39 requires that impairment be recognized for financial assets carried at amortized cost. IAS 39
states that impairment may be measured and recognized individually or, for a group of similar financial
assets, on a portfolio basis. The IGC has ruled that if one asset in the group is impaired but the fair
value of another asset in the group is above its amortized cost, nonrecognition of the impairment of the
first asset is not permitted. If an enterprise knows that an individual financial asset carried at amortized
cost is impaired, IAS 39 requires that the impairment of that asset be recognized. Measurement of
impairment on a portfolio basis under IAS 39 is applicable only when there is indication of impairment in

a group of similar assets, and impairment cannot be identified with an individual asset in that group.
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Chapter 7 - Revenue Recognition, Including Construction Contracts
an originated loan when they become due. Galactic negotiates a restructuring of the loan, and it now
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expects that Knapsack will be able to meet its obligations under the restructured terms. Whether
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of the original
loan on the Equity
original due date, but none of the interest due under the original terms, the
Chapter
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same result as the foregoing will again hold. The impairment will be measured as the difference
between the former carrying amount and the present value of the future principal and interest payments
Chapter 19 - Interim Financial Reporting
discounted at the loan's original effective interest rate.
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This same
if Knapsack agrees to pay the full principal amount five years after the
Chapter
25 -outcome
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original due date and all interest accrued during the original loan term, but no interest for the extended
term. Since the present value of future cash flows is lower than the loan's carrying amount, impairment
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is to be recognized.
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Appendix
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List
of Tables
original
term of the loan and the extended term. In this scenario, even though the amount and timing of
List
of Exhibits
Examples
payments
hasand
changed,
Galactic Bank will nonetheless receive interest on interest, so that the present

value
of the future principal and interest payments discounted at the loan's original effective interest
List
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rate will equal the carrying amount of the loan. Therefore, there is no impairment loss.
Example of impairment of investments
Given the foregoing, assume now, with reference again to the Raphael Corporation example first
presented earlier in this chapter, that in January 2004 new information comes to Raphael Corporation
management regarding the viability of Wimbledon Corp. Based on this information, it is determined that
the decline in Wimbledon preferred stock is probably not a temporary one, but rather is an impairment

of the asset as that term is used in IAS 39. The standard prescribes that such a decline be reflected in
earnings. The stock's fair value has remained at the amount last reported, $109,500, but this value is
no longer viewedWiley
as being
a market
fluctuation.and
Accordingly,
theof
entry to recognize the fact of the
IASonly
2003:
Interpretation
Application
investment's permanent
impairment
is
as
follows:
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To illustrate this point, assume that in March 2004 further information comes to management's
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attention, which now suggests that the decline in Wimbledon preferred had indeed been only a
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products are privately negotiated and not easily marketable once acquired. These instruments often
appear to be straightforward debt investments, but in fact contain provisions which have the potential to
Chapter 19 - Interim Financial Reporting
greatly increase or decrease the return to the investor, based on (typically) the movement of some
Chapter 20 - Segment Reporting
index related to currency exchange rates, interest rates, or, in some cases, stock price indices. The
Chapter 21 - Accounting Changes and Correction of Errors
IGC has addressed the question of whether these assets can be considered as held-to-maturity
Chapter 22 - Foreign Currency
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the following
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25 -Co.
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$1,000,000
a market price
of $1,200,000 at the time of purchase. The note requires no interest
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payments
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Appendix
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stock index does not exceed or is equal to the predetermined level, no supplemental redemption
amount is paid. If the stock index exceeds the predetermined level, the supplemental redemption
List of Tables
amount will equal 1.15 times the difference between the level of the stock index at maturity and the
List of Exhibits and Examples
level of the stock index at original issuance of the note divided by the level of the stock index at original
List of Sidebars
issuance.
Index

Obviously, the investment is largely a gamble on an increase in the Dow Jones average over the fiveyear term, since Cartegena is paying a substantial premium and, as a worst case scenario, could lose
its entire premium plus the opportunity cost of lost interest over the five years. Structured notes such as
this are very difficult to dispose of on the secondary (i.e., resale) market, having been created
(structured) to fit the unique needs or desires of the issuer and investor. Determining a fair value at any
intermediate point in the five-year holding period would be difficult or impossible, absent arm's-length

bids, particularly if the underlying index has yet to advance to a level at which a gain will be reaped by
the investor.
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A similar situation arises if the investment is a bond with a fixed payment at maturity and a fixed
maturity date, but with variable interest payments indexed to the price of a commodity or equity
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Chapter
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On the other hand, if a financial liability is assumed (e.g., a guarantee) and it cannot be measured at
fair value, then the initial carrying amount should be such (i.e., large enough) that no gain is recognized
Appendix B - Illustrative Financial Statements Presented Under IAS
on the transaction. If necessitated by IAS 39's provisions, a loss should be recognized on the
Appendix C - Comparison of IAS, US GAAP, and UK GAAP
transaction. For example, if an asset carried at $4,000 is sold for $4,200 in cash, with the transferor
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assuming a guarantee obligation which cannot be valued (admittedly, this is unlikely to occur in the
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context
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would
accordingly
be initially recorded at $200. On the other hand, if the selling price were instead only
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$3,800,
a loss of $200 would be immediately recognized, and the guarantee obligation would be given
no value (but would be disclosed).
Appendix A - Disclosure Checklist

Presentation and Disclosure Issues
Income statement presentation.
Under IAS 39, significant items of income, expense, gain and loss deriving from financial assets and

financial liabilities are to be given sufficient disclosure. This applies equally to those items included in
the income statement, and those reflected directly in equity. Interest income and interest expense are
to be disclosed on
a "gross"
basis (i.e.,
interest income
not to be netted
against interest expense).
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The nature and amount of any impairment loss or reversals thereof, separately for each significant
class of financial asset

Accounting for Hedging Activities
The topic of hedging is almost inextricably intertwined with the subject of financial derivatives, since
most (but not all) hedging is accomplished using derivatives. IAS 39 addresses both of these matters

extensively, and the IGC has provided yet more instructional materials on these issues. In the following
sections, a basic review of, first, derivative financial instruments, and second, hedging activities, will he
presented.
Wiley IAS 2003: Interpretation and Application of
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Commodity prices
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The issue of what is meant by "little or no net investment" has been explored by the IGC. According to
the IGC, professional judgement will be required in determining what constitutes little or no initial net
investment, and is to be interpreted on a relative basis—the initial net investment is less than that
needed to acquire a primary financial instrument with a similar response to changes in market
conditions. This reflects the inherent leverage features typical of derivative agreements compared to
the underlying instruments. If, for example, a "deep in the money" call option is purchased (that is, the
option's value consists mostly of intrinsic value), a significant premium is paid. If the premium is equal
or close to the amount required to invest in the underlying instrument, this would fail the "little initial net

investment" criterion.
A margin account is not part of the initial net investment in a derivative instrument. Margin accounts are
Wiley IAS 2003: Interpretation and Application of
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limitless and still expanding variety of "engineered" financial products often makes definitive
categorization more difficult than this at first would appear to be. The IGC illustrates this with examples
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interest rate swap with Baltic Metals, Inc. The interest rate of the variable part of the swap
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basis to the three-month LIBOR. The interest rate of the fixed part of the swap is
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10%
year. Agememnon Corp. prepays its fixed obligation under the swap of $50 million (= $100
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million x 10% x five years) at inception, discounted using market interest rates, while retaining the right
to receive interest payments on the $100 million reset quarterly based on three-month LIBOR over the
life of the swap.
The initial net investment in the interest rate swap is significantly less than the notional amount on
which the variable payments under the variable leg will be calculated. The contract requires little initial
net investment relative to other types of contracts that have a similar response to changes in market
conditions, such as a variable-rate bond. Therefore, the contract fulfills the "no or little initial net

investment" provision of IAS 39. Even though Agememnon Corp. has no future performance obligation,
the ultimate settlement of the contract is at a future date and the value of the contract changes in
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Table of Contents
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as 10% times the swap's notional amount, or $10 million per year. Synchronous Ltd. prepays its
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Just as some seemingly derivative transactions may be accounted for as not involving a derivative
instrument, the opposite situation can also occur, where some seemingly nonderivative transactions
Chapter 22 - Foreign Currency
would be accounted for as being derivatives. For example, Argyle Corp. enters into a forward contract
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Forward contracts to purchase fixed-rate debt instruments (such as mortgages) at fixed prices are to be
accounted for as derivatives. They meet the definition of a derivative because there is no or little initial
net investment, there is an underlying variable (interest rates), and they will be settled in the future.
(Such transactions are to be accounted for as a regular way transaction, however, if regular way
delivery is required. Regular way delivery is defined by IAS 39 to include contracts for purchases or
sales of financial instruments that require delivery in the time frame generally established by regulation
or convention in the marketplace concerned. Regular way contracts are explicitly defined as not being
derivatives.)

Interest rate (and currency) swaps have become widely used financial arrangements. The IGC has
noted that whether an interest rate swap settles gross or net does not impact defining a swap as a
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theInterpretation
concern that gross
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The concept of embedded derivatives embraces such elements as conversion features, such as found
in convertible debts. For example, an investment in a bond (a financial asset) may be convertible into
Chapter
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shares 20
of the
issuing Reporting
enterprise or another enterprise at any time prior to the bond's maturity, at the
Chapter
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bond can be classified as an available-for-sale financial asset provided it
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25 - Inflation
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is not purchased
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purposes. The equity conversion option is an embedded derivative. If the
Chapter
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bond is classified as available-for-sale with fair value changes recognized directly in equity until the
bond is sold, the equity conversion option (the embedded derivative) is generally separated. The
Appendix B - Illustrative Financial Statements Presented Under IAS
amount paid for the bond is split between the debt security without the conversion option and the equity
Appendix C - Comparison of IAS, US GAAP, and UK GAAP
conversion option itself. Changes in the fair value of the equity conversion option are recognized in the
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income statement unless the option is part of a cash flow hedging relationship. If the convertible bond
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is carried at fair value with changes in fair value reported in net profit or loss, separating the embedded
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host bond is not permitted.
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When an evaluation is made, using the criteria in IAS 39, which leads to the conclusion that the
embedded derivative must be separately accounted for, the initial carrying amounts of a host and the
embedded derivative must be determined. Since the embedded derivative must be recorded at fair
value with changes in fair value reported in net profit or loss, the initial carrying amount assigned to the
host contract on separation is determined as the difference between the cost (fair value of the
consideration given) for the hybrid (combined) instrument and the fair value of the embedded
derivative.

IAS 32 suggests, as one method of separating the liability and equity components contained in a
compound financial instrument, allocating the aggregate carrying amount based on the relative fair
values of the liability
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is inappropriate, since IAS 39 requires an embedded derivative to be classified together with its host
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For a simplistic example of the need for, and means of, hedging, consider an entity that holds US
Treasury bonds as an investment. The bonds have a maturity some ten years in the future, but the
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Chapter
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Special hedge accounting is necessitated by the fact that fair value changes in not all financial

List
of Tables are reported in current earnings. Thus, if the entity in the foregoing example holding the
instruments
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of Exhibits
and
Examples
Treasuries
has
elected
to report changes in available-for-sale investments (which would include the
List
of Sidebars
Treasury
bonds in this instance) directly in equity, but the changes in the hedging instrument's fair

value were to be reported in current operations, there would be a fundamental mismatching which
would distort the real hedging relationship that had been established. To avoid this result, the entity
may elect to apply special hedge accounting as prescribed by IAS 39, as was discussed in some detail
inChapter 5. It should be noted, though, that hedge accounting is optional. An entity that carries out
hedging activities for risk management purposes may well decide not to apply hedge accounting for
some hedging transactions if it wishes to reduce the cost and burden of complying with the hedge
accounting requirements in IAS 39.
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On July 1, 2003, Gardiner Company purchased 100 shares of Disney Co. common stock at a cost of

Current Liabilities, Provisions, Contingencies, and Events after the
Chapter
$15 per12
share
and classified it as an available-for-sale security. On October 1, Gardiner Company
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purchased an at-the-money put on Disney with an exercise price of $25 and an expiration date of April
2004. This put purchase locks in a profit of $650, as long as the price is equal to $25 or lower, but
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allows continued profitability if the price of the Disney stock goes above $25. (In other words, the put
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relationships, and method of measuring effectiveness. The following table shows the fair value of the
hedged item and the hedging instrument.
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Example of "plain vanilla" interest rate swap
On July 1, 2003, Abbott Corp. borrows $5 million with a fixed maturity (no prepayment option) of June
30, 2007, carrying interest at the US prime interest rate + 1/2%. Interest payments are due
semiannually; the entire principal is due at maturity. At the same date, Abbott Corp. enters into a "plainvanilla-type" swap arrangement, calling for fixed payments at 8% and the receipt of prime + 1/2%, on a
notional amount of $5 million. At that date prime is 7.5%, and there is no premium due on the swap
arrangement since the fixed and variable payments are equal. (Note that swaps are privately

negotiated and, accordingly, a wide range of terms will be encountered in practice; this is simply
intended as an example, albeit a very typical one.)
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on an interest rate swap
Chapter
22 of
- Foreign
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The facts of this example are a further variation on the previous one (the "plain vanilla" swap). Abbott
Corp. anticipates, as of June 30, 2003, that as of June 30, 2005, it will become a borrower of $5 million
Chapter 25 - Inflation and Hyperinflation
with a fixed maturity four years hence (i.e., at June 30, 2009). Based on its current credit rating, it will
Chapter
Government
Grants
be able26
to -borrow
at the US
prime interest rate + 1/2%. As of June 30, 2003, it is able to purchase a
Appendix
A
Disclosure
Checklist
"swaption" (an option on an interest rate swap, calling for fixed pay at 8% and variable receipt at prime
Appendix
B - aIllustrative
Financial
Presented
Under
+ 1/2%, on
notional amount
of Statements
$5 million, for
a term of
four IAS
years) for a single payment of $25,000.
Appendix
C
Comparison
of
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US
GAAP,
and
UK
GAAP
The option will expire in two years. At June 30, 2003, the prime is 7.5%.
Chapter 24 - Specialized Industries

Index
List of Tables

Note The interest rate behavior in this example differs somewhat from the prior example, to better
illustrate the "one-sideness" of options, versus the obligation under a plain vanilla swap
List of Sidebars
arrangement or of other nonoption contracts, such as futures and forwards.
List of Exhibits and Examples

It will be assumed that the time value of the swaption expires ratably over the two years.
This swaption qualifies as a cash flow hedge under IAS 39. However, while the change in fair value of
the contract is an effective hedge of the cash flow variability of the prospective debt issuance, the
premium paid is a reflection of the time value of money and would not be an effective part of the hedge.
Accordingly, it is to be expensed as incurred, rather than being deferred.

The table below gives the prime rate at semiannual intervals including the two-year period prior to the
debt issuance, plus the four years during which the debt (and the swap, if the option is exercised) will
be outstanding, as
well as
the
fair value
of the swaption
(and later, the
Wiley
IAS
2003:
Interpretation
and Application
ofswap itself) at these points in
time.
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Chapter 17 - Stockholders' Equity

The present
examplePer
is an
illustration of counterintuitive (but not really illogical) behavior by the holder
Chapter
18 - Earnings
Share
of an out-of-the-money option. Despite having a negative value, the option holder determines that
exercise is advisable, presumably because it expects that over the term of the debt unfavorable
Chapter 20 - Segment Reporting
movements in interest rates will occur.
Chapter 19 - Interim Financial Reporting

Chapter 21 - Accounting Changes and Correction of Errors

Chapter
Currency
At June22
30,- Foreign
2004, the
swaption is an asset, since the reference variable rate (prime + 1/2%) is greater
Chapter
- Related-Party
Disclosures
than the23fixed
swap rate, and
thus the expectation is that the option will be exercised at expiration. This
Chapter
24present
- Specialized
Industries
would (if
rates hold
steady, which is the naïve assumption) result in a series of eight
Chapter
25 - Inflation
and
Hyperinflation
semiannual
payments
from
the swap counterparty in the amount of $12,500. Discounting this at a

nominal268%,
the present Grants
value as of the debt origination date (to be June 30, 2005) would be $84,159,
Chapter
- Government
which, when
further discounted
Appendix
A - Disclosure
Checklist to June 30, 2004, yields a fair value of $74,925.
Appendix B - Illustrative Financial Statements Presented Under IAS

Note that the following period (at December 31, 2004) prime drops to such an extent that the value of
the swaption evaporates entirely. Actually, the value becomes negative, which will not be reported
Index
since the holder is under no obligation to exercise the option under unfavorable conditions; the carrying
List of Tables
value is therefore eliminated as of that date.
Appendix C - Comparison of IAS, US GAAP, and UK GAAP

List of Exhibits and Examples

List
of Sidebars
At the
expiration of the swaption contract, the holder does (for this example) exercise, notwithstanding

a negative fair value, and from that point forward the fair value of the swap will be reported, whether
positive (an asset) or negative (a liability). Once exercised, the swap represents a series of forward
contracts, the fair value of which must be fully recognized under IAS 39. (Note that, in the real world,
the holder would have likely had another choice: to let the unfavorable swaption expire unexercised, but
to negotiate a new interest rate swap, presumably at more favorable terms given that prime is only 7%
at that date; for example, a swap of 7.5% fixed versus prime + 1/2% would likely be available at little or
no cost.)

As noted above, assume that, at the option expiration date, despite the fact that prime + 1/2% is below
the fixed pay rate on the swap, the management is convinced that rates willclimb over the four-year
term of the loan, and
thus
it does
the swaption
at that date. of
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Example of using options to hedge a future purchase of inventory
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than suffer quick-reference
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assistance in the preparation and understanding of financial
statements presented in accordance with IAS.

At December 31, 2003, Friendly projects a need for 10 million barrels of crude oil of a defined grade to
be purchased
by mid-2004; this will suffice for production through mid-2005. The current world price for
Table
of Contents
this grade
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but prices
have beenAccounting
rising recently. Management desires to
Wiley
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[b]Options for five million barrels exercised: remainder held until end of December, then sold.
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At the end of June 2004, Friendly Chemicals exercises options for five million barrels, paying $15.55
per barrel for oil that is then selling on world markets for $16.00 each. It holds the remaining options
until December, when it sells these for an aggregate price of $2.1 million, a slight discount to the
nominal fair value at that date.
The inventory acquired in mid-2004 is processed and included in goods available for sale. Sales of
these goods, in terms of the five million barrels of crude oil which were consumed in their production,
are as follows:

Date

Equivalent barrels sold in
month

Equivalent barrels on hand at month
end
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Hedging on a "net" basis.
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The bank enters into a two-year interest rate swap with a notional principal of $40,000 to receive a
variable interest rate and pay a fixed interest rate, in order to hedge the net exposure of the twoyear maturity financial assets and liabilities. According to the IGC, this may be designated either as
a fair value hedge of $40,000 of the fixed-rate assets or as a cash flow hedge of $40,000 of the
variable-rate liabilities. It cannot be designated as a hedge of the net exposure, however.

Determining whether a derivative that is used to manage interest rate risk on a net basis should be
designated as a hedging instrument in a fair value hedge or a cash flow hedge of a gross exposure is
based on a number
of critical
considerations.
Theseand
include
the assessment
of hedge effectiveness in
Wiley
IAS 2003:
Interpretation
Application
of
International
Standards
the presence of prepayment
risk,Accounting
and the ability
of the information systems to attribute fair value or
byof
Barry
J. Epstein
and Abbas
Alivalue or cashISBN:0471227366
cash flow changes
hedging
instruments
to fair
flow changes, respectively, of hedged
Mirza purposes, the designation of the derivative as hedging a fair value exposure or a
items. For accounting
John
& Sons
© 2003 both
(952 pages)
cash flow exposure
is Wiley
important
because
the qualification requirements for hedge accounting and
compact
and
truly
comprehensive
quick-reference
the recognition ofThis
hedging
gains
and
losses
differ for each
of these categories. The IGC has observed
accountants
with
a guide
to dependfor
onafor
that it will often bepresents
easier to
demonstrate
high
effectiveness
cash flow hedge than for a fair value
assistance in the preparation and understanding of financial
hedge.
statements presented in accordance with IAS.
Another
important issue involves the effects of prepayments on the fair value of an instrument and the
Table
of Contents
timing
of 2003—Interpretation
its cash flows, as welland
as Application
the impactsofon
the effectiveness
test for fair value hedges and the
Wiley
IAS
International
Accounting
probability test for cash flow hedges, respectively. Effectiveness is often more difficult to achieve for fair
Standards
value hedges than for cash flow hedges when the instrument being hedged is subject to prepayment
Preface
risk. For1 a -fair
value hedge
to qualify for Accounting
hedge accounting,
the changes in the fair value of the
Chapter
Introduction
to International
Standards
derivative
must be expected to be highly effective in offsetting the changes in the
Chapter
2 hedging
- Balanceinstrument
Sheet
fair value of Income
the hedged
item. This
test may
difficultintoEquity,
meet if,
forStatement
example, the derivative hedging
Statement,
Statement
ofbe
Changes
and
Chapter
3 -is a forward contract having a fixed term, and the financial assets being hedged are subject
instrument
of Recognized Gains and Losses
to prepayment
byFlow
the borrower.
Chapter
4 - Cash
Statement
Chapter 5

- Financial Instruments—Cash and Receivables

Also, it may be difficult to conclude that, for a portfolio of fixed-rate assets that are subject to
- Inventory
prepayment, the changes in the fair value for each individual item in the group will be expected to be
Chapter 7 - Revenue Recognition, Including Construction Contracts
approximately proportional to the overall changes in fair value attributable to the hedged risk of the
Chapter
8 - Property,
Equipment
group. Even
if the riskPlant,
beingand
hedged
is a benchmark interest rate, to be able to conclude that fair value
Chapter
9
Intangible
Assets
changes will be proportional for each item in the portfolio, it may be necessary to disaggregate the
Interests
in Financial
Instruments,
Associates,
Jointtype
Ventures,
and
asset portfolio
into categories
based
on term, coupon,
credit,
of loan,
and other characteristics.
Chapter
10 Chapter 6

Investment Property

Chapter
11 - Business
and Consolidated
Financial
Statements
In economic
terms, aCombinations
forward derivative
instrument could
be used
to hedge assets that are subject to
Current
Liabilities,
Provisions,
Contingencies,
and Events
after the
prepayment,
but
it
would
be
effective
only
for
small
movements
in
interest
rates. A reasonable estimate
Chapter 12 Balance
Date
of prepayments
can Sheet
be made
for a given interest rate environment and the derivative position can be
Chapter
13as
- Financial
Instruments—Long-Term
Debt However, for accounting purposes, the expectation
adjusted
the interest
rate environment changes.
Chapter
14
Leases
of effectiveness has to be based on existing fair value exposures and the potential for interest rate
Chapter
15 - Income
movements,
withoutTaxes
consideration of future adjustments to those positions. The fair value exposure

attributable
prepayment
risk can generally be hedged with options.
Chapter
16 - to
Employee
Benefits
Chapter 17 - Stockholders' Equity

For a cash flow hedge to qualify for hedge accounting, the forecasted cash flows, including the
reinvestment of cash inflows or the refinancing of cash outflows, must be highly probable, and the
Chapter 19 - Interim Financial Reporting
hedge expected to be highly effective in achieving offsetting changes in the cash flows of the hedged
Chapter 20 - Segment Reporting
item and hedging instrument. Prepayments affect the timing of cash flows and, therefore, the probability
Chapter 21 - Accounting Changes and Correction of Errors
of occurrence of the forecasted transaction. If the hedge is established for risk management purposes
Chapter
- Foreign
Currency may have sufficient levels of highly probable cash flows on a gross basis
on a net22basis,
an enterprise
Chapter
23
Related-Party
to support the designationDisclosures
for accounting purposes of forecasted transactions associated with a portion
Chapter
24 - Specialized
of the gross
cash flows Industries
as the hedged item. In this case, the portion of the gross cash flows designated
Chapter
25hedged
- Inflation
as being
mayand
be Hyperinflation
chosen to be equal to the amount of net cash flows being hedged for risk
Chapter
26 - Government
management
purposes. Grants
Chapter 18 - Earnings Per Share

Appendix A - Disclosure Checklist

The IAS B39- Implementation
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that there are important
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systems considerations relating to the use of hedge accounting. It notes that the accounting differs for
fair value hedges and cash flow hedges. It is usually easier to use existing information systems to
Index
manage and track cash flow hedges than it is for fair value hedges.
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remeasured
for those changes in fair values during the hedge period that are attributable to the risk

being hedged. Such changes adjust the carrying amount of the hedged items and, for interest-sensitive
assets and liabilities, may result in an adjustment of the effective yield of the hedged item. As a
consequence of fair value hedging activities, the changes in fair value have to be allocated to the
hedged assets or liabilities being hedged in order to be able to recompute their effective yield,
determine the subsequent amortization of the fair value adjustment to net profit or loss, and determine
the amount that should be recognized in net profit or loss when assets are sold or liabilities
extinguished. To comply with the requirements for fair value hedge accounting, it generally will be
necessary to establish a system to track the changes in the fair value attributable to the hedged risk,

associate those changes with individual hedged items, recompute the effective yield of the hedged
items, and amortize the changes to net profit or loss over the life of the respective hedged item.
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Each
derivative hedging instrument is documented as a hedge of specified amounts in specified future
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time periods corresponding with the forecasted transactions occurring in the specified future periods
designated as being hedged.

The method of assessing effectiveness is documented by comparing the changes in the cash flows of
the derivatives allocated to the applicable periods in which they are designated as a hedge to the
changes in the cash flows of the forecasted transactions being hedged. Measurement of the cash flow
changes is based on the applicable yield curves of the derivatives and hedged items.
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gains and losses recognized in equity if the hedging instrument is terminated prematurely, the hedge
accounting criteria are no longer met, or the hedged forecasted transactions are no longer expected to
take place, will be as described in the following. If the hedging instrument is terminated prematurely or
the hedge no longer meets the criteria for qualification for hedge accounting (for instance, the
forecasted transactions are no longer highly probable), the net cumulative gain or loss reported in
equity remains in equity until the forecasted transaction occurs. If the hedged forecasted transactions
are no longer expected to occur, the net cumulative gain or loss is reported in net profit or loss for the
period.
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When an enterprise associates a derivative hedging instrument with a gross exposure, the hedged item
typically is a group of forecasted transactions. For hedges of cash flow exposures relating to a group of
forecasted transactions, the overall exposure of the forecasted transactions and the assets or liabilities
that are repricing may have very different risks. The exposure from forecasted transactions may differ
based on the terms that are expected as they relate to credit exposures, maturities, option, and other
features. Although the overall risk exposures may be different for the individual items in the group, a
specific risk inherent in each of the items in the group can be designated as being hedged.
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The items in the portfolio do not necessarily have to have the same overall exposure to risk, providing

they share the same risk for which they are designated as being hedged. A common risk typically
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For example, if a portfolio of assets consists of assets rated A, BB, and B, and the current market
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interest rates for these assets are LIBOR+ 20 basis points, LIBOR+ 40 basis points, and LIBOR+ 60
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basis points,
respectively, an enterprise may use a swap that pays fixed interest rate and for which
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The IASB has exposed for comment a substantial revision to IAS 32 and 39, which, if adopted, would
be issued as early as Spring 2003, for possible application by year-end. The revised standards would
Chapter 19 - Interim Financial Reporting
be more coherent (e.g., all disclosure requirements, including those currently found in IAS 39, would be
Chapter 20 - Segment Reporting
relocated to IAS 32) and would incorporate some guidance currently found in SIC pronouncements
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characteristics of both liabilities and equity). When an instrument is compound, the liability and equity
components must be separately accounted for under IAS 32. Currently, the allocation to the liability
Index
component may be accomplished either as a residual amount after separating the equity element, or by
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measuring the elements based on a relative-fair-value method. The proposal is to eliminate this choice
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and substitute a method which would require that any asset and liability elements be separated first,
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with the residual allocated to the equity element. This will conform to the definition of an equity
instrument as a residual, as set forth in IAS 39.
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The proposed revised IAS 32 would clarify certain disclosure requirements for investments in financial
assets. Disclosure will be required of the extent to which fair values are estimated using a valuation
technique and the extent to which valuations using valuation techniques are based on assumptions that
are not supported by observable market prices. Also to be set forth would be the sensitivity of the
estimated fair value to changes in those assumptions, based on a range of reasonably possible
alternative assumptions, and the change in fair values estimated using valuation techniques and

recognized in profit or loss during the reporting period.
Furthermore, the nature and extent of transfers of financial assets that do not qualify for derecognition
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will be subject to International
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with an explanation of the risks inherent in any component that
Accounting Standards
continues to be recognized after a transfer of financial assets that
does not qualify for derecognition.
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Several existing provisions in IAS 39 are to be eliminated, consistent with the proposed move to a
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Under the revised IAS 39, this will be expanded somewhat. If the transferee has the ability to sell or
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decisions
to be made by management of the investee. The use of fair value accounting has been
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deemed most appropriate in such circumstances.
In other situations an investor will have active control over the decisions taken by the management of
the investee, or have joint control over those decisions, to be made in conjunction with its co-investors.
A third logical possibility is that the investor will have something less than control (or joint control), but
will clearly also not be a mere passive investor. This last named circumstance is that where there is
significant influence over an investee.

The notion of applying what is now known as equity-method accounting to investment situations where
the investor is able to exercise significant influence developed in the early 1950s, as an application of
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The pure equity method is not the only possible means of accomplishing the goal of reporting the
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setting bodies have directed differing levels of attention to these alternatives over the years; the simple
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It is important to recognize that the bottom-line impact on the investor's financial statements is identical
whether the equity method or full consolidation is employed; only the amount of detail presented within
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the statements will differ. An understanding of this principle will be useful as the need to identify the
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Less
commonly presented than the pure equity method of accounting are the expanded equity method
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consolidation method. These alternative approaches effectively are successive
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the one-line consolidation approach of the simple equity method, the expanded equity method is an
attempt to provide more meaningful detail about the various assets and liabilities, and revenues and
expenses, in which the investor has an economic interest. Thus, if using the expanded equity method,
the investor's interest in the investee's aggregate current assets would be presented, as a single
number, in the current asset section of the investor's balance sheet. Similarly, the investor's share of
the investee's noncurrent assets, current liabilities, and noncurrent liabilities would be captioned
separately in the corresponding section of the investor's balance sheet.

On the income statement, using this expanded equity method, the investor's share of significant items
of revenue, expense, gains, and losses would be set forth separately. This would not extend to every
item of the income
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The expanded equity method has not been endorsed, as such, although the equity method as defined
by US GAAP (in APB Opinion 18) does incorporate elements of this approach. Specifically, APB 18
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The equity method is generally not available to be used as a substitute for consolidation. Consolidation
is required when a majority voting interest is held by the reporting entity (the parent) in another entity
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(the subsidiary). The equity method is intended for use where the reporting entity (the investor) has
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presumption. This 20% lower threshold is identical to that prescribed under US GAAP.
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of the investee. Whether sufficient contrary evidence exists to negate the presumption of significant
influence is a matter of judgment and requires a careful evaluation of all pertinent facts and
circumstances, over an extended period of time in some cases.

When equity method is required.
IAS 28 stipulates that the equity method should be employed by the investor for all investments in

associates, unless the investment is acquired and held exclusively with a view to its disposal in the
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The second major complexity relates to interperiod income tax allocation. The equity method causes
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method of computing the deferred tax effects of these differences.
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Common stock, par $1, 100,000 shares authorized, 50,000 shares issued and

$ 50,000

outstanding
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Additional
paid-in
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List of Sidebars

Retained earnings
Total stockholders' equity

150,000
50.000
$250,000

Note that the cost of Elixir Company common stock was equal to 40% of the book value of Elixir's net
assets. Assume also that there is no difference between the book value and the fair value of Elixir
Company's assets and liabilities. Accordingly, the balance in the investment account in Regency's
records represents exactly 40% of Elixir's stockholders' equity (net assets). Assume further that Elixir

Company reported a 2003 net income of $30,000 and paid cash dividends of $10,000. Its stockholders'
equity at year-end would be as follows:
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in the preparation and understanding of financial
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Regency Corporation would record its share of the increase in Elixir Company's net assets during 2003
as follows:
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When Regency's balance sheet is prepared at December 31, 2003, the balance reported in the
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undistributed earnings of its investee will be realized. Earnings can generally be realized either through
subsequent receipt of dividends, or by disposition of the investment at a gain, which presumably would
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reflect the investee's undistributed earnings as of that date. In many jurisdictions, these alternative
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modes of income realization will have differing tax implications. For example, in many jurisdictions the
Chapter 22 - Foreign Currency
assumption of future dividends would result in taxes at the investor's marginal tax rate on ordinary
Chapter 23 - Related-Party Disclosures
income (net of any dividends received deduction or exclusion permitted by the local taxing authorities).
Chapter
24 of
- Specialized
Industries
If the sale
the investment
is expected to be the route by which earnings are realized, this would
Chapter
25
Inflation
and
Hyperinflation
commonly result in a capital
gain, which in some jurisdictions is taxed at a different rate, or not taxed at
Chapter
26 - Government Grants
all.
Chapter 19 - Interim Financial Reporting

Appendix A - Disclosure Checklist

ExampleB of
a simple case
including
deferred
taxesUnder IAS
Appendix
- Illustrative
Financial
Statements
Presented
Appendix C - Comparison of IAS, US GAAP, and UK GAAP

Assume the same information as in the example above. In addition, assume that Regency Corporation
has a combined (federal, state, and local) marginal tax rate of 34% on ordinary income and that it
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anticipates realization of Elixir Company earnings through future dividend receipts. In Regency's tax
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jurisdiction, there is an 80% deduction for dividends received from non-subsidiary investees, meaning
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that only 20% of the income is subject to ordinary tax. Regency Corporation's entries at year-end 2003
will be as follows:
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Income tax expense

List of Sidebars

Deferred tax liability
Taxes payable—current

4,556
544
5,100

In the above, income tax expense of $4,556 is the sum of two factors: (1) the capital gains rate of 34%
applied to the actual book gain realized ($115,000 selling price less $108,000 carrying value), for a tax
of $2,380, and (2) the difference between the capital gains tax rate (34%) and the effective rate on
dividend income (20% x 34% = 6.8%) on the undistributed 2003 earnings of Elixir Company previously

recognized as ordinary income by Regency Corporation [$8,000 x (34% - 6.8%) = $2,176].
Note that if the realization through a sale of the investment had been anticipated at the time the 2003
Wiley IAS 2003: Interpretation and Application of
balance sheet was
being prepared, the deferred tax liability account would have been adjusted
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(possibly to the entire $5,100 amount of the ultimate obligation),
with the offsetting entry applied to
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statements presented in accordance with IAS.

The simple examples presented thus far avoided the major complexity of equity method accounting, the
allocation of the differential between the cost to the investor and the investor's share in the net equity
Wiley IAS 2003—Interpretation and Application of International Accounting
(net assets at book value) of the investee. Since the net impact of equity method accounting must
Standards
equal that of full consolidation accounting, this differential must be analyzed into the following
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components and accounted for accordingly:
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Assume15again
that Regency
Corporation acquired 40% of Elixir Company's shares on January 2, 2003,
Chapter
- Income
Taxes
but that the price paid was $140,000. Elixir Company's assets and liabilities at that date had the
following book and fair values:
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(70,000)

(70,000)

$250,000

$330,000
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The first order of business is the calculation of the differential, as follows:

List of Exhibits and Examples
List of Sidebars

Regency's cost for 40% of Elixir's common stock

$140,000

Book value of 40% of Elixir's net assets ($250,000 × 40%)

(100,000)

Total differential

$ 40,000

Next, the $40,000 is allocated to those individual assets and liabilities for which fair value differs from
book value. In the example, the differential is allocated to inventories, land, and plant and equipment,
as follows:

Item
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Plant and
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Differential
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Book
value
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value

Difference debit
(credit)
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that Elixir depreciates its fixed assets on a straight-line basis. Furthermore, assume that Regency
amortizes goodwill over a 20-year period. Regency would prepare the following amortization schedule:
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Appendix
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Appendix B - Illustrative Financial Statements Presented Under IAS

Note that the entire differential allocated to inventories is amortized in 2003 because the cost flow
assumption used by Elixir is FIFO. If Elixir had been using LIFO instead of FIFO, no amortization would
Index
take place until Elixir sold some of the inventory that existed at January 2, 2003. Since this sale could
List of Tables
be delayed for many years under LIFO, the differential allocated to LIFO inventories would not be
List of Exhibits and Examples
amortized until Elixir sold more inventory than it manufactured/purchased. Note also that the differential
List of Sidebars
allocated to Elixir's land is not amortized, because land is not a depreciable asset.
Appendix C - Comparison of IAS, US GAAP, and UK GAAP

The amortization of the differential is recorded formally in the accounting system of Regency
Corporation. Recording the amortization adjusts the equity in Elixir's income that Regency recorded
based on Elixir's income statement. Elixir's income must be adjusted because it is based on Elixir's
book values, not on the cost that Regency incurred to acquire Elixir. Regency would make the following
entries in 2003, assuming that Elixir reported net income of $30,000 and paid cash dividends of
$10,000:
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investment account balance of $140,000 is not equal to 40% of $270,000. However, this difference can
easily be explained, as follows:
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To illustrate how the sale of land would affect equity method procedures, assume that Elixir sold the
land in the year 2023 for $80,000. Since Elixir's cost for the land was $50,000, it would report a gain of
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The impact of interperiod income tax allocation in the foregoing example is similar to that demonstrated
earlier in the simplified example. However, a complication arises with regard to the portion of the
Index
differential allocated to goodwill, since in some jurisdictions amounts representing goodwill are not
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amortizable for tax purposes and, therefore, will be a permanent (not a timing) difference that does not
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IASof28
was not explicit regarding the percentage of unrealized profits on investor-investee transactions

that were to be eliminated. Logical arguments can be made either to eliminate 100% of intercompany
profits not realized through a subsequent transaction with unrelated third parties, that would follow the
model of consolidated financial statements, or to eliminate only the percentage held by the investor. In
SIC 3, the Standing Interpretations Committee has held that when applying the equity method,
unrealized profits should be eliminated for both "upstream" and "downstream" transactions (i.e., sales
from investee to investor, and from investor to investee) to the extent of the investor's interest in the
investee. This proportional method is set forth in IAS 31, dealing with joint ventures, which does

address this issue. The logic is that in an investor-investee situation, the investor does not have control
(as would be the case with a subsidiary), and thus the nonowned percentage is effectively realized
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Example of eliminating intercompany profit on fixed assets

Chapter 24 - Specialized Industries

Chapter 25 - Inflation and Hyperinflation

Assume that Radnor Co., that owns 25% of Empanada Co., sold to Empanada a fixed asset having a

Chapter
26remaining
- Government
Grants
five-year
life, at
a gain of $100,000. Radnor Co. expects to remain in the 34% marginal tax
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26 -might
Government
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This is discussed more fully in Chapter 15.

Accounting for a partial sale or additional purchase of the equity investment.
This section covers the accounting issues that arise when the investor either sells some or all of its
equity or acquires additional equity in the investee. The consequence of these actions could involve

discontinuation of the equity method of accounting, or resumption of the use of that method.
Example of accounting for a discontinuance of the equity method

Wiley IAS 2003: Interpretation and Application of
International Accounting Standards

Assume that Plato Corp. owns 10,000 shares (30%) of Xenia Co. common stock for which it paid
ISBN:0471227366
by Barry J. Epstein and Abbas Ali
$250,000 ten years
ago. On July 1, 2003, Plato sells 5,000 Xenia shares for $375,000. The balance in
Mirza
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computed as $375,000 - $125,000 = $250,000, giving a tax effect of $85,000. For accounting purposes,
the deferred taxes already provided are 6.8% x ($315,000 - $125,000), or $12,920. Accordingly, an
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additional tax expense of $72,080 is incurred on the sale, due to the fact that an additional gain was
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realized for book purposes ($375,000 - $315,000 = $60,000; tax at 34% = $20,400) and that the tax
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previously provided for at dividend income rates was lower than the real capital gains rate [$190,000 x
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Appendix A - Disclosure Checklist

375,000

315,000
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12,920
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72,080

Income tax expense
Taxes payable—current

85,000

The gains (losses) from sales of investee stock are reported on the investor's income statement in the
other income and expense section, assuming that a multistep income statement is presented.
According to IAS 28, an investor should discontinue use of the equity method when (1) it ceases to

have significant influence in an associate while retaining some or all of its investment, or (2) the use of
the equity method is no longer deemed to be appropriate because the associate is operating under
severe and long-lasting
restrictions
that will limit its and
ability
to transfer funds
to the investor entity.
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Recognized
Gains
and Losses of a cumulative effect or any retroactive disclosures in the
This changeofdoes
not require
computation
Chapter
4 financial
- Cash Flow
StatementIn periods subsequent to this change, the investor records cash
investor's
statements.
Chapter
5 received
- Financial
Instruments—Cash
anddividend
Receivables
dividends
from
the investment as
revenue. Any dividends received in excess of the
Chapter
6 share
- Inventory
investor's
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Continuing
same Reporting
example, Xenia Co. reported earnings for the second half of 2003 and all of 2004,
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Unrealized Balance
gain on Sheet
available-for-sale
investment
10,200
Date

Chapter 12 -

Chapter 13 - Financial Instruments—Long-Term Debt

1,530

Taxes payable—current

Chapter 14 - Leases

10,200

Chapter 15
- Income
Taxes
Taxes
payable—deferred
Chapter 16 - Employee Benefits

To record taxes on dividends at current effective tax rate [$22,500 × .068] and deferred taxes on
value increase [$30,000 × .34] in 2004

Chapter 17 - Stockholders' Equity
Chapter 18 - Earnings Per Share

7. 19
Investment
in Xeniu Co.
Chapter
- Interim Financial
Reporting

700,000

Chapter 20 - Segment Reporting

700,000

Cash

Chapter 21 - Accounting Changes and Correction of Errors

To record
investment in Xenia
Chapter
22 -additional
Foreign Currency
Chapter
- Related-Party
Disclosures
8. 23
Unrealized
gain on
available-for-sale investment
Chapter 24 - Specialized Industries

Income
fromand
investment
Chapter 25
- Inflation
Hyperinflation

33,000
33,000

Chapter
26 - Government
See explanation
for this Grants
entry below
Appendix A - Disclosure Checklist
Appendix
B - Illustrative
Under
The explanation
for theFinancial
last entryStatements
above is asPresented
follows. IAS
28IAS
does not suggest that a return to the

previously
equity
would
in a restatement of the investment account and the
Appendix
C -discontinued
Comparison of
IAS,method
US GAAP,
and result
UK GAAP
additional equity and retained earnings accounts to "catch up" to what the balances would have been
Index
hadofthat
not taken place. Accordingly, the authors believe that the new cost basis of the investment at
List
Tables
theoftime
the equity
method is reestablished should be the adjusted carrying amount immediately prior
List
Exhibits
and Examples
thereto.
In the present example, the carrying amount was as follows:
List
of Sidebars

Balance 6/30/03
Adjust to fair value 12/03

$ 315,000
20,000

Wiley IAS 2003: Interpretation and Application of
International
Accounting
Adjust to fair value
12/04
30,000 Standards
ISBN:0471227366
by Barry J. Epstein and Abbas Ali
Balance, 12/04 Mirza
$ 365,000
John Wiley
© 2003 (952 pages)
Additional investment,
1/05& Sons700,000
This compact and truly comprehensive quick-reference
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with a guide to depend on for

assistance in the preparation and understanding of financial
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the new
cost basis,
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statements
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IAS.Plato's equity in Xenia's net identifiable
assets, ($1,065,000 - $1,000,000 =) $65,000, would be treated similar to goodwill and amortized
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(generally over a maximum of twenty years), as illustrated earlier in this chapter.
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$33,000, since the investment is no longer to be accounted for under IAS 39. Accordingly, in the
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of Recognized
Gains and
realized by adoption
or readoption
ofLosses
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Chapter
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Receivables
capital 5
gain- Financial
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in this example
be 34%), which was expected to pertain to the ultimate
Chapter
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this value increase. If, at the time the equity method is resumed, the effective tax rate is
expected
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that used to
computeConstruction
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Chapter
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Including
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Chapter
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Property,over
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tax provision.
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Assets
Chapter 3

Interests in Financial Instruments, Associates, Joint Ventures, and
Chapter
10 - the latter point, assume that Plato now expects to realize all its income from Xenia in the
To illustrate
Investment Property

form of dividends, to be taxed at an effective rate of 6.8%. The entry to adjust the deferred tax liability
would be

Chapter 11 - Business Combinations and Consolidated Financial Statements
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Taxes13
payable—deferred
13,600
Chapter
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Chapter
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Employee Benefits
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Note that the offset to the deferred tax adjustment is to current period (i.e., 2005) tax expense, under
the rules of IAS 12, as described more fully in Chapter 15.

Chapter 18 - Earnings Per Share

Chapter 19 - Interim Financial Reporting

Chapter
20 - Segment
Reporting
The foregoing
illustration
adjusts the additional equity account to earnings, since the resumption of
Chapter
21 - Accounting
Changes
and
of Errors
equity method
accounting
is seen
asCorrection
an economic
event of that period, similar to an outright sale of the
Chapter
22 - Foreign
Currency
investment.
However,
IAS 28 is silent on this matter and an argument could perhaps be made that this
Chapter
23 - should
Related-Party
Disclosures
adjustment
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Chapter
24 This
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is the accounting
Chapter 25 - Inflation and Hyperinflation
Chapter 26 - Government Grants

Investor
for investee
Appendix
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capital transactions.

Appendix B - Illustrative Financial Statements Presented Under IAS

Investor accounting for investee capital transactions that affect the worth of the investor's investment is
not addressed by IAS 28. However, given that ultimately the effect of using equity method accounting is
Index
intended to mirror full consolidation, it is logical that investee transactions of a capital nature, which
List of Tables
affect the investor's share of the investee's stockholders' equity, should be accounted for as if the
List of Exhibits and Examples
investee were a consolidated subsidiary. These transactions principally include situations where the
List
of Sidebars
investee
purchases treasury stock from, or sells unissued shares or shares held in the treasury to,
outside shareholders (i.e., owners other than the reporting entity). (Note that, if the investor participates
in these transactions on a pro rata basis, its percentage ownership will not change and no special
accounting would be necessary.) Similar results will be obtained when holders of outstanding options or
convertible securities acquire additional investee common shares via exercise or conversion.
Appendix C - Comparison of IAS, US GAAP, and UK GAAP

When the investee engages in one of the foregoing capital transactions, the investor's ownership
percentage will be altered. This gives rise to a gain or loss, depending on whether the price paid (for
treasury shares acquired) or received (for shares issued) is greater or lesser than the per share

carrying value of the investor's interest in the investee. However, since no gain or loss can be
recognized on capital transactions, these purchases or sales will be reflected in paid-in capital and/or
retained earningsWiley
directly,
without
reported through
the investor's
IAS
2003:being
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and Application
of income statement. This method
is consistent withInternational
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subsidiary's capital
Accounting Standards
transactions.
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Assume that Roger
Corp. accountants
purchases, on
1/2/03,
25%
(2,000 shares)
presents
with
a guide
to depend
on for of Energetic Corp.'s outstanding
shares for $80,000.
The cost
equal
to both the
and fair values
of Roger's interest in Energetic's
assistance
in is
the
preparation
andbook
understanding
of financial
statements
presented
in accordance
with
IAS.
underlying net assets
(i.e., there
is no differential
to be
accounted
for as goodwill). One week later,
Energetic Corp. acquires 1,000 shares of its stock from other shareholders, in a treasury stock
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transaction, for $50,000. Since the price paid ($50/share) exceeded Roger Corp.'s per share carrying
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value of its interest, ($80,000 ÷ 2,000 shares =) $40, Roger Corp. has in fact suffered economic harm
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- Introduction to International Accounting Standards

Chapter
2 - Balance
Sheet in Energetic's net assets is
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Income Statement, Statement of Changes in Equity, and Statement
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- Cash Flow Statement
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thus been
diminished
by $80,000 - $77,143 = $2,857. Therefore,
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Recognition,
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earnings)
2,857Associates, Joint Ventures, and
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in Financial
Instruments,
Chapter 10 Investment Property
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Investment in Energetic
Chapter 11 - Business Combinations and Consolidated Financial Statements

Corp.

Chapter 12 -

Current Liabilities, Provisions, Contingencies, and Events after the
Balance Sheet Date

Roger Corp. should charge the loss against paid-in capital only if paid-in capital from past transactions
of a similar nature exists; otherwise, the debit must be made to retained earnings. Had the transaction
Chapter 14 - Leases
given rise to a gain, it would have been credited to paid-in capital only (never to retained earnings)
Chapter 15 - Income Taxes
following the accounting principle that transactions in one's own shares cannot produce reportable
Chapter
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earnings.
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Other than temporary impairment in value of equity method investments.
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IAS 28 provides that if there is a decline in value of an investment accounted for by the equity method
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to beGrants
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method of accounting that is being applied to each significant investment should also be identified.
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In addition, there may have been certain assumptions or adjustments made in developing information
so that the equity method was applied. For example, the investee may have used different accounting
principles than the investor, for which the investor made allowances in determining its share of the
investee's operating results. The reported results of an investee that used LIFO inventory accounting,
for instance, may have been adjusted by the investor to conform to its FIFO costing method. Also, the
investee's fiscal year may have differed from the investor's, and the investor may have converted this to
its fiscal year by adding and subtracting stub period data. In any such case, if the impact is material, the

fact of having made these adjustments should be disclosed, although it would be unusual to report the
actual amount of such adjustments to users of the investor's financial statements.
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The potential interest may exist in the form of options, warrants, convertible shares, or a contractual
arrangement to acquire additional shares, including shares that it may have sold to another shareholder
Chapter 23 - Related-Party Disclosures
in the investee or to another party, with a right or contractual arrangement to reacquire the shares
Chapter 24 - Specialized Industries
transferred.
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For example, an entity holding a 15% voting interest in another entity, but having options, not
counterbalanced by options held by another party, to acquire another 15% voting interest, would thus
effectively have a 30% current and potential voting interest, making use of the equity method of
accounting for the investment required, under the provisions of SIC 33.
Regarding whether the potential share interest should be considered when determining what fraction of
the investee's income should be allocated to the investor, the general answer is no. SIC 33 states that
the proportion allocated to an investor that accounts for its investment using the equity method under

IAS 28 should be determined based solely on present ownership interests.
However, the enterprise may, in substance, have a present ownership interest when it sells and
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The contractual arrangement also establishes joint control over the venture. The thrust of such a
provision is to ensure that no venturer can control the venture unilaterally. Certain decision areas will
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Specific accounting guidance is dependent on whether the enterprise represents jointly controlled
operations, jointly controlled assets, or a jointly controlled entity.
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Jointly
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The first of three types of joint ventures, this is characterized by the assigned use of certain assets or
other resources, in contrast to an establishment of a new entity, be it a corporation or partnership.
Thus, from a formal or legal perspective, this variety of joint venture may not have an existence
separate from its sponsors; from an economic point of view, however, the joint venture can still be said
to exist, which means that it may exist as an accounting entity. Typically, this form of operation will
utilize assets owned by the venture partners, often including plant and equipment as well as
inventories, and the partners will sometimes incur debt on behalf of the operation. Actual operations
may be conducted on an integrated basis with the partners' own, separate operations, with certain

employees, for example, devoting a part of their efforts to the jointly controlled operation. The European
Consortium Airbus may be a prototype of this type of enterprise.
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The major type of joint venture is the jointly controlled enterprise, which is really a form of partnership
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obviously, neither has a majority and either can block any important action, so the two partners must
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IAS 31 provides alternative accounting treatments that may be applied by the venture partners to reflect
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more jointly controlled entities. In this regard, the international accounting standards are more
advanced than US, UK, or other national standards, which at best permit proportionate consolidation
but do not mandate this accounting treatment.
If the venturer employs the proportionate consolidation method, it will have a choice between two
presentation formats that are equally acceptable. First, the venture partner may include its share of the
assets, liabilities, revenues, and expenses of the jointly controlled entity with similar items under its sole
control. Thus, under this method, its share of the venture's receivables would be added to its own

accounts receivable and presented as a single total on its balance sheet. Alternatively, the items that
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Under the provisions of IAS 31, a second accounting method, the equity method, is also considered to
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If the investment is seen as being strictly temporary, effectively it is being held for trading purposes in
the same manner as a temporary investment in marketable securities would be. In such a situation it
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If one
of the venturers' interest in the jointly controlled entity is increased, whether by an acquisition of
List
of Sidebars
some or all of another of the venturers' interest, or by action of a contractual provision of the venture
agreement (resulting from a failure to perform by another venturer, etc.), the proportionate
consolidation method of accounting ceases to be appropriate and full consolidation will become
necessary. Guidance on preparation of consolidated financial statements is provided by IAS 27 and is
discussed fully in Chapter 11.
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At the end of the first posttransfer year, D would report a net carrying value of $100,000 - $20,000 =
$80,000; A's proportionate interest is 1/3 x $80,000 = $26,667. The unamortized balance of the
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economic life and is reported on the cost basis in A's financial statements.
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recognized by the transferor immediately rather than being deferred. This reflects the conservative bias
in accounting: Unrealized losses are often recognized, while unrealized gains are deferred.
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Transfers of assets at a loss.
The foregoing illustration was predicated on a transfer to the jointly controlled entity at a nominal gain to
the transferor, of which a portion was realAssume that venturer C (a 1/3 owner of D, as described above) transfers an asset it had been carrying
at $150,000 to jointly controlled entity D at a price of $120,000. If the decline is deemed to be other

than temporary in nature (that presumptively it is, since C would not normally have been willing to
engage in this transaction if the decline were expected to be reversed in the near term), C must
recognize the fullWiley
$30,000
at2003:
the time
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Accounting for Assets Purchased from a Jointly Controlled Entity
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This compact and truly comprehensive quick-reference
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the preparation
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A similar situation arises when a venture partner acquires an asset from a jointly controlled entity: The
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Wiley
2003—Interpretation
and Application
of For
International
shareIAS
in the
results of the venture's
operations.
example,Accounting
again assuming that A, B, and C jointly
Standards
own D, an asset having a book value of $200,000 is transferred by D to B for a price of $275,000. Since
Preface
B has a 1/3 interest in D, it would (unless an adjustment were made to its accounting) report $25,000 of
Chapter
Introduction
towould
International
Accounting
Standards
D's gain1 as- its
own, which
violate the
realization
concept under GAAP.
Chapter 2

- Balance Sheet

To avoid thisIncome
result, Statement,
B will record
the assetofatChanges
its cost, in
$275,000,
lessStatement
the deferred gain, $25,000, for a
Statement
Equity, and
Chapter 3 net carrying of
value
of $250,000,
represents the transferor's basis, $200,000, plus the increase in
Recognized
Gains which
and Losses
value realized
by Flow
unrelated
parties (A and C) in the amount of $50,000.
Chapter
4 - Cash
Statement
Chapter 5

- Financial Instruments—Cash and Receivables

As the asset is depreciated, the deferred gain will be amortized apace. For example, assume that the
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For example, if D sells an asset carried at $50,000 to B for $44,000, and the reason for this discount is
an other than temporary decline in the value of said asset, the venture, D, records a loss of $6,000 and
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each venture partner will in turn recognize a $2,000 loss. B would report the asset at its acquisition cost
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of $44,000 and will also report its share of the loss, $2,000. This loss will not be deferred and will not be
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Furthermore, the joint venture partner should disclose any contingencies that the venturer has incurred
in relation to its interests in any joint ventures, noting any share of contingencies jointly incurred with
other joint venturers. In addition, the venturer's share of any contingencies of the joint venture (as
distinct from contingencies incurred in connection with its investment in the venture) for which it may be
contingently liable must be reported. Finally, those contingencies that arise because the venturer is
contingently liable for the liabilities of the other partners in the jointly controlled entity must be set forth.
These disclosures are a logical application of the rules set forth in IAS 37, which is discussed in

Chapter 12 of this book.
A venture partner should also disclose in the notes to her/his financial statements information about
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Investments in subsidiaries, associates, and joint ventures are obviously very similar in many regards,
and this would suggest that the accounting for these categories of investments should be, by and large,
Wiley IAS 2003—Interpretation and Application of International Accounting
parallel. The goal should be to reflect the economic substance of the investor's interest in the
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The revised standards will indicate that users of the financial statements of a parent, joint venturer, or
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Accounting for Other Investment Property
Investment property.
An investment in land or a building, part of a building, or both, if held by the owner (or a lessee under a
finance lease) with the intention of earning rentals or for capital appreciation or both, is defined by IAS
40 as an investment property. An investment property is capable of generating cash flows

independently of other assets held by the enterprise. Investment property is sometimes referred to as
being "passive" investments, to distinguish it from actively managed property such as plant assets, the
use of which is integrated
with
the rest
of the enterprise's
operations.of
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According to the standard, examples of investment property are
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In many cases it will be clear what constitutes investment property as opposed to owner-occupied
property, but in other instances making this distinction might be less obvious. Certain properties are not
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For instance, an enterprise that owns and operates a motel and also provides services to the guests of
the motel would be unable to argue that it is an investment property as that term is used by IAS 40.
Rather, such an investment would be classified as an owner-occupied property. Judgement is therefore
required in determining whether a property qualifies as investment property. It is so important a factor
that if an enterprise develops criteria for determining when to classify a property as an investment
property, it is required by this standard to disclose these criteria in the context of difficult or

controversial classifications.
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In some instances there may be further expenditure incurred on the investment property after the date
of initial recognition. Consistent with similar situations arising in connection with plant, property and
Chapter 15 - Income Taxes
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Appendix B - Illustrative Financial Statements Presented Under IAS
Appendix C - Comparison of IAS, US GAAP, and UK GAAP

Fair value model vs. historical cost.

Index

List
of Tablesto the financial reporting of plant and equipment under IAS 16, IAS 40 provides that
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investment
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may be reported at either fair value or at depreciated (historical) cost less
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List
of Sidebarsimpairment. The cost model is the benchmark treatment prescribed by IAS 16 for plant
assets. The fair value approach under IAS 40 more closely resembles that used for financial
instruments than it does the allowed alternative (revaluation) method for plant assets, however. Also,
under IAS 40 if the cost method is used, fair value information must nonetheless be disclosed.

Fair value.
When investment property is carried at fair value, at each subsequent financial reporting date the
carrying amount must be adjusted to the then-current fair value, with the adjustment being reported in
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earnings—in contrast to the revaluation approach under IAS 16, whereby adjustments are generally
reported in equity—is
a IAS
reflection
the different roles
played
by plantofassets and by other investment
Wiley
2003:ofInterpretation
and
Application
property. The former
are
used,
or
consumed,
in
the
operation
of the business, which is often centered
International Accounting Standards
upon the production
of
goods
and
services
for
sale
to
customers.
The latter are held for possible
ISBN:0471227366
by Barry J. Epstein and Abbas Ali
Mirzaand hence those value changes are highly germane to the assessment of
appreciation in value,
Wiley & Sons
© 2003
pages) in mind, the decision was made to not only permit
periodic operatingJohn
performance.
With
this (952
distinction
fair value reporting,
but
to require
changes to be included
in earnings.
This
compact
andvalue
truly comprehensive
quick-reference
presents accountants with a guide to depend on for
in the
preparation
understanding
financial as an accounting model
IAS 40 representsassistance
the first time
that
fair value and
accounting
is beingofembraced
statements
accordance
withcontroversy,
IAS.
for nonfinancial assets.
This presented
has been ainmatter
of great
and to address the many concerns
voiced
during
the
exposure
draft
stage,
the
IASC
added
more
guidance
on the subject to the final
Table of Contents
standard. This standard is quite comprehensive, and it includes some very insightful and practical hints
Wiley IAS 2003—Interpretation and Application of International Accounting
on applying the standard.
Standards
Preface

Fair value is defined by the standard as the most probable price reasonably obtainable in the
- Introduction to International Accounting Standards
marketplace
at the balance sheet date. Fair value would not be appropriately measured with reference
Chapter
2
Balance
Sheet date. Further, the definition envisions "knowledgeable, willing parties" as
to either a -past
or a future
Income
Statement
of Changes
Equity,
and Statement
being the
ofStatement,
fair value. This
presupposes
that in
both
the buyer
and seller are willing to enter into
Chapter
3 arbiters
of Recognized Gains and Losses
the transaction, and that they each have reasonable knowledge about the nature and characteristics of
Chapter 4 - Cash Flow Statement
the investment property, its potential uses, and the state of the market as of the valuation date. Put
Chapter
- Financial
Instruments—Cash
and Receivables
another5way,
fair value
presumes that neither
the buyer nor the seller is acting under coercion; and fair
Chapter
6
Inventory
value is not a price that is based on a "distress sale."
Chapter 1

Chapter 7

- Revenue Recognition, Including Construction Contracts
The standard
goes into
great
detail
to explain the concept of a "willing buyer" (i.e., one who is
Chapter
8 - Property,
Plant,
and
Equipment

motivated
not compelled
Chapter
9 but
- Intangible
Assets to buy) and a "willing seller" (i.e., one who is neither overeager nor a
forced seller).
For instance,
in explaining
the concept
of aJoint
"willing
seller," and
the standard clarifies that the
Interests
in Financial
Instruments,
Associates,
Ventures,
motivation toInvestment
sell at market
terms for the best price obtainable in the open market is derived "after
Property
proper 11
marketing."
This
expressionand
hasConsolidated
been explained
very eloquently
Chapter
- Business
Combinations
Financial
Statementsby the standard to mean that in
order to be considered
as
"after
proper
marketing,"
the
investment
Current Liabilities, Provisions, Contingencies, and Eventsproperty
after thewould need to be "exposed
Chapter 12 Balance
Date
to the market"
in theSheet
most appropriate
manner to effect its disposal at the best price obtainable. The
length of
time,
according to the standard,
Chapter
13exposure
- Financial
Instruments—Long-Term
Debt must be "sufficient" to allow the investment property
to be brought
to the attention of an "adequate number" of potential purchasers.
Chapter
14 - Leases
Chapter 10 -

Chapter 15 - Income Taxes

As if there were not enough unknowns in the equation, the standard further qualifies this by stating that
the "exposure period" is assumed to occur "prior to the balance sheet date." With respect to the length
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economy is in the midst of a recession and rental properties' prices are depressed, no attempt
should be made to normalize fair value, since that would add a subjective element and depart from
the concept of fair value as of the balance sheet date;
Fair values should be determined without any deduction for transaction costs that the enterprise
may incur on the sale or other disposal of the investment property;
Fair value should reflect the actual state of the market and circumstances as of the balance sheet

date, not as of either a past or a future date;
In the absence of current prices on an active market, an enterprise should use information from a
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Chapter 14 - Leases
completion of development or construction, or when there has been change of use), there may be clear
Chapter
15 that
- Income
Taxes
evidence
the fair
value of the investment property cannot reliably be determined, on a continuous
Chapter
16
Employee
Benefits
basis.
Chapter 13 - Financial Instruments—Long-Term Debt

Chapter 17 - Stockholders' Equity

Under such
exceptional
the standard stipulates that the enterprise should measure that
Chapter
18 - Earnings
Per circumstances,
Share
investment
using theReporting
benchmark treatment in IAS 16 until the disposal of the investment
Chapter
19 - property
Interim Financial
property.
IAS 40, the residual value of such investment property measured under the
Chapter
20According
- SegmenttoReporting
benchmark
IAS 16 should
be presumed
to be zero. The standard further states that under
Chapter
21 - treatment
AccountinginChanges
and Correction
of Errors

the exceptional circumstances explained above, in the case of an enterprise that uses the fair value
model, the enterprise should measure the other investment properties held by it at fair values. In other
Chapter 23 - Related-Party Disclosures
words, notwithstanding the fact that one of the investment properties, due to exceptional
Chapter 24 - Specialized Industries
circumstances, is being carried under the benchmark (cost) treatment in IAS 16, an enterprise that
Chapter 25 - Inflation and Hyperinflation
uses the fair value model should continue carrying the other investment properties at fair values. While
Chapter 26 - Government Grants
this results in a mixed measure of the aggregate investment property, it underlines the perceived
Appendix
A - of
Disclosure
Checklist
importance
the fair value
method.
Chapter 22 - Foreign Currency

Appendix B - Illustrative Financial Statements Presented Under IAS
Appendix
C - Comparison
of IAS,
US GAAP, and
UK GAAP
Transfers
to or from
investment
property.
Index

Transfers
to or from investment property should be made only when there is demonstrated "change in
List
of Tables
use"
contemplated
by the standard. A change in use takes place when there is a transfer
List
of as
Exhibits
and Examples
List of Sidebars

From investment property to owner-occupied property, when owner-occupation commences;
From investment property to inventories, on commencement of development with a view to sale;
From an owner-occupied property to investment property, when owner-occupation ends;
Of inventories to investment property, when an operating lease to a third party commences; or
Of property in the course of development or construction to investment property, at end of the

construction or development.
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Disposal and retirement of investment property.
An investment property should be derecognized (i.e., eliminated from the balance sheet of the
enterprise) on disposal or when it is permanently withdrawn from use and no future economic benefits
are expected from its disposal. The word "disposal" has been used in the standard to mean not only a
sale but also the entering into of a finance lease by the enterprise. Any gains or losses on disposal or
retirement of an investment property should be determined as the difference between the net disposal
proceeds and the carrying amount of the asset and should be recognized in the net income or loss for

the period.

Disclosure requirements.
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Under exceptional circumstances, due to lack of reliable fair value, when an enterprise
measures investment property using the benchmark treatment under IAS 16, the above
reconciliation should disclose amounts separately for that investment property from
amounts relating to other investment property. In addition, an enterprise should also
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An explanation of why fair value cannot be reliably measured,
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In addition to the disclosure requirements outlined in 1. above, the standard requires that
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Cost model.
IAS 8 applies to any change in accounting policies that occurs when an enterprise first adopts this
standard and chooses to use the cost model. The effect of the change in accounting policies includes
the reclassification of any amount held in revaluation surplus for investment property.

Effective date.
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20,000 shares to acquire B and 40,000 shares to acquire C.
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In a uniting of interests, the historical basis of the assets and liabilities of the combining entities is continued. No new b
accountability is established. The assets of the combined (postcombination) Company A will total $40,500,000; total lia
$20,500,000. Total equity (net assets) will therefore equal $20,000,000.
While the total stockholders' equity of the postcombination entity will equal the sum of the combining entities' individua
the allocation between paid-in capital and retained earnings can vary. Total (postcombination) retained earnings can b

than the sum of the constituent entities' retained earnings but cannot be more than that amount. Consider the cases of
and C.
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were employed by the combining entities, these principles should be conformed where possible by retroactive adjustme
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Reporting on the combined entity.

When the pooling-of-interests method is used, it is necessary to report all periods presented on a combined basis. Thu
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3. Eyre originally issued 8% debentures on 1/1/01 at par value. Ahmadi purchased $20.0 million (face value) of the
1/1/02 at the market price of $97.60. The discount has been regularly amortized to earnings on a straight-line ba
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7. The agreement with Eyre provides that the purchase price of $80,000,000 (based on the market value of Ahmad
received, plus the fair value of preferred stock received) is protected against market declines for 2 years subseq
merger (i.e., if the value of securities distributed to Eyre shareholders is below $80 million as of 12/31/05, additi
Corporation common shares will be issued at that time, in an amount sufficient to bring the total value to the sum

8. Holders of 5,000 shares of Delhi stock angrily dissented to the merger plan, and Ahmadi agreed to pay them $7
tendered instead of issuing common stock.
9.

8.

9. Common stocks of the various firms were traded on stock exchanges or were quoted in the over-the-counter ma
these prices:
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All the foregoing balance sheets are before recording the business combinations.
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The first task is to determine which, if any, of the four business combinations qualify for unitingp-of-interests treatment.
company to be acquired, Belfast Corporation, is to be obtained in exchange for only the issuing corporation's shares (w
uniting). Prior to the merger, Belfast does own some of Ahmadi Corporation's shares, but there is no requirement in IAS
some cross-ownership prior to an acquisition or a uniting of interests. In the present instance, Belfast owned 5% of Ahm
stock prior to the transaction, which is not deemed to be a deterrent to pooling accounting.

Of more importance under IAS 22 are such matters as continuity of interests, sharing of risks and rewards, and relative
combining parties. In the case of the Ahmadi-Belfast merger, book values are discrepant but not dramatically so ($72.9

million); market values based on recent stock prices are also similar, but a bit less so than book values would suggest
$72 million). On the other hand, the book value of Ahmadi is very similar to Belfast's fair value ($72.9 million vs. $76 m
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Wiley IAS 2003—Interpretation and Application of International Accounting
Generally, the combining enterprise that obtains more than one-half of the voting rights of the other combining enterpri
Standards

acquirer. In exceptional cases, the party that is the acquirer does not obtain over one-half of the voting rights; but the id
acquirer will be the party that obtains power

Preface

Chapter 1

- Introduction to International Accounting Standards
1. Over
more than
one half of the voting rights of the other enterprise by virtue of agreement with the other investo
Chapter
2 - Balance
Sheet

trust arrangements
or other
contractual
provisions)
Income Statement,
Statement
of Changes
in Equity, and Statement
-

Chapter 3

of Recognized Gains and Losses

2. To govern the financial and operating policies of the other enterprise, under a statute or agreement

Chapter 4

- Cash Flow Statement

Chapter
5 appoint
- Financial
andofReceivables
3. To
andInstruments—Cash
remove the majority
the board of directors or equivalent governing body of the other enterpris
Chapter 6 - Inventory

4. To
the majority
of votes
at meetings
of the board
of directors or equivalent body
Chapter
7 cast
- Revenue
Recognition,
Including
Construction
Contracts
Chapter 8

- Property, Plant, and Equipment

Other indicators of which party was the acquirer in any given business combination are as follows (these are suggesti
- Intangible Assets
conclusive):

Chapter 9

Chapter 10 -

Interests in Financial Instruments, Associates, Joint Ventures, and

1. The fair
value of Property
one entity is significantly greater than that of the other combining enterprises; in such a case, t
Investment
be deemed
the acquirer.
Chapter would
11 - Business
Combinations
and Consolidated Financial Statements

Current Liabilities, Provisions, Contingencies, and Events after the
Chapter
12 - combination is effected by an exchange of voting stock for cash; the entity paying the cash would be deem
2. The
Balance Sheet Date
Chapter acquirer.
13 - Financial Instruments—Long-Term Debt
Chapter 14 - Leases

3. Management of one enterprise is able to dominate selection of management of the combined entity; the domina

Chapter deemed
15 - Income
to beTaxes
the acquirer.
Chapter 16 - Employee Benefits

The major
issue
in business acquisitons pertains to the allocation of the purchase price to the individual as
Chapter
17 -accounting
Stockholders'
Equity
liabilities
thisShare
regard, IAS 22, as revised in 1998, made certain modifications to the requirements set forth
Chapter
18assumed.
- EarningsInPer

standard.
previously
value of acquired assets was to be determined with reference to the intended use by th
Chapter
19 While
- Interim
Financialfair
Reporting

assets 20
can- obviously
have alternative values based on intended use, the current standard makes no such reference. A
Chapter
Segment Reporting

been the
if the fairChanges
value ofand
netCorrection
assets (i.e.,
Chapter
21case,
- Accounting
of assets
Errors acquired less liabilities assumed) is less than the aggregate p

excess will be deemed to represent goodwill. If the fair value of net assets acquired is greater than the cost, this differe
negative goodwill, to be accounted for as specified by IAS 22. In the case of positive goodwill, the revised IAS 22 delet
Chapter 23 - Related-Party Disclosures
twenty-year limit on amortizable life; in its place (to conform with the rules for all other intangible assets, as set forth in
Chapter 24 - Specialized Industries
rebuttable presumption of a life of no longer than twenty years, but the possibility that a longer life (but not an indefinite
Chapter 25 - Inflation and Hyperinflation
be justified. As for negative goodwill, the former benchmark and alternative treatments have been scrapped, replaced b
Chapter 26 - Government Grants
prescription. These matters are dealt with in detail later in this chapter.
Chapter 22 - Foreign Currency

Appendix A - Disclosure Checklist

Appendix
- Illustrative
Financial
Statements
Presented
Under IAS
Another B
major
change in
accounting
for business
acquisitions
mandated by the revised IAS 22 relates to recognition of

that ariseC as
a consequence
of US
the GAAP,
acquisition
transaction.
Under these rules, liabilities which relate to the acquiree's b
Appendix
- Comparison
of IAS,
and UK
GAAP

which arise directly as a consequence of the acquisition transaction are recorded and will affect the allocation of the pu
Index
assets
acquired and liabilities assumed, when the acquirer has done all the following:
List
of Tables

List of
1. Exhibits
It has, and
at orExamples
before the date of acquisition, essentially developed a plan which involves certain specified resourc
List of Sidebars
as compensation to terminated employees of the acquiree entity

2. It has raised an expectation among those affected by the plan as a consequence of public announcements or s
actions

3. It has developed the plan into a formal detailed plan that meets the criteria of IAS 37 pertaining to restructurings
three months after the date of acquisition, or the date when financial statements are approved

When the foregoing criteria are met, accrual of certain obligations of the acquiree is required by the acquirer as an inte

3.

purchase price allocation process.

If the acquisition form of combination is used, the acquired entity maintains a separate legal and accounting existence
Wiley IAS 2003: Interpretation and Application of
and liabilities remain
at their premerger book values. However, when an accounting consolidation is performed (i.e., wh
International Accounting Standards
financial statements are prepared), exactly the same results are
obtained as those outlined above (i.e., assets and liab
ISBN:0471227366
by Barry J. Epstein and Abbas Ali
adjusted to fair values,
Mirza and goodwill is recorded). When less than 100% of the stock of the acquired entity is owned by
complication arises
in Wiley
the preparation
of consolidated
statements, and a minority interest (discussed below) must be co
John
& Sons © 2003
(952 pages)

This compact and truly comprehensive quick-reference
The other major distinguishing
characteristic of the purchase accounting method is that none of the equity accounts of
presents accountants with a guide to depend on for
entity (including its
retained
earnings)
will appear
the acquirer's
or on consolidated financial statements. In ot
assistance in the preparation
and on
understanding
of books
financial
ownership interests
of the acquired
entity's
shareholders
statements
presented
in accordance
with are
IAS.not continued after the merger, consolidation, or combina
takes place.

Table of Contents

Wiley
IAS 2003—Interpretation
Reverse
acquisitions. and Application of International Accounting
Standards

Preface
IAS 22 establishes the notion of reverse acquisitions. These are characterized by an entity issuing shares in exchange
Chapter
1 - Introduction
International
Standards
target acquiree,
such thattocontrol
passesAccounting
to the acquiree
due to the number of additional shares issued by the acquirer

Chapter
2 - Balance
Sheet or legal identification of the acquirer and acquiree, for accounting purposes, the enterprise
notwithstanding
the nominal
Statement,
Statement
of Changes
in Equity, and Statement
shareholdersIncome
now control
the combined
entity
is the acquirer.
Chapter 3 of Recognized Gains and Losses
Chapter
4 - Cashfor
Flow
Statement
Accounting
acquisitions.
Chapter 5

- Financial Instruments—Cash and Receivables
The purchase
method is to be used to report acquisitions; the transaction is to be recorded in a manner similar to that
Chapter
6 - Inventory

purchases
assets. Recognition,
That is, the purchase
price must beContracts
allocated among the various assets that are obtained, net of
Chapter
7 -of
Revenue
Including Construction

assumed in- Property,
the transaction,
commensurate with the fair values of those assets. If the price equals the fair value of the
Plant, and Equipment
allocation process will be straightforward, with each asset being recorded at fair value. If the price exceeds the fair valu
Chapter 9 - Intangible Assets
identifiable assets, a goodwill issue must be addressed, as discussed below, since the individual identifiable assets ca
Interests in Financial Instruments, Associates, Joint Ventures, and
Chapter
10 - greater than their respective fair values. Similarly, if the fair values of the net identifiable assets acquired ex
at amounts
Investment Property
paid, negative goodwill exists; this is also discussed later in this chapter.
Chapter 11 - Business Combinations and Consolidated Financial Statements
Chapter 8

Current
Liabilities,
Provisions,
Contingencies,
Events
afterthis
theform of business combination is a discrete
The acquisition
should
be recognized
as of
the date it is and
effected,
since
Chapter
12 Balance Sheet Date

occurring at a point in time, caused by a change in ownership and resulting in changes in the bases of accountability. T
suggests that the critical date is that when control of the net assets and operations of the acquired entity is effectively t
Chapter 14 - Leases
acquirer. One important consequence of this rule is that results of operations of the acquiree are included only from the
Chapter
15 - Income
Taxes
transaction.
Financial
statements for earlier periods are not restated to reflect the combination (although pro forma res
Chapter
16
Employee
periods can, of course,Benefits
be presented for purposes of supplementary analysis).
Chapter 13 - Financial Instruments—Long-Term Debt

Chapter 17 - Stockholders' Equity

Acquisitions
should be
accounted
for at the cost paid or incurred. Cost is the amount of cash paid or the fair value of o
Chapter
18 - Earnings
Per
Share

given to19the
shareholders
of the
acquired entity. It includes transaction costs such as legal and accounting fees, invest
Chapter
- Interim
Financial
Reporting

charges,
so on. Depending
Chapter
20and
- Segment
Reporting on the terms of the acquisition agreement, it may include certain contingent considerat
(discussed
Chapter
21 - below).
Accounting Changes and Correction of Errors
Chapter 22 - Foreign Currency

Individual assets and liabilities should be recognized separately at the date acquired, if it is both probable that any ass

Chapter
- Related-Party
Disclosures
benefits23will
flow to the enterprise,
and a reliable measure of cost or fair value to the acquirer is available. In the case o
Chapter
24
Specialized
Industries
acquisitions, these conditions will readily be met, since in an arm's-length transaction the parties normally will have kno
Chapter
25 and
- Inflation
and Hyperinflation
price paid
the acquirer
would not have consummated the purchase unless all the attendant benefits would flow to
Chapter
26
Government
Grants
periods.
Appendix A - Disclosure Checklist

If the fairBvalue
of the identifiable
net assets Presented
acquired isUnder
lowerIAS
than the price paid, the excess cost should be allocated
Appendix
- Illustrative
Financial Statements
(excess C
of -cost
over fair of
value
net
assets
Appendix
Comparison
IAS,of
US
GAAP,
andacquired).
UK GAAP If the fair value of the identifiable net assets acquired is greater

paid, the excess value should be allocated to negative goodwill (excess of fair value of net assets acquired over cost).

Index

List of Tables

Determining purchase price.

List of Exhibits and Examples

List
of Sidebars
In some
acquisitions, a package consisting of different forms of consideration may be given. As is often stipulated in ac

the primary measure should be the fair value of any assets given up in the transaction; these may include, in addition t
promissory notes, shares of stock, and even operating assets of the acquirer. Except when actual cash is exchanged,
differ from book values. Thus, promissory notes may carry a rate of interest other than a market rate, in which case a p
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Recording the Assets Acquired and Liabilities Assumed

The assets acquired and liabilities assumed in the business combination should be recorded at fair values. If the acqui
100% interest in the acquired entity, or if a legal merger were effected, this process is straightforward. As suggested ab
exceeds the fair value of the net assets acquired, the excess is deemed to be goodwill, and capitalized as an intangible
amortization. If the fair value of net assets exceeds total cost, the difference is referred to as negative goodwill and is s
of two treatments: either offset against nonmonetary assets, or credited to a liability account and later amortized (these
detail below).

Determining fair market values.
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Subsequent adjustment to assets acquired and liabilities assumed.

IAS 22 provides that in certain circumstances the amounts allocated to identifiable assets and liabilities in a business c
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In the latter case (exemplified by the Eyre Co. merger in the earlier illustration), the event triggering the issuance of add
a decline in market value of the original purchase package. The total value of the purchase ($80,000,000 in the Eyre c
changed and thus no alteration of allocated amounts would be needed. However, the issuance of extra shares of comm
require that the allocation between the common stock and the additional paid-in capital accounts be adjusted. Had par
price been bonds or other debt, the reallocation could have affected the premium or discount on the debt, which would
on future earnings as these accounts are subsequently amortized.
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Interests in Financial Instruments, Associates,
Joint Ventures, and
Total
Investment
Property

Chapter 11 - Business Combinations and Consolidated Financial
Statements
x 90%

Parent's share of ownership

Chapter 12 -

Current Liabilities, Provisions, Contingencies, and Events after the
Balance
Sheet
Dateof book value
95,400
Parent's
share

Chapter 13 - Financial Instruments—Long-Term Debt

Excess of cost over book value

Chapter 14 - Leases

$ 25,200

Chapter 15 - Income Taxes

This difference is due to several undervalued assets and to unrecorded goodwill. The allocation procedure is sim
100% purchase; however, in this case, the parent company obtained a 90% interest and thus will recognize 90%
Chapter between
17 - Stockholders'
Equityvalues and book values of the subsidiary's assets, not 100%. The allocation of the cost
the fair market
Chapter determined
18 - Earnings
Share
asPer
follows:
Chapter 16 - Employee Benefits

Chapter 19 - Interim Financial Reporting
Chapter 20 - Segment Reporting
Chapter 21 - Accounting Changes and Correction of Errors

Difference between BV and
FMV

Chapter 22 - Foreign Currency

Cash
Chapter 23
- Related-Party Disclosures

$

Chapter 24
- Specialized
Industries
Accounts
receivable
Chapter 25 - Inflation and Hyperinflation

Inventories

Chapter 26 - Government Grants

1,00

netChecklist
Appendix Equipment,
A - Disclosure

8,00

Appendix Patents
B - Illustrative Financial Statements Presented Under IAS

3,00

Appendix C - Comparison of IAS, US GAAP, and UK GAAP
Index

Accounts payable

List of Tables

Totals

$12,00

List of Exhibits and Examples

Less differential between investment cost ($120,600) and 90% of Bass' book
value ($106,000)

List of Sidebars

Net purchase cost allocated to goodwill

The equipment has a book value of $40,000 ($50,000 less 20% depreciation of $10,000). An appraisal conclude
equipment's replacement cost was $60,000 less 20% accumulated depreciation of $12,000, resulting in a net fa
$48,000.
3. Elimination entries on workpaper

3.

The basic reciprocal accounts are the investment in subsidiary account on the parent's books and the subsidiar
equity accounts. Only the parent's share of the subsidiary's accounts may be eliminated as reciprocal accounts.
10% portion
is allocated
to the
minority interest.
entries below
Wiley
IAS 2003:
Interpretation
andThe
Application
of include documentation showing the company
International
Accounting
Standards
information.
The workpaper
entry to eliminate
the basic reciprocal accounts is as follows:
by Barry J. Epstein and Abbas Ali
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AdditionalThis
paid-in
capital — Bass Co.
13,500
compact and truly comprehensive quick-reference
on for
[a]
Retainedpresents
earningsaccountants
— Bass Co.with a guide to depend
36,900

assistance in the preparation and understanding of financial

statements presented in accordance with IAS.
Differential
25,200

120,600
Table of Contents
Investment in stock of Bass Co.—Alto
Wiley IAS 2003—Interpretation
and Application of International Accounting
Co
Standards
[a]
$41,000. x 90% = $36,900

Preface

Chapter Note
1 - Introduction
to of
International
Accounting
Standards
that only 90%
Bass Company's
stockholders'
equity accounts are eliminated. Also, an account called di
Chapter debited
2 - Balance
Sheet
in the workpaper entry. The differential account is a temporary account to record the difference between

IncomeinStatement,
Statement
of Changes
Equity,
and
Bass Company
from the
parent'sinbooks
and
theStatement
book value of the parent's interest (90% in our ca
Chapter investment
3 of Recognized
subsidiary's
books. Gains and Losses
Chapter 4

- Cash Flow Statement
step Instruments—Cash
is to allocate the differential
to the specific accounts by making the following workpaper entry:
Chapter The
5 - next
Financial
and Receivables
Chapter 6

- Inventory

Chapter 7Inventory
- Revenue Recognition, Including Construction
Contracts
900
Chapter 8

- Property, Plant, and Equipment
Equipment
9,000

Chapter 9

- Intangible Assets

Patents
2,700
Interests in Financial Instruments,
Associates, Joint Ventures, and
Chapter 10 Investment
Property
Goodwill
14,400
Chapter 11 - Business Combinations and Consolidated Financial Statements

1,800

Chapter 12 -

Accumulated
Current
Liabilities, Provisions, Contingencies, and Events after the
Balance
Sheet Date
depreciation

Chapter 13 - Financial Instruments—Long-Term Debt

Differential
Chapter 14 - Leases

25,200

Chapter 15 - Income Taxes

This entry reflects the allocations prepared in step 2. above and recognizes the parent's share of the asset reva

Chapter 16 - Employee Benefits

Chapter The
17 - minority
Stockholders'
Equity
interest
column is the 10% interest of Bass Company's net assets owned by outside third parties. M
Chapter must
18 - Earnings
Per Share
be disclosed
because 100% of the book values of Bass Company are included in the consolidated statem

Chapter Alto
19 - Company
Interim Financial
controlsReporting
only 90% of the net assets. An alternative method to prove minority interest is to multiply
Chapter the
20 -subsidiary
Segment Reporting
by the minority interest share, as follows:
Chapter 21 - Accounting Changes and Correction of Errors
Chapter 22
- Foreign Currency
Stockholders'
equity of Bass Company
Chapter 23 - Related-Party Disclosures

$106,000

Chapter 24 - Specialized Industries

x

Minority interest %

=

Minority interest

x

10%

=

$10,600

Chapter The
25 - $10,600
Inflation would
and Hyperinflation
be reported on the credit side of the consolidated balance sheet between liabilities and stoc
Chapter 26 - Government Grants

treatment prescribed by IAS 22 was used above to prepare the consolidated balance sheet. If t
AppendixThe
A - benchmark
Disclosure Checklist
treatment
had Statements
been employed,
minority
interest
Appendixalternative
B - Illustrative
Financial
Presented
Under
IAS would have been as follows:
Appendix C - Comparison of IAS, US GAAP, and UK GAAP
Index

Total fair market value of identifiable net assets

List of Tables

of Bass Company $118,000

x

Minority percentage

=

Minority interest

x

10%

=

$11,800

List of Exhibits and Examples

The example does not include any other intercompany accounts as of the date of combination. If any existed, th
List of Sidebars

eliminated to present the consolidated entity fairly. Several examples of other reciprocal accounts will be shown
preparation of consolidated financial statements subsequent to the date of acquisition.

If the preceding example were accounted for on a push-down basis, Bass would record the following entry on its

Inventories

1,000

Equipment

10,000

Wiley IAS 2003: Interpretation and Application of
Standards
Patents International Accounting3,000
ISBN:0471227366
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2,000
Mirza
Accumulated
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depreciation
This compact and truly comprehensive quick-reference

12,000
Paid-in
capital
presents
accountants with a guide to depend on for

assistance in the preparation and understanding of financial

statements
in accordance
IAS. in a company whose net equity was $118,000. Then 90
As a result,
Alto wouldpresented
have an investment
of with
$120,600
$106,200 contrasted with the cost of $120,600 would mean that the only number unaccounted for by Alto would
Table of Contents
$14,400. The elimination entry on the worksheet would change only with respect to the paid-in capital of Bass a
Wiley IAS 2003—Interpretation and Application of International Accounting
Standards
Preface

Capital stock

45,000

Chapter 1Paid-in
- Introduction
Accounting Standards
capital to International
24,300
Chapter 2

- Balance Sheet

Retained earnings

36,900

Income Statement, Statement of Changes in Equity, and Statement
of Recognized Gains
and Losses
Goodwill
14,400

Chapter 3

-

Chapter 4

- Cash Flow Statement

Chapter 5

Investment
- Financial
Instruments—Cash and Receivables

Chapter 6

- Inventory

120,600

This would leave $5,000 of capital stock, $2,700 of paid-in capital, and $4,100 of retained earnings as minority i
- Revenue Recognition, Including Construction Contracts
same $11,800 as under the entity concept.

Chapter 7
Chapter 8

- Property, Plant, and Equipment

Chapter 9

- Intangible Assets

Interests in Financial Instruments, Associates, Joint Ventures, and
Example
Chapter
10 of
- consolidation for uniting involving minority interest
Investment Property

Chapter
11 - Business
Statements
The foregoing
entriesCombinations
are based onand
the Consolidated
combination Financial
being accounted
for as an acquisition, using the purchase method
Current will
Liabilities,
Provisions,
Contingencies,
and
Events
after themethod, using the pooling method, applied
The
same
example
now
be
used
to
demonstrate
the
uniting
of interests
Chapter 12 Balance Sheet Date

interest situation. Assume the following:

Chapter 13 - Financial Instruments—Long-Term Debt

1. On January 1, 2003, Alto Company acquired a 90% interest in Bass Company in exchange for 5,400 shares of
stock of Alto Company.

Chapter 14 - Leases

Chapter 15 - Income Taxes

Chapter
16 criteria
- Employee
2. All
for aBenefits
pooling have been met, and the combination is treated as a pooling of interests.
Chapter 17 - Stockholders' Equity

The workpaper
for a consolidated
balance sheet at the date of combination is presented below. Note that the first two c
Chapter
18 - Earnings
Per Share
balances
Alto Company
and
Bass Company immediately after the combination was recorded by Alto Company.
Chapter
19 of
- Interim
Financial
Reporting
Chapter
20 - Segment
Reporting
1. Investment
entry
recorded on Alto Company's books
Chapter 21 - Accounting Changes and Correction of Errors

The following entry was made by Alto Company to record its 90% acquisition-pooling of Bass Company:

Chapter 22 - Foreign Currency

Chapter 23 - Related-Party Disclosures

Investment
in stock
of Bass Co.
Chapter 24
- Specialized
Industries
Chapter 25 - Inflation and Hyperinflation

Capital stock, $10 par

95,400
54,000

Chapter 26 - Government Grants

4,500

Appendix A - Disclosure
Checklist
Additional
paid-in capital

Appendix B - Illustrative Financial Statements Presented Under IAS

Retained earnings

36,900

Appendix C - Comparison of IAS, US GAAP, and UK GAAP
Index

List of Tables
Alto Company and Bass Company Consolidated Working Papers For Date of Combination—1/1/03
List of Exhibits and Examples
List of Sidebars
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Adjustments and
International Accounting Standards
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Company

eliminations
ISBN:0471227366
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Company

This compact and truly comprehensive quick-reference

Debit

Credit

Minority
interest

Conso
bal

presents
accountants with a guide to depend on for
Balance sheet,
1/1/03

assistance in the preparation and understanding of financial

statements presented in $accordance
30,900 with$IAS.
37,400
Cash
Table of Contents

Accounts

34,200

Inventories

22,900

9,100

Wiley IAS 2003—Interpretation and Application of International Accounting
receivable
Standards
Preface

16,100

Chapter 1

- Introduction to International Accounting Standards

Chapter 2

Equipment
- Balance
Sheet

Chapter 3

-

Chapter 4

depreciation
- Cash
Flow Statement

Chapter 5

- Financial Instruments—Cash and
Receivables
95,400

Chapter 6

- Inventory

Chapter 8

- Property, Plant, and Equipment

Chapter 9

PatentsAssets
- Intangible

200,000

50,000

Income Statement, Statement(21,000)
of Changes in Equity,
and Statement
(10,000)
Accumulated
of Recognized
Gains and Losses

95,400 a

Investment in
stock of Bass
Chapter 7 - Revenue
Recognition, Including Construction Contracts
Company

Chapter 10 -

10,000

Interests in Financial Instruments,
Associates,$112,600
Joint Ventures, and
$362,400
Investment
Property
Total
assets

Chapter 11 - Business Combinations and Consolidated Financial Statements

$ 4,000

Chapter 12 -

$ 6,600

Accounts
payable
Current
Liabilities,
Provisions, Contingencies, and Events after the
Balance Sheet Date
100,000

Bonds payable

Chapter 13 - Financial Instruments—Long-Term Debt
Chapter 14 - Leases
Capital stock
Chapter 15 - Income Taxes

Additional
paid-in
Chapter 16 - Employee
Benefits

154,000

50,000

45,000 a

$ 5,000

19,500

15,000

13,500 a

1,500

84,000 a

41,000

36,900 a

4,100

capital
Chapter 17 - Stockholders'
Equity
Chapter 18 - Earnings Per Share

Retained earnings

Chapter 19 - Interim Financial Reporting

$10,600

Chapter 20 - Segment
Reporting
Minority
interest
Chapter 21 - Accounting Changes and Correction of Errors

$362,400

Chapter 22 - Foreign Currency
Total

$112,600

$95,400

$95,400

Chapter 23 - Related-Party
Disclosures
liabilities
and
Chapter 24 - Specialized
Industries
equity
Chapter 25 - Inflation and Hyperinflation
Chapter 26 - Government Grants

The investment entry reflects the capital mix for a pooling of less than a 100% investment. The following schedu
for our 90% combination accomplished by the issuance of 5,400 shares of Alto Company's $10 par stock:

Appendix A - Disclosure Checklist

Appendix B - Illustrative Financial Statements Presented Under IAS
Appendix C - Comparison of IAS, US GAAP, and UK GAAP

Bass Company

Index
List of Tables
Capital stock
List of Exhibits and Examples

Alto Company's percentage share

$ 50,000

90%

Additional paid-in capital

15,000

90%

Retained earnings

41,000

90%

List of Sidebars

Alto's share of Bass'

$106,000

The $54,000 (5,400 shares x $10 par) in new capital issued by Alto Company represents $45,000 from Bass Co
stock and $9,000 of the $13,500 Bass Company's additional paid-in capital. Note that the remaining $4,500 of c
$36,900 of Bass Company's retained earnings are carried over to Alto Company's books in the combination dat
$10,600 of Bass's capital that is not carried over to Alto will eventually be shown as minority interest on the cons
2.

sheet.
2. Elimination entry on workpaper

Wiley IAS 2003: Interpretation and Application of
International Accounting Standards

Pooling accounting uses book values as a basis of valuation; therefore, no differential will ever occur in a poolin
byaBarry
J. Epstein
and Abbas
Ali sheet are inISBN:0471227366
accounts in
pooling
consolidated
balance
the investment in stock of Bass Company account from
Mirza
books and the stockholders' equity accounts from the subsidiary's books. Again, note that only 90% of the equit
John Wiley & Sons © 2003 (952 pages)
Company is being eliminated; the 10% remainder will be recognized as minority interest. The workpaper elimina
This compact and truly comprehensive quick-reference
presents accountants with a guide to depend on for
Capital stock—Bass
45,000
assistance inCo.
the preparation and understanding
of financial
statements presented in accordance with IAS.

Additional paid-in capital—Bass Co.

13,500

Table of Contents

36,900 [a]

Retained earnings—Bass Co.

Wiley IAS 2003—Interpretation and Application of International Accounting
Standards
95,400
Investment in stock of Bass Co.—Alto
Preface

Co.

Chapter 1
- Introduction
International Accounting Standards
[a]$41,000
x 90% to
= $36,900
Chapter 2 - Balance Sheet
Chapter 3

-

Income Statement, Statement of Changes in Equity, and Statement
of Recognized Gains and Losses

Consolidation
process in periods subsequent to acquisition.
- Cash Flow Statement

Chapter 4

Chapter
5 foregoing,
- Financial the
Instruments—Cash
and Receivables
Given the
following additional
information is available in the first year after the acquisition (2003):
Chapter 6 - Inventory

1. Alto Company uses the partial equity method to record changes in the value of the investment account. The par
- Revenue Recognition, Including Construction Contracts
means that the parent reports its share of earnings, and so on, of the subsidiary on its books using the equity m
Chapter 8 - Property, Plant, and Equipment
differential between acquisition cost and underlying fair value of net assets, and so on, is not addressed on an o
Chapter rather,
9 - Intangible
Assetsawait the typical year-end accounting adjustment process.
these matters
Chapter 7

Chapter 10 -

Interests in Financial Instruments, Associates, Joint Ventures, and

Investment
2. During
2003, AltoProperty
Company sold merchandise to Bass Company that originally cost Alto Company $15,000, and
Chapter made
11 - Business
Combinations
and Consolidated
Financial
Statements
for $20,000.
On December
31, 2003, Bass
Company's
inventory included merchandise purchased from A
Current
Liabilities,
Provisions,
Contingencies, and Events after the
cost
to
Bass
Company
of
$12,000.
Chapter 12 -

Balance Sheet Date
3. Also
2003,
Alto Company acquired
$18,000 of merchandise from Bass Company. Bass Company uses a
Chapter
13 - during
Financial
Instruments—Long-Term
Debt

above its cost. Alto Company's ending inventory includes $10,000 of the merchandise acquired from Ba
Chapter of
1425%
- Leases
Chapter 15 - Income Taxes

4. Bass Company reduced its intercompany account payable to Alto Company to a balance of $4,000 as of Decem
making a payment of $1,000 on December 30. This $ 1,000 payment was still in transit on December 31, 2003.

Chapter 16 - Employee Benefits

Chapter 17 - Stockholders' Equity

Chapter
18 -January
Earnings
Share
5. On
2,Per
2003,
Bass Company acquired equipment from Alto Company for $7,000. The equipment was or
Chapter by
19 Alto
- Interim
Financial
Reporting
Company
for $5,000
and had a book value of $4,000 at the date of sale to Bass Company. The equipme
Chapter estimated
20 - Segment
Reporting
remaining
life of four years as of January 2, 2003.
Chapter 21 - Accounting Changes and Correction of Errors

6. On December 31, 2003, Bass Company purchased for $44,000, 50% of the outstanding bonds issued by Alto C
bonds mature on December 31, 2006, and were originally issued at par. The bonds pay interest annually on De
Chapter 23 - Related-Party Disclosures
each year, and the interest was paid to the prior investor immediately before Bass Company's purchase of the b
Chapter 22 - Foreign Currency

Chapter 24 - Specialized Industries

Chapter
25 - Inflation
and
Hyperinflation
The worksheet
for the
preparation
of consolidated financial statements as of December 31, 2003, is presented on the f
Chapter
26
Government
Grants
on the assumption that purchase accounting is used for the business combination.
Appendix A - Disclosure Checklist

The investment
accountFinancial
balanceStatements
at the statement
dateUnder
should
be reconciled to ensure that the parent company made
Appendix
B - Illustrative
Presented
IAS

under the
of accounting
used
to account
the investment. Since the partial equity method is used by Alto, th
Appendix
C method
- Comparison
of IAS, US
GAAP,
and UK for
GAAP
the excess of cost over book value will be recognized only on the worksheets.

Index

List
Tables of the investment account at December 31, 2003, is as presented below.
Anof
analysis
List of Exhibits and Examples
List of Sidebars

Original cost
% of Bass Co.'s income ($9,400 x
90%)
Balance, 12/31/03

Investment in Stock of Bass
Company
120,600
8,460
125,460

3,600

% of Bass Co.'s dividends declared
90%)

Any errors will require correcting entries before the consolidation process is continued. Correcting entries will be poste
the appropriate company; eliminating entries are not posted to either company's books.
Wiley IAS 2003: Interpretation and Application of

The difference between
the investment cost and the book value of the net assets acquired was determined and allocat
International Accounting Standards
preparation of the date of combination consolidated statementsISBN:0471227366
presented earlier. The same computations are used in
by Barry J. Epstein and Abbas Ali
financial statements
for as long as the investment is owned.
Mirza
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The following adjusting and eliminating entries will be required to prepare consolidated financials as of December 31, 2
This compact and truly comprehensive quick-reference
consolidated income
statement is required, and therefore, the nominal (i.e., income and expense) accounts are still op
presents accountants with a guide to depend on for
or letter in parentheses
to the
the entry and
corresponds
to theof
key
used on the worksheets presented after the follow
assistance
in left
the of
preparation
understanding
financial
statements presented in accordance with IAS.

Step 1—Complete the transaction for any intercompany items in transit at the end of the year.
Table of Contents
Wileya.
IAS Cash
2003—Interpretation and Application
of International Accounting
1,000
Standards
Preface

1,000

Accounts
receivable

Chapter 1

- Introduction to International Accounting Standards

Chapter 2

- Balance Sheet

This adjusting
will nowStatement
properly present
the in
financial
of both companies, and the consolidation proc
Incomeentry
Statement,
of Changes
Equity,positions
and Statement
Chapter
3 continued.
of Recognized Gains and Losses
Chapter 4

- Cash Flow Statement

Chapter 5

- Financial Instruments—Cash and Receivables

Chapter 6

- Inventory

Chapter 7

- Revenue Recognition, Including Construction Contracts

Chapter 8

- Property, Plant, and Equipment 38,000

Chapter 9

- Intangible Assets

Step 2—Prepare the eliminating entries.
a.

Sales

38,000

Cost of goods
sold

Chapter 10 -

Interests in Financial Instruments, Associates, Joint Ventures, and

Investment Property
Total intercompany
sales of $38,000 include $20,000 in a downstream transaction from Alto Company to Bass Co
Chapter
11 - Business
Combinations
and Consolidated
Financial Statements
$18,000
in an upstream
transaction
from Bass Company
to Alto Company.
Chapter 12 -

Current Liabilities, Provisions, Contingencies, and Events after the

Sheet Date5,000
CostBalance
of goods
Chapter 13
Financial
Instruments—Long-Term Debt
sold

b.

Chapter 14 - Leases
Chapter 15 - Income
Taxes
Inventory

5,000

Chapter 16 - Employee Benefits

The ending inventories are overstated because of the unrealized profit from the intercompany sales. The debit to c
is required because a decrease in ending inventory will increase cost of goods sold to be deducted on the income
Chapter 18 - Earnings Per Share
Supporting computations for the entry are as follows:
Chapter 17 - Stockholders' Equity

Chapter 19 - Interim Financial Reporting
Chapter 20 - Segment Reporting

In ending inventory of

Chapter 21 - Accounting Changes and Correction of Errors
Chapter 22 - Foreign Currency

Alto Company

Bass Company

$10,000

$12,000

Chapter 23 - Related-Party Disclosures

Intercompany sales not resold, at selling price

Chapter 24 - Specialized Industries

Cost basis
of remaining
intercompany merchandise
Chapter
25 - Inflation
and Hyperinflation
Chapter 26 - Government Grants

(8,000)

From Bass to Alto (÷ 125%)

Appendix A - Disclosure Checklist

(9,000)

Appendix From
B - Illustrative
Financial
Presented Under IAS
Alto to Bass
(÷ 133Statements
1/3%)
Appendix C - Comparison of IAS, US GAAP, and UK GAAP

Unrealized profit

Index

$2,000

$3,000

List ofNote
Tables
When preparing consolidated workpapers for 2004 (the next fiscal period), an additional eliminating entry will
List of Exhibits
andinExamples
goods
2003's ending inventory are sold to outsiders during 2004. The additional entry will recognize the pro

List of Sidebars
was eliminated as unrealized in 2003. This entry is necessary since the entry at the end of 2003 was made on

worksheet. The 2004 entry will be as follows:
Retained earnings—Bass Co., 1/1/04

2,000

Retained earnings—Alto Co., 1/1/04

3,000

Cost of goods sold, 2004

5,000

c.

Accounts payable

4,000

4,000
Wiley IAS 2003: Interpretation and Application of
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This entry eliminates
the remaining intercompany receivable/ payable owed by Bass Company to Alto Company. T
Mirza
entry is necessary
to avoid
overstating
thepages)
consolidated entity's balance sheet. The receivable/payable is not extin
John Wiley
& Sons
© 2003 (952
Bass Company
still transfer
$4,000
to Alto Company
in the future.
Thismust
compact
and truly
comprehensive
quick-reference
presents accountants with a guide to depend on for

d.

assistance in the preparation and understanding of financial
Gain on sale
of equipment
3,000
statements presented in accordance with IAS.

2,000

Table of Contents
Equipment
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250
Standards
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depreciation

Chapter 1

- Introduction to International Accounting Standards

Chapter 2

- Balance
Sheet expense
Depreciation

750

Income Statement, Statement of Changes in Equity, and Statement
Chapter
3 entry
This
eliminates the
gain
onLosses
the intercompany sale of the equipment, eliminates the overstatement of equipme
of Recognized
Gains
and

the excess
depreciation taken on the gain. Supporting computations for the entry are as follows:
- Cash Flow Statement

Chapter 4
Chapter 5

- Financial Instruments—Cash and Receivables

At date of intercompany sale accum.
Cost
depr. Construction Contracts
Chapter 7 - Revenue Recognition, Including
Chapter
8 basis
- Property, Plant, and Equipment
Original
Chapter 6

- Inventory

Chapter 9

- Intangible Assets

(to seller, Alto Co.)

$5,000

($1,000)

7,000

--

Interests in Financial Instruments, Associates, Joint Ventures, and
New basis Investment Property
Chapter 11 - Business Combinations and Consolidated Financial Statements

2003 depr.
ex.

End of perio
depr

$ 1,000

Chapter 10 -

(to buyer, Bass

Chapter
Co.) 12 -

Current Liabilities, Provisions, Contingencies, and Events after the
Balance Sheet Date

Difference
($2,000)
Chapter
13 - Financial Instruments—Long-Term
Debt

1,750
($ 750)

Chapter
14 intercompany
- Leases
If the
sale had not occurred, Alto Company would have depreciated the remaining book value of $4,
Chapter
15
- Income
Taxeslife of four years. However, since Bass Company's acquisition price ($7,000) was more than A
estimated
remaining

Chapter
16 in
- Employee
basis
the asset Benefits
($4,000), the depreciation recorded on the books of Bass Company will include part of the interc
Chapter
17 - Stockholders'
unrealized
profit. TheEquity
equipment must be reflected on the consolidated statements at the original cost to the conso
Chapter
18 - Earnings
Per Share
Therefore,
the write-up
of $2,000 in the equipment, the excess depreciation of $750, and the gain of $3,000 must b
Chapter
- Interim
Financial
Reporting depreciation must be shown at what it would have been if the intercompany e
The19ending
balance
of accumulated

transaction
had not
occurred. In future periods, a retained earnings account will be used instead of the gain accou
Chapter
20 - Segment
Reporting
other
will Changes
be extended
to include the
additional periods.
Chapter
21 concepts
- Accounting
and Correction
of Errors
Chapter 22 - Foreign Currency

e. 23
Bonds
payable Disclosures
Chapter
- Related-Party
Chapter 24 - Specialized Industries

Investment
in bonds of Alto
Chapter 25 - Inflation
and Hyperinflation

50,000
44,000

Company Grants
Chapter 26 - Government
Appendix A - Disclosure Checklist

6,000

Gain on extinguishment
of debtPresented Under IAS
Appendix B - Illustrative
Financial Statements

Appendix
- Comparison
IAS,
US GAAP,
and
UKCompany's
GAAP
ThisCentry
eliminatesofthe
book
value of
Alto
debt against the bond investment account of Bass Compa
Index consolidated entity basis, this transaction must be shown as a retirement of debt, even though Alto Company has

List ofintercompany
Tables
debt to Bass Company. Any gains or losses on debt extinguishment will be reported in the income s

periods
Bass Company will amortize the discount, thereby bringing the investment account up to par value.
List offuture
Exhibits
and Examples

retained earnings account will be used in the eliminating entry instead of the gain account, as the gain is close
List ofthe
Sidebars
nominal accounts.
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adjusts
investment
account
back to its balance at the beginning of the period and also el
Thisentry
compact
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quick-reference
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account.
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The elimination entry amortizes the revaluations to fair market value made in entry (h). The inventory has been sol
becomes part of cost of goods sold. The remaining revaluations will be amortized as follows:
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the minority interest deduction on the income statement is computed as follows:
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The remainder of the consolidation process consists of the following worksheet techniques:
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Assume that Alto Company increased its ownership of Bass Company from 90% to 95% on October 1, 2003. The inve
acquired at book value of $5,452.50 and is determined as follows:
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Combined Financial Statements

When a group of entities is under common ownership, control, or management, it is often useful to present combined (
showing the separate as well as the combined entities) financial statements. In this situation, the economic substance
independent entities' operations may be more important to statement users than is the legal form of those enterprises.
consolidated statements are not presented, combined statements may be used to show the financial position, or opera
group of companies that are each subsidiaries of a common parent.

The process of preparing combined statements is virtually the same as consolidations employing the pooling-of-interes
major exception is that the equity section of the combined balance sheet will incorporate the paid-in capital accounts o
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An issue related to the accounting for entities under common control arises when one enterprise has been created sole
the purpose of accommodating the other's need for financing or for engaging in certain strictly limited transactions with
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Events that occur after an enterprise's accounting year-end (also referred to as the
balance sheet date) and the date they are authorized for issue that would necessitate
either adjusting the financial statements or disclosure. The concept is comprehensive
enough to cover both favorable and unfavorable post-balance-sheet date events.
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Nature of current liabilities.
Current liabilities are generally perceived to be those that are due within a brief time span. Convention
is to use one year from the balance sheet date as the threshold for categorization as current, although
for enterprises that have operating cycles longer than one year (e.g., certain types of construction
projects), the longer period is often advocated as a more meaningful demarcation line. IAS 1 states that

liabilities are to be considered current when they are expected to he settled in the normal course of the
entity's operating cycle or are due to be settled within twelve months from the balance sheet date,
whichever is longer.
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Accounts payable arise primarily from the acquisition of materials and supplies to be used in the
production of goods or in conjunction with providing services. Payables that arise from transactions with
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The IASB intends to make certain changes to IAS 1 pertaining to debt classification. These will require
that, if a loan covenant making a liability payable on demand if certain conditions related to the
borrower's financial position are breached, and such breach exists at the balance sheet date, the
liability will have to be classified as current, even if the breach is corrected after the balance sheet date.
There would be an exception if, prior to the balance sheet date, the lender has granted a grace period
in which to correct the breach and, when the financial statements are authorized for issue, either (1) the
borrower has corrected the breach or (2) the grace period has not yet expired. In other words,
probable correction of the breach condition would not suffice to warrant continued noncurrent

classification under such circumstances.
Short-term obligations expected to be refinanced may be classified as noncurrent liabilities if certain
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A currently contemplated change to be made to [AS 1 would have it stipulate that a refinancing after the
balance sheet date could not be taken into account in classifying liabilities as current or noncurrent.
List
of would
Exhibits
and Examples
This
seemingly
mean that current classification would be required even where the debt was
List
of Sidebars
routinely
"rolled over" after the balance sheet date.
List of Tables

Long-term debt subject to demand for repayment.
What may be thought of as the polar opposite of short-term debt to be refinanced long-term is the
situation in which an enterprise is obligated under a long-term (noncurrent) debt arrangement where the
lender has either the right to demand immediate or significantly accelerated repayment, or such
acceleration rights vest with the lender upon the occurrence of certain events. For example, long-term
(and even many short-term) debt agreements typically contain covenants, which effectively are

restrictions on the borrower as to undertaking further borrowings, paying dividends, maintaining
specified levels of working capital, and so forth. If the covenants are breached by the borrower, the
lender will have the
rightIAS
to call
the Interpretation
debt or otherwise
accelerate
repayment.
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Present obligation. The standard opines that in almost all cases it will be clear that a past event
has given rise to a present obligation. However, in exceptional cases, for example: in case of a
List of Exhibits and Examples
lawsuit when it is not clear whether a present obligation has arisen, an enterprise should determine
List of Sidebars
whether a present obligation exists at the balance sheet date by taking into account all available
evidence including, for example, opinion of an expert (legal counsel).
List of Tables

Past event. Not all past events lead to a present obligation. Only an "obligating event" which,
according to the standard, is an event that leaves the enterprise with no realistic option but to settle
the obligation, leads to a present obligation. Thus, past events that are obligating events alone
need to be provided for (i.e., recognized as provisions). For example, past events, like unlawful
environmental damage by an enterprise, would be considered obligating events that would then

necessitate the recognition of a provision for costs like cleanup costs or penalties and fines.
Similarly, recognition of a provision for (future) decommissioning costs (e.g., of an oil installation or
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recognition it is essential that it is not only a present obligation of the reporting enterprise, but also
it should be probable that an outflow of resources embodying benefits to settle the obligation will in
Chapter 20 - Segment Reporting
fact result. For the purposes of this standard, a unique definition of the term "probable" has been
Chapter 21 - Accounting Changes and Correction of Errors
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possible outcomes.

List of Tables

List of Exhibits and Examples

List
of Sidebars
Other
salient features of provisions explained by the standard include the following:

1. For all estimated liabilities that are included within the definition of provisions, the amount to be
recorded and presented on the balance sheet should be the best estimate as of the balance
sheet date of the amount of expenditure that will be required to settle the obligation. This is often
referred to as the "expected value" of the obligation, which is operationally defined as the
amount the enterprise would pay, currently, to either settle the actual obligation or provide
consideration to a third party to assume it. For estimated liabilities comprised of large numbers
of relatively small, similar items, weighting by probability of occurrence can be used to compute

the aggregate expected value; this is often used to compute accrued warranty reserves, for
example. For those estimated liabilities consisting of only a few (or a single) discrete obligations,
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3. The standard also addresses the use of present values or discounting (i.e., recording the
estimated liability at present value, after taking into account the time value of money). While the
Chapter 15 - Income Taxes
entire subject of present value measurement in accounting has been widely debated, and in
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practice there is a notable lack of consistency (with some standards requiring it, others
Chapter 17 - Stockholders' Equity
prohibiting it, and many others remaining silent on the issue), IAS 37 has stood fast on the
Chapter subject
18 - Earnings
Per Share
of present
value measurement, despite some opposition voiced in response to the
Chapter exposure
19 - Interim
Financial
Reporting
draft
and a plea
for more guidance. The standard requires the use of discounting when
Chapter the
20 -effect
Segment
Reporting
would
be material. Thus, provisions estimated to be due farther into the future will
Chapter have
21 - Accounting
and Correction
of Errors
more needChanges
to be discounted
than those
due currently.
Chapter 14 - Leases

Chapter 22 - Foreign Currency

clarifies thatDisclosures
the discount rate applied should be consistent with the estimation of cash
Chapter IAS
23 -37
Related-Party
(i.e., if cashIndustries
flows are projected in nominal terms) that is, in the amount expected to be
Chapter flows
24 - Specialized

paid out, reflecting whatever price inflation occurs between the balance sheet date and the date
of ultimate settlement of the estimated obligation, then a nominal discount rate should be used.
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the provision amount where there is sufficient objective evidence that such future events will in
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its life will be reduced by future changes in technology, the amount recognized as a provision for
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cleanup costs should reflect a reasonable estimate of cost reduction resulting from any
anticipated technological changes.
5. Gains from expected disposal of assets should not be taken into account in arriving at the
amount of the provision (even if the expected disposal is closely linked to the event giving rise to
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costs that are customarily referred to as "dry-docking costs." Depending on the type of vessel and its
remaining useful life, such costs could be significant in amount. Before IAS 37 came into effect, some
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argued that dry-docking costs should be periodically accrued (in anticipation) and amortized over a
Chapter 24 - Specialized Industries
period of time such that the amount is spread over the period commencing from the date of accrual to
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the date of payment. Using this approach, if every three years a vessel has to be dry-docked at a cost
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of $5 million, then such costs could be recognized as a provision at the beginning of each triennial
Appendix
A -amortized
Disclosureover
Checklist
period and
the following three years.
Chapter 22 - Foreign Currency

Appendix B - Illustrative Financial Statements Presented Under IAS

Under the
setIAS,
forthUSbyGAAP,
IAS 37,
Appendix
C -requirements
Comparison of
andprovisions
UK GAAP for future dry-docking expenditures cannot be
accrued, since these future costs are not contractual in nature and can be avoided (e.g., by disposing
Index
of the
vessel prior to its next overhaul). In general, such costs are to be expensed when incurred.
List
of Tables
However,
consistent
with IAS 16 and SIC 23, if a separate component of the asset cost was recognized
List
of Exhibits
and Examples
at inception
(e.g., at acquisition of the vessel) and depreciated over its (shorter) useful life, then the
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cost associated with the subsequent dry-docking can likewise be capitalized as a separate asset
component and depreciated over the interval until the next expected dry-docking. While the
presumption is that this asset component would be included in the property and equipment accounts, in
practice, some enterprises record major inspection or overhaul costs as a deferred charge (a
noncurrent prepaid expense account) and amortize them over the expected period of benefit, which
has the same impact on total assets and periodic results of operations.

Unlawful environmental damage.

Cleanup costs and penalties resulting from unlawful environmental damage (e.g., an oil spill by a tanker
ship which contaminates the water near the sea port) would need to be provided for in those countries
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Taxes payable include federal or national, state or provincial, and local income taxes. Due to frequent
changes in the tax laws, the amount of income taxes payable may have to be estimated. That portion
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payable must be classified as a current liability. The remaining amount is classified
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Sidebars liability. Although estimated future taxes are broadly includable under the category
as of
a long-term
"provisions," specific rules in IAS 12 prohibit discounting these amounts to present values.
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Property taxes payable represent the unpaid portion of an entity's obligation to a state or other taxing
authority that arises from ownership of real property. Often these taxes are levied in arrears, based on
periodic reassessments of value and on governmental budgetary needs. Accordingly, the most
acceptable method of accounting for property taxes is a monthly accrual of property tax expense during
the fiscal period of the taxing authority for which the taxes are levied. The fiscal period of the taxing
authority is the fiscal period that includes the assessment or lien date.

A liability for property taxes payable arises when the fiscal year of the taxing authority and the fiscal
year of the entity do not coincide or when the assessment or lien date and the actual payment date do
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Similar arguments can be made to support the accrual of an obligation for post-employment benefits
other than pensions if employees' rights accumulate or vest, payment is probable, and the amount can
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that is subject to a securities borrowing agreement, the enterprise recognizes the proceeds from the
sale as an asset, and the obligation to return the asset as a liability held for trading. Liabilities held for
List of Sidebars
trading, just like held for trading securities that are assets of the entity, must be measured at fair value.
Changes in fair value will be reflected currently in earnings.
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Payee Unknown and the Amount May Have to Be Estimated
The following are further examples of estimated liabilities, which also will fall within the definition of
provisions under IAS 37. Accordingly, discounting should be applied to projected future cash flows to
determine the amounts to be reported on the balance sheet if the effect of discounting is material, and

if timing can be estimated with sufficient accuracy to accomplish this process.
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Assessing the likelihood of contingent events.

List of Sidebars

It is tempting to express quantitatively the likelihood of the occurrence of contingent events (e.g., an
80% probability), but this exaggerates the precision possible in the estimation process. For this reason,
accounting standards have not been written to require quantification of the likelihood of contingent
outcomes. Rather, qualitative descriptions, ranging along the continuum from remote to probable, have
historically been prescribed.
IAS 37 sets the threshold for accrual at "more likely than not," which most experts have defined as

being very slightly over a 50% likelihood. Thus, if there is even a hint that the obligation is more likely to
exist than to not exist, it will need to be formally recognized if an amount can be reasonably estimated
for it. The impact Wiley
will be IAS
both2003:
to make
it much less ambiguous
when aofcontingency should be recorded,
Interpretation
and Application
and to force recognition
of
far
more
of
these
obligations
at
earlier
dates than they are being given
International Accounting Standards
recognition at present.
ISBN:0471227366
by Barry J. Epstein and Abbas Ali
Mirza

When a loss is probable
and&no
estimate
possible,
these facts should be disclosed in the current
John Wiley
Sons
© 2003 is
(952
pages)
period. The accrual
of
the
loss
should
be
made
in
the
period in which the amount of the loss can be
This compact and truly comprehensive quick-reference
estimated. This accrual
of
a
loss
in
future
periods
is
a
changeon
in for
estimate. It is not a prior period
presents accountants with a guide to depend
assistance in the preparation and understanding of financial
adjustment.
statements presented in accordance with IAS.

Remote contingent losses.

Table of Contents

Wiley
and Application
of International
WithIAS
the 2003—Interpretation
exception of certain remote
contingencies
for which Accounting
disclosures have traditionally been given,
Standards
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1. A former plant manager of the establishment has filed a claim related to injuries sustained by
him during an accident in the factory. The former employee is claiming approximately $3.5
Chapter 23 - Related-Party Disclosures
million as damages for permanent disability, alleging that the establishment had violated a safety
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regulation. At December 31, 2003, no provision has been made for this claim, as management
Chapter 25 - Inflation and Hyperinflation
intends to vigorously defend these allegations and believes the payment of any penalty is not
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probable.
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to restrictive trade practices that are prohibited by the law of the country. No provision for any
penalties or other damages has been made at year-end since the company's legal counsel is
confident that these allegations will not be sustained in a court of law.
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The IASB is presently pursuing several technical projects, one of which, dealing with business
combinations, would revise the definition of contingent liability to converge with the US GAAP definition,
though this is not expected to have any impact on the recognition or measurement of contingent

liabilities. If adopted, this would define a contingent liability as "a present obligation that arises from
past events that may require a future cash outflow (or other sacrifice of economic benefits) based on
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Anof
enterprise
List
Sidebars should disclose, for each class of contingent liability at the balance sheet date, a brief
description of the nature of the contingent liability and, where practicable, an estimate of its financial
effect measured in the same manner as provisions, an indication of the uncertainties relating to the
amount or timing of any outflow, and the possibility of any reimbursement.
In aggregating contingent liabilities to form a class, it is essential to consider whether the nature of the
items is sufficiently similar to each other such that they could be presented as a single class.
In the case of contingent assets where an inflow of economic benefits is probable, an enterprise should

disclose a brief description of the nature of the contingent assets at the balance sheet date and, where
practicable, an estimate of their financial effect, measured using the same principles as provisions.
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18, 2004, on which date the Board approved them and authorized them for issuance. The
Chapter 25 - Inflation and Hyperinflation
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Given these facts, the date of authorization of the financial statements of Xanadu Corp. for the
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year ended
December 31, 2003, is January 18, 2004, the date when the board approved them
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and authorized them for issue (and not the date they were approved in the AGM by the
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shareholders). Thus, all post-balance-sheet events between December 31, 2003, and January
18, 2004, need to be considered by Xanadu Corp. for the purposes of evaluating whether or not
they are to be accounted or reported under IAS 10.
2. Suppose in the above cited case the management of Xanadu Corp. was required to issue the
financial statements to a supervisory board (consisting solely of nonexecutives including
representatives of a trade union). The management of Xanadu Corp. had issued the draft
financial statements to the supervisory board on January 16, 2004. The supervisory board

approved them on January 17, 2004, and the shareholders approved them in the AGM held on
February 10, 2004. The approved financial statements were filed with the Company Law Board
on February
21, 2004.
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Appendix
C - Comparison
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would have occurred after the cutoff point (i.e., the date the financial statements were authorized
for original issuance). If so, adjustment of financial statements would not have been required.
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List of Exhibits and Examples

List ofPenn
Sidebars
Corp. carries its inventory at the lower of cost and net realizable value. At December 31,

2003, the cost of inventory, determined under the first-in, first-out (FIFO) method, as reported in its
financial statements for the year then ended, was $5 million. Due to severe recession and other
negative economic trends in the market, the inventory could not be sold during the entire month of
January 2004. On February 10, 2004, Penn Corp. entered into an agreement to sell the entire
inventory to a competitor for $4 million. Presuming the financial statements were authorized for
issuance on February 15, 2004, the company should recognize this loss of $1 million in the
financial statements for the year ended December 31, 2003.

In contrast with the foregoing, nonadjusting events are those post-balance-sheet events that are
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Disclosure requirements.
The following disclosures are mandated by IAS 10:
1. The date when the financial statements were authorized for issue and who gave that
authorization. If the enterprise's owners have the power to amend the financial statements after
issuance, this fact should be disclosed;
2. If information is received after the balance sheet date about conditions that existed at the

2.
balance sheet date, disclosures that relate to those conditions should be updated in the light of
the new information; and
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notion of employing fair value to account for all financial assets and liabilities.
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An example of the former would be a "short" position in a security, the market value of which will be
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The various issues that may arise in connection with obtaining fair value information are also set forth
inChapter 5 and will not be repeated here.
Gains or losses occurring upon remeasurement of financial liabilities held for trading are included in
results of operations in the period in which the fair value change occurs.
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Extinguishment of debt by creating a trust to service it.

List of Exhibits and Examples

Discount

List of Sidebars

Created when a debt instrument sells for less than face value and occurs when the
stated rate on the instrument is less than the market rate at the time of issue.
Effective interest method
The method of amortizing the discount or premium to interest expense so as to result
in a constant rate of interest when applied to the amount of debt outstanding at the
beginning of any given period.

Effective rate
SeeMarket rate.
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The method of amortizing the premium or discount to interest expense such that there
is an even allocation of interest expense over the life of the debt.
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Take-or-pay contract
A contract in which a purchaser of goods agrees to pay specified fixed or minimum
amounts periodically in return for products, even if delivery is not taken. It results from
a project financing arrangement where the project produces the products.
Throughput agreement
An agreement similar to a take-or-pay contract except that a service is provided by

the project under the financing arrangement.
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principal, the interest rate, when the interest and principal are to be paid, and the restrictive covenants,
if any, that must be met. The interest rate is affected by many factors including the cost of money, the
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While international accounting standards do not prescribe how to measure transactions such as those
described above, several different models are discussed. In describing one of the common methods of
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Example of accounting for a note issued for both cash and a contractual right
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Chapter
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1. Miller
borrows $10,000 via a noninterest-bearing 3-year note from Krueger.
Chapter 15 - Income Taxes

2. Miller agrees to sell $50,000 of merchandise to Krueger at less than the ordinary retail price for
the duration of the note.
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Appendix
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Discount on note
payable

Index

2,487

Contract right with supplier

10,000
2,487
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Note and
payable
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Unearned
revenue

10,000
2,487

Cash
Discount on note
receivable

10,000
2,487

The discount on note payable (and note receivable) should be amortized using the effective interest
(constant yield) method, while the unearned revenue account and contract right with supplier account
are amortized on a pro rata basis as the right to purchase merchandise is used up. Thus, if Krueger
purchased $20,000 of merchandise from Miller in the first year, the following entries would be
necessary:

Miller

Krueger
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(or cost
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Example of accounting for a note exchanged for property

Chapter 14 - Leases

1. Alpha
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a machine that has a fair market value of $7,510.
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Taxes
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2. Alpha receives a 3-year noninterest-bearing note having a face value of $10,000.
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If the fair market value of the consideration or note is not determinable, the present value of the note
must be determined using an imputed interest rate. This rate will then be used to establish the present
List of Tables
value of the note by discounting all future payments on the note at this rate. General guidelines for
List
of Exhibits
and Examples
imputing
the interest
rate include the prevailing rates of similar instruments from creditors with similar
List
of Sidebars
credit
ratings and the rate the debtor could obtain for similar financing from other sources. Other
determining factors include any collateral or restrictive covenants involved, the current and expected
prime rate, and other terms pertaining to the instrument. The objective is to approximate the rate of
interest that would have resulted if an independent borrower and lender had negotiated a similar
transaction under comparable terms and conditions. This determination is as of the issuance date, and
any subsequent changes in interest rates would be irrelevant.
Index

Bonds represent a promise to pay a sum of money at a designated maturity date plus periodic interest
payments at a stated rate. Bonds are used primarily to borrow funds from the general public or

institutional investors when a contract for a single amount (a note) is too large for one lender to supply.
Dividing up the amount needed into $1,000 or $10,000 units makes it easier to sell the bonds.
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not be considered an asset. Since these costs reduce the amount of cash proceeds, they in effect
increase the effective interest rate and probably should be accounted for the same as an unamortized
discount. Short-term debt obligations that are expected to be refinanced on a long-term basis, and that
accordingly are classified as long-term debt according to IAS 1, are discussed in Chapter 12.
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The diagram below illustrates the recommended accounting treatments for monetary assets (and
liabilities).
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Example of accounting for debt exchange or restructuring with gain recognition

Assume that Debtor Corp. owes Friendly Bank $90,000 on a 5% interest-bearing non-amortizing note
payable in five years, plus accrued and unpaid interest, due immediately, of $4,500. Friendly Bank
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Example of accounting for debt exchange or restructuring with gain deferral
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In order to comply with IAS 39, the present value of the new debt must be compared to the present
value of the old, existing obligation. As in the preceding example, the present value of the old debt is
List of Exhibits and Examples
simply the principal amount, $90,000, plus the interest due at present, $4,500, for a total of $94,500.
List of Tables

List of Sidebars

The present value of the replacement debt is the discounted present value of the reduced principal and
the reduced future interest payments, plus the interest using a 5% discount factor (= .86384 for the new
three-year term), has a present value of $73,426. The stream of future interest payments ($85,000 x
.045 = $3,825 annually in arrears), discounted at 5% (= 2.7231 annuity factor), has a present value of
$10,416. The total present value, therefore, is ($73,426 + $10,416 + $4,500 =) $88,342, which is about
7% below the present value of the old debt obligation. Accordingly, since the 10% threshold is not
exceeded, the difference of ($94,500 - $88,342 =) $6,158 is not recognized as a gain at the date of the
restructuring, but rather is deferred and amortized over the new three-year term of the restructured

loan.
The entry to record this event would be
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Note that the new debt obligation is recorded at a net of $83,842, not at the face value of $85,000. The
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difference of $1,158 represents a discount to be amortized to interest expense over the subsequent
Standards

three years; this will result in an interest expense at the actual market rate of 5%, rather than at the
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For some period of time the practice of in-substance defeasance enjoyed popularity, to a possibly
large extent due to the accounting treatment that was permitted under earlier US GAAP. In-substance
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equity or its future net earnings, it did reduce both assets and liabilities by a like amount, thereby
improving its debt-to-equity ratio and, accordingly, its apparent financial strength or lack of riskiness.
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140.

The matter of in-substance defeasance has more recently been addressed by IAS. According to IAS
39, payments to a third party (including a trust) do not relieve the debtor of its primary obligation to the
creditor of record, in the absence of legal release. Accordingly, in-substance defeasance cannot be
accounted for as elimination of debt and of the segregated assets.

Computing the gain or loss on debt extinguishments.

The difference between the net carrying value and the acquisition price is to be recorded as a gain or
loss. If the acquisition price is greater than the carrying value, a loss exists. A gain is generated if the
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less IAS
than 2003:
the carrying
value. These
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1. A 10%, ten-year, $200,000 bond is dated and issued on 1/1/03 at $98, with the interest payable
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Chapter semiannually.
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-

2. Associated bond issue costs of $14,000 are incurred.

Income Statement, Statement of Changes in Equity, and Statement
of Recognized Gains and Losses

3. Four years later, on 1/1/07, the entire bond issue is repurchased at $102 per $100 face value
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The gain or loss on the repurchase is computed as follows:
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23 -frequently
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holder's24option
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two reasons. First, when a specific amount of funds is needed, convertible
Chapter
25 - Inflation
and for
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debt often
fewer shares
Chapter
26 -allows
Government
Grants to be issued (assuming conversion) than if the funds were raised by

directly issuing the shares. Thus, less dilution occurs. Second, the conversion feature allows debt to be
issued at a lower interest rate and with fewer restrictive covenants than if the debt were issued without
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it.
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Appendix C - Comparison of IAS, US GAAP, and UK GAAP
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has economic value. Since the convertible feature tends to lower the rate of
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interest,
it can easily be argued that a portion of the proceeds should be allocated to this equity feature.

On the other hand, a case can be made that the debt and equity elements are inseparable, and thus
that the instrument is either all debt or all equity. International accounting standards had not previously
addressed this matter directly, although the focus of Framework for Preparation and Presentation of
Financial Statements on "true and fair presentation" could be said to support the notion that the
proceeds of a convertible debt offering be allocated between debt and equity accounts. The
promulgation of IAS 32 resulted in the defining of convertible bonds (among other instruments) as
being compound financial instruments, the component parts of which must be classified according to
their separate characteristics.

Features of convertible debt.
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One method of allocating proceeds from the issuance of convertible debt would be allocate to the less
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easily measured component (probably the conversion feature) the residual after first assigning the
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bonds would have had to carry an interest yield of 8% to have been sold in the current market
environment. Thus, the market price of a pure bond with a 6% coupon at January 2, 2003, would have
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been about $883.48 (the present value of a stream of semiannual interest payments of $30 per bond,
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2,913,000
25,000,000
2,413,000

The discount should be amortized to interest expense, ideally by the effective yield method (constant
return on increasing base) over the eight years to the maturity date. For purposes of this example,
however, straight-line amortization ($2,913,000 ÷ 16 periods = $182,000 per semiannual period) will be
used. Thus, the entry to record the June 30, 2003 interest payment would be as follows:
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932,000
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If the bonds are not converted, the discount on the bonds payable will continue to be amortized until
maturity. However, if they are converted, the remaining unamortized balance in this account, along with
Chapter 1 - Introduction to International Accounting Standards
the face value of the bonds, will constitute the "price" being paid for the stock to be issued.
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Note that in the foregoing entry, the effective price recorded for the shares being issued is the book
value of the remaining debt, adjusted by the price previously recorded to reflect the sale of the
Appendix A - Disclosure Checklist
conversion feature. In the present instance, given the book value at the conversion date (a function of
Appendix B - Illustrative Financial Statements Presented Under IAS
when the conversion privilege was exercised), and given the conversion ratio of twenty-five shares per
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Another approach to the conversion would be to reflect the stock issuance at the then-current market
value, reporting a gain or loss for the difference between the market value per share and the amount
computed on the book value basis, as shown above. However, this can he criticized because it is not
normally acceptable to report income statement events (the gain or loss) arising from capital
transactions. For this reason, the book value approach is recommended.
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As in the example above, Istanbul Corp. sells convertible bonds having aggregate par (face) value of

Wiley IAS 2003—Interpretation and Application of International Accounting
$25 million to the public at a price of $98 on January 2, 2003. The bonds are due December 31, 2010,
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but can be called at $102 anytime after January 2, 2006. The bonds carry a coupon of 6% and are
convertible into Istanbul Corp. common stock at an exchange ratio of 25 shares per bond (each bond
Chapter 1 - Introduction to International Accounting Standards
having a face value of $1,000). Taking the discount on the offering price into account, the bonds were
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priced to yield about 6.3% to maturity.
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As with the earlier example, the indicated discount would be amortized over the term to maturity of the
debt, eight years in this case, by the effective yield method, or by the straight-line method if this would
not make a material difference in reported financial position and results of operations.
It might be noted that under present US GAAP, when convertible debt is issued no value is apportioned
to the conversion feature when recording the issue. However, it is likely that US standards will
eventually follow the path set by IAS 32 in this regard, since the issue of accounting for compound

financial instruments has been debated for over five years and the existence of the newly promulgated
international standard will doubtless put added pressure on US standard setters.
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Logically, there are two ways to account for these sweeteners. The first would be to treat this as a
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The relative market value of the bonds is 94% (980/1,040) and the warrant is 6% (60/1,040). Thus, $62
(6% x $1,025) of the issuance price is assigned to the warrants. The journal entry to record the
issuance is
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1. Lease agreements to explore for or use natural resources, such as oil, gas, timber, metals, and
other mineral rights

List of Exhibits and Examples
List of Sidebars

2. Licensing agreements for such items as motion picture films, video recordings, plays,
manuscripts, patents, and copyrights
The accounting for rights to explore and develop natural resources has yet to be formally addressed by
IAS; no accounting guidance existed under the standards. Licensing agreements are addressed by IAS
38, which is discussed in Chapter 9.
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The sum total of (1) the minimum lease payments under a finance lease (from the
standpoint of the lessor), plus (2) any unguaranteed residual value accruing to the
lessor.

Inception of the lease
The date of the written lease agreement or, if earlier, the date of a commitment by the
parties to the principal provisions of the lease.
Initial direct costs

Initial direct costs, such as commissions and legal fees, incurred by lessors in
negotiating and arranging a lease. These generally include (1) costs to originate a
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A term that was used by the original standard IAS 17 as a basis upon which to
compute the return to the lessor; this method was eliminated when IAS 17 was
revised.

Net investment in the lease
The difference between the lessor's gross investment in the lease and the unearned
finance income.
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Interests
in lease
Financial Instruments, Associates, Joint Ventures, and
Rate10
implicit
in the
Chapter
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Chapter 12 -
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Balance
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Related parties in leasing transactions
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Entities that are in a relationship where one party has the ability to control the other
party or exercise significant influence over the operating and financial policies of the
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related party. Examples include the following:
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A parent
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Chapter 19 - Interim1.Financial
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2. An owner company and its joint ventures and partnerships
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Chapter 22 - Foreign3.Currency
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The continuation of a lease agreement beyond the original lease term, including a
new lease where the lessee continues to use the same property.

List of Exhibits and Examples

Residual value of leased property

List of Sidebars

The fair value, estimated at the inception of the lease, that the enterprise expects to
obtain from the leased property at the end of the lease term.
Sale and leaseback accounting
A method of accounting for a sale-leaseback transaction in which the seller-lessee
records the sale, removes all property and related liabilities from its balance sheet,
recognizes gain or loss from the sale, and classifies the leaseback in accordance with
this section.

Unearned finance income
The excess of the lessor's gross investment in the lease over its present value.
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For accounting and
reporting purposes the lessee has two alternatives in classifying a lease.
This compact and truly comprehensive quick-reference
1. Operating presents accountants with a guide to depend on for

assistance in the preparation and understanding of financial

2. Finance statements presented in accordance with IAS.
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It should be observed that finance leases are referred to as capital leases under US GAAP. Finance
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leases are those that essentially are alternative means of financing the acquisition of property or of
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substantially all the service potential represented by the property. The term capital is used because
under accounting standards such leased property is treated as owned, and accordingly, capitalized on
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3. The lease term is for the major part of the economic life of the leased asset. Title may or may
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Chapter than,
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IAS 17 Currency
has expanded upon the foregoing list of original IAS 17 criteria with an additional
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Chapter
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6. If the lessee can cancel the lease, the lessor's losses associated with the cancellation are borne
by the lessee.
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and Examples
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Thus, under current IAS 17, an evaluation of eight criteria would be required to assess whether there is
sufficient evidence to conclude that a given arrangement should be accounted for as a finance lease.
Of the eight criteria set forth in the standard, the first five are essentially determinative in nature; that is,
meeting any one of these would normally result in concluding that a given arrangement is in fact a
finance lease. The final three criteria, however, are more suggestive in nature, and the standard states
that these "could" lead to classification as a finance lease.
The interest rate used to compute the present value should be the lessee's incremental borrowing rate

unless it is practicable to determine the rate implicit in the lease, in which case that rate should be
used. It is interesting to note that under US GAAP, in order to use the rate implicit in the lease to
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beApplication
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regardless of the other terms in the lease agreement. In other words, the first criterion must always be
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met in case of real estate leases in order for them to be classified as finance leases.
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The language used in the third and fourth criteria, as set forth above, makes them rather subjective and
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more of the useful life has been specified for classifying a lease as a finance lease, which thus creates
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The corresponding language under IAS 17 stipulates that
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of more fundamental reform
Chapter
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- Financial Instruments—Long-Term
Debt of the standard, since these have been persistent
problems
applying the standard.
Chapter
14 in
- Leases
Chapter 15 - Income Taxes

The revised IAS 17 addresses the issue of change in lease classification resulting from alterations in
lease terms, stating that if the parties agree to alter the terms of the lease, other than by renewing the
Chapter 17 - Stockholders' Equity
lease, in a manner that would have resulted in a different classification of the lease, had the changed
Chapter 18 - Earnings Per Share
terms been in effect at inception of the lease, then the revised lease agreement is to be considered a
Chapter
19 -agreement.
Interim Financial Reporting
new lease
Chapter 16 - Employee Benefits

Chapter 20 - Segment Reporting
Chapter 21 - Accounting Changes and Correction of Errors

Classification of Leases—Lessor

Chapter 22 - Foreign Currency
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23 -has
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The lessor
the following
alternatives in classifying a lease:
Chapter 24 - Specialized Industries

1. Operating lease

Chapter 25 - Inflation and Hyperinflation
Chapter
26 - Government
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2. Finance
lease
Appendix A - Disclosure Checklist

a. Plain or regular finance lease, hereinafter referred to as direct financing lease, which is
the term used by US GAAP

Appendix B - Illustrative Financial Statements Presented Under IAS
Appendix C - Comparison of IAS, US GAAP, and UK GAAP

b. Finance lease by manufacturers or dealers, hereinafter referred to as sales-type lease,
List of Tables the term used by US GAAP
Index

List of Exhibits and Examples

c. Leveraged lease, wherein financing is through a third-party creditor instead of the lessor

List of Sidebars

Consistent accounting by lessee and lessor.
Since the events or transactions that take place between the lessor and the lessee are based on an
agreement (the lease) that is common to both the parties, it is normally appropriate that the lease be
classified in a consistent manner by both parties. Thus, if any one of the eight criteria specified above
for classification of a finance lease by the lessee is met, the lease should also be classified as a
finance lease by the lessor. If the lease qualifies as a finance lease from the standpoint of the lessor, it

would be classified either as a sales-type lease, a direct financing lease, or a leveraged lease,
depending on the conditions present at the inception of the lease.
Wiley IAS 2003: Interpretation and Application of
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Preface
under the
lease.
Chapter the
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Introduction
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Accounting Standards
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Balance Sheet
Under US -GAAP,
therefore, if a lease transaction does not meet the criteria for classification as a
Income Statement, Statement of Changes in Equity, and Statement
sales-type
Chapter
3 -lease, a direct financing lease, or a leveraged lease as specified above (by satisfying both of
of Recognized Gains and Losses
the above noted extra criteria), it is to be classified in the financial statements of the lessor as an
Chapter 4 - Cash Flow Statement
operating lease. If the lessee has accounted for the lease as a capital lease, the asset being leased
Chapter 5 - Financial Instruments—Cash and Receivables
may appear on the balance sheets of both lessee and lessor.
Chapter 6
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Chapter
7 guidance
- Revenue
Recognition,
Including
Construction
Contracts
Although
under
IAS 17 does
not establish
additional
conditions that must be fulfilled for the

lessor to
a leasePlant,
as a financing
transaction, as the US standard does, use of the "differing
Chapter
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language
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Chapter
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defined. Instruments,
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Current
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Provisions, Contingencies,
andFinancing,
Events after the and Leveraged
Distinction
among
Direct
Balance Sheet Date
Leases
Chapter
13 - Financial Instruments—Long-Term Debt
Chapter 12 -

Chapter 14 - Leases

A lease is classified as a sales-type lease when the criteria set forth above have been met and the
lease transaction is structured such that the lessor (generally a manufacturer or dealer) recognizes a
Chapter 16 - Employee Benefits
profit or loss on the transaction in addition to interest revenue. For this to occur, the fair value of the
Chapter 17 - Stockholders' Equity
property, or if lower, the sum of the present values of the minimum lease payments and the estimated
Chapter 18 - Earnings Per Share
unguaranteed residual value, must differ from the cost (or carrying value, if different). The essential
Chapter
19 -ofInterim
Financial Reporting
substance
this transaction
is that of a sale, thus its name. Common examples of sales-type leases:
Chapter
20an
- Segment
Reporting
(1) when
automobile
dealership opts to lease a car to its customers in lieu of making an actual sale,
Chapter
Accounting
Changes and
Correction
Errors lease.
and (2)21
the- re-lease
of equipment
coming
off anofexpiring
Chapter 15 - Income Taxes

Chapter 22 - Foreign Currency

A direct23
financing
lease differs
from a sales-type lease in that the lessor does not realize a profit or loss
Chapter
- Related-Party
Disclosures
on the transaction
otherIndustries
than interest revenue. In a direct financing lease, the fair value of the property
Chapter
24 - Specialized
at the inception
of theand
lease
is equal to the cost (or carrying value, if the property is not new). This type
Chapter
25 - Inflation
Hyperinflation

of lease transaction most often involves entities regularly engaged in financing operations. The lessor
(a bank or other financial institution) purchases the asset and then leases the asset to the lessee. This
Appendix A - Disclosure Checklist
transaction merely replaces the conventional lending transaction where the borrower uses the borrowed
Appendix B - Illustrative Financial Statements Presented Under IAS
funds to purchase the asset.
Chapter 26 - Government Grants

Appendix C - Comparison of IAS, US GAAP, and UK GAAP

Index
There are many economic reasons why a lease transaction may be considered. These include
List of Tables

1. The lessee (borrower) is generally able to obtain 100% financing.

List of Exhibits and Examples

List of
2. Sidebars
There may be tax benefits for the lessee.

3. The lessor receives the equivalent of interest as well as an asset with some remaining value at
the end of the lease term (unless title transfers as a condition of the lease).
4. The lessee is protected from risk of obsolescence.
In summary, it may help to visualize the following chart when considering the classification of a lease:
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on how to account
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different accounting treatment by a lessor. A leveraged lease meets all the definitional criteria of a
direct financing lease, but differs because it involves at least three parties: a lessee, a long-term
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a lessor (commonly
referredAccounting
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before its elimination.
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Revenue
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in the preceding
section, there are two classifications that apply to a lease transaction in
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statements
of the lessee.
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2. Finance
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Operating
leases.
Chapter
15 - Income
Taxes
Chapter 16 - Employee Benefits

The accounting treatment accorded an operating lease is relatively simple; rental expense should be
charged to income as the payments are made or become payable. IAS 17 stipulates that rental
Chapter 18 - Earnings Per Share
expense be "recognized on a systematic basis that is representative of the time pattern of the user's
Chapter 19 - Interim Financial Reporting
benefits, even if the payments are not on that basis." In case the lease payments are being made on a
Chapter 20 - Segment Reporting
straight-line basis (i.e., equal payments per period over the lease term), recognition of the rental
Chapter
21would
- Accounting
Correction
of Errors
expense
normallyChanges
be on aand
straight-line
basis.
However, if the lease agreement calls for either an
Chapter
22
Foreign
Currency
alternative payment schedule or a scheduled rent increase over the lease term, the lease expense
Chapter
Related-Party
should 23
still-be
recognized Disclosures
on a straight-line basis unless another systematic and rational basis is a
Chapter
24 - Specialized
better representation
ofIndustries
actual physical use of the leased property. In such an instance it will be
Chapter
25 -toInflation
and Hyperinflation
necessary
create either
a prepaid asset or a liability, depending on the structure of the payment
Chapter
26 In
- Government
Grants
schedule.
SIC 15, it has
been held that all incentives relating to a new or renewed operating lease
are to beAconsidered
determining the total cost of the lease, to be recognized on a straight-line basis
Appendix
- DisclosureinChecklist
over the Bterm
of the lease.
Thus,Statements
for example,
a rent holiday
Appendix
- Illustrative
Financial
Presented
Under for
IASsix months as part of a five-year lease
would not
in only six
months'
rent expense
being recorded during the first full year; rather, four
Appendix
C result
- Comparison
of IAS,
US GAAP,
and UK GAAP
and one-half years' rent would be allocated over the full five-year term. This would apply to both lessor
Index
andoflessee.
List
Tables
Chapter 17 - Stockholders' Equity

List of Exhibits and Examples

Additionally, if the lease agreement provides for a scheduled increase(s) in contemplation of the

List
of Sidebars
lessee's
increased (i.e., more intensive) physical use of the leased property, the total amount of rental

payments, including the scheduled increase(s), should be charged to expense over the lease term on a
straight-line basis. On the other hand, if the scheduled increase(s) is due to additional leased property,
recognition should be proportional to the leased property with the increased rents recognized over the
years that the lessee has control over the use of the additional leased property. (These suggestions,
and many other recommendations made in this chapter, are based on guidance from US GAAP, since
the IAS does not address these matters at the present time.)
Notice that in the case of an operating lease there is no balance sheet recognition of the leased asset

because the substance of the lease is merely that of a rental. There is no reason to expect that the
lessee will derive any future economic benefit from the leased asset beyond the lease term. There may,
however, be a deferred
charge
or credit
on the balance
if the payment
schedule under terms of
Wiley IAS
2003:
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and sheet
Application
of
the lease does not
correspond
with
the
expense
recognition,
as
suggested
in
the preceding paragraph.
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an amount equal to the lesser of (1) the fair value of the leased property at the inception of the lease,
net of grants and tax credits receivable by the lessors, or (2) the present value of the minimum lease
Chapter 1 - Introduction to International Accounting Standards
payments. For purposes of this computation, the minimum lease payments are considered to be the
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Income
Statement
of Changes inand
Equity,
and
Statement
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that follows.)
Chapter 10 -

Chapter 13 - Financial Instruments—Long-Term Debt

The lease term to be used in the present value computation is the fixed, noncancelable term of the
lease, plus any further terms for which the lessee has the option to continue to lease the asset, with or
Chapter 15 - Income Taxes
without further payment, provided that it is reasonably certain, as of the beginning of the lease, that
Chapter 16 - Employee Benefits
lessee will exercise such a renewal option.
Chapter 14 - Leases

Chapter 17 - Stockholders' Equity

Chapter
18 - Earnings
Share assets.
Depreciation
of Per
leased
Chapter 19 - Interim Financial Reporting
Chapter
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The depreciation
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leased asset will depend on how the lease qualified as a finance lease. If the
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met the
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as either
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Correction
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arising
from the transaction is to be depreciated over the estimated useful life of the
Chapter
Foreign
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leased 23
property.
If the transaction
qualifies as a finance lease because it met either the major part of
Chapter
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economic
criteria, orIndustries
because the present value of the minimum lease payments represented
Chapter
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- Specialized
substantially
all of theand
fairHyperinflation
value of the underlying asset, then it must be depreciated over the shorter of
Chapter
25 - Inflation

the lease term or the useful life of the leased property. The conceptual rationale for this differentiated
treatment arises because of the substance of the transaction. Under the first two criteria, the asset
Appendix A - Disclosure Checklist
actually becomes the property of the lessee at the end of the lease term (or on exercise of the BPO). In
Appendix B - Illustrative Financial Statements Presented Under IAS
the latter situations, title to the property remains with the lessor.
Chapter 26 - Government Grants

Appendix C - Comparison of IAS, US GAAP, and UK GAAP

Index
Thus, the leased asset is to be depreciated (amortized) over the shorter of the lease term or its useful
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if Tables
title does not transfer to the lessee, but when it is reasonably certain that the lessee will obtain
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ownership
by and
the end
of the lease term, the leased asset is to be depreciated over the asset's useful

life.ofThe
manner in which depreciation is computed should be consistent with the lessee's normal
List
Sidebars
depreciation policy for other depreciable assets owned by the lessee, recognizing depreciation on the
basis set out in IAS 16. Therefore, the accounting treatment and method used to depreciate (amortize)
the leased asset is very similar to that used for an owned asset. The leased asset should not be
depreciated (amortized) below the estimated residual value.
In some instances when the property is to revert back to the lessor, there may be a guaranteed residual
value. This is an amount that the lessee guarantees to the lessor. If the fair value of the asset at the
end of the lease term is greater than or equal to the guaranteed residual amount, the lessee incurs no

additional obligation. On the other hand, if the fair value of the leased asset is less than the guaranteed
residual value, the lessee must make up the difference, usually with a cash payment. The guaranteed
residual value is often
a device
to reduce the
periodic
payments
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At the inception of the lease the asset and liability (relating to future rental obligation) are recorded in
the balance sheet of the lessee at the same amounts. However, since the depreciation charge for use
Chapter 1 - Introduction to International Accounting Standards
of the leased asset and the finance expense during the lease term differ due to different policies being
Chapter
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used to2recognize
them,
as explained above, it is likely that the asset and related liability balances
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of Recognized Gains and Losses
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4 - Cash
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The following
examples
illustrate the treatment described in the foregoing paragraphs:
Chapter 5 - Financial Instruments—Cash and Receivables

Example
accounting for a finance lease—Asset returned to lessor
Chapter
6 of
- Inventory
Chapter 7

- Revenue Recognition, Including Construction Contracts

Assume the following:

Chapter 8

- Property, Plant, and Equipment
1. The
is initiated
Chapter
9 - lease
Intangible
Assetson 1/1/03 for equipment with an expected useful life of 3 years. The

equipment
reverts
back toInstruments,
the lessor onAssociates,
expiration Joint
of theVentures,
lease agreement.
Interests
in Financial
and

Chapter 10 -

Investment Property

2. The FMV of the equipment is $135,000.

Chapter 11 - Business Combinations and Consolidated Financial Statements
Current Liabilities, Provisions, Contingencies, and Events after the
3. Three
Chapter
12 - payments are due to the lessor in the amount of $50,000 per year beginning 12/31/03. An
Balance Sheet Date

additional sum of $1,000 is to be paid annually by the lessee for insurance.

Chapter 13 - Financial Instruments—Long-Term Debt

Chapter
14 - Leases
4. Lessee
guarantees a $10,000 residual value on 12/31/05 to the lessor.
Chapter 15 - Income Taxes

5. Irrespective
of the
$10,000 residual value guarantee, the leased asset is expected to have only
Chapter
16 - Employee
Benefits
salvage value
Chapter a
17$1,000
- Stockholders'
Equityon 12/31/05.
Chapter 18 - Earnings Per Share

6. The lessee's incremental borrowing rate is 10% (lessor's implicit rate is unknown).

Chapter 19 - Interim Financial Reporting

Chapter
20 - present
Segmentvalue
Reporting
7. The
of the lease obligation is as follows:
Chapter 21 - Accounting Changes and Correction of Errors
Chapter 22
Foreign
Currency
PV- of
guaranteed
residual value
Chapter 23 - Related-Party Disclosures

PV of annual payments

Chapter 24 - Specialized Industries

=

$10,000 x 0.7513[a]

=

$ 7,513

=

$50,000 x 2.4869[b]

=

124,345

$131,858
present value
of an amount of $1 due in 3 periods at 10% is 0.7513.
Chapter 26 - Government
Grants
Chapter 25 - Inflation and Hyperinflation
[a]The

Appendix A - Disclosure Checklist
[b]The

present value of an ordinary annuity of $1 for 3 periods at 10% is 2.4869.

Appendix B - Illustrative Financial Statements Presented Under IAS
Appendix C - Comparison of IAS, US GAAP, and UK GAAP

The first step in dealing with any lease transaction is to classify the lease. In this case, the lease term is

Index
for 3 years, which is equal to 100% of the expected useful life of the asset. Notice that the test of fair
List
of Tables
value
versus present value is also fulfilled, as the PV of the minimum lease payments ($131,858) could
List
of Exhibits
and Examples
easily
be considered
as being equal to substantially all the FMV ($135,000), being equal to 97.7% of
List
Sidebars
theofFMV.
Thus, this lease should be accounted for as a finance lease.

In assumption 7 above the present value of the lease obligation is computed. Note that the executory
costs (insurance) are not included in the minimum lease payments and that the incremental borrowing
rate of the lessee was used to determine the present value. This rate was used because the implicit
rate was not determinable.
Note To have used the implicit rate it would have to have been known to the lessee.

The entry necessary to record the lease on 1/1/03 is
Leased equipment
131,858
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The next step is to determine the proper allocation between interest and a reduction in the lease
Table of Contents
obligation for each lease payment. This is done using the effective interest method as illustrated below.
Wiley IAS 2003—Interpretation and Application of International Accounting
Standards

Cash
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payment
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Accounting Standards
Chapter
2 - of
Balance Sheet
Inception

Balance oflease
obligation
$131,858

Income Statement, Statement of Changes in Equity, and Statement
lease
Chapter
3 of Recognized Gains and Losses

1 - Cash Flow Statement
$50,000
$13,186
Chapter 5
and
Receivables
2 - Financial Instruments—Cash
50,000
9,504
Chapter 4
Chapter 6

- Inventory

Chapter 7

- Revenue Recognition, Including Construction Contracts

3

50,000

5,452

$36,814

95,044

40,496

54,548

44,548

10,000

Chapter
8 - Property,
Plant,
The interest
is calculated
at and
10%Equipment
(the incremental borrowing rate) of the balance of the lease obligation
Chapter
- Intangible
Assets
for each9 period,
and the
remainder of the $50,000 payment is allocated to a reduction in the lease
Interests
Instruments,
Associates,
Joint Ventures,
obligation. The
lesseeinisFinancial
also required
to pay $1,000
for insurance
on an and
annual basis. The entries
Property relative to the lease for each of the 3 years are shown below.
necessary toInvestment
record all payments

Chapter 10 -

Chapter 11 - Business Combinations and Consolidated Financial Statements
Chapter 12 -

Current Liabilities,
Provisions,
Contingencies,
and Events after the
12/31/03
12/31/04
12/31/05
Balance Sheet Date

Insurance
1,000
1,000 Debt
Chapter
13 - expense
Financial Instruments—Long-Term

1,000

Chapter
14expense
- Leases
Interest

13,186

9,504

5,452

36,814

40,496

44,548

Chapter
Cash 17 - Stockholders' Equity
51,000

51,000

51,000

Chapter 15 - Income Taxes

Lease obligation

Chapter 16 - Employee Benefits

Chapter 18 - Earnings Per Share

The leased
recorded
as an asset must also be amortized (depreciated). The balance of this
Chapter
19 - equipment
Interim Financial
Reporting
account20is -$131,858;
however, as with any other asset, it cannot be depreciated below the estimated
Chapter
Segment Reporting

residual value of $1,000 (note that it is depreciated down to the actual estimated residual value, not the
guaranteed residual value). In this case, the straight-line depreciation method is applied over a period
Chapter 22 - Foreign Currency
of 3 years. This 3-year period represents the lease term, not the life of the asset, because the asset
Chapter 23 - Related-Party Disclosures
reverts back to the lessor at the end of the lease term. Therefore, the following entry will be made at the
Chapter 24 - Specialized Industries
end of each year:
Chapter 21 - Accounting Changes and Correction of Errors

Chapter 25 - Inflation and Hyperinflation
Chapter 26 - Government Grants

Depreciation expense

Appendix A - Disclosure Checklist

43,619

43,619 [($131,858
Appendix Accumulated
B - Illustrative Financial Statements Presented
Under IAS- $1,000) ÷ 3]
Appendix depreciation
C - Comparison of IAS, US GAAP, and UK GAAP
Index

Finally,
on 12/31/05 we must recognize the fact that ownership of the property has reverted back to the
List
of Tables
owner
(lessor).
The
lessee made a guarantee that the residual value would be $10,000 on 12/31/05; as
List
of Exhibits
and
Examples
a result,
the lessee must make up the difference between the guaranteed residual value and the actual
List
of Sidebars
residual value with a cash payment to the lessor. The following entry illustrates the removal of the
leased asset and obligation from the books of the lessee:

Lease obligation
Accumulated depreciation
Cash

10,000
130,858
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This compact and truly comprehensive quick-reference
presents accountants with a guide to depend on for
The foregoing example
illustrated a situation where the asset was to be returned to the lessor. Another
assistance in the preparation and understanding of financial
situation exists (under
BPO or
transfer in
of accordance
title) where with
the asset
statements
presented
IAS. is expected to remain with the lessee.

Remember that leased assets are amortized over their useful life when title transfers or a bargain
Table
of Contents
purchase
option exists. At the end of the lease, the balance of the lease obligation should equal the
Wiley
IAS 2003—Interpretation
Application
of International
guaranteed
residual value, theand
bargain
purchase
option price,Accounting
or a termination penalty.
Standards
Preface
Example of accounting for a finance lease—Asset ownership transferred to lessee and fair
Chapter
- Introduction
International
Accounting
market1value
of leased to
asset
lower than
present Standards
value of minimum lease payments
Chapter 2

- Balance Sheet

Assume the Income
following:
Statement, Statement of Changes in Equity, and Statement
Chapter 3 of
Gains and
Losses for equipment with an expected useful life of 5 years.
1. A 3-yearRecognized
lease is initiated
on 1/1/03
Chapter 4

- Cash Flow Statement
2. Three
annual lease
payments of $52,000
are required beginning on 1/1/03 (note that the
Chapter
5 - Financial
Instruments—Cash
and Receivables

at the beginning of the year changes the PV computation). The lessor pays $2,000 per
Chapter payment
6 - Inventory
insurance
on the equipment.
Chapter year
7 - for
Revenue
Recognition,
Including Construction Contracts
Chapter 8

- Property, Plant, and Equipment

3. The lessee can exercise a bargain purchase option on 12/31/05 for $10,000. The expected
- Intangible Assets
residual value at 12/31/06 is $1,000.

Chapter 9

Interests in Financial Instruments, Associates, Joint Ventures, and
Investment
Property borrowing rate is 10% (lessor's implicit rate is unknown).
4. The lessee's
incremental
Chapter 11 - Business Combinations and Consolidated Financial Statements
Chapter 10 -

5. The fair
market
value ofProvisions,
the property
leased is $140,000.
Current
Liabilities,
Contingencies,
and Events after the

Chapter 12 -

Balance Sheet Date
Once again,
the classification
of the lease must
take place prior to the accounting for it. This lease is
Chapter
13 - Financial
Instruments—Long-Term
Debt

classified
a finance lease because it contains a bargain purchase option (BPO). Note that in this
Chapter
14 as
- Leases
case, the
versusTaxes
FMV test is also clearly fulfilled.
Chapter
15 PV
- Income
Chapter 16 - Employee Benefits

The PV of the lease obligation is computed as follows:

Chapter 17 - Stockholders' Equity
Chapter 18 - Earnings Per Share

PV of bargain purchase option

=

Chapter 19 - Interim Financial Reporting

PV of 20
annual
payments
Chapter
- Segment
Reporting

=

$10,000
($52,000 - $2,000)

x 0.7513[a]

=

$ 7,513

2.7355[b]

=

136,755

x

Chapter 21 - Accounting Changes and Correction of Errors

$144,288

[a]The present
Chapter
22 - Foreign
valueCurrency
of an amount of $1 due in 3 periods at 10% is 0.7513.
Chapter 23 - Related-Party Disclosures
[b]The present
value of Industries
an annuity due of $1 for 3 periods at 10% is 2.7355.
Chapter
24 - Specialized

Chapter 25 - Inflation and Hyperinflation

Notice that
the example
above, the present value of the lease obligation is greater than the FMV of
Chapter
26 - in
Government
Grants

the asset. Also notice that since the lessor pays $2,000 a year for insurance, this payment is treated as
executory costs and hence excluded from calculation of the present value of annual payments. In
Appendix B - Illustrative Financial Statements Presented Under IAS
conclusion, since the PV is greater than the FMV, the lease obligation (as well as the leased asset)
Appendix C - Comparison of IAS, US GAAP, and UK GAAP
must be recorded at the FMV of the asset leased (being the lower of the two). The entry on 1/1/03 is as
Index
follows:
Appendix A - Disclosure Checklist

List of Tables

List of Exhibits and Examples

Leased equipment

List of Sidebars

Obligation under finance
lease

140,000
140,000

According to IAS 17, the apportionment between interest and principal is to be such that interest
recognized reflects the use of a constant periodic rate of interest applied to the remaining balance of
the obligation. As noted above, a special rule applies under US GAAP (which are illustrated here) when
the present value of the minimum lease pay-ments exceeds the fair market value of the leased asset.
When the PV exceeds the FMV of the leased asset, a new rate must be computed through a series of

trial-and-error calculations. In this situation the interest rate was determined to be 13.265%. The
amortization of the lease takes place as follows:
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This compact and truly comprehensive quick-reference
presents
accountants with
on for
$50,000
$ --a guide to depend
$50,000
assistance in the preparation and understanding of financial
statements
in accordance with IAS.
50.000 presented11,939
38,061

1/1/05
Table of
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50,000

6,890

Balance of lease
obligation

43,110

90,000
51,939
8,829

Wiley12/31/05
IAS 2003—Interpretation
Accounting
10,000 and Application
1,171 of International 8,829
Standards

--

Preface
The following entries are required in years 2003 through 2005 to recognize the payment and
Chapter
1 - Introduction
to International Accounting Standards
depreciation
(amortization).
Chapter 2

- Balance Sheet

Chapter 3

-

Income Statement, Statement of Changes in Equity, and Statement
2003
2004
of Recognized Gains and Losses

Chapter
- Cash Flow
Statement
1/1 4 Operating
expense
Chapter 5

2,000

- Financial Instruments—Cash and Receivables

Obligation under finance

50,000

2,000

2,000

38,061

43,110

11,939

6,890

Chapter 6 lease
- Inventory
Chapter 7 - Revenue Recognition, Including Construction Contracts
Chapter 8

Accrued
interest payable
- Property, Plant, and Equipment

Chapter 9

- Intangible
Cash Assets

2005

52,000

52,000

Interests in Financial Instruments, Associates, Joint Ventures, and
Chapter
12/31 10 Interest
expense
11,939
6,890
Investment
Property

52,000
1,171

Chapter 11 - Business Combinations and Consolidated11,939
Financial Statements 6,890
Accrued interest
Current Liabilities, Provisions, Contingencies, and Events after the
Chapter 12 payable
Balance
Sheet Date
Chapter 13 - Financial Instruments—Long-Term Debt

1,171

Obligation under

Chapter 14 - Leases
finance lease
Chapter 15 - Income Taxes

12/31

Depreciation expense

Chapter 16 - Employee Benefits

27,800

Chapter 17 - Stockholders'
Equity
Accumulated

27,800
27,800

27,800
27,800

27,800

Chapter 18 - Earnings
Per Share
depreciation
Chapter 19 - Interim
Financial five
Reporting
($139,000,
Chapter 20 - Segment
Reporting
years)
Chapter 21 - Accounting Changes and Correction of Errors

12/31

Obligation under finance
lease

Chapter 22 - Foreign Currency

10,000

Chapter 23 - Related-Party Disclosures
Chapter 24 - Specialized
Cash Industries

10,000

Chapter 25 - Inflation and Hyperinflation
Chapter 26 - Government Grants
Appendix
A - Disclosure
Checklist
Impairment
of leased
asset.
Appendix B - Illustrative Financial Statements Presented Under IAS

The original
IAS 17 did not
address
the issue
of how
impairments of leased assets are to be assessed
Appendix
C - Comparison
of IAS,
US GAAP,
and UK
GAAP
or, if determined to have occurred, how they would need to be accounted for. The revised IAS 17 does
Index
note that the provisions of IAS 36 should be applied to leased assets in the same manner as they
would be applied to owned assets. IAS 36 is discussed more fully in Chapter 8.

List of Tables

List of Exhibits and Examples
List of Sidebars

Accounting for Leases—Lessor
As illustrated above, there are four classifications of leases with which a lessor must be concerned.
1. Operating
2. Sales-type
3. Direct financing
4.

2.
3.
4. Leveraged

Operating leases.
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As in the case of by
theBarry
lessee,
the operating
lease
complex accounting treatment than
ISBN:0471227366
J. Epstein
and Abbas
Alirequires a less
does a finance lease.
MirzaThe payments received by the lessor are to be recorded as rent income in the
period in which the
payment
received
becomes
John
Wiley &isSons
© 2003or(952
pages) receivable. As with the lessee, if either the rentals
vary from a straight-line
basis or
the
lease
agreement contains
a scheduled rent increase over the
This compact
and
truly
comprehensive
quick-reference
presents
withon
a guide
to depend
on for
lease term, the revenue
isaccountants
to be recorded
a straight-line
basis
unless an alternative basis of
assistance
in the preparation
and understanding
of financial
systematic and rational
allocation
is more representative
of the time
pattern of earning process
statements presented in accordance with IAS.
contained in the lease.
Additionally, if the lease agreement provides for a scheduled increase(s) in
contemplation
of the lessee's increased physical use of the leased property, the total amount of rental
Table
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payments,
including
the scheduled
increase(s),
is allocated toAccounting
revenue over the lease term on a
Wiley IAS 2003—Interpretation
and Application
of International
straight-line basis. However, if the scheduled increase(s) is due to additional leased property,
Standards
recognition should be proportional to the leased property, with the increased rents recognized over the
Preface
years that
lessee hastocontrol
over use
of the additional
leased property.
Chapter
1 -the
Introduction
International
Accounting
Standards
Chapter 2

- Balance Sheet

Chapter 8

- Property, Plant, and Equipment

The lessor must show the leased property on the balance sheet under the caption "Investment in
Income Statement, Statement of Changes in Equity, and Statement
Chapter
leased 3property."
This account should be shown with or near the property, plant, and equipment owned
of Recognized Gains and Losses
by the lessor, and depreciation should be determined in the same manner as for the rest of the lessor's
Chapter 4 - Cash Flow Statement
owned property, plant, and equipment. IAS 17 stipulates that "when a significant portion of the lessor's
Chapter 5 - Financial Instruments—Cash and Receivables
business comprises operating leases, the lessor should disclose the amount of assets by each major
Chapter 6 - Inventory
class of asset together with the related accumulated depreciation at each balance sheet date." Further,
Chapter 7 - Revenue Recognition, Including Construction Contracts
"assets held for operating are usually included as property, plant, and equipment in the balance sheet."
Chapter
9 - of
Intangible
Assets
In the case
operating
leases, any initial direct (leasing) costs incurred by a lessor are either to be

amortized over
the lease
term asInstruments,
the revenue Associates,
is recognized
(i.e.,
on a straight-line
basis unless another
Interests
in Financial
Joint
Ventures,
and
Investment
Property or, alternatively, charged to expense as they are incurred.
method is more
representative)

Chapter 10 -

Chapter 11 - Business Combinations and Consolidated Financial Statements

Although there
is noLiabilities,
guidance Provisions,
on this matter
under the international
accounting
standards, logically any
Current
Contingencies,
and Events after
the
incentives made
by the
lessor
Balance
Sheet
Dateto the lessee are to be treated as reductions of rent and recognized on a
straight-line
basis over
the term of the lease. This
Chapter
13 - Financial
Instruments—Long-Term
Debtis also the position taken under US GAAP.
Chapter 12 -

Chapter 14 - Leases

Depreciation of leased assets should be on a basis consistent with the lessor's normal depreciation
policy for similar assets, and the depreciation expense should be computed on the basis set out in IAS
Chapter 16 - Employee Benefits
16.
Chapter 15 - Income Taxes

Chapter 17 - Stockholders' Equity
Chapter
18 - Earnings
Per Share
Sales-type
leases.

Chapter 19 - Interim Financial Reporting

In the accounting
for a
sales-type lease, it is necessary for the lessor to determine the following
Chapter
20 - Segment
Reporting
amounts:
Chapter
21 - Accounting Changes and Correction of Errors
Chapter
22 - Foreign
Currency
1. Gross
investment
Chapter 23 - Related-Party Disclosures

2. Fair
of the Industries
leased asset
Chapter
24 - value
Specialized
Chapter 25 - Inflation and Hyperinflation

3. Cost

Chapter 26 - Government Grants
Appendix
A - Disclosure
Checklist
From these
amounts, the
remainder of the computations necessary to record and account for the lease
Appendix
B - can
Illustrative
Financial
Statements
Underthe
IASnumbers necessary to complete the
transaction
be made.
The first
objectivePresented
is to determine

followingCentry:
Appendix
- Comparison of IAS, US GAAP, and UK GAAP
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The gross investment (lease receivable) of the lessor is equal to the sum of the minimum lease

payments (excluding contingent rent and executory costs) from the standpoint of the lessor, plus the
nonguaranteed residual value accruing to the lessor. The difference between the gross investment and
the present valueWiley
of the IAS
two 2003:
components
of gross investment
(i.e., minimum
lease payments and
Interpretation
and Application
of
nonguaranteed residual
value)
is
recorded
as
"unearned
finance
income"
(also
referred to as "unearned
International Accounting Standards
interest revenue").
The
present
value
is
to
be
computed
using
the
lease
term
and
implicit interest rate
ISBN:0471227366
by Barry J. Epstein and Abbas Ali
Mirza
(both of which were
discussed earlier).
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IAS 17 stipulates This
that compact
the resulting
unearned finance income is to be amortized and recognized into
and truly comprehensive quick-reference
income using thepresents
effectiveaccountants
interest method,
result inona for
constant periodic rate of return on the
with awhich
guidewill
to depend
assistance
in theispreparation
and
understanding
financial
"lessor's net investment"
(which
the "lessor's
gross
investment"ofless
the "unearned finance income").
presented
in accordance
with IAS.
The requirement statements
that only a single
computational
approach
be employed is the key change from the
original IAS 17, which had permitted a free choice of method in allocation of finance income by the
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lessor using the effective interest method based on either
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Standards
1. The lessor's net investment outstanding in respect of the finance lease; or
Preface

2. The
net cash
investment Accounting
outstandingStandards
in respect of the finance lease.
Chapter
1 - lessor's
Introduction
to International
Chapter 2

- Balance Sheet
Because this
choice of computational methods permitted significantly different results to be reported by
Income
Statement, Statement
of Changes initEquity,
and Statement
entities3engaged
in substantially
identical transactions,
was eliminated
by IAS 17.
Chapter
of Recognized Gains and Losses

Chapter
4 - Cash
Flow Statement
Consideration
of "prudence"
is called for by IAS 17 in recognizing finance income, which is in any event
Chapter
5 - Financial
Instruments—Cash
Receivables
a qualitative
characteristic
or attribute of and
financial
statements prepared under the IAS. The IASC's
Chapter
6 - for
Inventory
Framework
Preparation and Presentation of Financial Statements makes it incumbent on financial
Chapter
7 -preparers
Revenue to
Recognition,
Including in
Construction
Contracts
statement
exercise prudence;
other words,
it requires caution in the exercise of

judgment.
17 clarifies
the context of spreading income on a systematic basis, by giving the
Chapter
8 -IAS
Property,
Plant,this
andinEquipment
example
of uncertainties relative to collectibility of lease rentals or to fluctuation of
Chapter
9 of- recognition
Intangible Assets
interest ratesInterests
in the future.
For instance,
the uncertainties
surrounding
collectibility
of lease rentals
in Financial
Instruments,
Associates, Joint
Ventures,
and
Investment
usually increase
with theProperty
lease term (i.e., the longer the lease term, the greater are the risks involved),
and thus
the principle
prudence, modification
of the pattern of income recognition
Chapter
11in- keeping
Businesswith
Combinations
andofConsolidated
Financial Statements
may be required
to compensate.
Current
Liabilities, Provisions, Contingencies, and Events after the
Chapter 10 -

Chapter 12 -

Balance Sheet Date
For example,
a lessorInstruments—Long-Term
may decide to delay theDebt
recognition of finance income into the later years in the
Chapter
13 - Financial

case of14
leases
with terms spread over twenty years and above, as opposed to short-term leases with
Chapter
- Leases

terms of three to five years, since predicting with certainty long-term collectibility, which depends on a
number of factors such as the future financial position of the lessee, is a very difficult task. Effectively,
Chapter 16 - Employee Benefits
more of the earlier collections might be seen as returns on investment, rather than income, until longerChapter 17 - Stockholders' Equity
term viability has been demonstrated.
Chapter 15 - Income Taxes

Chapter 18 - Earnings Per Share

Chapter
19 -the
Interim
Financial
Reporting
Recall that
fair market
value
(FMV) of the leased property is by definition equal to the normal selling
Chapter
Segment
Reporting
price of20
the- asset
adjusted
by any residual amount retained (this amount retained can be exemplified by
Chapter
21 - Accounting
Changes
Correction
of Errors
an unguaranteed
residual
value,and
investment
credit,
etc.). According to IAS 17, the selling price to be

used for22a -sales-type
lease is equal to the fair value of the leased asset, or if lower, the sum of the
Chapter
Foreign Currency
present23
values
of the MLPDisclosures
and the estimated unguaranteed residual value accruing to the lessor,
Chapter
- Related-Party
discounted
a commercial
rate of interest. In other words, the normal selling price less the present
Chapter
24 - at
Specialized
Industries
value of25the
unguaranteed
residual value is equal to the present value of the MLP. (Note that this
Chapter
- Inflation
and Hyperinflation
relationship
is sometimesGrants
used while computing the MLP when the normal selling price and the residual
Chapter
26 - Government
value are known; this is illustrated in a case study that follows.)

Appendix A - Disclosure Checklist

Appendix
Illustrative
Statements
Presented
Under
IAS of the sale is computed as the
The costBof- goods
sold Financial
to be charged
against
income in
the period
Appendix
C
Comparison
of
IAS,
US
GAAP,
and
UK
GAAP
historical cost or carrying value of the asset (most likely inventory) plus any initial direct costs. Initial
Index
direct costs should be recognized as an expense at the inception of the lease, since these costs are
List
of Tables
related
to earning the manufacturer's or dealer's profit.
List of Exhibits and Examples

Theofestimated
List
Sidebars unguaranteed residual values used in computing the lessor's gross investment in a
lease should be reviewed regularly. In case of a permanent reduction (impairment) in the estimated
unguaranteed residual value, the income allocation over the lease term is revised and any reduction
with respect to amounts already accrued is recognized immediately.
To attract customers, manufacturer or dealer lessors sometimes quote artificially low rates of interest.
This has a direct impact on the recognition of built-in profit, which is an integral part of the deal and is
inversely proportional to the finance income generated from the deal. Thus, if finance income is
artificially low, this results in recognition of excessive profit from the transaction at the time of the sale.

Under such circumstances, the standard requires that selling profit be restricted to that which would
have resulted had a commercial rate of interest been used in the deal. Thus, the substance of the
transaction should
be reflected
in the
financial statements.
Wiley
IAS 2003:
Interpretation
and Application of
International Accounting Standards

The difference between the selling price and the amount computed
as the cost of goods sold is the
ISBN:0471227366
by Barry J. Epstein and Abbas Ali
gross profit recognized
Mirza by the lessor on the inception of the lease (sale). Manufacturer or dealer lessors
often give an option
toWiley
their customers
of either
leasing the asset (with financing provided by them) or
John
& Sons © 2003
(952 pages)
buying the asset outright.
Thus,
a
finance
lease
by a manufacturer or dealer lessor, also referred to as
This compact and truly comprehensive quick-reference
a sales-type lease,
generates
two
types
of
revenue
fordepend
the lessor.
presents accountants with a guide to
on for
in the
and understanding
of financial
1. The gross assistance
profit (or loss)
onpreparation
the sale, which
is the equivalent
to the profit (or loss) that would
statements presented in accordance with IAS.
have resulted from an outright sale at normal selling prices.
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2. The finance income or interest earned on the lease receivable to be spread over the lease term

Wiley IAS 2003—Interpretation and Application of International Accounting
based on a pattern reflecting a constant periodic rate of return on either the lessor's net
Standards

Preface investment outstanding or the net cash investment outstanding in respect of the finance lease.
Chapter 1

- Introduction to International Accounting Standards

Chapter 2

- Balance Sheet

The application of these points is illustrated in the example below.

Income Statement, Statement of Changes in Equity, and Statement
Example
Chapter
3 of
- accounting for a sales-type lease
of Recognized Gains and Losses
Chapter
4 is- aCash
Flow Statement
XYZ Inc.
manufacturer
of specialized equipment. Many of its customers do not have the necessary
Chapter
- Financial
Instruments—Cash
and Receivables
funds or5 financing
available
for outright purchase.
Because of this, XYZ offers a leasing alternative. The
Chapter
6 - Inventory
data relative
to a typical lease are as follows:
Chapter
7 - noncancelable
Revenue Recognition,
Including
Construction
1. The
fixed portion
of the
lease termContracts
is 5 years. The lessor has the option to renew
Chapter the
8 -lease
Property,
Plant,
and
Equipment
for an additional 3 years at the same rental. The estimated useful life of the asset is 10
Chapter years.
9 - Intangible
Assets
Lessee guarantees
a residual value of $40,000 at the end of 5 years, but the guarantee
Interests
in
Financial Instruments, Associates, Joint Ventures, and
Chapter lapses
10 - if the full 3 renewal periods are exercised.
Investment Property

2. The
is to
receive equal
annual
payments
over the
term of the lease. The leased property
Chapter
11 - lessor
Business
Combinations
and
Consolidated
Financial
Statements
reverts
back to
the lessor
on termination
of the lease.
Current
Liabilities,
Provisions,
Contingencies,
and Events after the

Chapter 12 -

Balance Sheet Date
3. The
is initiated
on 1/1/03. Payments
Chapter
13 - lease
Financial
Instruments—Long-Term
Debtare due on 12/31 for the duration of the lease term.
Chapter 14 - Leases

4. The cost of the equipment to XYZ Inc. is $100,000. The lessor incurs cost associated with the
inception of the lease in the amount of $2,500.

Chapter 15 - Income Taxes

Chapter 16 - Employee Benefits

Chapter
17 - selling
Stockholders'
5. The
price ofEquity
the equipment for an outright purchase is $150,000.
Chapter 18 - Earnings Per Share

6. The equipment is expected to have a residual value of $15,000 at the end of 5 years and
$10,000 at the end of 8 years.

Chapter 19 - Interim Financial Reporting
Chapter 20 - Segment Reporting

Chapter
21 - lessor
Accounting
Changes
and
of Errors
7. The
desires
a return
ofCorrection
12% (the implicit
rate).
Chapter 22 - Foreign Currency

The first
is to calculate
the annual payment due to the lessor. Recall that the present value (PV) of
Chapter
23step
- Related-Party
Disclosures
the minimum
lease payments
is equal to the selling price adjusted for the present value of the residual
Chapter
24 - Specialized
Industries
amount.25The
presentand
value
is to be computed using the implicit interest rate and the lease term. In this
Chapter
- Inflation
Hyperinflation
case, the
rate is given
Chapter
26 implicit
- Government
Grantsas 12% and the lease term is 8 years (the fixed noncancelable portion

plus the renewal period, since the lessee guarantee terms make renewal virtually inevitable). Thus, the
structure of the computation would be as follows:

Appendix A - Disclosure Checklist

Appendix B - Illustrative Financial Statements Presented Under IAS

Appendix C - Comparison
of IAS,
US -GAAP,
UK GAAP
Normal selling
price
PV ofand
residual
value = PV of minimum lease payment
Index

Or,ofinTables
this case,
List
List of Exhibits and Examples

$150,000
List
of Sidebars

-

(0.40388 [a] x $10,000)

=

4.96764[b] x Minimum lease payment

$145,961.20

÷

4.96764

=

Minimum lease payment

[a]0.40388

$29,382.40
= Minimum lease payment
is the present value of an amount of $1 due in 8 periods at a 12% interest rate.

[b]4.96764

is the present value of an annuity of $1 for 8 periods at a 12% interest rate.

Prior to examining the accounting implications of a lease, we must determine the lease classification. In

this example, the lease term is 8 years (discussed above) while the estimated useful life of the asset is
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A few of the columns need to be elaborated on. First, the net investment is the gross investment (lease

receivable) less the unearned finance income. Notice that at the end of the lease term, the net
investment is equal to the estimated residual value. Also note that the total interest earned over the
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results in only interest revenue being earned by the lessor. This is because the FMV (selling price) and
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3. The unguaranteed residual value at the end of year 3 is estimated to be $10,000.

Appendix C - Comparison of IAS, US GAAP, and UK GAAP

Index
4. The annual payments are calculated to give the lessor a 10% return (the implicit rate).
List of Tables

5. Exhibits
The lease
List of
and payments
Examples and unguaranteed residual value have a PV equal to $131,858 (FMV of
asset) at the stipulated discount rate.

List of Sidebars

6. The annual payment to the lessor is computed as follows:

6.
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In this case, the implicit rate is equal to 7.008%. Thus, the amortization table would be set up as
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Finally, when the asset is returned to the lessor at the end of the lease term, it must be recorded on the
books. The necessary entry is as follows:
Used asset
[a]Also

10,000

10,000
Lease receivable[a]
commonly referred to as the "gross investment in lease."
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2. The recognition of the finance income is based on the lessor's net cash investment outstanding
in respect of the lease.
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Under IAS 17, the accounting treatment depends on whether the sale and leaseback results in a
finance lease or an operating lease. If it results in a finance lease, any excess of sale proceeds need
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Appendix
A
Disclosure
Checklist
excess is recognized, it should be deferred and amortized over the lease term.
Chapter 25 - Inflation and Hyperinflation

Appendix B - Illustrative Financial Statements Presented Under IAS

If a sale C
and
leaseback transaction
resultsand
in an
lease
Appendix
- Comparison
of IAS, US GAAP,
UKoperating
GAAP
Index
1. If it is evident that the transaction is established at fair value, any profit or loss should be
List of Tables
recognized immediately.
List of Exhibits and Examples

2. Sidebars
If sale price is not established at fair value
List of
a. If sale price is below fair value, any profit or loss should be recognized immediately,
except that when a loss is to be compensated by below fair market future rentals, the loss
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asset is expected to be used.
b. If the sale price is above fair value, the excess over fair value should be deferred and
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The interpretation also identifies certain factors that would suggest that other obligations of an
arrangement, including any guarantees provided and obligations incurred upon early termination,
Chapter 26 - Government Grants
should be accounted for under either IAS 37 (contingent liabilities) or IAS 39 (financial obligations),
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amendment would also eliminate the choice of how a lessor accounts for initial direct costs incurred in
negotiating a lease by requiring that such costs that are incremental and directly attributable to the
lease are to be capitalized and allocated over the lease term.

Additional guidance.
Sale-leaseback transactions can be rather complex, and the guidance offered by IAS 17 is limited.
Therefore, to provide further insight into this common type of financing arrangement, additional

commentary is offered, based on the rules and interpretations under US GAAP, which do not constitute
authoritative guidance but which may offer certain insights in developing accounting responses to such
circumstances. See
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If the seller-lessee retains more than a minor portion but less than substantially all the rights to use the
property, any excess profit on the sale should be recognized on the date of the sale. For purposes of
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present value of the minimum lease payments.
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2. If the leaseback is classified as a capital (i.e., finance) lease, the excess profit is the amount
greater than the recorded amount of the leased asset.
When the fair value of the property at the time of the leaseback is less than its undepreciated cost, the
seller-lessee should immediately recognize a loss for the difference. In the example below, the sales
price is less than the book value of the property. However, there is no economic loss because the FMV
is greater than the book value.
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demonstrated by a lack of continuing involvement by the seller-lessee.

A normal leaseback involves active use of the leased property in the seller-lessee's trade or business
during the lease term.
The buyer-lessor's initial investment is adequate if it demonstrates the buyer-lessor's commitment to
pay for the property and indicates a reasonable likelihood that the seller-lessee will collect any
receivable related to the leased property. The buyer-lessor's continuing investment is adequate if the
buyer is contractually obligated to pay an annual amount at least equal to the level of annual payment

needed to pay that debt and interest over no more than (1) twenty years for land and (2) the customary
term of a first mortgage loan for other real estate.
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date is Changes
January and
1, 2003,
and the
has a fair value of $100,000 on that date

estimated
useful life of 15 years.
Chapter and
22 -an
Foreign
Currency
Chapter 23 - Related-Party Disclosures

2. The lease term is 15 years, noncancelable, and requires equal rental payments of $13,109 at
the beginning of each year.

Chapter 24 - Specialized Industries

Chapter 25 - Inflation and Hyperinflation

Chapter
26 - Government
3. Lessee
Corp. has Grants
the option annually to renew the lease at the same rental payments on
Appendixexpiration
A - Disclosure
of theChecklist
original lease.
Appendix B - Illustrative Financial Statements Presented Under IAS

4. Lessee
Corp. hasofthe
obligation
to and
pay UK
all executory
costs.
Appendix
C - Comparison
IAS,
US GAAP,
GAAP
Index

5. The annual rental payments provide the lessor with a 12% return on investment.

List of Tables

List of
and Examples
6. Exhibits
The incremental
borrowing rate of Lessee Corp. is 12%.
List of Sidebars

7. Lessee Corp. depreciates similar equipment on a straight-line basis.
Lessee Corp. should classify the agreement as a capital lease since the lease term exceeds 75%
(which is deemed to be a major part) of the estimated economic life of the equipment, and because the
present value of the lease payments is greater than 90% (deemed to be substantially all) of the fair
value of the equipment. Assuming that collectibility of the lease payments is reasonably predictable and
that no important uncertainties exist concerning the amount of nonreimbursable costs yet to be incurred
by the lessor, Lessor Corp. should classify the transaction as a direct financing lease because the

present value of the minimum lease payments is equal to the fair market value of $100,000 ($13,109 x
7.62817).
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Chapter 10 -

Investment Property

IAS 17 stipulates rules relating to leases of land and building. In general, the treatment of such leases
is to be the same as for leases of other assets. However, since land has an indefinite useful life, if title
Current Liabilities, Provisions, Contingencies, and Events after the
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12 is not expected
to pass to the lessee at the end of the lease term, such leases are to be classified as
Balance Sheet Date
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Leases Involving Real Estate—Guidance under US GAAP

Appendix B - Illustrative Financial Statements Presented Under IAS
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Leases Involving Land Only
Lessee accounting.

If the lease agreement transfers ownership or contains a bargain purchase option, the lessee should
account for the lease as a capital lease and record an asset and related liability in an amount equal to
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Lessee accounting.
- Inventory

Chapter 6
Chapter 7

Revenue Recognition, Including Construction Contracts
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if the agreement transfers title or contains a bargain purchase option, the lessee

Chapter
- Property,
and Equipment
should 8account
for thePlant,
agreement
by separating the land and building components and capitalize each
Chapter
9
Intangible
Assets
separately. The land and building elements should be allocated on the basis of their relative fair market
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Joint
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and
values 10
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at the
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The land and
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components
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Chapter
Investment Property

separately because the lessee is expected to own the real estate by the end of the lease term. The

Chapter
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Combinations
Financial
Statements
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should
be depreciated
overand
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estimated useful
life without
regard to the lease term.
Current Liabilities, Provisions, Contingencies, and Events after the
Chapter 12 Balance
Sheet Date
When the lease
agreement
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Chapter
13
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Instruments—Long-Term
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Chapter
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fair value
of the leased properties in aggregate, the land is considered material.
Chapter
- Employee
Benefits
Chapter 17 - Stockholders' Equity

When the land component of the lease agreement is considered immaterial (FMV land < 25% total
FMV), the lease should be accounted for as a single lease unit. The lessee should capitalize the lease
Chapter 19 - Interim Financial Reporting
if one of the following occurs:
Chapter 18 - Earnings Per Share

Chapter 20 - Segment Reporting

1. The
of the lease
is 75%
more of of
theErrors
economic useful life of the real estate
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21 - term
Accounting
Changes
and or
Correction
Chapter 22 - Foreign Currency

2. The present value of the minimum lease payments equals 90% or more of the fair market value

Chapter of
23the
- Related-Party
Disclosures
leased real estate
less any lessor tax credits
Chapter 24 - Specialized Industries

If neither
two criteria
above is met, the lessee should account for the lease agreement as a
Chapter
25of
- the
Inflation
and Hyperinflation
single operating
lease. Grants
Chapter
26 - Government
Appendix A - Disclosure Checklist

When the land component of the lease agreement is considered material (FMV land = 25% total FMV),
the land and building components should be separated. By applying the lessee's incremental borrowing
Appendix C - Comparison of IAS, US GAAP, and UK GAAP
rate to the fair market value of the land, the annual minimum lease payment attributed to land is
Index
computed. The remaining payments are attributed to the building. The division of minimum lease
List
of Tables
payments
between land and building is essential for both the lessee and lessor. The lease involving the
List
of should
Exhibitsalways
and Examples
land
be accounted for as an operating lease. Under US GAAP, the lease involving the
List
of Sidebars
building(s)
must meet either the 75% (of useful life) or 90% (of fair value) test to be treated as a capital
lease. If neither of the two criteria is met, the building(s) will also be accounted for as an operating
lease.
Appendix B - Illustrative Financial Statements Presented Under IAS

Lessor accounting.
The lessor's accounting depends on whether the lease transfers ownership, contains a bargain
purchase option, or does neither of the two. If the lease transfers ownership and gives rise to dealer's
profit (or loss), US GAAP requires that the lessor classify the lease as a sales-type lease and account

for the lease as a single unit under the provisions of SFAS 66 in the same manner as a seller of the
same property. If the lease transfers ownership, meets both the collectibility and no important
uncertainties criteria,
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However, the collectibility and the no material uncertainties criteria must be met before the lessor can
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account for the agreement as a direct financing lease, and in no such case may the lease be classified
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1 - Introduction
to ownership
International
Accounting
Standards
as a sales-type
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must
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Chapter 2

- Balance Sheet

The treatment
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involving
both land
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illustrated
in the following examples.
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for land and building lease containing transfer of title
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Flow Statement
Chapter 5

- Financial Instruments—Cash and Receivables

Assume the following:
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Chapter
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Recognition,
Including
Constructionlease
Contracts
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operations. The building has an estimated useful life of 12 years.
- Property, Plant, and Equipment

Chapter 8

Chapter
9 - FMV
Intangible
2. The
of theAssets
land is $75,000, while the FMV of the building is $310,000.
Interests in Financial Instruments, Associates, Joint Ventures, and
Chapter 10 Investment
Property
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is due to the lessor at the beginning of each of the 10 years of the lease.
Chapter 11 - Business Combinations and Consolidated Financial Statements
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borrowingContingencies,
rate is 10%. (Lessor's
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rate is unknown.)
Current Liabilities,
Provisions,
and Events
after the

Chapter 12 -

Balance Sheet Date
5. Ownership
willInstruments—Long-Term
transfer to the lessee at Debt
the end of the lease.
Chapter
13 - Financial
Chapter 14 - Leases

The present value of the minimum lease payments is $337,951 ($50,000 x 6.75902[1]). The portion of

Chapter
15 - value
Income
the present
ofTaxes
the minimum lease payments that should be capitalized for each of the two
Chapter
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Chapter
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FMV of
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Chapter 19 - Interim Financial Reporting
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Chapter 20 - Segment Reporting

Chapter
21 - Accounting
Changes and Correction of Errors$385,000
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Chapter 22 - Foreign Currency

Portion of PV allocated to land

Chapter 23 - Related-Party Disclosures
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=
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=
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385,000

Chapter 24 - Specialized Industries
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allocated
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x

Chapter 26 - Government Grants

310,000
385,000

Appendix A - Disclosure Checklist

Total PV
be capitalized
Appendix
B to
- Illustrative
Financial Statements Presented Under IAS

$337,951

Appendix C - Comparison of IAS, US GAAP, and UK GAAP

The entry made to record the lease initially is as follows:
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Leased land

65,835

Leased
building
List
of Sidebars

272,116

List of Exhibits and Examples

Lease
obligation

337,951

Subsequently, the obligation will be decreased in accordance with the effective interest method. The
leased building will be amortized over its expected useful life.

Example of accounting for land and building lease without transfer of title or bargain purchase
option
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x 6.75902[a]
$227,948
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present
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of the minimum annual lease payment attributed to
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effective
interest method.

Leases involving real estate and equipment.
When real estate leases also involve equipment or machinery, the equipment component should be
separated and accounted for as a separate lease agreement by both lessees and lessors. According to
US GAAP, "the portion of the minimum lease payments applicable to the equipment element of the
lease shall be estimated by whatever means are appropriate in the circumstances." The lessee and

lessor should apply the capitalization requirements to the equipment lease independently of accounting
for the real estate lease(s). The real estate leases should be handled as discussed in the preceding
two sections. In aWiley
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involving
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value of the leased property cannot be determined objectively but the agreement satisfies the 75% test,
the estimated economic life of the building in which the leased premises are located should be used. If
Chapter 1 - Introduction to International Accounting Standards
this test is not met, the lessee should account for the agreement as an operating lease.
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Statement,
of Changes
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Chapter 6
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Chapter 7
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Termination
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Chapter 8

- Property, Plant, and Equipment

Chapter
9 -shall
Intangible
Assets
The lessor
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the remaining net investment from his or her books and record the leased
Interests
in at
Financial
Instruments,
Associates,
Joint Ventures,
equipment
as
an
asset
the lower
of its original
cost, present
fair value, and
or current carrying value. The
Chapter 10 Investment
Property
net adjustment
is reflected
in the income of the current period.
Chapter 11 - Business Combinations and Consolidated Financial Statements

The lessee is
also affected
by Provisions,
the terminated
agreementand
because
or she
Current
Liabilities,
Contingencies,
Eventshe
after
the has been relieved of the
Sheet
obligation. IfBalance
the lease
is a Date
capital lease, the lessee should remove both the obligation and the asset
from his13or-her
accounts
and charge any adjustment
Chapter
Financial
Instruments—Long-Term
Debt to the current period income. If accounted for as
an operating
lease, no accounting adjustment is required.
Chapter
14 - Leases
Chapter 12 -

Chapter 15 - Income Taxes

Renewal or Extension of an Existing Lease

Chapter 16 - Employee Benefits

Chapter 17 - Stockholders' Equity

The renewal
or extension
of an existing lease agreement affects the accounting of both the lessee and
Chapter
18 - Earnings
Per Share
the lessor.
GAAP
specifies
two basic situations in this regard: (1) the renewal occurs and makes a
Chapter
19 -US
Interim
Financial
Reporting
residual20guarantee
orReporting
penalty provision inoperative or (2) the renewal agreement does not do the
Chapter
- Segment
foregoing
the renewal
is to be
treated
as a of
new
agreement. The accounting treatment prescribed
Chapter
21 and
- Accounting
Changes
and
Correction
Errors
under the latter situation for a lessee is as follows:

Chapter 22 - Foreign Currency

1. If
renewal or extension
is classified as a capital lease, the (present) current balances of the
Chapter
23the
- Related-Party
Disclosures
and relatedIndustries
obligation should be adjusted by an amount equal to the difference between
Chapter asset
24 - Specialized
value
of the future minimum lease payments under the revised agreement and the
Chapter the
25 -present
Inflation
and Hyperinflation
current balance
Chapter (present)
26 - Government
Grants of the obligation. The present value of the minimum lease payments

under the revised agreement should be computed using the interest rate that was in effect at the
inception of the original lease.
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modified to reflect the true economic substance of the transaction rather than the legal form.
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The acquiring company should apply the following procedures to account for a leveraged lease in a
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b. Lessor accounting. The lessor should recognize any reimbursements to be received
from the lessee, for costs paid in relation to the debt refunding, as revenue. This revenue
should be recognized in a systematic manner over the period from the date of refunding
to the call date of the debt to be refunded.
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Acquisition of Interest in Residual Value
Recently, there has been an increase in the acquisition of interests in residual values of leased assets
by companies whose primary business is other than leasing or financing. This generally occurs through
the outright purchase of the right to own the leased asset or the right to receive the proceeds from the
sale of a leased asset at the end of its lease term.
In instances such as these, the rights should be recorded by the purchaser at the fair value of the

assets surrendered. Recognition of increases in the value of the interest in the residual (i.e., residual
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option, but it still qualified as a capital lease, the original lessee/sublessor should (with one

exception) apply the usual criteria set by US GAAP in classifying the new agreement as a capital
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5. Sidebars
The debt is guaranteed by either using the equipment as collateral, the assignment of the lease payments, or bo
List of
depending on the demands established by the creditor.

The FASB concluded that the entire lease agreement be accounted for as a single transaction and not a direct financin
lease plus a debt transaction. The feeling was that the latter did not readily convey the net investment in the lease to th
user of the financial statements. Thus, the lessor is to record the investment as a net amount. The gross investment is
calculated as a combination of the following amounts:
1. The rentals receivable from the lessee, net of the principal and interest payments due to the long-term creditor
2.
3.

1.
2. A receivable for the amount of the investment tax credit (ITC) to be realized on the transaction (repealed in the
United States but may yet exist in other jurisdictions)
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The following example illustrates the application of these principles to a leveraged lease.
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Example of simplified leveraged lease
Assume the following:

1. A lessor acquires an asset for $100,000 with an estimated useful life of 3 years in exchange for a $25,000 down
payment and a $75,000 3-year note with equal payments due on 12/31 each year. The interest rate is 18%.
2. The asset has no residual value.
3. The PV of an ordinary annuity of $1 for 3 years at 18% is 2.17427.
4.

2.
3.
4. The asset is leased for 3 years with annual payments due to the lessor on 12/31 in the amount of $45,000.
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Allocating principal and interest on the loan payments is as follows:
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$ --
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45,000 Reporting
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2,600
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4,000
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Chapter 25 - Inflation and Hyperinflation
Chapter 26 - Government Grants

Total A$135,000
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Appendix B - Illustrative Financial Statements Presented Under IAS
Appendix C - Comparison of IAS, US GAAP, and UK GAAP

The chart below allocates the cash flows determined above between the net investment in the lease and income. Reca
the income is then allocated between pretax accounting income and the amortization of the investment for credit. The
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income tax expense for the period is a result of applying the tax rate to the current periodic pretax accounting income.
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Theofamount
to be allocated in total in each period is the net cash flow determined in column H above. The investment

beginning of year 1 is the initial down payment of $25,000. This investment is then reduced on an annual basis by the
amount of the cash flow not allocated to income.
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net cash flow after the initial investment, and columns 3 and 4 are the allocation based on the
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Investment
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[Amortization of unearned income, Chart 2 (5+7) line by line for each year]

The following schedules illustrate the computation of deferred income tax amount. The annual amount is a result of the
temporary difference created due to the difference in the timing of the recognition of income for book and tax purposes
income for tax purposes can be found in column D in Chart 1, while the income for book purposes is found in column 5

Chart 2. The actual amount of deferred tax is the difference between the tax computed with the temporary difference a
the tax computed without the temporary difference. These amounts are represented by the income tax payable or rece
as shown in column
E ofIAS
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1 and
the income taxand
expense
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1. Reductions in tax deductible asset bases arising in connection with tax credits. Under tax
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investment tax credit, or a full investment tax credit coupled with
Chapter reduced
24 - Specialized
Industries
depreciation
allowances. If the taxpayer chose the latter option, the asset basis is
Chapter reduced
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and
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Chapter Accordingly,
26 - Government
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tax liability.
Appendixa Adeferred
- Disclosure
Checklist
Appendix B - Illustrative Financial Statements Presented Under IAS
Appendix
C - Comparison
IAS,
US GAAP,
and UK
GAAP from the indexing of asset costs for the
2. Increases
in the of
tax
bases
of assets
resulting
Index effects of inflation. Occasionally, proposed and sometimes enacted by taxing jurisdictions,
List of Tables
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assets and
through
depreciation based on current costs, as computed by the application of indices to
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the historical costs of the assets being re-measured. This reevaluation of asset costs gives rise

to deductible temporary differences that would be associated with deferred tax benefits.
3. Certain business combinations accounted for by the acquisition method. Under certain
circumstances, the costs assignable to assets or liabilities acquired in purchase business
combinations will differ from their tax bases. The usual scenario under which this arises is when
the acquirer must continue to report the predecessor's tax bases for tax purposes, although the
price paid was more or less than book value. Such differences may be either taxable or

deductible and, accordingly, may give rise to deferred tax liabilities or assets. These differences
were treated as timing differences under the original IAS 12, and will now be recognized as
temporaryWiley
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by revised
IAS 12.
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3. Goodwill that cannot be amortized (deducted) for tax purposes. In some jurisdictions,
goodwill cannot be deducted for tax purposes. Conceptually, when goodwill is carried on the
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Inflation
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Measurement of Deferred Tax Assets and Liabilities
The procedure to compute the gross deferred tax provision (i.e., before addressing whether the
deferred tax asset is probable of being realized and therefore should be recognized) is as follows:
1. Identify all temporary differences existing as of the reporting date.
2. Segregate the temporary differences into those that are taxable and those that are deductible.
This step is necessary because under revised IAS 12 only those deferred tax benefits which are

1.
2.
probable of being realized are recognized, whereas all deferred obligations are given full
recognition.
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operating loss and credit carryforwards that have expiration
dates or other types of limitations.
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Deductible temporary differences
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The journal entry to record required amounts is
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payable
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Current income tax expense and income taxes currently payable are each computed as taxable income
times the current rate ($230,000 x 40%). The deferred tax asset of $3,200 represents 40% of
deductible temporary differences of $8,000. The deferred tax liability of $11,200 is calculated as 40% of
taxable temporary differences of $28,000. The deferred tax expense of $8,000 is the net of the deferred
tax liability of $11,200 and the deferred tax asset of $3,200.
In 2004, Noori Company has pretax financial income of $450,000, aggregate taxable and deductible
temporary differences are $75,000 and $36,000, respectively, and the tax rate remains a flat 40%.

Taxable income is $411,000, computed as pretax financial income of $450,000 minus taxable
differences of $75,000 plus deductible differences of $36,000. Current income tax expense and income
taxes currently payable
each2003:
are $164,400
($411,000
x 40%).
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a. In the same period as the reversal of the deductible temporary difference, or

List of Tables
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2. Sidebars
If there are insufficient taxable temporary differences relating to the same taxation authority, it is
List of

probable that the enterprise will have taxable profits in the same period as the reversal of the
deductible temporary difference or in periods to which the deferred tax can be carried back or
forward, or there are tax planning opportunities available to the enterprise that will create taxable
profit in appropriate periods.

Thus, there will be a modest element of judgment required in making an assessment about how
probable the realization of the deferred tax asset is, in circumstances in which there is not a balance of
deferred tax liability equal to or greater than the amount of the deferred tax asset. If it cannot be

concluded that realization is probable, the deferred tax asset is not given recognition. The methodology
of revised IAS 12 is somewhat different than that which is applied under current US GAAP, which is
prescribed by SFAS
109.
In conformity
with that standard,
all deferredoftax assets are first recorded,
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For example, if the deductible temporary difference is projected to reverse in two years but the taxable

Chapter
23 -difference
Related-Party
temporary
is notDisclosures
anticipated to occur for another ten years, and the tax jurisdiction in
Chapter
24
Specialized
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tax loss carryforward, then (absent other facts suggesting that the tax
Chapter
- Inflationofand
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benefit 25
is probable
realization)
the deferred tax benefit could not be given recognition.
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However,
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have certain tax planning opportunities available to it, such that the pattern of
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could beFinancial
altered to
make the Presented
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example,
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Appendix
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election might be made to tax interest income on an accrual rather than a cash received basis, which
might accelerate income recognition such that it would be available to offset or absorb the deductible
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temporary differences. Also, claimed tax deductions might be deferred to later periods, similarly
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boosting taxable profits in the short term.
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More subtly, a reporting entity may have certain assets, such as buildings, which have appreciated in
value. It is entirely feasible, in many situations, for an enterprise to take certain steps, such as selling
the building to realize the taxable gain thereon and then either leasing back the premises or acquiring
another suitable building, to salvage the tax deduction that would otherwise be lost to it due to the
expiration of a loss carryforward period. If such a strategy is deemed to be reasonably available, even if
the entity does not expect to have to implement it (for example, because it expects other taxable
temporary differences to be originated in the interim), it may be used to justify recognition of the

deferred tax benefits.
Consider the following example of how an available tax planning strategy might be used to support
Wiley IAS 2003: Interpretation and Application of
recognition of a deferred
tax asset that otherwise might have to go unrecognized.
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Assume that Kirloski Company has a $180,000 operating loss carryforward as of 12/31/02, scheduled
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Chapter 10 -
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Chapter 17 - Stockholders' Equity
Chapter 18 - Earnings Per Share

Full benefit of tax loss carryforward $180,000 x 40% =

Chapter 19 - Interim Financial Reporting

Less: 20 Net-of-tax
of anticipated expenses related to implementation of the
Chapter
- Segmenteffect
Reporting
strategy $30,000 - ($30,000 x 40%) =
Chapter 21 - Accounting Changes and Correction of Errors
Chapter
Net 22 - Foreign Currency

$72,000
18,000
$54,000

Chapter 23 - Related-Party Disclosures

Kirloski24
Company
will also
recognize a deferred tax liability of $96,000 at the end of 2002 (40% of the
Chapter
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Revised expectations that a deferred tax benefit is realizable.

Appendix B - Illustrative Financial Statements Presented Under IAS

Appendix
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GAAP,a and
UK GAAP
It may happen
that in a reporting
period
deferred
asset is deemed not probable of being realized and
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accordingly is not recognized, but in a later reporting period the judgment is made that the amount in
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realizable. If this change in expectation occurs, the deferred tax asset previously not recognized
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and Examples
willofnow
be recorded.
This does not constitute a prior period adjustment, but instead is included in
List
of Sidebars
earnings,
consistent with other changes in accounting estimates, in the current period. Thus, the tax

provision in the period when the estimate is revised will be affected.
Similarly, if a deferred tax benefit provision is made in a given reporting period, but later events suggest
that the amount is, in whole or in part, not probable of being realized, the provision should be partially
or completely reversed. Again, this adjustment will be included in the tax provision in the period in
which the estimate is altered. Under either scenario the footnotes to the financial statements will need
to offer sufficient information to the users to permit meaningful interpretations to be made, since the
amount of tax expense will bear an unusual relationship to the accounting profit for the period.

If the deferred tax provision in a given period is misstated due to a clerical error such as miscalculation
of the effective expected tax rate, this would constitute an accounting error, and the effect of the
IAS in
2003:
Interpretation
and Application
correction may beWiley
reflected
opening
retained earnings.
This shouldofbe distinguished from a change
International
Accounting
Standards
in an accounting estimate. Accounting errors are discussed in Chapter 21.
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a deductible temporary
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for
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available
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assistance in the preparation and understanding of financial
Corporation concludes
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that
all
sources
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result
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future
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statements presented in accordance with IAS.
sufficient to realize more than $15,000 (i.e., 25%) of the deductible temporary difference. Also, assume
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that there
were no deferred tax assets in previous years and that prior years' taxable income was
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inconsequential.
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At 12/31/02 Zacharias Corporation records a deferred tax asset in the amount of $6,000 ($60,000 x
Preface
25% x 40%).
The journaltoentry
at 12/31/02
is
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Deferred tax
asset Statement, Statement
6,000
Income
of Changes in Equity, and Statement
Chapter 3 of Recognized Gains and Losses
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- Cashtax
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6,000

Chapter 5benefit—deferred
- Financial Instruments—Cash and Receivables
Chapter 6

- Inventory

The deferred income tax benefit of $6,000 represents the tax effect of that portion of the deferred tax
- Revenue Recognition, Including Construction Contracts
asset (25%) that is probable of being realized. In 2003 assume that Zacharias Corporation's results are

Chapter 7
Chapter 8

- Property, Plant, and Equipment

Chapter 9

- Intangible Assets

Pretax financial loss

$(32,000)

Interests in Financial Instruments, Associates, Joint Ventures, and
Investmentdifferences
Property from 2002
Reversing deductible
(10,000)
Chapter 11 - Business Combinations and Consolidated Financial Statements
Chapter 10 -

Loss carryforward for tax purposes

Chapter 12 -

$(42,000)

Current Liabilities, Provisions, Contingencies, and Events after the
Balance Sheet Date

The total of the loss carryforward ($42,000, as computed above) plus the amount of deductible
temporary differences from 2002 not reversing in 2003 ($50,000) equals $92,000. Before considering
Chapter
14 -ofLeases
how much
the benefit is probable of being realized, a deferred tax asset of $36,800 ($92,000 x 40%)
Chapter
15 - Income
Taxes
is computed
at the end
of 2003. However, the management of Zacharias Corporation has to consider
Chapter
16
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what portion of this deferred
tax asset is probable of being realized. It concludes that it is probable that
Chapter
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$25,00017of-the
tax loss carryforward
will not be realized. Thus, the net tax loss carryforward that is
Chapter
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probable
being realized
is $92,000 - $25,000 = $67,000, which yields a tax benefit of $26,800
Chapter
19x-40%).
Interim Financial Reporting
($67,000
Chapter 13 - Financial Instruments—Long-Term Debt

Chapter 20 - Segment Reporting

Since the balance in the deferred tax asset account had been $6,000, the adjustment needed is now as
follows. The journal entry at 12/31/03 is

Chapter 21 - Accounting Changes and Correction of Errors
Chapter 22 - Foreign Currency

Chapter 23 - Related-Party Disclosures

Deferred tax asset

Chapter 24 - Specialized Industries

20,800

Chapter 25
- Inflation
Income
tax and Hyperinflation

20,800

Chapter 26
- Government Grants
benefit—deferred
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Appendix
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Statements
Presented
Under is
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While the
meaning
of the probable
criterion
clear enough, there can be a practical

difficulty Cof-assessing
whether
this threshold
test is net in a given standard. Revised IAS 12
Appendix
Comparison
of IAS,or
USnot
GAAP,
and UK GAAP
states that deferred tax assets can be recognized when there are sufficient taxable temporary
Index
differences
List
of Tables relating to the same taxation authority and the same taxable entity which are expected to
reverse
in theand
same
period as the expected reversal of the deductible temporary difference or in
List
of Exhibits
Examples
periods
into which a tax loss arising from the deferred tax asset can be carried back or forward. The
List
of Sidebars

standard also suggests that, if there is an insufficiency of taxable temporary differences to absorb the
deductible temporary differences, but it is deemed probable that sufficient taxable income will otherwise
be earned, or that tax planning strategies are available to the entity, this can be used as a basis for
concluding that it is probable that the benefits will be received.
As a practical matter, there are a number of positive and negative factors which may be evaluated in
reaching a conclusion as to amount of the deferred tax asset to be recognized. Positive factors (those
suggesting that the full amount of the deferred tax asset associated with the gross temporary difference
1.

should be recorded) might include
1. Evidence of sufficient future taxable income, exclusive of reversing temporary differences and
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carryforwards,
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realize
the Interpretation
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tax asset of
International Accounting Standards

2. Evidence of
future taxable
income
the reversals of existing taxable
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assistance in the preparation and understanding of financial
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of prudent,
feasiblewith
tax planning
strategies under management
control which, if implemented, would permit the realization of the tax asset. These are discussed
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in greater detail below.
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5. An excess of appreciated asset values over their tax bases, in an amount sufficient to realize
Preface the deferred tax asset. This can be thought of as a subset of the tax strategies idea, since a sale
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ofInternational
appreciated property
is one
rather obvious tax planning strategy to salvage
Chapter a
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6. A strong
earnings history
exclusive
many
circumstances,
Chapter under
4 - Cash
Flow
Statement suggest that future profitability is likely and therefore that realization
taxInstruments—Cash
assets are probable.
Chapter of
5 deferred
- Financial
and Receivables

Although the foregoing may suggest that the reporting entity will be able to realize the benefits of the
- Revenue Recognition, Including Construction Contracts
deductible temporary differences outstanding as of the balance sheet date, certain negative factors
Chapter 8 - Property, Plant, and Equipment
should also be considered in determining whether realization of the full amount of the deferred tax
Chapter 9 - Intangible Assets
benefit is probable under the circumstances. These factors could include
Chapter 7

Interests in Financial Instruments, Associates, Joint Ventures, and
Chapter
10cumulative
1. A
recent
history of accounting losses. Depending on extent and length of time over
Investment
Property

losses were
experienced,
this could reduce
the assessment
Chapter which
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Combinations
and Consolidated
Financial
Statements of likelihood of realization
belowCurrent
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Provisions,
Contingencies, and Events after the
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2. A history of operating losses or of tax operating loss or credit carryforwards that have expired
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Chapter 13 - Financial Instruments—Long-Term Debt
Chapter 14 - Leases

Chapter
15 - Income
Taxes
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that are
anticipated in the near future years, despite a history of profitable operations
Chapter 16 - Employee Benefits

Thus, the
of determining
Chapter
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- Stockholders'
Equity how much of the computed gross deferred tax benefit should be
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of both positive and negative factors to determine whether, based on
Chapter
18 - involves
Earnings the
Per weighing
Share
the preponderance
available
evidence, it is probable that the deferred tax asset will be realized. IAS
Chapter
19 - Interim of
Financial
Reporting

12 notes that a history of unused tax losses should be considered "strong evidence" that future taxable
profits might prove elusive. In such cases, it would be expected that primary reliance would be placed
Chapter 21 - Accounting Changes and Correction of Errors
on the existence of taxable temporary differences which, upon reversal, would provide taxable income
Chapter 22 - Foreign Currency
to absorb the deferred tax benefits that are candidates for recognition in the financial statements.
Chapter 23 - Related-Party Disclosures
Absent those taxable temporary differences, recognition would be much more difficult.
Chapter 20 - Segment Reporting

Chapter 24 - Specialized Industries

Chapter
25 - Inflation
and Hyperinflation
To illustrate
this computation
in a more specific fact situation, assume the following facts:
Chapter
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1. Malpasa Corporation reports on a calendar year and adopted revised IAS 12 in 2001.
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2. As
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31, 2002
balancePresented
sheet, Malpasa
has taxable temporary differences of
Appendix
B of
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Financial
Statements
Under IAS
relating to
temporary differences of $12,000 relating to
Appendix$85,000
C - Comparison
of depreciation,
IAS, US GAAP,deductible
and UK GAAP
deferred compensation arrangements, a net operating loss carryforward (which arose in 2000) of
$40,000, and a capital loss carryover of $10,000.
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Index
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3. Malpasa's expected tax rate for future years is 40% for ordinary income, and 25% for net longterm capital gains. Capital losses cannot be offset against ordinary income.

List of Sidebars

The first steps are to compute the required balances of the deferred tax asset and liability accounts,
without consideration of whether the tax asset would be probable of realization. The computations
would proceed as follows:

Deferred tax liability:
$85,000
Taxable temporary
Wiley IASdifference
2003: Interpretation and Application of
International Accounting Standards
(depreciation)
by Barry J. Epstein and Abbas Ali

x 40%

Effective Mirza
tax rate
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Deferred tax asset:
assistance in the preparation and understanding of financial
statements presented in accordance with IAS.

Deductible temporary differences:
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Current
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Chapter 12 -

Chapter 14 - Leases

2,500

CapitalTaxes
(b)
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Chapter 16 - Employee Benefits
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Chapter 17 - Stockholders'
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The next
wouldFinancial
be to consider
whether realization of the deferred tax asset is probable. Malpasa
Chapter
19step
- Interim
Reporting
management
must evaluate
both positive and negative evidence to determine this matter. Assume now
Chapter
20 - Segment
Reporting
that management
identifies
the following
factorsofwhich
Chapter
21 - Accounting
Changes
and Correction
Errorsmay be relevant:
1. Before
the net
operating loss deduction, Malpasa reported taxable income of $5,000 in 2002.
Chapter
22 - Foreign
Currency
believes
that taxable income in future years, apart from NOL deductions, should
Chapter Management
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at aboutIndustries
the same level experienced in 2002.
Chapter continue
24 - Specialized
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2. The taxable temporary differences are not expected to reverse in the foreseeable future.

Chapter 26 - Government Grants

Appendix
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3. The
lossChecklist
arose in connection with a transaction of a type that is unlikely to recur. The
Appendixcompany
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IAS the potential to result in capital gains
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4. Management estimates that certain productive assets have a fair value exceeding their
respective tax bases by about $30,000. The entire gain, if realized for tax purposes, would be a
List of Exhibits and Examples
recapture of depreciation previously taken. Since the current plans call for a substantial
List of Sidebars
upgrading of the company's plant assets, management feels that it could easily accelerate those
actions to realize taxable gains, should it be desirable to do so for tax planning purposes.
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Based on the foregoing information, Malpasa Corporation management concludes that a $2,500
adjustment to deferred tax assets is required. The reasoning is as follows:
1. There will be some taxable operating income generated in future years ($5,000 annually, based
on the earnings experienced in 2002), which will absorb a modest portion of the reversal of the
deductible temporary difference ($12,000) and net operating loss carryforward ($40,000) existing
2.

1.

at year-end 2002.
2. More important, the feasible tax planning strategy of accelerating the taxable gain relating to
Wiley IAS 2003: Interpretation and Application of
appreciated
assets ($30,000) would certainly be sufficient, in conjunction with operating income
International Accounting Standards
over several years, to permit Malpasa to realize the tax ISBN:0471227366
benefits of the deductible temporary
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John Wiley & Sons © 2003 (952 pages)

3. However, since capital loss carryovers are only usable to offset future capital gains and Malpasa
This compact and truly comprehensive quick-reference
management
is unable to project future realization of capital gains, the associated tax benefit
presents accountants with a guide to depend on for
accrued ($2,500)
willinprobably
not be realized,
and thus cannot
be recognized.
assistance
the preparation
and understanding
of financial
statements presented in accordance with IAS.

Based on this analysis, deferred tax benefits in the amount of $20,800 should be recognized.
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Events
after the
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Chapter
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should generally be reported in the tax provision associated with continuing operations.

Chapter 13 - Financial Instruments—Long-Term Debt
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Example
the computation of a deferred tax asset with a change in rates
Chapter 15 - Income Taxes

Assume16that
the Fanuzzi
Company has $80,000 of deductible temporary differences at the end of
Chapter
- Employee
Benefits
2002, which
are expectedEquity
to result in tax deductions of approximately $40,000 each on tax returns for
Chapter
17 - Stockholders'
2003–2004.
Enacted Per
tax Share
rates are 50% for the years 1998–2002, and 40% for 2003 and thereafter.
Chapter
18 - Earnings
Chapter 19 - Interim Financial Reporting

The deferred tax asset is computed at 12/31/02 under each of the following independent assumptions:

Chapter 20 - Segment Reporting

1. If Fanuzzi Company expects to offset the deductible temporary differences against taxable
income in the years 2003–2004, the deferred tax asset is $32,000 ($80,000 x 40%).

Chapter 21 - Accounting Changes and Correction of Errors
Chapter 22 - Foreign Currency

Chapter
23Fanuzzi
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2. If
Company
expects to realize a tax benefit for the deductible temporary differences by
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24 - carryback
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the deferred tax asset is $40,000 ($80,000 x 50%).
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Fanuzzi Company
Chapter
- Government
Grants expects to realize a tax asset of $32,000 at the end of 2002. Also
assume A
that
taxes payable
in each of the years 1998–2001 were $8,000 (or 50% of taxable income).
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$24,000 Financial
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through carryback refunds even if
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no taxable income is earned in the years 2003–2004. Whether some or all of the remaining $8,000 will
be recognized depends on Fanuzzi Company's assessment of the levels of future taxable earnings
Index
(i.e., whether the probable threshold is exceeded).
Appendix C - Comparison of IAS, US GAAP, and UK GAAP
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Theofforegoing
estimate
of the certain tax benefit, based on a loss carryback to periods of higher tax
List
of Sidebars
rates
than are statutorily in effect for future periods, should be utilized only when future losses (for tax

purposes) are expected. This restriction applies since the benefit thus recognized exceeds benefits that
would be available in future periods, when tax rates will be lower.

Reporting the Effect of Tax Status Changes
Changes in the tax status of the reporting entity should be reported in a manner that is entirely

analogous to the reporting of enacted tax law changes. When the tax status change becomes effective,
the consequent adjustments to deferred tax assets and liabilities are reported in current tax expense as
part of the tax provision
relating
to continuing
operations.
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in those jurisdictions where it is permitted to do so, to be taxed as a partnership, trust, or other flowthrough entity. If a corporation having a net deferred tax liability elects nontaxed status, the deferred
Chapter 15 - Income Taxes
taxes will be eliminated through a credit to current period earnings. That is because what had been an
Chapter 16 - Employee Benefits
obligation of the corporation has been eliminated (by being accepted directly by the shareholders,
Chapter 17 - Stockholders' Equity
typically); a debt thus removed constitutes earnings for the formerly obligated party.
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in the income statement. Whether eliminating an existing deferred tax balance or recording an initial
deferred tax asset or liability, the income tax footnote to the financial statements will need to fully
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Appendix B - Illustrative Financial Statements Presented Under IAS

Appendix
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In some Cjurisdictions,
nontaxed
corporation
elections
are automatically effective when filed. In such a
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case, if a reporting entity makes an election before the end of the current fiscal year, it is logical that the
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effects
be reported in current year income to become effective at the start of the following period. For
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example,
an election
filed in December 2002 would be reported in the 2002 financial statements to

become
effective at the beginning of the company's next fiscal year, January 1, 2003. No deferred tax
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assets or liabilities would appear on the December 31, 2002 balance sheet, and the tax provision for
the year then ended would include the effects of any reversals that had previously been recorded.
Practice varies, however, and in some instances the effect of the elimination of the deferred tax assets
and liabilities would be reported in the year the election actually becomes effective.

Reporting the Effect of Accounting Changes Made for Tax
Purposes

Occasionally, an entity will initiate or be required to adopt changes in accounting that affect income tax
reporting but will not affect financial statement reporting. For example, in certain jurisdictions at varying
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Tax rate changes may occur during an interim reporting period, either because a tax law change
mandated a mid-year effective date, or because tax law changes were effective at year-end but the
Chapter 17 - Stockholders' Equity
reporting entity has adopted a fiscal year-end other than the natural year (December 31). The IAS on
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interim 18
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Chapter 16 - Employee Benefits

Chapter 24 - Specialized Industries

The fact that income taxes are assessed annually is the primary reason for reaching a conclusion that
taxes are to be accrued based on an entity's estimated average annual effective tax rate for the full
Chapter 26 - Government Grants
fiscal year. If rate changes have been enacted to take effect later in the fiscal year, the expected
Appendix A - Disclosure Checklist
effective rate should take into account the rate changes as well as the anticipated pattern of earnings to
Appendix B - Illustrative Financial Statements Presented Under IAS
be experienced over the course of the year. Thus, the rate to be applied to interim period earnings (or
Appendix C - Comparison of IAS, US GAAP, and UK GAAP
losses, as discussed further below) will take into account the expected level of earnings for the entire
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forthcoming year, as well as the effect of enacted (or substantially enacted) changes in the tax rates to
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List
of Sidebars
applicable
to the full year's earnings enacted or substantially enacted changes in the income tax rates
scheduled to take effect later in the financial year."
Chapter 25 - Inflation and Hyperinflation

While the principle espoused by IAS 34 is both clear and logical, a number of practical issues arise in
most situations. The standard does address in detail the various computational aspects of an effective
interim period tax rate, some of which are summarized in the following paragraphs.
Many enterprises are subject to multiplicity of taxing jurisdictions, and in some instances the amount of
income subject to tax will vary from one to the next, since the tax laws in different jurisdictions will

include and exclude disparate items of income or expense from the tax base. For example, interest
earned on government-issued bonds may be exempted from tax by the jurisdiction which issued them,
but be defined asWiley
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When an interim period loss gives rise to a tax loss carryback, it should be fully reflected in that interim
period. Similarly, if a loss in an interim period produces a tax loss carryforward, it should be recognized
Appendix B - Illustrative Financial Statements Presented Under IAS
immediately, but only if the criteria set forth in IAS 12 are met. Specifically, it must be deemed probable
Appendix C - Comparison of IAS, US GAAP, and UK GAAP
that the benefits will be realizable before the loss benefits can be given formal recognition in the
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financial statements. In the case of interim period losses, it may be necessary to assess not only
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whether
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associated
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earnings
of sufficient magnitude to absorb the losses of the current period.
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IAS 12 provides that changes in expectations regarding the realizability of benefits related to net
operating loss carryforwards should be reflected currently in tax expense. Similarly, if a net operating
loss carryforward benefit is not deemed probable of being realized until the interim (or annual) period
when it in fact becomes realized, the tax effect will be included in tax expense of that period.
Appropriate explanatory material must be included in the notes to the financial statements, even on an
interim basis, to provide the user with an understanding of the unusual relationship between pretax
accounting income and the provision for income taxes.
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Amir Corporation operates in a jurisdiction where income taxes are payable at a higher rate on
undistributed profits than on distributed earnings. For the year 2003, the company's taxable income
Chapter 24 - Specialized Industries
is $150,000. Amir also has net taxable temporary differences amounting to $50,000 for the year,
Chapter
25creating
- Inflation
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thus
theand
need
for a deferred tax provision. The tax rate on distributed profits is 25%, and
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the rate on undistributed profits is 40%; the difference is refundable if profits are later distributed.
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On March
31, 2004, Presented
however, the
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Appendix C - Comparison of IAS, US GAAP, and UK GAAP
Index The tax consequences of dividends on undistributed profits, current and deferred taxes for the year
List of2003,
Tablesand the recovery of 2003 income taxes when dividends are subsequently declared would be

as follows:

List of Exhibits and Examples

1. Amir Corporation recognizes a current tax liability and a current tax expense for 2003 of
List of Sidebars
$150,000 x 40% = $160,000;
2. No asset is recognized for the amount (potentially) recoverable when dividends are
distributed;
3. Deferred tax liability and deferred tax expense for 2003 would be $50,000 x 40% = $20,000,
and
4. In the following year (2004) when the company recognizes dividends of $50,000, the

3.
4.
company will also recognize the recovery of income taxes of $50,000 x (40% - 25%) =
$7,500 as a current tax asset and a reduction of the current income tax expense.
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Finally, the amendment to IAS 12 provides that disclosure will be required of the potential income tax
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One of the more complex aspects of interperiod income tax accounting occurs when business
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Depending on the tax jurisdiction in which they occur, acquisitions can be either taxable or nontaxable
in nature. In a taxable acquisition, the total purchase price paid will be allocated to assets and liabilities
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purposes, although under some circumstances the specifics of
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Date
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IAS 12 requires that the tax effects of the tax-book basis differences of all assets and liabilities
generally be presented as deferred tax assets and liabilities as of the acquisition date. In general, this
grossing-up of the balance sheet is a straightforward matter. An example, in the context of the business
acquisition of Windlass Corp., follows:
1. The income tax rate is a flat 40%.
2.
3.

1.
2. The acquisition of a business is effected at a cost of $500,000.
3. The fair values of assets acquired total $750,000.
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4. The carryforward tax bases of assets acquired total $600,000.
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Based on the foregoing facts, allocation of the purchase price is as follows:
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Appendix C - Comparison of IAS, US GAAP, and UK GAAP
Index

List
Tables to understand the slight inconsistency of the rules of IAS 12 as they relate to goodwill.
It isofimportant
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1. If positive goodwill is nondeductible for tax purposes, no deferred tax liability should be
associated with it; but

List of Sidebars

2. No negative goodwill reported as a deferred revenue account in the financial statements should
have a deferred tax benefit associated with it.
The accounting for a taxable purchase business combination is essentially similar to that for a
nontaxable one. However, unlike the previous example, in which there were numerous assets with
different tax and financial reporting bases, there are likely to be only a few differences in the case of
taxable purchases. In jurisdictions in which goodwill is not deductible, attempts are often made for tax

purposes to allocate excess purchase cost to tangible assets as well as to other intangibles, such as
covenants not to compete. (Such attempts may or not survive review by the tax authorities, of course.)
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is deductible,
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this is not a of
motivation, although because
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Under the provisions of the original IAS 12, net deferred tax benefits were not to be carried forward as
assets unless there was a reasonable expectation they would be realized. Under revised IAS 12 the
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To illustrate this last concept, assume that a business acquisition is made on January 1, 2003, and the
deferred tax assets of $100,000 are not recognized at that time, due to an assessment that realization
Chapter 15 - Income Taxes
is not probable. The unrecognized tax benefit is implicitly allocated to goodwill. Also assume that the
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goodwill is being amortized over five years. On January 1, 2005, the likelihood of ultimately realizing the
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nonrecognition of the deferred tax benefit is charged to expense at the date the deferred tax benefit is
reassessed.

Appendix C - Comparison of IAS, US GAAP, and UK GAAP
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at all. IAS 12 stipulates that, as a result of this reassessment, negative goodwill cannot be

recognized, nor can any existing negative goodwill be increased. The implication is that, while negative
goodwill could have been first recognized at the time of a business acquisition which involved
recognition of deferred assets, it would not be possible to later recognize deferred tax benefits under
such circumstances.
A related issue arises when the acquirer, rather than the acquiree, had not previously recognized
deferred tax benefits prior to the acquisition, due to imposition of the "probable" test. If as a result of the
acquisition, this asset becomes probable of realization (e.g., if under relevant tax laws the earnings of

the acquired entity will provide the acquirer with an opportunity to utilize the deductible temporary
differences), it will be given recognition, with the result that the goodwill otherwise recorded in the
transaction will beWiley
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only revenue realized. As a result, the investor needs to recognize deferred income tax expense on the
undistributed earnings of the associate that will be taxed in the future.
IAS 28 distinguishes between an associate and a subsidiary and prescribes different accounting
treatments for each. An associate is considered to be a corporation whose stock is owned by an
investor who holds more than 20% but no greater than 50% of the outstanding stock. An association
situation occurs when the investor has significant influence but not control over the corporation
invested in. A subsidiary, on the other hand, exists when one enterprise exerts control over another,

which is presumed when it holds more than 50% of the stock of the other entity.
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foreseeable future are probable. The standard does not define "foreseeable future" and thus this will
remain a matter of subjective judgment. The criteria of IAS 12, while subjective, are less ambiguous
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Chapter 22 - Foreign Currency

How the foregoing data are used to recognize the tax effects of the stated events is discussed below.

Chapter 23 - Related-Party Disclosures
Chapter 24 - Specialized Industries

Income Tax Effects from Investee Company

Chapter 25 - Inflation and Hyperinflation
Chapter 26 - Government Grants

The 2003 accounting profit of Parent Company will include equity in its associate's income equal to
$15,000 ($50,000 x 30%). Parent's taxable income, however, will include dividend income of $6,000
Appendix B - Illustrative Financial Statements Presented Under IAS
($20,000 x 30%), and, under applicable tax law, a credit of 80% of the $6,000, or $4,800, will also be
Appendix C - Comparison of IAS, US GAAP, and UK GAAP
allowed for the dividends received. This 80% dividends received deduction is a permanent difference
Index
between accounting and taxable profits.
Appendix A - Disclosure Checklist
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deferred tax credit in 2003 depends on the expectations of Parent Company as to
List
Sidebars
theofmanner
in which the $9,000 of undistributed income will be received. In many tax jurisdictions, the

effective tax rate will differ based on method of realization; dividend income may be taxed at a different
rate than capital gains (achieved on the sale of an investment in an associate, for example). If the
expectation of receipt is via dividends, the temporary difference is 20% of $9,000, or $1,800, and the
deferred tax credit for this originating temporary difference in 2003 is the current tax rate times $1,800.
However, if the expectation is that receipt will be through future sale of the investment, the gain on
which would be fully taxed, the temporary difference is $9,000 and the deferred tax credit is the current
capital gains rate times the $9,000.

The entries below illustrate these alternatives. A tax rate of 34% is used for both ordinary income and
for capital gains. Note that the amounts in the entries below relate only to Investee Company's
incremental impact
on Parent
Company's
tax accounts.
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The accounting profit of Parent Company will also include equity in Subsidiary income of $70,000 (70%
x $100,000). This $70,000 will be included in pretax consolidated income if Parent and Subsidiary issue
Appendix B - Illustrative Financial Statements Presented Under IAS
consolidated financial statements. Depending on the rules of the particular tax jurisdiction, it may be
Appendix C - Comparison of IAS, US GAAP, and UK GAAP
that for tax purposes, Parent and Subsidiary will not file a consolidated tax return (e.g., because the
Index
prescribed minimum level of control, that is, 80%, is not present). In the present example, assume that
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not be possible to file consolidated tax returns. Consequently, the taxable income of Parent will
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of $42,000 (70% x $60,000). Assume further that there will be an 80%
List
of Sidebars
dividends
received deduction, which will amount to $33,600. The originating temporary difference
results from Parent's equity ($28,000) in Subsidiary's undistributed earnings of $40,000.
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The amount of the deferred tax credit in 2003 depends on the expectations of Parent Company as to
the manner in which this $28,000 of undistributed income will be received. The same expectations can
exist as discussed previously, for Parent's equity in Investee's undistributed earnings (i.e., through
future dividend distributions or capital gains).
The entries below illustrate these alternatives. A marginal tax rate of 34% is assumed. The amounts in

the entries below relate only to Subsidiary Company's incremental impact on Parent Company's tax
accounts.
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Tax Effects of Compound Financial Instruments
IAS 32 established the important notion that when financial instruments are compound, the separately
identifiable components are to be accounted for according to their distinct natures. For example, when
an enterprise sells convertible debt instruments, those instruments have characteristics of both debt
and equity securities, and accordingly, the issuance proceeds should be allocated among those
components in the ratio which the fair values bear to the total proceeds. A problem arises, however,

because the taxing authorities may not agree that a portion of the proceeds should be allocated to a
secondary instrument. For example, when convertible bonds are sold, for tax reporting purposes the
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Consider the following
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This compact and truly comprehensive quick-reference
face value of $3,000,000,
with the bonds
being
convertible
into
common stock at the holders'
presents accountants
with
a guide
to depend
onTamara
for
in the
preparation
and understanding
of financial
option. Proceeds assistance
of the offering
amount
to $3,200,000,
for an effective
yield of approximately 5.13% at
statements
presented
accordance
IAS.
a time when "straight"
debt with
similar in
risks
and timewith
to maturity
is yielding just under 6.95% in the
market.
Since
the
fair
value
of
the
debt
component
is
thus
$2.8
million
out of the actual proceeds of
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the resulting computed amounts are used to record the transaction under the guidance of IAS 32, as
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To illustrate, assume that the tax rate is 30%, and for simplicity, also assume that the debt discount will
be amortized on a straight-line basis over the ten-year term ($375,000 ÷ 10 = $47,500 per year),
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although in practice amortization using the "effective yield" method is preferred. The entries to establish
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Each year there after

Index

List of Tables
Interest expense
List of Exhibits and Examples

217,500
180,000

List of SidebarsInterest expense

37,500

Unamortized debt discount
Deferred tax payable
Tax expense—deferred

11,250
11,250

Note that the offset to deferred tax liability at inception is a charge to equity, in effect reducing the credit

to paid-in capital for the equity portion of the compound financial instrument to a net of tax basis, since
allocating a portion of the proceeds to the equity component caused the creation of a nondeductible
deferred charge, Wiley
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Accounting for Income Taxes: Intraperiod Tax Allocation
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statements presented in accordance with IAS.
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and extraordinary items) would then be allocated to extraordinary items.
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Thus, the amount of tax expense allocated to any given classification in the statement of income (and
the other financial statements, if relevant) was partially a function of the location in which the item was
traditionally presented in the income and retained earnings statements.
Under current US GAAP, total income tax expense or benefit for the period is allocated among
continuing operations, discontinued operations, extraordinary items, and stockholders' equity. The
standard creates a few anomalies since, as defined in current US GAAP, the tax provisions on income
from continuing operations include not only taxes on the income earned from continuing operations, as
1.

expected, but also a number of other tax effects including the following:
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IAS 2003:reflected
Interpretation
and
Application
of
items that Wiley
were previously
directly in
stockholders'
equity
International Accounting Standards

2. The impact
changes
in taxand
status
byofBarry
J. Epstein
Abbas Ali

ISBN:0471227366

Mirza
3. Changes in
estimates
tax benefits of deductible temporary differences or net
John
Wiley &about
Sons ©whether
2003 (952the
pages)

operating loss
or credit carryforwards
are probable
of realization.
This compact
and truly comprehensive
quick-reference
presents accountants with a guide to depend on for

Note Under
current
USpreparation
GAAP the actual
criterion is "more
likely than not," which differs from
assistance
in the
and understanding
of financial
statements
presented
in accordance with IAS.
IAS's
"probable"
criterion.
Table
of current
Contents
Under
US GAAP, stockholders' equity is charged or credited with the initial tax effects of items
Wiley
IAS reported
2003—Interpretation
and Application
of International
Accounting
that are
directly in stockholders'
equity,
including that
related to corrections of the effects of
Standards
accounting errors of previous periods, which under the international standards are known as
Preface
fundamental errors. The effects of tax rate or other tax law changes on items for which the tax effects
Chapter
1 - Introduction
to International
Accounting
Standards
were originally
reported directly
in stockholders'
equity
are reported in continuing operations if they
Chapter
- Balance
Sheetthe original event. This approach was adopted by current US GAAP because
occur in2 any
period after
Income
Statement,
Statement
Changes
in Equity,
and Statement
of the presumed
difficulty
of identifying
theof
original
reporting
location
of items that are affected possibly
Chapter
3 of changing
Recognized
Gains
and
Losses solution was to require all such effects to be reported in
years later by
rates;
the
expedient
Chapter
- Cash allocated
Flow Statement
the tax 4provision
to continuing operations.
Chapter 5 - Financial Instruments—Cash and Receivables

Example
intraperiod allocation using the with-and-without approach
Chapter
6 of
- Inventory
Chapter 7

- Revenue Recognition, Including Construction Contracts

Assume that
there were $50,000 in deductible temporary differences at 12/31/02; these remain
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unchanged during the current year, 2003.
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Expected future tax rates were 20% at December 31, 2002, but are judged to be 28% at December 31,

Chapter
2003. 22 - Foreign Currency

Chapter 23 - Related-Party Disclosures
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Chapter
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Industries31, 2002, totaled $650,000.
Chapter 25 - Inflation and Hyperinflation

Intraperiod tax allocation proceeds as follows:

Chapter 26 - Government Grants

Appendix A - Disclosure Checklist

Step
1—

Tax on total taxable income of $320,000 ($400,000 - $120,000 + $60,000 -$20,000) is
$61,000 ($66,000 based on rate structure, less tax credit of $5,000).

Appendix B - Illustrative Financial Statements Presented Under IAS
Appendix C - Comparison of IAS, US GAAP, and UK GAAP

Step
Index

Tax on income from continuing operations of $400,000 is $85,000, net of tax credit.
2
—
List of Tables
List
of Exhibits
Examples$24,000, is allocated pro rata to discontinued operations, extraordinary
Step
Theand
difference,
List
3 of
—Sidebars
gain, and correction of the error in prior year depreciation.

Step
4—

Adjustment of the deferred tax asset, amounting to a $4,000 increase due to an
effective tax rate estimate change [$50,000 x (.28 - .20)] is allocated to continuing
operations, regardless of the source of the temporary difference.

A summary combined income and retained earnings statement is presented below.

Income from continuing operations, before income taxes

$400,000

Income taxes on income from continuing operations:
Current
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On balance, and given the lack of a prescribed methodology in IAS 12, the authors slightly favor the
blended rate approach. Whichever methodology is employed, however, it is vital that the notes to the
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Deferred tax assets pertaining to certain tax jurisdictions may be fully or partially recognizable, while
those pertaining to others may not be recognized at all, based on the circumstances. Applying IAS 12's
List of Exhibits and Examples
"probable" criterion to the expected timing and availability of taxable temporary differences and other
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items entering into the computation of taxable profit in each jurisdiction is necessary to make these
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Tax assets and liabilities may never be offset in the balance sheet, except to the extent that they
pertain to taxes levied by the same taxing authority. This follows from the fact that amounts due to or
from independent taxing bodies would not be subject to offsetting in practice.
Finally, when entities included in consolidated financial statements are taxed separately, a tax asset
recognized by one member of the group should not be offset against a liability recognized by another

member of the same group, unless a legal right of offset exists. For example, in some jurisdictions the
tax loss carryforward of an acquired affiliate entity cannot be used to reduce taxable profit of another
member of the group,
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7. Deferred tax expense arising from the write-down of a deferred tax asset because it is no longer
deemed probable of realization
8. The amount of tax expense relating to changes in accounting policies and fundamental errors
accounted for in accordance with the allowed alternative treatment stipulated by IAS 8 (i.e., by
inclusion in income of the current period)
In addition to the foregoing, IAS 12 also requires that disclosures be made of the following items which
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The financial statement presentation would remain the same as has been illustrated in prior examples.
In the second quarter, Andorra Woolens, Inc. revises its estimate of income for the full fiscal year. It now
anticipates only $210,000 of book income, including only $75,000 of dividend income, because of dramatic
changes in the national economy. Other permanent differences are still expected to total $42,000.
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The actual earnings for the second quarter were $22,000, and the change in the temporary difference was only
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Chapter 13 - Financial Instruments—Long-Term Debt
Chapter 14 - Leases

Chapter 15 - Income Taxes

Ordinary income for the half year

$97,000

Chapter 16 - Employee Benefits

Chapter 17
- Stockholders'
Equity
Less:
Change in temporary
difference
Chapter 18 - Earnings Per Share

Net ordinary income

Chapter 19 - Interim Financial Reporting

Applicable
tax rate Reporting
Chapter
20 - Segment

40,000
57,000
15.5%

Chapter
21tax
- Accounting
Current
provision Changes and Correction of Errors $ 8,835
Chapter 22 - Foreign Currency

Tax effect of temporary difference ($40,000 x 34%)

Chapter 23 - Related-Party Disclosures

Total provision
Chapter
24 - Specialized Industries

13,600

$22,435

Chapter 25 - Inflation and Hyperinflation
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The foregoing illustrates the basic problems encountered in applying the promulgated GAAP to interim reporting.
In the following paragraphs, we discuss some items requiring modifications to the approach described above.

Net Operating Losses in Interim Periods

The tax effects of operating losses are treated no differently than any other temporary differences; if probable of
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Loss carryforward benefits from prior years first given recognition (i.e., by recordation of a deferred tax benefit
when none had been recognized in the period the loss was incurred) in interim periods are included in the
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ordinary tax provision. Common practice is to compute the expected annual effective tax rate on ordinary income
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If Dacca's second quarter results in a pretax operating income of $30,000, and the expectation for the full year
remains unchanged (i.e., operating income of $80,000), the second quarter tax provision is $12,000 ($30,000 x
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The foregoing example assumes that during the first quarter, Dacca's judgment changed as to the full realizability
of the previously unrecognized benefit of the $50,000 loss carryforward. Were this not the case, however, the
benefit would have been recognized only as actual tax liabilities were incurred (through current period earnings)
in amounts to offset the NOL benefit.

To illustrate the latter situation, assume the same facts about earnings for the first two quarters, and assume now
that Dacca's judgment about realizability of prior period NOL does not change. Tax provisions for the first quarter
and first half are as
follows:
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Notice that recognition of a tax benefit of $4,000 in the first quarter is based on the expectation of at least a
breakeven full year's results. That is, the benefit of the first quarter's loss was deemed probable of realization.
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Otherwise, no tax benefit would have been reported in the first quarter.
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Example 2
In this case assume that L'avventura Corporation can carry back only $50,000 of the loss and that the remainder

must be carried forward. Realization of income to offset the loss is not deemed to be probable. The estimated
carryback of $50,000 would generate a tax refund of $12,000 (again assumed). The company is assumed to be
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An instance may occur in which the company expects net income for the year and incurs a net loss during one of
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Tax Provision Applicable to Discontinuing Operations or Extraordinary
Items Occurring in Interim Periods

List of Sidebars

Extraordinary items.
Extraordinary items and discontinuing operations are to be shown net of their related tax effects. The interim
treatment accorded these items does not differ from the fiscal year-end reporting required by GAAP. However,
common practice is not to include these items in computation of the estimated annual tax rate. These items are
generally recognized in the interim period in which they occur; that is, they are not annualized. Recognition of the

tax effects of a loss due to any of the aforementioned situations would be made if the benefits are expected to be
realized during the year or if they will be recognizable as a deferred tax asset at year-end under the provisions of
IAS 12.
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of occurrence but becomes assured in a
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in the same fiscal year, the previously unrecognized tax benefit should be reported in income
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from continuing operations
it reduces
thepages)
tax provision to zero, with any excess reported in other categories
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© 2003 (952
of income (e.g., discontinuing
operations)
that
provided a means of realization for the tax benefit.
This compact and truly comprehensive quick-reference
presents accountants with a guide to depend on for

The following examples
illustrate
treatmentand
required
for reporting
extraordinary items. Again, these items are
assistance
in the the
preparation
understanding
of financial
not to be used in statements
calculating presented
the estimated
annual taxwith
rate.
For income statement presentation purposes,
in accordance
IAS.
extraordinary items are shown net of their applicable tax provision.

Table of Contents

Wiley
IAS 2003—Interpretation
Application
of International Accounting
The following
data apply to theand
next
two examples:
Standards

1. Dynamix Company expects fiscal year ending June 30, 2003, income to be $96,000 and net permanent
differences to reduce taxable income by $25,500.

Preface

Chapter 1

- Introduction to International Accounting Standards

Chapter
2 - Balance
Sheet also incurred a $30,000 extraordinary loss in the second quarter of the year.
2. Dynamix
Company
Income Statement, Statement of Changes in Equity, and Statement
Chapter 3 Example 1 of Recognized Gains and Losses
Chapter 4

- Cash Flow Statement
In this case,
assume Instruments—Cash
that the loss can beand
carried
back to prior periods, and therefore the realization of any tax
Chapter
5 - Financial
Receivables

benefit 6is assured.
Based on the information given earlier, the estimated annual effective tax rate can be
Chapter
- Inventory
calculated
follows:Recognition, Including Construction Contracts
Chapter
7 -as
Revenue
Chapter 8

- Property, Plant, and Equipment
Expected
accounting
$96,000
Chapter
9 -pretax
Intangible
Assets income
Interests in Financial Instruments,
Associates, Joint Ventures, and
Anticipated
(25,500)
Chapter
10 - permanent differences
Investment Property

$70,500
Chapter 11
- Business
Combinations
Financial Statements
Expected
taxable
income and Consolidated
Chapter 12 -

Current Liabilities, Provisions, Contingencies, and Events after the
Balance Sheet Date

Chapter
13 - Financial
Instruments—Long-Term
Debt
Tax Calculation
"Excluding"
Extraordinary Item
Chapter 14 - Leases

$50,000

Chapter 15 - Income Taxes

x

Chapter 16 - Employee
20,500Benefits
x

0.15

=

$ 7,500

0.25

=

5,125

Chapter 17 - Stockholders' Equity

$70,500

$12,625

Chapter 18 - Earnings Per Share

annual rate = 13.15% ($12,625 ÷ $96,000)
Chapter 19 - Interim FinancialEffective
Reporting
Chapter 20 - Segment Reporting
Chapter 21 - Accounting Changes and Correction of Errors

No adjustment in the estimated annual effective rate is required when the extraordinary, unusual, or infrequent

Chapter
22 - Foreign
item occurs.
The taxCurrency
(benefit) applicable to the item is computed using the estimated fiscal year ordinary income
Chapter
23
Related-Party
Disclosures
and an analysis of the incremental
impact of the extraordinary item. The method illustrated below is applicable
Chapter
24 company
- Specialized
Industries
when the
anticipates
operating income for the year. When a loss is anticipated but realization of
Chapter
Inflation
and Hyperinflation
benefits25of-loss
carryforwards
is not probable, the company computes its estimated annual effective rate based
Chapter
26 - Government
Grants
on the amount
of tax to be
refunded from prior years. The tax (benefit) applicable to the extraordinary item is then
Appendix
A - Disclosure
the decrease
(increase)Checklist
in the refund to be received.
Appendix B - Illustrative Financial Statements Presented Under IAS

Computation of the tax applicable to the extraordinary item is as follows:

Appendix C - Comparison of IAS, US GAAP, and UK GAAP
Index

Estimated
List
of Tables pretax accounting income

$96,000

List
of Exhibitsdifferences
and Examples
Permanent

(25,500)

List of Sidebars

Extraordinary item
Expected taxable income

(30,000)
$40,500

Tax Calculation "Including" Extraordinary Item

$40,500 x 0.15 = $6,075
Tax "excluding" extraordinary item

$12,625

Wiley IAS 2003: Interpretation and Application of
Internationalitem
Accounting Standards
Tax "including" extraordinary
ISBN:0471227366
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Tax benefit
applicable to extraordinary item
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6,075
$6,550

This compact and truly comprehensive quick-reference
presents accountants with a guide to depend on for
Tax (benefit) applicable to
assistance in the preparation and understanding of financial
statements presented in accordance with IAS.

Ordinary income
(loss)
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OrdinaryStandards

Reporting
Preface
period

Extraordinary
item

Reporting
period

Yearto-date

$ --

$ 1,315

$ 1,315

Yeartodale

Previously
provided

Reporting
period

$ --

$ --

$ --

Statement, Statement
of Changes
in Equity, and
Statement
2nd 3
qtr.- Income
(20,000)
(30,000)
(2,630)
(1,315)
(6,550)
Chapter
of Recognized Gains and Losses

--

(6,550)

Chapter 1

income
(loss)

Extraordinary item

- Introduction to International Accounting Standards

1st qtr.
$10,000
Chapter
2 - Balance
Sheet
3rd qtr.
40,000
Chapter
4 - Cash Flow
Statement

--

5,260

(3,945)

(6,550)

(6,550)

--

Chapter
5 - Financial
Instruments—Cash and--Receivables
4th qtr.
66,000
8,680

(12,625)

(6,550)

(6,550)

--

Chapter 6

- Inventory

Chapter 7

- Revenue Recognition, Including Construction Contracts

Chapter 8

- Property, Plant, and Equipment

Fiscal year

$96,000

$(30,000)

$12,625

$(6,550)

Chapter 9

Example 2- Intangible Assets

Chapter 10 -

Interests in Financial Instruments, Associates, Joint Ventures, and
Investment Property

Again, assume that Dynamix Company estimates net income of $96,000 for the year with permanent differences

Chapter
11 -that
Business
Combinations
and Consolidated
Financial
of $25,500
reduce
taxable income.
The extraordinary
lossStatements
of $30,000 cannot he carried back and the ability
Current
Liabilities,
Provisions,
Contingencies,
and
Eventsexist,
after the
to carry12
it forward
is not probable. Because no deferred tax credits
the only way that the loss can be
Chapter
Balance Sheet Date

deemed to be realizable is to the extent that current year ordinary income offsets the effect of the loss. As a
result, realization of the loss is assured only as, and to the extent that, there is ordinary income for the year.

Chapter 13 - Financial Instruments—Long-Term Debt
Chapter 14 - Leases

Chapter 15 - Income Taxes

Tax(benefit)applicable to

Chapter 16 - Employee Benefits

Ordinary income
(loss)

Chapter 17 - Stockholders' Equity
Chapter 18 - Earnings Per Share
Chapter 19 - Interim Financial Reporting

Ordinary

Chapter
20 - Segment
Reporting
Reporting
income
Extraordinary

Reporting
Chapter
21 - Accounting
Correction of period
Errors
period
(loss) Changes and
item
Chapter 22 - Foreign Currency

1st qtr.

$5,000

Chapter 23 - Related-Party Disclosures
Chapter
Industries
2nd 24
qtr.- Specialized
20,000

(30,000)

Chapter 25 - Inflation and Hyperinflation

3rd qtr.

(10,000)

Chapter 26 - Government Grants

4th qtr.
81,000
Appendix
A - Disclosure
Checklist

$ --

$ 658
2,630

Yeartodate

Extraordinary item
Year-todate

Previously
provided

Reporting
period

$ 658

$ --

$ --

$ --

3,288

(3,288)[a]

--

(3,288)

(3,288)

1,315

(1,973)

(4,577)

--

(1,315)

1,973

(1,973)[a]

--

10,652

12,625

(6,550)[a]

Appendix
B - Illustrative
Financial Statements
Under IAS
Fiscal year
$96,000
$(30,000)Presented
$12,625

$(6,550)

[a]The recognition
Appendix
C - Comparison
IAS,
US GAAP,
UK GAAP
of theof
tax
benefit
to be and
realized
relative to the extraordinary item is limited to the lesser of the
Index
total lax benefit applicable to the item or the amount available to be realized. Because realization is based on the

List
of Tables
amount
of tax applicable to ordinary income during the period, the year-to-date figures for the tax benefit

fluctuate
as the
List
of Exhibits
andyear-to-date
Examples tax expense relative to ordinary income fluctuates. Note that at no point does the
amount
of the tax benefit exceed what was calculated above as being applicable to the extraordinary item.
List
of Sidebars

Discontinuing operations in interim periods.
The computations described for extraordinary items will also apply to the income (loss) from the discontinuing
segment, including any provisions for operating gains (losses) subsequent to the measurement date.
If the decision to dispose of operations occurs in any interim period other than the first period, the operating

income (loss) applicable to the discontinuing segment has already been used in computing the estimated annual
effective tax rate. Therefore, a recomputation of the total tax is not required. However, the total tax is to be
divided into two components.
Wiley IAS 2003: Interpretation and Application of
International
Accounting
1. That tax applicable
to ordinary
incomeStandards
(loss)
by Barry J. Epstein and Abbas Ali
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2. That tax applicable
to the income (loss) from the discontinuing segment
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This division is accomplished
follows:
A revised estimated
annual effective rate is calculated for the income
This compact as
and
truly comprehensive
quick-reference
(loss) from ordinary
operations.
This
recomputation
is
then
applied
presents accountants with a guide to depend on for to the ordinary income (loss) from the
assistance
theapplicable
preparation
understandingsegment
of financial
preceding periods.
The totalintax
to and
the discontinuing
is then composed of two items.
statements presented in accordance with IAS.

1. The difference between the total tax originally computed and the tax recomputed on remaining ordinary
Table of income
Contents
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2. The tax computed on unusual, infrequent, or extraordinary items as described above
Standards
Preface

Example

Chapter 1

- Introduction to International Accounting Standards

Chapter 2

- Balance Sheet
Realtime Corporation
anticipates net income of $150,000 during the fiscal year. The net permanent differences
Statement,
Changes
in Equity,
and Statement
for the 3
year- Income
will be $10,000.
TheStatement
company of
also
anticipates
tax credits
of $10,000 during the fiscal year. For
Chapter
of Recognized Gains and Losses
purposes of this example, we assume a flat statutory rate of 50%. The estimated annual effective rate is then
Chapter 4 - Cash Flow Statement
calculated as follows:
Chapter 5

- Financial Instruments—Cash and Receivables

Chapter 6

- Inventory

Chapter 7

- Revenue Recognition, Including Construction Contracts

Estimated pretax income

$150,000

Net permanent
differences
Chapter
8 - Property,
Plant, and Equipment

(10,000)

Chapter 9

140,000

- Intangible Assets

Taxable income

Interests in Financial Instruments, Associates, Joint Ventures, and
Investment Property
Statutory rate
50%
Chapter 11 - Business Combinations and Consolidated Financial Statements
Chapter 10 -

Tax

70,000

Current Liabilities, Provisions, Contingencies, and Events after the
AnticipatedBalance
credits Sheet Date
(10,000)

Chapter 12 -

Chapter 13 - Financial Instruments—Long-Term Debt

Total estimated tax

Chapter 14 - Leases

$60,000

Chapter
15 - effective
Income Taxes
Estimated
rate ($60,000 ÷ $150,000)

40%

Chapter 16 - Employee Benefits

The first
quarters of operations
were as follows:
Chapter
17two
- Stockholders'
Equity
Chapter 18 - Earnings Per Share

Ordinary
income
(loss)
Chapter 19 - Interim
Financial
Reporting
Chapter 20 - Segment Reporting

Reporting

Reporting

Tax provision
Year-to-

Year-to-

Chapter
21 - Accounting Changes
period
period and Correction
date of Errors date
Chapter 22 - Foreign Currency

1 st
$30,000
Chapter
23qtr.
- Related-Party Disclosures
Chapter
24qtr.
- Specialized Industries
2nd
25,000

Less previously
provided

Reporting
period

$30,000

$12,000

$ --

$12,000

55,000

22,000

12,000

10,000

Chapter 25 - Inflation and Hyperinflation

In the third
Realtime
made the decision to dispose of Division X. During the third quarter, the company
Chapter
26 -quarter,
Government
Grants
earned aAtotal
of $60,000.
The company expects the disposal to result in a onetime charge to income of $50,000
Appendix
- Disclosure
Checklist
and estimates
that operating
losses
subsequent
to theUnder
disposal
Appendix
B - Illustrative
Financial
Statements
Presented
IASwill be $25,000. The company estimates revised
ordinary income in the fourth quarter to be $35,000. The two components of pretax accounting income
(discontinuing operations and revised ordinary income) are shown below.

Appendix C - Comparison of IAS, US GAAP, and UK GAAP
Index

List of Tables
List of Exhibits and Examples
List of Sidebars

DivisionX
Reporting Wiley IAS
Revised
Lossfrom of
2003:ordinary
Interpretation and Application
period
Internationalincome
Accounting Standards operations
1st qtr.
2nd qtr.
3rd qtr.
4th qtr.

by Barry J. Epstein and Abbas Ali
$ 40,000
Mirza
John Wiley & Sons © 2003 40,000
(952 pages)

Provision for losson
disposal
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$(10,000)

$ --

(15,000)

--

This compact and truly comprehensive
quick-reference
80,000
(20,000)
presents accountants with a guide to depend on for
assistance in the preparation
and understanding of financial
35,000
-statements presented in accordance with IAS.

(75,000)

Fiscal year

$195,000

--

$(45,000)

$(75,000)

Table of Contents
Wiley
IAS 2003—Interpretation
International
Realtime
must now recomputeand
theApplication
estimated of
annual
tax rate.Accounting
Assume that all the permanent differences are
Standards
related to the revised continuing operations. However, $3,300 of the tax credits were applicable to machinery
Preface
used in Division X. Because of the discontinuance of operations, the credit on this machinery would not be
Chapter
1 Any
- Introduction
International
Accounting
Standards
allowed.
recapture oftoprior
period credits
must be
used as a reduction in the tax benefit from either
Chapter
2 -or
Balance
Sheet
operations
the loss
on disposal. Assume that the company must recapture $2,000 of investment tax credit

which is related
to Division
X. Statement of Changes in Equity, and Statement
Income
Statement,
-

Chapter 3

of Recognized Gains and Losses
The recomputed
annual rate for continuing operations is as follows:
Chapter
4 - Cash estimated
Flow Statement
Chapter 5

- Financial Instruments—Cash and Receivables
Estimated
Chapter
6 - (revised)
Inventoryordinary income

$195,000

Chapter
7 permanent
- Revenue Recognition,
Less net
differences Including Construction Contracts
(10,000)
Chapter 8

- Property, Plant, and Equipment

Chapter 9

- Intangible Assets

$185,000

Tax at statutory
rateinofFinancial
50%
92,500 and
Interests
Instruments, Associates, Joint$Ventures,

Chapter 10 -

Investment Property

Less anticipated credits from continuing operations

(6,700)

Chapter 11 - Business Combinations and Consolidated Financial Statements

$85,800
Current Liabilities, Provisions, Contingencies, and Events
after the
Tax
Chapter 12
- provision
Balance Sheet Date
Estimated
effective
tax rate ($85,800 ÷Debt
$195,000)
Chapter
13 - annual
Financial
Instruments—Long-Term

44%

Chapter 14 - Leases

The next step is then to apply the revised rate to the quarterly income from continuing operations as illustrated
below.

Chapter 15 - Income Taxes

Chapter 16 - Employee Benefits

Chapter 17 - Stockholders' Equity

Ordinary income

Chapter 18 - Earnings Per Share

Chapter 19 - Interim Financial Reporting
Chapter
20 - Segment
Reporting
Reporting
Reporting

Estimated
annual
effective rate

Year-toperiod
period
Chapter
21 - Accounting
Changes anddate
Correction of Errors
Chapter 22 - Foreign Currency

1st qtr.

$ 40,000

Tax provision
Year-todate

Less
previously
provided

Reporting
period

$ 40,000

44%

$17,600

$ --

$17,600

80,000

44%

35,200

17,600

17,600

Chapter
Hyperinflation
3rd25
qtr.- Inflation and
80,000
160,000

44%

70,400

35,200

35,200

44%

85,800

70,400

15,400

Chapter 23 - Related-Party Disclosures

2nd24
qtr.- Specialized40,000
Chapter
Industries
Chapter 26 - Government Grants

4th qtr.

35,000

Appendix A - Disclosure Checklist

195,000

Fiscal B
year
$195,000
Appendix
- Illustrative
Financial Statements Presented Under IAS

$85,800

Appendix C - Comparison of IAS, US GAAP, and UK GAAP

The tax benefit applicable to the operating loss from discontinuing operations and the loss from the disposal must
now be calculated. The first two quarters are calculated on a differential basis as shown below.

Index

List of Tables

List of Exhibits and Examples
List of Sidebars

Reporting
period

Tax applicable to ordinary income
Previously
reported

Recomputed
(above)

Tax (benefit) expense applicable to
Division X

1 st qtr.

$ 12,000

$17,600

$ (5,600)

2nd qtr.

10,000

17,600

(7,600)
$(13,200)

The only calculation remaining applies to the third quarter tax benefit pertaining to the operating loss and the loss
on disposal of the discontinuing segment. The calculation of this amount is made based on the revised estimate
of annual ordinaryWiley
income,
including
and excluding
the effects ofofthe Division X losses. This is shown below.
IASboth
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Loss from
operations of
Division X

Provision for loss on
Disposal

Estimated annual
income from continuing
$195,000
This compact and truly comprehensive quick-reference
operations
presents accountants with a guide to depend on for

$195,000

assistance in the preparation and understanding of financial

Net permanent differences
statements presented in accordance with IAS.
Loss from Division X operations

(10,000)

(10,000)

(45,000)

--

--

(75,000)

$140,000

$110,000

$ 70,000

$ 55,000

(6,700)

(6,700)

--

2,000

63,300

50,300

85,800

85,800

(22,500)

(35,500)

Interests in Financial Instruments, Associates, Joint Ventures, and
Chapter
10 -recognized in quarters one and two
Amounts
(13,200)
Investment Property

--

Table of Contents

Provision
for loss on disposaland
of Division
X of International Accounting
Wiley
IAS 2003—Interpretation
Application
Standards
Preface

Total

Chapter
Introduction
Accounting Standards
Tax at1the- statutory
ratetoofInternational
50%
Chapter 2

- Balance Sheet

Anticipated credits (from continuing operations)

Income Statement, Statement of Changes in Equity, and Statement
Gains and Losses
Recapture of Recognized
previously recognized
tax credits as

Chapter 3

-

Chapter
4 of- disposal
Cash Flow Statement
a result
Chapter 5

- Financial Instruments—Cash and Receivables
Taxes after
effect of Division X losses

Chapter 6

- Inventory

Taxes7computed
on Recognition,
estimated income
before
the
Chapter
- Revenue
Including
Construction
Contracts
effect of Division X losses
Chapter 8 - Property, Plant, and Equipment
Chapter
9 - Intangible
Tax benefit
applicableAssets
to Division X
($5,600 + $7,600)

Chapter 11 - Business Combinations and Consolidated Financial Statements

Tax benefitCurrent
to be recognized
in the third Contingencies,
quarter
(9,300)
Liabilities, Provisions,
and Events after $the

Chapter 12 -

$ (35,000)

Balance Sheet Date

The quarterly
tax provisions
can be summarized
as follows:
Chapter
13 - Financial
Instruments—Long-Term
Debt
Chapter 14 - Leases
Chapter 15 - Income Taxes Pretax income (loss)
Chapter 16 - Employee Benefits

Reporting
period

Continuing
operations

Tax (benefit) applicable to

Operations
of Division
X

Provision
for loss on
disposal

$(10,000)

$ --

$17,600

$ (5,600)

$ --

--

17,600

(7,600)

--

(20,000)

(75.000)

35,200

(9,300)

(35,500)

--

--

15,400

--

--

Chapter
- Inflation$195,000
and Hyperinflation
Fiscal25
year
$(45,000)

$(75,000)

$85,800

$(22,500)

$(35,500)

Chapter 17 - Stockholders' Equity
Chapter 18 - Earnings Per Share

Chapter 19 - Interim Financial Reporting

1 st 20
qtr.- Segment$Reporting
40,000
Chapter

Chapter
Changes and Correction
2nd 21
qtr.- Accounting40,000
(15,000) of Errors
Chapter 22 - Foreign Currency

3rd qtr.

80,000

Chapter 23 - Related-Party Disclosures

4th qtr.
Chapter
24 - Specialized35,000
Industries

Continuing
operations

Operations
of Division
X

Provision
for loss on
disposal

Chapter 26 - Government Grants

The following
income statement
Appendix
A - Disclosure
Checklist shows the proper financial statement presentation of these unusual and
infrequent
The notes
to the
statementPresented
indicate which
Appendix
B -items.
Illustrative
Financial
Statements
Underitems
IAS are to be included in the calculation of the
annual estimated
rate. of IAS, US GAAP, and UK GAAP
Appendix
C - Comparison
Index
List of Tables

Income
Statement
List
of Exhibits
and Examples
List of Sidebars

Net sales [a]
Other

income[a]

$xxxx

by Barry J. Epstein and Abbas Ali
Costs and expenses
Mirza
John[a]
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This compact and truly comprehensive quick-reference
presentsand
accountants
with aexpenses
guide to depend
on for
[a]
Selling, general,
administrative
assistance in the preparation and understanding of financial
statements
[a] presented in accordance with IAS.

Interest expense
Table of Contents

Other deductions [a]

Wiley IAS 2003—Interpretation and Application of International Accounting
Standards

Unusual items

Chapter 1Infrequently
- Introduction
to International
Accounting Standards
occurring
items
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- Balance Sheet

Chapter
below 3

-

xxxx
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Cost of sales

Preface

xxx
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International Accounting Standards

$xxxx
xxx
xx
xx
xxx
xxx

Income (loss) from continuing operations before income taxes and other items listed

xxxx

Income Statement, Statement of Changes in Equity, and Statement
of Recognized Gains and Losses

Chapter
4 -for
Cash
Flow taxes
Statement
Provision
income
(benefit) [b]
Chapter 5

- Financial Instruments—Cash and Receivables

Chapter 6

- Inventory

xxxx

xxx

Income (loss) from continuing operations before items listed below

xxxx

Discontinuing
operations:
Chapter
7 - Revenue
Recognition, Including Construction Contracts
Chapter 8

- Property, Plant, and Equipment
Income
(loss) from operations of discontinuing Division X (less applicable

xxxx

Chapter 9income
- Intangible
Assets
taxes of
$xxxx)
Chapter 10 -

Interests in Financial Instruments, Associates, Joint Ventures, and

Investment
Property
Income
(loss) on
disposal of Division X, including provision of $xxxx for
Chapter 11
- Business
Combinations
and Consolidated
Financial
Statements
operating
losses
during phaseout
period (less
applicable
taxes of $xxxx)

xxxx

Current Liabilities, Provisions, Contingencies, and Events after the
Chapter
12(loss)
Income
before
extraordinary
items and cumulative effect of a change in
Balance
Sheet
Date

accounting principle
Chapter 13 - Financial Instruments—Long-Term Debt
Chapter
14 - Leases
Extraordinary
items (less applicable income taxes of $xxxx)
Chapter 15 - Income Taxes

Cumulative effect on prior years of a change in accounting principle (less applicable

Chapter
16taxes
- Employee
Benefits
[c])
income
of $xxxx

Chapter 17 - Stockholders' Equity

Net income (loss)
of ordinary
income
(loss).
Chapter 19 - Interim
Financial
Reporting
Chapter 18 - Earnings Per Share
[a]Components

Chapter
20 - Segment Reporting
[b]

Consists of total income taxes (benefit) applicable to ordinary income (loss), unusual items, and
infrequent items.

Chapter 21 - Accounting Changes and Correction of Errors
Chapter 22 - Foreign Currency

[c]This amount
Chapter
23 - Related-Party
Disclosures
is shown net
of income taxes. Although the income taxes are generally disclosed (as
Chapter
24 - this
Specialized
Industries
illustrated),
is not required.

Chapter 25 - Inflation and Hyperinflation
Chapter 26 - Government Grants
Appendix A - Disclosure Checklist
Appendix B - Illustrative Financial Statements Presented Under IAS
Appendix C - Comparison of IAS, US GAAP, and UK GAAP
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List of Sidebars

xxxx
xxxx
xxxx
xxxx
$xxxx

Wiley IAS 2003: Interpretation and Application of
Chapter 16:
Employee Benefits
International Accounting Standards
by Barry J. Epstein and Abbas Ali

ISBN:0471227366

PerspectiveMirza
and Issues

John Wiley & Sons © 2003 (952 pages)

This for
compact
and truly for
comprehensive
quick-reference
The prescribed rules
the accounting
employee benefits
under international standards have
withcurrent
a guidestandard,
to depend
on 19,
for was last revised in 1998 and
evolved markedlypresents
over twoaccountants
decades. The
IAS
assistance in the preparation and understanding of financial
provides broad coverage
(applicable to all benefits, not merely pensions) that is largely consistent with
statements presented in accordance with IAS.
those of major national accounting standard setters. Compared to earlier iterations of IAS 19, the range
Table
of Contents
of acceptable
alternative accounting treatments has been narrowed substantially, as has also occurred
with IAS
other2003—Interpretation
IAS, and as will likely
continue
as "convergence"
actively sought.
Wiley
and
Application
of InternationalisAccounting
Standards

Under current IAS 19, only the "projected unit credit" variation on the accrued benefit valuation method
Preface
is permitted
for the periodic
determination
of employee
benefit cost. It also creates a "corridor"
Chapter
1 - Introduction
to International
Accounting
Standards
approach
recognition
of actuarial gains and losses, requires annual valuations versus the earlier
Chapter
2 to
- Balance
Sheet

mandate for triennial valuations, and addresses past service cost recognition and other matters never

Income Statement, Statement of Changes in Equity, and Statement
Chapter
3 attention
given any
in earlier
standards.
This latest standard is more precise in defining the extent to
of Recognized
Gains
and Losses

which components
of pension
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(although the last named is the subject of a current IASB project, as discussed later in the chapter).

Chapter 13 - Financial Instruments—Long-Term Debt

Chapter
14 two
- Leases
There are
major classes of pension plans, defined contribution and defined benefit, with the

accounting
the latter
being the far more difficult. Given the central role that accounting estimates
Chapter
15 - for
Income
Taxes
play in 16
the -accounting
for defined benefit plans, some diversity in financial reporting will be unavoidable,
Chapter
Employee Benefits
and full17
disclosure
of key assumptions
and methods is the best means of preventing the misleading of
Chapter
- Stockholders'
Equity
financial
Chapter
18statement
- Earningsusers.
Per Share
Chapter 19 - Interim Financial Reporting
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determining the fair value of plan assets and on structuring the disclosure of the elements of periodic
pension costs. The most common accounting problems revolve around the computation of periodic
Appendix C - Comparison of IAS, US GAAP, and UK GAAP
pension expense and on the amount to be accrued on the balance sheet.
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the case of postretirement health care plans, by the need to project the escalation in future health care
costs over a lengthy time horizon.
The IASB is considering an amendment to IAS 19 that would prohibit the recognition of gains or losses
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Assumption as to the rate of return on plan assets reflecting the average rate of
earnings expected on the funds invested, or to be invested, to provide for the benefits
included in the projected benefit obligation.
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Chapter 5 - Financial Instruments—Cash and Receivables
with such a formula.
Chapter 4

- Cash Flow Statement

Chapter 6

- Inventory

Chapter
Fund 7

- Revenue Recognition, Including Construction Contracts

Chapter 8

- Property, Plant, and Equipment

Chapter 9

- Intangible Assets

Used as a verb, to pay over to a funding agency (as to fund future pension benefits or to
fund pension cost). Used as a noun, assets accumulated in the hands of a funding agency
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formula to employee service rendered prior to that date. The projected benefit obligation is
measured using assumptions as to future compensation levels if the pension benefit

formula is based on those future compensation levels (pay-related, final-pay, final-averagepay, or career-average-pay plans).
Wiley IAS 2003: Interpretation and Application of

Projected benefit
valuation methods
International
Accounting Standards

Actuarial
valuation
methods
that reflect
retirementISBN:0471227366
benefits based on service both rendered
by Barry
J. Epstein
and Abbas
Ali
Mirza
and to
be rendered by employees, as of the date of the valuation. Contrasted with
John Wiley
& Sons
© 2003 (952
pages) projected benefit valuation methods will result in a
accumulated
benefit
valuation
methods,
moreThis
level
assignment
of costs
to the periods
of employee service, although this will not
compact
and truly
comprehensive
quick-reference
presents
withallocation.
a guide toAssumptions
depend on forabout projected salary levels must be
necessarily
beaccountants
a straight-line
assistanceThis
in the
preparation
and
understanding
of financial
incorporated.
was
the allowed
alternative
method
under the prior version of IAS 19,
statements presented in accordance with IAS.
but is prohibited under the current standard.
Table of Contents

R-V

Wiley IAS 2003—Interpretation and Application of International Accounting
Standards
Preface
Retirement benefit plans
Chapter 1 - Introduction to International Accounting Standards

Formal or informal arrangements whereby employers provide benefits for employees on or
after termination of service, when such benefits can be determined or estimated in
Income Statement, Statement of Changes in Equity, and Statement
Chapter 3 - advance of retirement from the provisions of a document or from the employers' practices.
Chapter 2

- Balance Sheet

of Recognized Gains and Losses

Chapter
4 - Cash
Flow Statement
Retroactive
benefits
Chapter 5

- Financial Instruments—Cash and Receivables

Chapter 6

- Inventory

Chapter 8

- Property, Plant, and Equipment

Benefits granted in a plan amendment (or initiation) that are attributed by the pension
benefit formula to employee services rendered in periods prior to the amendment. The cost
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Termination benefits
Employee benefits payable as a result of the entity's termination of employment before
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cost.
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Income statement vs. balance sheet objectives.
As the accounting requirements for pensions and other forms of postemployment benefits have evolved
over the years, the primary objective has been to assign the periodic costs of such plans properly to the
periods in which the related benefits are received by the employers incurring these costs. These
benefits are obviously received when the workers are productively working on their jobs, not during the
later years when they are enjoying their retirements. For that reason, accounting long ago recognized

that the "pay-as-you-go" method of expense recognition, under which expense recognition would be
deferred until the benefit payments to retirees were actually made, would cause an unacceptable
mismatching of costs
and
benefits
a distortion of
theApplication
income statement.
The probable result of this
Wiley
IAS
2003: and
Interpretation
and
of
mismatching would
be
the
overstating
of
earlier
years'
results
of
operations
and
understating those of
International Accounting Standards
later years when by
large
retirement
payments
are
being
made.
As
pensions
and
other
fringe benefits
ISBN:0471227366
Barry J. Epstein and Abbas Ali
Mirza
expanded over the
past generation to become a material and ever-increasing fraction of workers'
John
Wiley &
Sonsno
© 2003
(952be
pages)
compensation, this
problem
could
longer
ignored by accounting standards setters.
This compact and truly comprehensive quick-reference

The reason that pay-as-you-go
accounting
was
notto
eliminated
completely
long ago is that many
presents accountants
with a
guide
depend on
for
assistance
in the preparation
andarrangements
understandingare
of financial
pension plans and
similar employee
benefit plan
rather complex, and the accounting
statements
accordance
necessary to report
on them presented
properly isinalso
difficult. with
MostIAS.
significantly, in the case of defined benefit
plans,
actual
costs
may
not
be
known
for
many
years,
even
decades, since a variety of future events
Table of Contents
(employee turnover, performance of investments, salary increases, etc.) will affect the ultimate burden
Wiley IAS 2003—Interpretation and Application of International Accounting
on the employer. Accordingly, the measurement of expense on a current basis demands that many
Standards
complicated estimates be made, some involving actuarial computations, and accountants have often
Preface
been reluctant to anchor the financial statements to estimates that are potentially very imprecise. Only
Chapter 1 - Introduction to International Accounting Standards
when the impact of pay-as-you-go accounting became unacceptably distortive, due to the growing
Chapter 2 - Balance Sheet
occurrence and magnitude of these benefit plans, were professional standards revised to prohibit
Income Statement, Statement of Changes in Equity, and Statement
Chapter
3 use
continued
of that mode
of accounting.
of Recognized
Gains
and Losses
Chapter 4

- Cash Flow Statement
As pensions
became an almost universal fixture of the employment landscape (in some nations, private

Chapter
5 are
- Financial
Instruments—Cash
and Receivables
pensions
mandated
by law; in other countries,
participation in government-sponsored plans is
Chapter
6
Inventory
required), the failure to require such accounting became an impediment to meaningful financial

Chapter
7 Notwithstanding
- Revenue Recognition,
Including
reporting.
the limitations
ofConstruction
actuarial andContracts
other estimates, financial statements
Chapter
8
Property,
Plant,
and
Equipment
incorporating the accrual of pension costs are vastly more accurate and useful than those based on a
Chapter
9 - Intangible
Assets
pay-as-you-go
approach.
Chapter 10 -

Interests in Financial Instruments, Associates, Joint Ventures, and

Property accounting standards on pension costs.
EvolutionInvestment
of international

Chapter 11 - Business Combinations and Consolidated Financial Statements

About thirty Current
years ago,
major accounting
bodies
began
that pension costs be
Liabilities,
Provisions, standard-setting
Contingencies, and
Events
afterurging
the
Balance
Sheet Date
accrued properly
in financial
statements. At first, a wide range of actuarial methods were permitted,
each of13
which
could produce
more meaningfulDebt
results than the pay-as-you-go method, but over time the
Chapter
- Financial
Instruments—Long-Term
range of
permitted has been narrowed in major jurisdictions.
Chapter
14options
- Leases
Chapter 12 -

Chapter 15 - Income Taxes

As presently constituted, pension accounting rules have tended to focus overwhelmingly on the income
statement. That is, the dominant objective has been to match income and expense properly on a
Chapter 17 - Stockholders' Equity
current basis, so that the periodic measurement of operating performance is within the bounds of
Chapter 18 - Earnings Per Share
material accuracy.
Chapter 16 - Employee Benefits

Chapter 19 - Interim Financial Reporting

Chapter
20 - less
Segment
It has been
clearReporting
that the meaningful presentation of the balance sheet has been a priority,

however.
even when
an employer
has retained
full responsibility for the ultimate payment of
Chapter
21 Thus,
- Accounting
Changes
and Correction
of Errors
pension22benefits
(asCurrency
with defined benefit plans), the employer's statement of financial position has
Chapter
- Foreign
usually 23
excluded
a complete
representation of the assets and obligations of the pension scheme. This
Chapter
- Related-Party
Disclosures
has been
partly to the
fact that various "smoothing" approaches have been made to expense
Chapter
24 due
- Specialized
Industries
measurement,
causing
balance sheet (given the rigors of double entry bookkeeping) to become the
Chapter
25 - Inflation
andthe
Hyperinflation

repository for the resulting deferred charges and credits and thus making the overall picture from the
balance sheet side less meaningful. Furthermore, accountants have been genuinely ambivalent about
Appendix A - Disclosure Checklist
the validity of presenting information about the assets and obligations of the pension plan on the face of
Appendix B - Illustrative Financial Statements Presented Under IAS
the employer's balance sheet, believing that the pension plan constitutes a separate economic and
Appendix C - Comparison of IAS, US GAAP, and UK GAAP
reporting entity.
Chapter 26 - Government Grants

Index

List
Tables
IASof19
is a substantial advance over its predecessor standards and is very similar in approach to the
List
of Exhibits and
corresponding
USExamples
GAAP standards (SFAS 87, 88, and 106). In fact, it offers broader coverage than the

USofstandards,
List
Sidebars touching on compensated absences and stock compensation arrangements (subjects of
more extensive coverage in separate US GAAP standards, however) and short-term arrangements as
well. IAS 19 broke with the past practice of permitting a range of methodologies resulting in potentially
quite different financial statement results. Finally, IAS 19 greatly expanded the disclosures required by
employers having defined benefit plans, again largely mimicking the US requirements. By mandating
one specific actuarial costing method, IAS 19 effectively required employers sponsoring defined benefit
plans to engage in annual actuarial valuations, which has increased the cost of compliance for those
with such plans. Overall, the effect of IAS 19 has been to significantly increase the comparability of
financial statements of entities with a wide range of employee benefit plans.
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Each of the foregoing categories of employee benefits will be explained later in this chapter.
IAS 19 also addresses postemployment benefits other than pensions, such as retiree medical plan
coverage, as part of its requirements for pension plans, since these are essentially similar in nature.
While the predecessor standard IAS 19 nominally covered these plans, the new standard explicitly
addresses them as being variants of defined benefit arrangements. These are discussed further later in
this chapter.
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a percentage of the wage and salary base paid to the covered employees during the period. For one
example, contributions might be set at 4% of each employee's wages and salaries, up to $50,000
wages per annum. Generally, the contributions must actually be made by a specific date, such as
ninety days after the end of the enterprise's fiscal year, consistent with local law. The expense must be
accrued for accounting purposes in the year the cost is incurred, whether the contribution is made
currently or not.
IAS 19 requires that contributions payable to a defined contribution plan be accrued currently, even if
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Conceptually (and, for the first time, actually under the current standard IAS 19), net periodic pension
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While the former IAS 19 did not separately address each of these elements, the current IAS 19 does
follow closely the model under US GAAP and separately present these. Disclosures required by this
standard effectively require that these cost components be displayed in the notes to the financial
statements, while no such rule existed before under international accounting standards.

It is important to stress that current service cost, the core cost element of all defined benefit plans,
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To explain the concept of service cost, assume a single employee is promised a pension of $1,000 per
year for each year worked before retirement, for life, upon retirement at age sixty or thereafter. Further
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employee ages, the current cost of pension benefits grows apace with, for example, the cost in the final
working year being $8.560, before considering interest on the previously accumulated
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obligation—which would, however, add another $18,388 of expense, for a total cost for this one
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employee would remain on the job for thirty years, thereby earning an annual pension of $30,000, which
will have a discounted present value at retirement of $256,800. This amount would be spread evenly
over the employee's working life, for an annual cost of about $8,560. That is, the pension cost
associated with this worker would be $8,560 in the first year of his working life and every year
thereafter. (There are a number of actuarial valuation methods, and this simplified illustration is
intended only to contrast the former benchmark treatment—now the mandatory one—with the
previously allowed alternative.)
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The difference between this assumed rate of return, 7.75% in this example, and the actual return
enjoyed by the plan's assets would be added to or subtracted from the cumulative actuarial gains and
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losses. In theory, over the long run, these gains and losses will largely offset, inasmuch as they are the
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result of random fluctuations in market returns and of demographic and other changes in the group
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Under the current IAS 19 as originally promulgated, assets were properly considered to be plan assets
only if all of the following three conditions were met:
1. The pension or other benefit plan is an entity which is legally separate from the sponsoring
employer or enterprise;
2. The assets of the plan are only to be used to settle employee benefit obligations, are not
available to the sponsoring enterprise's creditors, and either cannot be returned to the sponsor
at all or can be returned only to the extent that assets remaining in the fund are sufficient to
3.

2.

meet the plan's obligations; and
3. The sponsor will have no legal or constructive obligation to directly pay the employee benefit
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excluded from the sponsoring employer's balance sheet and will also serve as the basis for determining
the actual and expected rates of return, which impact on the periodic determination of pension cost. By
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In some situations, a plan sponsor would be able to look to another entity to pay some or all of the cost
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in IAS 19 (prior to the most recent revision). For example, when an insurance policy
List
of Sidebars
would
match postemployment benefits, the assets of the insurer were not included in plan assets

because the insurer was not established solely to pay or fund employee benefits. In such cases, the
sponsor recognized its right to reimbursement as a separate asset, rather than as a deduction in
determining the defined benefit liability (i.e., no right of offset was deemed to exist in such instances); in
all other respects (e.g., the use of the corridor), the sponsoring entity would treat that asset in the same
way as plan assets. In particular, the defined benefit liability recognized under IAS 19 prior to the most
recent amendment was to be increased (reduced) to the extent that net cumulative actuarial gains
(losses) on the defined benefit obligation and on the related reimbursement remain unrecognized under

this standard, as explained earlier in this chapter. A brief description of the link between the
reimbursement and the related obligation would be required.
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in pension cost in year 2. If, at the end of year 2, market losses or other actuarial losses reduce the
accumulated actuarial gain below the threshold implied by the 10% corridor. Accordingly, in year 3
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Transition adjustment.
The final element of periodic pension cost under IAS 19 relates to the effect of first adopting the
accounting standard. The transition amount is the present value of the benefit obligation at the date the
standard is adopted, less the fair value of plan assets at that date, less any past service cost to be
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IAS 19 has as its primary, possibly sole, concern the measurement of periodic expense incurred in
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Short-term employee benefits.
Per IAS 19, short-term benefits are those falling due within twelve months from the end of the period in
which the employees render their services. These include wages and salaries, as well as short-term
compensated absences (vacations, annual holiday, paid sick days, etc.), profit sharing and bonuses if
due within twelve months after the end of the period in which these were earned, and such
nonmonetary benefits as health insurance and housing or automobiles. The standard requires that

these be reported as incurred. Since they are accrued currently, no actuarial assumptions or
computations will be needed and, since due currently, discounting will not be employed.
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the plans subject employees to limitations on accumulation rights with or without the further restriction
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Other postretirement benefits include medical care and other benefits offered to retirees partially or
entirely at the expense of the former employer. These are essentially defined benefit plans very much
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Other long-term employee benefits.
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These are defined by IAS 19 as including any benefits other than postemployment benefits (pensions,
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sabbatical leave, jubilee benefits, long-term profit-sharing payments, and deferred

compensation arrangements. Executive deferred compensation plans have become common in nations
where these are tax-advantaged (i.e., not taxed to the employee until paid), and these give rise to
deferred tax accounting issues as well as measurement and reporting questions, as benefit plans. In
general, measurement will be less complex than for defined benefit pension or other postretirement
benefits, although some actuarial measures may be needed.
Reportedly for simplicity, IAS 19 decided to not provide the corridor approach to non-recognition of
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3. Reserves. Reserves include capital as well as revenue reserves. Also, statutory reserves and
voluntary reserves are included under this category. Finally, special reserves, including
contingency reserves, are included herein.
Statutory reserves (or legal reserves, as they are called in some jurisdictions) are created based
on the requirements of the law or the statute under which the company is incorporated. For
instance, most corporate statutes in Middle Eastern countries require that companies set aside

10% of their net income for the year as a "statutory reserve," with such appropriations to
continue until the balance in this reserve account equals 50% of the company's equity capital.
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An equity instrument, on the other hand, has been defined by the standard as any contract that
evidences a residual interest in the assets of an enterprise after deducting all its liabilities.
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which are technically known as compound instruments, should classify the component parts of the
financial instrument separately as equity or liability as appropriate. (For a detailed discussion on
financial instruments, refer to Chapters 5 and 10.)

Accounting for Share-Based Payments
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IASB has considered the experience of those national standard setters which have attempted to
impose appropriate standards on the accounting for share-based payments. Inevitably, their
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The IASB also considered vesting conditions (based upon the assumption that the standard will require
the use of a fair value measurement method, with fair value estimated at grant date). The tentative
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The appropriate date at which to measure share-based payment transactions has also been the subject
of IASN attention. It has tentatively agreed that, when the measurement of a share-based payment
transaction is based upon the fair value of the shares or options issued (or to be issued), fair value
should be estimated at grant date.
In May 2002, IASB discussed application and measurement issues relating to employee share
purchase plans, share-based payment transactions with parties other than employees, repricing of
options (and other changes in terms and conditions), and unlisted and newly listed companies. It

tentatively concluded that there should be no exemption from the IFRS for employee share purchase
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There was also agreement reached that repricing of options (and other changes in terms and
conditions), whether before or after vesting date, should be accounted for by recognizing additional
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Standards
between the fair value of the repriced option and that of the original option, both estimated as at the
Preface
date of repricing).
Chapter 1 - Introduction to International Accounting Standards

Table of Contents

Chapter
2 - Balance permitting
Sheet
IASB contemplated
the use of the minimum value model by unlisted entities that are unable
Income the
Statement,
Statement
of Changes
in Equity,
and Statement
to
estimate
reliably
fair
value
of the goods
or services
received.
However, it later decided that there
Chapter 3 of Recognized Gains and Losses

will be no exceptions to the use of the fair value approach. Newly listed companies will not be permitted
Cash Flow Statement
to use the -minimum
value method, however, and the standard will have to give guidance on estimating
Chapter
5
Receivables
the expectedFinancial
volatilityInstruments—Cash
of newly listed andand
unlisted
entities.
Chapter 4
Chapter 6

- Inventory
Valuation
the rightsRecognition,
to options or
shares granted
will need
to take into account all types of vesting
Chapter
7 of
- Revenue
Including
Construction
Contracts

conditions,
conditions
and performance conditions. That is, the grant date valuation
Chapter
8 - including
Property, service
Plant, and
Equipment
should 9be reduced
to allow
for the possibility of forfeiture because of failure to satisfy vesting
Chapter
- Intangible
Assets
conditions. The
resulting
valuation
then would Associates,
be applied Joint
to theVentures,
services and
received. The entity should be
Interests
in Financial
Instruments,
required to disclose
the Property
assumptions made in determining the grant date valuation with regard to the
Investment
possibility
forfeiture,
and the entity
also
should be Financial
required Statements
to disclose information on actual
Chapter
11 of
- Business
Combinations
and
Consolidated
forfeitures compared
with
expected
forfeitures
estimated
at
grant
date.
Current Liabilities, Provisions, Contingencies, and Events
after the
Chapter 10 -

Chapter 12 -

Balance Sheet Date
There will
no gain Instruments—Long-Term
recognized for options that
lapse at the end of the exercise period. Therefore, no
Chapter
13 be
- Financial
Debt

accounting entry is required (apart from possibly a movement within equity, i.e., a transfer from one part
of equity to another if the options previously were disclosed separately).

Chapter 14 - Leases

Chapter 15 - Income Taxes

Chapter
16 - Employee
Benefits to be prescribed for share appreciation rights (SAR) settled in cash,
With regard
to the accounting
Chapter
17 agreement
- Stockholders'
there was
thatEquity
a liability should be accrued over the vesting period, when services are
Chapter
18by
- Earnings
Per Share
provided
the employees
(or other parties); the liability should be measured at fair value; and there
Chapter
- Interim Financial
Reporting
should 19
be separate
disclosure,
either on the face of the income statement or in the notes, of that
Chapter
- Segment
Reporting
portion 20
of the
expense
recognized during each accounting period that is attributable to changes in the

estimated
value of the
liabilityand
between
grant
and settlement date.
Chapter
21 fair
- Accounting
Changes
Correction
ofdate
Errors
Chapter 22 - Foreign Currency

As to share plans with cash alternatives, IASB tentatively agreed that for share plans where the
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paid-in capital accounts are reduced, with a debit to retained earnings or a credit to a
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A procedure that reclassifies amounts from contributed capital to retained earnings to
eliminate a deficit in that account. All the assets and liabilities are first revalued to their
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Legal capital typically
relates to that portion of the stockholders' investment in a corporation that is permanent in nature
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Chapter 23 - Related-Party Disclosures
preferential status. Typically, these preferences relate to voting rights. The rights and responsibilities of each class of
Chapter 24 - Specialized Industries
shareholder, even if described as common, must be fully disclosed in the financial statements.
Chapter 22 - Foreign Currency

Chapter 25 - Inflation and Hyperinflation
Chapter
26 - Government
Issuance
of shares.Grants
Appendix A - Disclosure Checklist

Appendix
B - Illustrative
Statements
Presented Under
IAS on whether the stock has a par or stated value. If there
The accounting
for the Financial
sale of shares
by a corporation
depends

or statedCvalue,
the amount
of the
the aggregate par or stated value is credited to the common
Appendix
- Comparison
of IAS,
US proceeds
GAAP, andrepresenting
UK GAAP

preferred stock account. The aggregate par or stated value is generally defined as legal capital not subject to distributi
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List
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List
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offsetting discount account for the difference between par value and the amount actually received.

If there is a discount on original issue capital stock, it serves to notify the actual and potential creditors of the contingen
of those investors. As a practical matter, corporations avoided this problem by reducing par values to an arbitrarily low
This reduction in par eliminated the chance that shares would be sold for amounts below par. Where corporation laws
distinction between par value and amounts in excess of par, the entire proceeds from the sale of stock may be credited
common stock account without distinction between the stock and the additional paid-in capital accounts. The following
illustrate these concepts:

Facts: A corporation sells 100,000 shares of $5 par common stock for $8 per share cash.
Cash
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If shares are given by a major shareholder directly to an employee for services performed for the entity, this exchange

Current Liabilities, Provisions, Contingencies, and Events after the
Chapter
12 -for as a capital contribution to the company by the major shareholder and as compensation expense incurre
accounted
Balance Sheet Date

company. Only when accounted for in this manner will there be conformity with the general principle that all costs incur
entity, including compensation, should be reflected in its financial statements.
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The foregoing procedures would also apply if a unit offering were made of an equity and a nonequity security such as
convertible debentures.
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Stock Subscriptions

Appendix B - Illustrative Financial Statements Presented Under IAS
Appendix C - Comparison of IAS, US GAAP, and UK GAAP

Occasionally, particularly in the case of a newly organized corporation, a contract is entered into between the corporati

Index
prospective investors, whereby the latter agree to purchase specified numbers of shares to be paid for over some insta
List
of Tables
period.
These stock subscriptions are not the same as actual stock issuances, and the accounting differs.
List of Exhibits and Examples

Theofamount
of stock subscriptions receivable by a corporation is sometimes treated as an asset on the balance sheet
List
Sidebars

categorized as current or noncurrent in accordance with the terms of payment. However, most subscriptions receivable
shown as a reduction of stockholders' equity in the same manner as treasury stock. Since subscribed shares do not ha
rights and responsibilities of actual outstanding stock, the credit is made to a stock subscribed account instead of to th
stock accounts.

If the common stock has par or stated value, the common stock subscribed account is credited for the aggregate par o
value of the shares subscribed. The excess over this amount is credited to additional paid-in capital. No distinction is m
between additional paid-in capital relating to shares already issued and shares subscribed for. This treatment follows fr

distinction between legal capital and additional paid-in capital. Where there is no par or stated value, the entire amoun
common stock subscribed is credited to the stock subscribed account.
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Additional Paid-in Capital

Index

List
of Tablespaid-in capital represents all capital contributed to a corporation other than that defined as par or stated valu
Additional
List
of Exhibits
and Examples
Additional
paid-in
capital can arise from proceeds received from the sale of common and preferred shares in excess of
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2. Retirement of previously outstanding shares

3. Payment of stock dividends in a manner that justifies the dividend being recorded at the market value of the sha
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Retained earnings are also affected by action taken by the corporation's board of directors. Appropriation serves disclo
purposes and serves to restrict dividend payments but does nothing to provide any resources for satisfaction of the con
Chapter 16 - Employee Benefits
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Chapter 17 - Stockholders' Equity
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Chapter
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Chapter
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Chapter
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Related-Party
Disclosures
Chapter 24 - Specialized Industries

If a series of operating losses have been incurred or distributions to shareholders in excess of accumulated earnings h
made and if there is a debit balance in retained earnings, the account is generally referred to as accumulated deficit.
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Dividends

Appendix B - Illustrative Financial Statements Presented Under IAS
Appendix C - Comparison of IAS, US GAAP, and UK GAAP

Dividends are the pro rata distribution of earnings to the owners of the corporation. The amount and the allocation betw
preferred and common shareholders is a function of the stipulated preferential dividend rate, the presence or absence
List
of Tables feature, (2) a cumulative feature, and (3) arrearages on the preferred stock, and the wishes of the board o
participation
List
of Exhibits
and Examples
directors.
Dividends,
even preferred stock dividends where a cumulative feature exists, do not accrue. Dividends beco
List
of Sidebars
liability
of the corporation only when they are declared by the board of directors.
Index

Traditionally, corporations were not allowed to declare dividends in excess of the amount of retained earnings. Alternat
corporation could pay dividends out of retained earnings and additional paid-in capital but could not exceed the total of
categories (i.e., they could not impair legal capital by the payment of dividends). States that have adopted the Model B
Corporation Act grant more latitude to the directors. Corporations can now, in certain jurisdictions, declare and pay divi
excess of the book amount of retained earnings if the directors conclude that, after the payment of such dividends, the
of the corporation's net assets will still be a positive amount. Thus, directors can declare dividends out of unrealized
appreciation, which, in certain industries, can be a significant source of dividends beyond the realized and recognized

accumulated earnings of the corporation. This action, however, represents a major departure from traditional practice a
demands both careful consideration and adequate disclosure.
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If property dividends are declared, the paying corporation may incur a gain or loss. Since the dividend should be reflec
fair value of the assets distributed, the difference between fair value and book value is recorded at the time the dividen
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declared and charged or credited to a loss or gain account.
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Appendix C - Comparison of IAS, US GAAP, and UK GAAP
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Liquidating dividends.

Liquidating dividends are not distributions of earnings, but rather, a return of capital to the investing shareholders. A liq
dividend is normally recorded by the declarer through charging additional paid-in capital rather than retained earnings.
accounting for a liquidating dividend is affected by the laws where the business is incorporated, and these laws vary fro
to state.
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The selection of 20 to 25% as the threshold for recognizing a stock dividend as an earnings distribution is arbitrary, bu
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outstanding shares. In theory, any stock dividend should result in a reduction of the market value of outstanding shares
inverse relationship to the size of the stock dividend. The aggregate value of the outstanding shares should not change
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Example of accounting for ESOP transactions

Assume that Intrepid Corp. establishes an ESOP, which then borrows $500,000 from Second Interstate Bank. The ESO
purchases 50,000 shares of Intrepid no-par shares from the company; none of these shares are allocated to individual
participants. The entries would be
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In situations when both parent company and consolidated financial statements are presented, IAS 33
requires that the information called for by this standard need only be presented based on the
consolidated information. The reason for this rule is that users of financial statements of a parent
company are interested in the results of operations of the group as a whole, as opposed to the parent
company on a stand-alone basis. Of course, nothing prevents the enterprise from also presenting the
parent-only information, including EPS, should it choose to do so. Again, the requirements of IAS 33
would have to be met.
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In its simplest form, the EPS calculation is net income divided by the weighted-average number of ordinary shares outs
objective of the EPS calculation is to determine the amount of earnings available to each ordinary share. Complexities
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IAS 33 carries this logic one step further by requiring the disclosure of pro forma (adjusted) amounts of basic and dilute
for the period in case of issue of shares with no corresponding change in resources (e.g., stock dividends or splits) occ
balance sheet date, but before the issuance of the financial statements. The reason given is that the nondisclosure of
would affect the ability of the users of the financial statements to make proper evaluations and decisions. It is to be not
EPS numbers as presented on the face of the income statement are not required by IAS 33 to be retroactively adjusted
US GAAP, because such transactions do not reflect the amount of capital used to produce the net profit or loss for the

Complications also arise when a business combination occurs during the period. The treatment of the additional share
nature of the combination. If the business combination is recorded as a uniting of interests, the additional shares are a
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combination
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- Introduction to International Accounting Standards
causing corresponding
changes in resources of the corporation. Such examples include bonus issues, a bonus elemen
Chapter
2
Balance
as a rights-issue
(to Sheet
existing shareholders), a share split, a reverse share split, and a capital reduction without a corres
Income Statement, Statement of Changes in Equity, and Statement
capital.3In all
Chapter
- such cases the number of ordinary shares outstanding before the event is adjusted, as if the event had oc
of Recognized Gains and Losses
beginning of the earliest period reported. For instance, in a 3-to-1 bonus issue the number of shares outstanding prior
Chapter 4 - Cash Flow Statement
multiplied by a factor of 4. These and other situations are summarized in the tabular list that follows.
Chapter 1

Chapter 5

- Financial Instruments—Cash and Receivables

Chapter 6

- Inventory

Chapter 7

- Revenue Recognition, Including Construction Contracts

Chapter 8

- Property,Transaction
Plant, and Equipment

Chapter 9

- Intangible Assets

Weighted-Average (W/A) Computation
Effect on W/A computation

Common
stock outstanding
at the
Increase
of shares
outstanding by the number of shares
Interests
in Financial Instruments,
Associates,
Jointnumber
Ventures,
and
Chapter
10 beginning
of
the
period
Investment Property

Chapter
11 - Business
Combinations
and Consolidated
Financial Statements
Issuance
of common
stock during
the
Increase
number of shares outstanding by the number of shares is
Current Liabilities, Provisions, Contingencies,
andof
Events
after
the
period
portion
the year
outstanding
Chapter 12 Balance Sheet Date

Conversion
into Instruments—Long-Term
common stock
Chapter
13 - Financial
Debt Increase number of shares outstanding by the number of shares c
Chapter 14 - Leases

the portion of the year outstanding

Chapter
15 - Income
Taxes its stock
Company
reacquires
Chapter 16 - Employee Benefits

Decrease number of shares outstanding by number of shares reac
portion of the year outstanding

Chapter 17 - Stockholders' Equity

Increase number of shares outstanding by number of shares issue
due to the split

Stock dividend or split

Chapter 18 - Earnings Per Share
Chapter 19 - Interim Financial Reporting

Reverse split

Chapter 20 - Segment Reporting

Decrease number of shares outstanding by decrease in shares

Chapter
21 - Accounting
Pooling
of interestChanges and Correction of Errors
Increase number of shares outstanding by number of shares issue
Chapter 22 - Foreign Currency

Purchase

Chapter 23 - Related-Party Disclosures

Increase number of shares outstanding by number of shares issue
of year since acquisition

Chapter 24 - Specialized Industries
Chapter 25 - Inflation and Hyperinflation
Chapter 26 - Government Grants

In the case
rights shares,
the number of ordinary shares to be used in calculating basic EPS is the number of ordina
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ways to compute the theoretical value of the shares on an ex-rights basis. IAS 33 suggests that this
List
Sidebars fair value of the shares immediately prior to exercise of the rights to the proceeds from the exercise, and
theofaggregate

the number of shares outstanding after exercise. To illustrate, consider that the entity currently has 10,000 shares outs
value of $15 per share, when it offers each holder rights to acquire one new share at $10 for each four shares held. Th
rights would be given as follows:

Thus, the ex-rights value of the ordinary shares is $14 each.

The foregoing do not characterize all possible complexities arising in the EPS computation; however, most of the other
complex structure which is considered in the following section of this chapter. The illustration below applies the foregoi
Wiley IAS 2003: Interpretation and Application of
simple capital structure.
International Accounting Standards

Barry J. Epstein and capital
Abbas Ali
Example of EPSby
computation-Simple
structure

ISBN:0471227366

Mirza
John information:
Wiley & Sons © 2003 (952 pages)
Assume the following
This compact and truly comprehensive quick-reference
presents accountants with a guide to depend on for
Numerator information
assistance in the preparation and understanding of financial
statements
accordance
with IAS.
a. Income from ordinarypresented
activitiesinbefore
extraordinary

items
Table of Contents

$130,000

Wileyb.
IAS Extraordinary
2003—Interpretation
of International Accounting
loss (netand
of Application
tax)
30,000
Standards
Preface
c.

Net income

Chapter 1
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[100,000 + 10%(100,000)]
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Recall that the stock dividend declared in July is considered to be retroactive to the beginning of the year. Thus, for the
4/1, 110,000 shares are considered to be outstanding. When shares are issued, they are included in the weighted-ave
List of Tables
the date of issuance. The stock dividend applicable to these newly issued shares is also assumed to have existed for t
List of Exhibits and Examples
Thus, we can see that of the 12,000 share dividend, 10,000 shares relate to the beginning balance and 2,000 shares t
List
of Sidebars
(10%
of 100,000 and 20,000, respectively). The purchase of the treasury stock requires that these shares be excluded
for the remainder of the period after their acquisition date. The figure is subtracted from the calculation because the sh
from those outstanding prior to acquisition. To complete the example, we divided the previously derived numerator by t
number of common shares outstanding to arrive at EPS.
Index

On income from continuing operations before extraordinary items = ($130,000 - $6,000) ÷ 124,000 common shares
On net income = ($100,000 - $6,000) ÷ 124,000 common shares

Reporting a $0.24 loss per share ($30,000 ÷ 124,000) due to the extraordinary item is optional. The numbers compute
based on net income are the only presentation required on the face of the income statement.
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Chapter 14 - Leases
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Chapter 16 - Employee Benefits

Chapter 17 - Stockholders' Equity

As in the computation of the basic EPS, shares whose issuance is contingent on the occurrence of certain events are
outstanding and included in the computation of diluted EPS only if the stipulated conditions have been met (the event h
Chapter 19 - Interim Financial Reporting
Issuances that are dependent on certain conditions being met can be illustrated through the following example. For ins
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These terms were first popularized by the former US GAAP requirements set forth in APB 15. IAS 33 does not specific
methods it has prescribed by the foregoing names, but does mention, in the case of the method of accounting for shar
Index
options that, in effect, the method prescribed by it produces the same results as the treasury stock method.
Appendix C - Comparison of IAS, US GAAP, and UK GAAP
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The treasury stock method, which is used to account for the hypothetical exercise of most warrants or options, requires
computed as if the options or warrants were exercised at the beginning of the period (or date of issuance, if later) and
obtained from the exercise were used to purchase common stock at the average market price for the period.

For example, if a corporation has warrants outstanding for 1,000 shares of common stock exercisable at $10 per share
market price of the common stock is $16 per share, the following would hypothetically occur: The company would rece
$10) and issue 1,000 shares from the exercise of the warrants that would enable it to purchase 625 shares ($10,000 ÷
market. The net increase in the denominator (which effects a dilution in EPS) is 375 shares (1,000 issued less 625 rep

terminology of IAS 33, those 375 shares are deemed to have been issued "for no consideration." In all cases where the
lower than the market price, assumed exercise will be dilutive and some portion of the shares will be deemed issued fo
the exercise priceWiley
is greater
than the
average market
price,
the exercise
IAS 2003:
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and
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of should not be assumed since the result of this
International Accounting Standards

Treasury
Stock Method
ISBN:0471227366
by Barry J. Epstein and Abbas Ali
Mirza
DenominatorJohn
mustWiley
be increased
net
dilution,
& Sons © by
2003
(952
pages) as follows:
Net dilution
Shares issued
- Shares
repurchased
This=compact
and truly
comprehensive
quick-reference
presents accountants with a guide to depend on for
assistance in the preparation and understanding of financial
where
statements presented in accordance with IAS.

Shares issued = Proceeds received/Exercise price

Table of Contents

Wiley IAS Shares
2003—Interpretation
and
Application
of Internationalmarket
Accounting
repurchased =
Proceeds
received/Average
price per share
Standards
Preface
Chapter 1

- Introduction to International Accounting Standards

If-converted
method.
Chapter
2 - Balance
Sheet
Income Statement, Statement of Changes in Equity, and Statement
Chapter
3 The if-converted
method isGains
usedand
for those
of Recognized
Lossessecurities that are currently sharing in the earnings of the company through

or dividends
as senior
securities but have the potential for sharing in the earnings as ordinary shares. The if-converted
Chapter
4 - Cash
Flow Statement

recognizes
the convertible
security can
share in the earnings of the company as one or the other, not as both
Chapter
5 - that
Financial
Instruments—Cash
and only
Receivables

or interest
tax effects applicable to the convertible security as a senior security are not recognized in the net incom
Chapter
6 -less
Inventory

compute EPS,
and the weighted-average number of shares is adjusted to reflect the conversion as of the beginning of
- Revenue Recognition, Including Construction Contracts
issuance, if later). See the example of the if-converted method for illustration of treatment of convertible securities whe
Chapter 8 - Property, Plant, and Equipment
during the period and therefore were not outstanding for the entire year.
Chapter 7
Chapter 9

- Intangible Assets

Interests in Financial Instruments, Associates, Joint Ventures, and
Example
Chapter
10 of
- the if-converted method
Investment Property

Chapter
Business
andaConsolidated
Financial
Statements
Assume11a -net
incomeCombinations
of $50,000 and
weighted-average
number
of common shares outstanding of 10,000. The follow
Current the
Liabilities,
Provisions,
Contingencies, and Events after the
provided
regarding
capital
structure.
Chapter 12 Balance Sheet Date

1. 7% convertible debt, 200 bonds each convertible into 40 ordinary shares. The bonds were outstanding the entir
tax rate is 40%. The bonds were issued at par ($1,000 per bond). No bonds were converted during the year.
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Chapter
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Theofconvertible
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is dilutive because it reduced EPS from $4.60 to $4.17. Accordingly, a dual presentation of E
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In the example, the convertible bonds are also assumed to have been converted at the beginning of the year. Again, th
assumption are twofold: (1) if the bonds are converted, there will be no interest expense of $14,000 (7% x $200,000 fa
there will be an additional 8,000 shares (200 bonds x 40 shares) of common stock outstanding during the year. One no
however, must be mentioned; namely, the effect of not having $14,000 of interest expense will increase income, but it
expense. Consequently, the net effect of not having interest expense of $14,000 is $8,400 [(1 - 0.40) x $14,000]. Dilute
as follows, reflecting the dilutive preferred and the effects noted above for the convertible bonds.
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An approach to measuring interim period income by viewing each interim period as an
integral part of the annual period. Expenses are recognized in proportion to revenues
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earned through the use of special accruals and deferrals.
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Under the second view, the interim period is considered to be a discrete accounting period with status
equal to a fiscal year. Thus, there are no estimations or allocations different from those used for annual
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Furthermore, the interim data is expected to give interested parties not only insights into such matters
as seasonal volatility or irregularity, and provide timely notice about changes in patterns or trends, both
as to income or cash-generating behavior, but also into such balance-sheet-based phenomena as
liquidity.
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In reaching the positions set forth in the standard, the IASC had considered the importance of interim
reporting in identifying the turning points in an enterprise's earnings or liquidity. It was concerned that
the integral approach to interim reporting can mask these turning points and thereby prevent users of

the financial statements from taking appropriate actions. If this observation is correct, this would be an
important reason to endorse the discrete view. In fact, the extent to which application of an integral
approach masks Wiley
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While the objectives of interim reporting are highly consistent with those of annual financial reporting,
there are, in the IASC's view, further concerns. These were identified in the DSOP on interim financial
Wiley IAS 2003—Interpretation and Application of International Accounting
reporting as involving matters of cost and timeliness, as well as questions of materiality and
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measurement accuracy. In general, the conclusion is that to be truly useful, the information must be
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produced in a more timely fashion than is often the case with annual reports (although other research
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suggests that users' tolerance for delayed information is markedly declining in all arenas), and that
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some compromises in terms of accuracy may be warranted in order to achieve greater timeliness.
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Statements and Disclosures to Be Presented in Interim Financial
Reports

Appendix B - Illustrative Financial Statements Presented Under IAS
Appendix C - Comparison of IAS, US GAAP, and UK GAAP
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an interim financial report.

List of Exhibits and Examples

Instead
of repeating information previously presented in annual financial statements, interim financial
List
of Sidebars
reports should preferably focus on new activities, events, and circumstances that have occurred since
the date of publication of the latest complete set of financial statements. IAS 34 has recognized the
need to keep financial statement users abreast with the latest financial condition of an enterprise and
has thus softened the presentation and disclosure requirements in the case of interim financial reports.
Thus, in the interest of timeliness and cost considerations and to avoid repetition of information
previously reported, the standard allows an enterprise, at its option, to provide information relating to its
financial position in a condensed format, in lieu of comprehensive information provided in a complete
set of financial statements prepared in accordance with IAS 1. The minimum requirements as to the

components of the interim financial statements to be presented (under this option) and their content are
discussed later.
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IAS 34 sets forth minimum requirements in relation to condensed interim financial reports. The
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2. However, if an enterprise opts for the condensed format of interim financial reporting, then IAS
34, paragraph 10, requires that, at a minimum, those condensed financial statements should
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include each of the headings and the subtotals that were included in the enterprise's most recent
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annual financial statements, along with selected explanatory notes, as prescribed by the
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standard.
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December 31, 2002, an enterprise's comparative balance sheet had trade receivables that were

considered doubtful, and hence, were fully reserved as of that date. Thus, on the face of the
balance sheet as of December 31, 2002, the amount disclosed against trade receivables, net of
provision, was a zero balance (and the comparative figure disclosed as of December 31, 2001,
under the prior year column was a positive amount, since at that earlier point of time, that is, at the
end of the previous year, a small portion of the receivable was still considered collectible). At
December 31, 2002, the fact that the receivable (net of the provision) ended up being presented as
a zero balance on the face of the balance sheet was well explained in the notes to the annual
financial statements (which clearly showed the provision being deducted from the gross amount of

the receivable that caused the resulting figure to be a zero balance that was then carried forward to
the balance sheet). If at the end of the first quarter of the following year the trade receivables were
still doubtful of
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of a 100%
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1. A statement that the same accounting policies and methods of computation are applied in the
interim financial statements compared with the most recent annual financial statements, or if
Chapter 16 - Employee Benefits
those policies or methods have changed, a description of the nature and effect of the change
Chapter 15 - Income Taxes

Chapter 17 - Stockholders' Equity

Chapter
18 - Earningscomments
Per Share about seasonality or cyclicality of interim operations
2. Explanatory
Chapter 19 - Interim Financial Reporting

3. The nature and magnitude of significant items affecting interim results that are unusual because
of nature, size, or incidence
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the current financial year, or changes in estimates of amounts reported in prior financial years, if
those changes have a material effect in the current interim period
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9. The effect of changes in the composition of the enterprise during the interim period, like
business combinations, acquisitions, or disposal of subsidiaries, and long-term investments,
restructuring, and discontinuing operations
10. The changes in contingent liabilities or contingent assets since the most recent annual financial
statements
IAS 34, paragraph 17, provides examples of the kinds of disclosures that are required. For instance, an

10.

example of unusual items might be (as given by IAS 34, paragraph 17a): ". . .the write-down of
inventories to net realizable value and the reversal of such a writedown."
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rolling period contains all the seasons of the year. (Rolling statements cannot correct cyclicality that
encompasses more than one year, such as business recessions.) Accordingly, the IASC encourages
List of Sidebars
companies affected by seasonality to consider including these additional statements, which could result
in an interim income statement comprising six or more columns of data.
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Accounting Policies in Interim Periods
Consistency.
The standard logically states that interim period financial statements should be prepared using the

same accounting principles that had been employed in the most recent annual financial statements.
This is consistent with the idea that the latest annual report provides the frame of reference that will be
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Materiality As Applied to Interim Financial Statements
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ordinary activities which are of such size and nature or incidence that their disclosure is relevant to
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explain the performance of an enterprise are to be separately disclosed. However, guidelines for
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performing an arithmetical calculation of a threshold for materiality (in order to measure "such size") is
Chapter 25 - Inflation and Hyperinflation
not prescribed in IAS 8, or for that matter in any other IAS, but rather, is left to the devices of each
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individual charged with responsibility for financial reporting to determine.
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as that item is being reported in the interim financial statements, and not in the
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financial statements or projected current full-year's (period's) results. The effect would
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normally be to lower the threshold level for reporting such items: some items separately set forth in the
interim financials might not be so presented in the full-year's annual report that later includes that same
interim period. The objective is not to mislead the user of the information by failing to include a
disclosure that might appear to be material within the context of the interim report, since that is the
user's immediate frame of reference. If later the threshold is raised and items previously presented are
no longer deemed worthy of such attention, this is not thought to create a risk of misleading the user, in
contrast to a failure to disclose an item in the interim financial statements that measured against the
performance parameters of the interim period might appear significant.

To illustrate, assume that Xanadu Corp. has gross revenues of $2.8 million in the first fiscal quarter and
will, in fact, go on to earn revenues of $12 million for the full year. Traditionally, materiality is defined as
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The draft statement of principles holds that definitions of assets, liabilities, income, and expense should
be the same for interim period reporting as at year-end. These items are defined in the IASC's
Chapter 1 - Introduction to International Accounting Standards
Framework for the Preparation and Presentation of Financial Statements. The effect of stipulating that
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the same definitions apply to interim reporting is to further underscore the concept of interim periods
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annual costs incurred unevenly during the year.

Chapter 15 - Income Taxes

It is frequently observed that certain types of costs are incurred in uneven patterns over the course of a
fiscal year, while not being driven strictly by variations in volume of sales activity. For example, major
Chapter 17 - Stockholders' Equity
expenditures on advertising may be prepaid at the inception of the campaign; tooling for new product
Chapter 18 - Earnings Per Share
production will obviously be heavily weighted to the preproduction and early production stages. Certain
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however, such an accrual would be seen as an inappropriate attempt to
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smooth the operating results over all the interim periods constituting the full fiscal year. Accordingly,
such anticipation of future expenses is prohibited, unless the future expenditure gives rise to a true
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liability in the current period, or meets the test of being a contingency which is probable and the
Appendix C - Comparison of IAS, US GAAP, and UK GAAP
magnitude of which is reasonably estimable.
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from
behavior, these remain discretionary in nature and need not be given. Such a bonus

arrangement would not give rise to a liability during earlier interim periods, inasmuch as the
management has yet to declare that there is a commitment that will be honored. (Compare this with the
situation where managers have contracts specifying a bonus plan, which clearly would give rise to a
legal liability during the year, albeit one which might involve complicated estimation problems. Also, a
bonus could be anticipated for interim reporting purposes if it could be considered a constructive
obligation, for example, based upon past practice for which the enterprise has no realistic alternative
and a realistic estimate of that obligation can be made).

Another example involves contingent lease arrangements. Often in operating leases the lessee will
agree to a certain minimum or base rent, plus an amount that is tied to some variable such as sales
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While the foregoing examples were clearly categories of costs that, while often fairly predictable, would
not constitute a legal obligation of the reporting enterprise until the associated conditions were fully
Wiley IAS 2003—Interpretation and Application of International Accounting
met, there are other examples that are more ambiguous. Paid vacation time and holiday leave would
Standards
often be enforceable as legal commitments, and if so, provision for these should be made in interim
Preface
financial statements. In other cases, as when accrued vacation time is lost if not used by the end of a
Chapter 1 - Introduction to International Accounting Standards
defined reporting year, such costs might not be subject to accrual under the discrete view. The facts of
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each such situation would have to be carefully analyzed to make such a determination.

Table of Contents

Chapter 3

-

Income Statement, Statement of Changes in Equity, and Statement
of Recognized Gains and Losses

Revenues
received seasonally, cyclically, or occasionally.
- Cash Flow Statement

Chapter 4

Chapter
5 - Financial
The standard
is clearInstruments—Cash
that revenues suchand
as Receivables
dividend income and interest earned cannot be anticipated
Chapter
6
Inventory
or deferred at interim dates, unless such practice would be acceptable at year-end. Thus, interest
Chapter
- Revenue
Recognition,
Including
Construction
income7is typically
accrued
for, since
it is well
establishedContracts
that this represents a contractual
Chapter
8
Property,
Plant,
and
Equipment
commitment. Dividend income, on the other hand, is not recognized until declared, since even when
Chapter
9 - Intangible
Assets
highly predictable
based
on past experience, these are not obligations of the paying corporation until
Interests in Financial Instruments, Associates, Joint Ventures, and
actually declared.

Chapter 10 -

Investment Property
Furthermore,
seasonality
factors should
not be smoothed
out Statements
of the financial statements. For example,
Chapter
11 - Business
Combinations
and Consolidated
Financial

retail stores Current
typicallyLiabilities,
have a high
percentage
of annual revenues
occurring
Provisions,
Contingencies,
and Events
after thein the holiday shopping
Balance
SheetorDate
period, and the
quarterly
other interim financial statements should fully reflect such seasonality; thus,
recognize
as it occurs.
Chapter
13 it
- Financial
Instruments—Long-Term Debt
Chapter 12 -

Chapter 14 - Leases

Income
Chapter
15 -taxes.
Income Taxes
Chapter 16 - Employee Benefits

The fact that income taxes are assessed annually by the taxing authorities is the primary reason for
reaching the conclusion that taxes are to be accrued based on the estimated average annual effective
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Appendix C - Comparison of IAS, US GAAP, and UK GAAP

IAS 34 addresses in detail the various computational aspects of an effective interim period tax rate
which are summarized in the following paragraphs.
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Most enterprises are subject to a multiplicity of taxing jurisdictions, and in some instances the amount
of income subject to tax will vary from one to the next, since different laws will include and exclude
disparate items of income or expense from the tax base. For example, interest earned on governmentissued bonds may be exempted from tax by the jurisdiction that issued them, but be defined as fully
taxable by other tax jurisdictions the entity is subject to. To the extent feasible, the appropriate
estimated average annual effective tax rate should be separately ascertained for each taxing
jurisdiction and applied individually to the interim period pretax income of each jurisdiction, so that the
most accurate estimate of income taxes can be developed at each interim reporting date. In general, an

overall estimated effective tax rate will not be as satisfactory for this purpose as would a more carefully
constructed set of estimated rates, since the pattern of taxable and deductible items will fluctuate from
one period to the Wiley
next. IAS 2003: Interpretation and Application of
International Accounting Standards
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While in most cases tax credits are to be handled as suggested in the foregoing paragraphs, in some
jurisdictions tax credits, particularly those that relate to export revenue or capital expenditures, are in
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When an interim period loss gives rise to a tax loss carryback, it should be fully reflected in that interim
period. Similarly, if a loss in an interim period produces a tax loss carryforward, it should be recognized
Appendix A - Disclosure Checklist
immediately, but only if the criteria set forth in IAS 12 are met. Specifically, it must be deemed probable
Appendix B - Illustrative Financial Statements Presented Under IAS
that the benefits will be realizable before the loss benefits can be given formal recognition in the
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financial statements. In the case of interim period losses, it may be necessary to assess not only
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IAS 12 provides that changes in expectations regarding the realizability of benefits related to net
operating loss carryforwards should be reflected currently in tax expense. Similarly, if a net operating
loss carryforward benefit is not deemed probable of being realized until the interim (or annual) period
when it in fact becomes realized, the tax effect will be included in tax expense of that period.
Appropriate explanatory material must be included in the notes to the financial statements, even on an
interim basis, to provide the user with an understanding of the unusual relationship between pretax
accounting income and the provision for income taxes.
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The alternative financial reporting strategy, that is, projecting annual depreciation, including the effect of
asset dispositions and acquisitions planned for or reasonably anticipated to occur during the year, and
then allocating this ratably to interim periods, has been rejected. Such an approach might have been
rationalized in the same way that the use of the effective annual tax rate was in assigning tax expense
or benefits to interim periods, but this has not been done.
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Inventories represent a major category for most manufacturing and merchandising enterprises, and
some inventory costing methods pose unique problems for interim financial reporting. In general,
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Foreign Currency Translation Adjustments at Interim Dates
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Appendix B - Illustrative Financial Statements Presented Under IAS
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same approach to translation gains or losses as is mandated at year-end would be adopted in IAS 34.
IAS 21 prescribes rules for translating the financial statements for foreign operations into the reporting
List of Tables
currency and also includes guidelines for using historical, average, or closing foreign exchange rates. It
List of Exhibits and Examples
also lays down rules for either including the resulting adjustments in income or in equity. IAS 34
List of Sidebars
requires that consistent with IAS 21, the actual average and closing rates for the interim period be used
in translating financial statements of foreign operations at interim dates. In other words, the future
changes to exchanges rates (in the current financial year) are not allowed to be anticipated by IAS 34.
Index

Where IAS 21 provides for translation adjustments to be recognized in the income statement in the
period it arises, IAS 34 stipulates that the same approach be applied during each interim period. If the
adjustments are expected to reverse before the end of the financial year, IAS 34 requires that
enterprises not defer some foreign currency translation adjustments at an interim date.
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Accounting Changes in Interim Periods
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IAS 34, paragraph 43, requires that a change in accounting policy other than one for which the
transition is specified by a new IAS should be reflected either
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Chapter 19 - Interim Financial Reporting

IAS 34, paragraph 41, recognizes that preparation of interim financial statements will require a greater
use of estimates than annual financial statements. Appendix 3 to the standard provides examples of
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use of estimates to illustrate the application of this standard in this regard. The Appendix provides nine
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IAS 34, paragraph 36, stipulates that an enterprise should apply the same impairment testing,
Index

recognition, and reversal criteria at an interim period as it would at the end of its financial year.
However, this does not mean that a detailed impairment calculation as prescribed by IAS 36 would
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automatically need to be used at interim periods; instead, an enterprise would need to review for
List of Sidebars
indications of significant impairments since the date of the most recent financial year to determine
whether such a calculation is required.
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Interim financial reporting in hyperinflationary economies.
IAS 34, paragraph 32, requires that interim financial reports in hyperinflationary economies be prepared
using the same principles as at the financial year-end. Thus, the provisions of IAS 29 would need to be
complied with in this regard. IAS 34 stipulates that in presenting interim data in the measuring unit,
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gain or loss or use
estimated
annualInterpretation
inflation rates in
preparing
interim
Wiley
IAS 2003:
and
Application
of period financial statements in a
hyperinflationary economy.
International Accounting Standards
by Barry J. Epstein and Abbas Ali
Mirza
John Wiley & Sons © 2003 (952 pages)

ISBN:0471227366

This compact and truly comprehensive quick-reference
presents accountants with a guide to depend on for
assistance in the preparation and understanding of financial
statements presented in accordance with IAS.
Table of Contents
Wiley IAS 2003—Interpretation and Application of International Accounting
Standards
Preface
Chapter 1

- Introduction to International Accounting Standards

Chapter 2

- Balance Sheet

Chapter 3

-

Chapter 4

- Cash Flow Statement

Chapter 5

- Financial Instruments—Cash and Receivables

Chapter 6

- Inventory

Chapter 7

- Revenue Recognition, Including Construction Contracts

Chapter 8

- Property, Plant, and Equipment

Chapter 9

- Intangible Assets

Chapter 10 -

Income Statement, Statement of Changes in Equity, and Statement
of Recognized Gains and Losses

Interests in Financial Instruments, Associates, Joint Ventures, and
Investment Property

Chapter 11 - Business Combinations and Consolidated Financial Statements
Chapter 12 -

Current Liabilities, Provisions, Contingencies, and Events after the
Balance Sheet Date

Chapter 13 - Financial Instruments—Long-Term Debt
Chapter 14 - Leases
Chapter 15 - Income Taxes
Chapter 16 - Employee Benefits
Chapter 17 - Stockholders' Equity
Chapter 18 - Earnings Per Share
Chapter 19 - Interim Financial Reporting
Chapter 20 - Segment Reporting
Chapter 21 - Accounting Changes and Correction of Errors
Chapter 22 - Foreign Currency
Chapter 23 - Related-Party Disclosures
Chapter 24 - Specialized Industries
Chapter 25 - Inflation and Hyperinflation
Chapter 26 - Government Grants
Appendix A - Disclosure Checklist
Appendix B - Illustrative Financial Statements Presented Under IAS
Appendix C - Comparison of IAS, US GAAP, and UK GAAP
Index
List of Tables
List of Exhibits and Examples
List of Sidebars

Wiley IAS 2003: Interpretation and Application of
Chapter 20:
Segment Reporting
International Accounting Standards
by Barry J. Epstein and Abbas Ali

ISBN:0471227366

PerspectiveMirza
and Issues

John Wiley & Sons © 2003 (952 pages)

This
compact
and truly
comprehensive
Segment reporting
is the
disclosure
of information
aboutquick-reference
an entity's operations in different industries, its
accountants
with
guidecustomers.
to depend on
forrequirement for such disclosure is a
foreign operationspresents
and export
sales, and
itsamajor
The
assistance in the preparation and understanding of financial
relatively recent development
in the history of financial reporting. It was necessitated by the continued
statements presented in accordance with IAS.
growth of complex entities operating in various disparate industries or geographical markets, making
Table
of Contents
entity-level
financial statements less useful for purposes of predicting future earnings and cash flows
unless
further
detailed information
is provided.of International Accounting
Wiley
IAS
2003—Interpretation
and Application
Standards

Proposals to require segment financial information were met with opposition from preparers which
Preface
objected
additionaltoeffort
required Accounting
of them, and
particularly to the feared disclosure of sensitive
Chapter
1 to- the
Introduction
International
Standards
competitive
data. These
concerns paled, however, in comparison to the important needs of users of
Chapter
2 - Balance
Sheet

financial information. It became clear that, without the ability to understand which of an entity's major

Income Statement, Statement of Changes in Equity, and Statement
Chapter
3 -were making the most positive contributions to its results, users would be hindered in their
operations
of Recognized Gains and Losses

ability to4 make
intelligent
investment decisions. Ultimately, this need was seen as being more important
Chapter
- Cash
Flow Statement
than the5 perceived
competitive
risks to the
entity.
Chapter
- Financial
Instruments—Cash
andreporting
Receivables
Chapter 6

- Inventory
The US Securities
and Exchange Commission began requiring line-of-business information in

Chapter
7 - annual
Revenue
Recognition,
Construction
registrants'
filings
in 1970, Including
but in many
instances Contracts
this data was not included in the annual
Chapter
8
Property,
Plant,
and
Equipment
reports issued to stockholders. By 1974, the SEC required registrants to include some of this line-ofChapter
9 information
- IntangibleinAssets
business
their reports to stockholders. Finally, SFAS 14 was issued (in 1976), which
Interests in Financial Instruments, Associates, Joint Ventures, and
established
Chapter
10 - specific requirements under US GAAP for the disclosure of segment information in financial
Investment
PropertyThese requirements were later deleted for interim reports and for nonreports issued
to stockholders.
Chapter
11 - Business
Combinations
Consolidated
Financial
Statements
publicly-held
companies.
Under thisand
standard,
there was
a rather
wide range of acceptable definitions
Current Liabilities, Provisions, Contingencies, and Events after the
of
industry
segments.
Chapter 12 Balance Sheet Date
Chapter
13international
- Financial Instruments—Long-Term
The first
standard, IAS 14, issuedDebt
in 1981, was closely modeled on the US standard, and
Chapter
- Leases
thus the14range
of acceptable definitions of industry segments was also fairly wide. Subsequently, the

IASC significantly
revised
Chapter
15 - Income
Taxes this standard, effective in mid-1998, by changing the method of determining
reportable
conform more closely to how the reporting entity is internally managed. Later,
Chapter
16 -segments
Employeeto
Benefits
standard
in the USEquity
and elsewhere essentially conformed their standards to this new reporting
Chapter
17setters
- Stockholders'
philosophy
by Share
IAS, as well.
Chapter
18 -pioneered
Earnings Per
Chapter 19 - Interim Financial Reporting

Under the current approach, the burden of preparing segment disclosures is lessened if the segment
data captured by the entity's managerial reporting system corresponds with the standard's definitions of
Chapter
- Accounting
Changes
and Correction
Errors it will still be necessary to disaggregate and
industry21and/or
geographical
segments.
In otherofcases,
Chapter
22
Foreign
Currency
reaggregate data from the management information system in order to develop needed financial
Chapter
23 -disclosures.
Related-Party
Disclosures
statement
Segment
information, while recommended for all issuers of financial statements,
Chapter
24 -only
Specialized
Industries
is required
for those
which have publicly traded debt or equity issues or are in the process of
Chapter
25 a- Inflation
and Hyperinflation
preparing
public offering.
Chapter 20 - Segment Reporting

Chapter 26 - Government Grants

IAS 14 offers
detailed guidance
Appendix
A - Disclosure
Checklist on identifying business and geographical segments. The standard

requires that entities refer to their organizational structure and internal reporting systems in order to
identify these segments. If entities' internal segments are not geographical or products/service-based,
Appendix C - Comparison of IAS, US GAAP, and UK GAAP
then the entities are required to make reference to the next lower level of internal segmentation to
Index
identify reportable segments.
Appendix B - Illustrative Financial Statements Presented Under IAS

List of Tables

List
Exhibits and
Theofstandard
setsExamples
forth detailed guidance for a dual presentation of segment data. One basis of
List
of Sidebars is primary and the other secondary. Segment information should be prepared on the
segmentation

basis of the same accounting policies as are the financial statements of the consolidated group or
entity. Disclosure requirements for the secondary segments are considerably less detailed than for the
primary ones.
Sources of IAS
IAS 14

Wiley IAS 2003: Interpretation and Application of
International Accounting Standards
by Barry J. Epstein and Abbas Ali
Mirza
John Wiley & Sons © 2003 (952 pages)

ISBN:0471227366

This compact and truly comprehensive quick-reference
presents accountants with a guide to depend on for
assistance in the preparation and understanding of financial
statements presented in accordance with IAS.
Table of Contents
Wiley IAS 2003—Interpretation and Application of International Accounting
Standards
Preface
Chapter 1

- Introduction to International Accounting Standards

Chapter 2

- Balance Sheet

Chapter 3

-

Chapter 4

- Cash Flow Statement

Chapter 5

- Financial Instruments—Cash and Receivables

Chapter 6

- Inventory

Chapter 7

- Revenue Recognition, Including Construction Contracts

Chapter 8

- Property, Plant, and Equipment

Chapter 9

- Intangible Assets

Chapter 10 -

Income Statement, Statement of Changes in Equity, and Statement
of Recognized Gains and Losses

Interests in Financial Instruments, Associates, Joint Ventures, and
Investment Property

Chapter 11 - Business Combinations and Consolidated Financial Statements
Chapter 12 -

Current Liabilities, Provisions, Contingencies, and Events after the
Balance Sheet Date

Chapter 13 - Financial Instruments—Long-Term Debt
Chapter 14 - Leases
Chapter 15 - Income Taxes
Chapter 16 - Employee Benefits
Chapter 17 - Stockholders' Equity
Chapter 18 - Earnings Per Share
Chapter 19 - Interim Financial Reporting
Chapter 20 - Segment Reporting
Chapter 21 - Accounting Changes and Correction of Errors
Chapter 22 - Foreign Currency
Chapter 23 - Related-Party Disclosures
Chapter 24 - Specialized Industries
Chapter 25 - Inflation and Hyperinflation
Chapter 26 - Government Grants
Appendix A - Disclosure Checklist
Appendix B - Illustrative Financial Statements Presented Under IAS
Appendix C - Comparison of IAS, US GAAP, and UK GAAP
Index
List of Tables
List of Exhibits and Examples
List of Sidebars

IAS 2003: Interpretation and Application of
DefinitionsWiley
of Terms
International Accounting Standards
by Barry J. Epstein and Abbas Ali

ISBN:0471227366

Mirza
Accounting policies

John Wiley & Sons © 2003 (952 pages)

Specific principles, bases, conventions, rules and practices adopted by an entity in
This compact and truly comprehensive quick-reference
preparing
presenting
itsafinancial
presentsand
accountants
with
guide tostatements.
depend on for
assistance in the preparation and understanding of financial

Business segment
statements presented in accordance with IAS.
A distinguishable component of an enterprise that is engaged in providing a product
Table of Contents
or service or group of related products or services, and that is subject to risks and
Wiley IAS 2003—Interpretation and Application of International Accounting
returns that are different from those of other business segments.
Standards
Preface

Cash flows

Chapter 1

- Introduction to International Accounting Standards

Chapter 2

- Balance Sheet

Inflows and outflows of cash and cash equivalents.

Income Statement, Statement of Changes in Equity, and Statement
Common
Chapter
3 - costs
of Recognized Gains and Losses
Chapter 4

Operating
expenses incurred by the enterprise for the benefit of more than one
- Cash
Flow Statement

Chapter 5

- Financial Instruments—Cash and Receivables

industry segment.

Chapter 6

- Inventory
Consolidated
financial information

Chapter 7

- Revenue Recognition, Including Construction Contracts

Chapter 8

- Property, Plant, and Equipment

Chapter 9

- Intangible Assets

Aggregate (financial) information relating to an enterprise as a whole whether or not
the enterprise has consolidated subsidiaries.

Interests in Financial Instruments, Associates, Joint Ventures, and
Corporate
Chapter
10 - assets
Investment Property

Assets maintained for general corporate purposes and not used in the operations of
any industry segment.

Chapter 11 - Business Combinations and Consolidated Financial Statements
Chapter 12 -

Current Liabilities, Provisions, Contingencies, and Events after the
Balance Sheet Date

Discontinued operation

Chapter 13 - Financial Instruments—Long-Term Debt

Resulting from the sale or abandonment of an operation that represents a separate,
major line of business of an enterprise; the assets, net profit or loss, and activities can
Chapter 15 - Income Taxes
be distinguished physically, operationally, and for financial reporting purposes.
Chapter 14 - Leases

Chapter 16 - Employee Benefits

Chapter
17 - Stockholders'
Extraordinary
items Equity
Chapter 18 - Earnings Per Share

Income or expenses that arise from events or transactions that are clearly distinct
from the ordinary activities of the enterprise and, therefore, are not expected to recur
Chapter 20 - Segment
Reporting
frequently
or regularly.
Chapter 19 - Interim Financial Reporting

Chapter 21 - Accounting Changes and Correction of Errors
Chapter
22 - corporate
Foreign Currency
General
expenses
Chapter 23 - Related-Party
Disclosures
Expenses incurred
for the benefit of the corporation as a whole, which cannot be
Chapter 24 - Specialized
Industries
reasonably
allocated to any segment.
Chapter 25 - Inflation and Hyperinflation

Geographical
segment
Chapter
26 - Government
Grants
Appendix A - Disclosure
Checklistcomponent of an enterprise engaged in operations in individual
Distinguishable

countriesFinancial
or groups
of countries
within particular
Appendix B - Illustrative
Statements
Presented
Under IASgeographic areas, as may be
determined
to beUS
appropriate
theGAAP
circumstances to reflect the nature of the
Appendix C - Comparison
of IAS,
GAAP, andinUK
Index

enterprise's operations.

List of Tables

Identifiable assets

List of Exhibits and Examples
List of Sidebars Those tangible and intangible assets used by an industry segment, including those

the segment uses exclusively, and an allocated portion of assets used jointly by more
than one segment.

Industry segment
A distinguishable component of an enterprise engaged in providing a different product
or service or a different group of related products or services, primarily to unaffiliated
customers. This term has been superseded by business segment.

Intersegment sales
Transfers of products or services, similar to those sold to unaffiliated customers,
between
industry
segments
or geographic
areas of theofenterprise.
Wiley IAS
2003:
Interpretation
and Application
International Accounting Standards

Intrasegment by
sales
ISBN:0471227366
Barry J. Epstein and Abbas Ali
Mirza
Transfers within an industry segment or geographic area.
John Wiley & Sons © 2003 (952 pages)

This compact and truly comprehensive quick-reference
Minority interest
presents accountants with a guide to depend on for

That
part of the net results of operations and of net assets of a subsidiary attributable
assistance in the preparation and understanding of financial
to statements
interests which
are not
directly
indirectly through subsidiaries, by the
presented
in owned,
accordance
withorIAS.
parent.
Table of Contents
Wiley
IAS 2003—Interpretation
and Application of International Accounting
Operating
activities
Standards

The principal revenue producing activities of an enterprise and other activities that are
not investing or financing activities.

Preface
Chapter 1

- Introduction to International Accounting Standards

Chapter
2 - Balance
Sheet
Operating
profit or
loss
Income
Statement,
Statement
of Changes
in Equity,
andexpenses,
Statementincluding an allocated
An industry
segment's
revenue
minus all
operating
of Recognized Gains and Losses

Chapter 3

-

Chapter 4

- Cash Flow Statement

portion of common costs.

Chapter
5 - Financial
Ordinary
activitiesInstruments—Cash and Receivables
Chapter 6
Chapter 7
Chapter 8
Chapter 9

- Inventory
Any activities which are undertaken by an enterprise as part of its business and such
- Revenue
Contractsin furtherance of, incidental to or
relatedRecognition,
activities inIncluding
which theConstruction
enterprise engages
- Property,
Equipment
arisingPlant,
from, and
these
activities.
- Intangible Assets

Reportable
segment
Interests
in Financial Instruments, Associates, Joint Ventures, and
Investment
Property
A business
or geographical segment for which segment information is required to be
Chapter 11 - Business
Combinations
and Consolidated Financial Statements
disclosed.
Chapter 10 -

Chapter 12 -

Current Liabilities, Provisions, Contingencies, and Events after the

Revenue Balance Sheet Date

Chapter 13 - Financial Instruments—Long-Term Debt

The gross inflow of economic benefits during a period arising in the ordinary course of

Chapter 14 - Leases
business activities from sales to unaffiliated customers and from intersegment sales
Chapter 15 - Income
Taxes excluding inflows from equity participants.
or transfers,
Chapter 16 - Employee Benefits

Segment
accounting policies
Chapter
17 - Stockholders'
Equity
Chapter 18 - Earnings
Per Share
The policies
adopted for reporting the consolidated financial statements of the
Chapter 19 - Interim
Financial
enterprise,
as Reporting
well as for segment reporting.
Chapter 20 - Segment Reporting

Segment
assets
Chapter
21 - Accounting
Changes and Correction of Errors
Operating
assets employed by a segment in operating activities, whether directly
Chapter 22 - Foreign
Currency
attributableDisclosures
or reasonably allocable to the segment; these should exclude those
Chapter 23 - Related-Party
generating
revenues or expenses which are excluded from the definitions of segment
Chapter 24 - Specialized
Industries
revenue
segment expense.
Chapter 25 - Inflation
andand
Hyperinflation
Chapter 26 - Government Grants

Segment expense

Appendix A - Disclosure Checklist

Expense that is directly attributable to a segment, or the relevant portion of expense
that can be allocated on a reasonable basis to a segment; it excludes extraordinary
Appendix C - Comparison of IAS, US GAAP, and UK GAAP
items, interest expense, losses on sales of investments or extinguishment of debt,
Index
equity method losses of associates and joint ventures, income taxes, and corporate
List of Tables
expenses not identified with specific segments.
Appendix B - Illustrative Financial Statements Presented Under IAS

List of Exhibits and Examples
List Segment
of Sidebars
revenue

Revenue that is directly attributable to a segment, or the relevant portion of revenue
that can be allocated on a reasonable basis to a segment, and that is derived from
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On the international standard-setting scene, the relevant rules date from the original IAS 14 issued in
1983. The standard was reformatted, but not substantively altered, in 1995. In 1998 the IASC approved
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a successor to this standard, revised IAS 14, which is the basis for the following discussion.
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In contrast to the current US standard on segment reporting (SFAS 131), which affects the financial
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equally strong, the counterarguments—that owners and managers already have this information, and
that general disclosure could place the entity in jeopardy from a competitive perspective—had been
voiced so loudly for such a long time that it was not politically feasible to impose the requirement on
privately owned entities.
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the example above, if management makes distinct decisions about the
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B -and
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Financial
Statements
Presented
IAS would be separate segments for
production
marketing
of small
cars vs. luxury
cars,Under
then those

disclosure
regardless
of GAAP,
brand and
names
other artificial distinctions among the product lines.
Appendix
C -purposes,
Comparison
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According to the new standard, "an enterprise should look to its system of internal reporting to the
Index
board
of directors and the chief executive officer for the purpose of identifying its business segments or
List
of Tables
geographical
segments,
for both its primary and secondary reporting formats...."
List
of Exhibits and
Examples
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Characteristics of business and geographical segments.
In the event that internally reported segments fail to satisfy the definitions of business and geographical
segments, then the criteria in the standard are to be applied to ascertain the identities of the segments.
The standard stipulates the following factors to be considered in determining how to group products
and services into business segments:
1. The nature of the products or services;
2.
3.

1.
2. The nature and technology of the production processes;
3. The types of markets in which the products or services are sold;
Wiley IAS 2003: Interpretation and Application of
International Accounting Standards

4. Major classes of customers;
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3. Relationships between operations in different geographical areas;

Chapter 1

- Introduction to International Accounting Standards

Chapter
2 - Balance
4. Special
risks Sheet
associated with operations in a particular country; and
Income Statement, Statement of Changes in Equity, and Statement
Chapter 3 of Recognized
5. Underlying
currencyGains
risks.and Losses
Chapter 4

- Cash Flow Statement
In the absence
of internal
organizationaland
indicators
which suffice to define business and geographical
Chapter
5 - Financial
Instruments—Cash
Receivables

segments,
foregoing criteria should be applied in an attempt to identify primary and secondary
Chapter
6 -the
Inventory

segment formats.
In that situation, the disclosure of segment data should include a statement to the
- Revenue Recognition, Including Construction Contracts
effect that the externally reported segment data does not conform to that used internally, and the
Chapter 8 - Property, Plant, and Equipment
following three supplemental disclosures must be made for each segment which has revenue from
Chapter 9 - Intangible Assets
sales to external customers amounting to 10% or more of total enterprise revenue from external
Interests in Financial Instruments, Associates, Joint Ventures, and
Chapter
10 customers:
Investment Property
Chapter 7

1. Segment
revenue
from external
customers; Financial Statements
Chapter
11 - Business
Combinations
and Consolidated
Current Liabilities, Provisions, Contingencies, and Events after the
Chapter
12 - total carrying amount of segment assets; and
2. The
Balance Sheet Date
Chapter 13 - Financial Instruments—Long-Term Debt

3. Capital expenditures.

Chapter 14 - Leases

Chapter
- Income of
Taxes
Internal15
indications
segments are to be used whenever possible, however. The informational items to
Chapter
16 - Employee
Benefits however they are defined, are discussed below.
be disclosed
for the segments,
Chapter 17 - Stockholders' Equity

Defining Reportable Segments

Chapter 18 - Earnings Per Share

Chapter 19 - Interim Financial Reporting

Chapter
20 - segments
Segment Reporting
Reportable
are business or geographical segments, whether identified either by internal

organizational
or financial
reporting
or by
of the criteria set forth above, which meet
Chapter
21 - Accounting
Changes
andfactors,
Correction
of application
Errors
the threshold
test forCurrency
becoming reportable. A segment will be reportable if a majority of its revenue is
Chapter
22 - Foreign
earned 23
from
sales to external
customers, and furthermore
Chapter
- Related-Party
Disclosures
Chapter
24 revenue
- Specialized
1. Its
fromIndustries
sales to external customers and from transactions with internal customers
Chapter (other
25 - Inflation
and is
Hyperinflation
segments)
10% or more of total revenue of all segments, or
Chapter 26 - Government Grants

2. Its segment result, whether profit or loss, is 10% or more of the combined result of all segments
recording a profit or of all segments recording a loss, whichever is the greater in absolute
Appendix B - Illustrative Financial Statements Presented Under IAS
monetary terms, or
Appendix A - Disclosure Checklist

Appendix C - Comparison of IAS, US GAAP, and UK GAAP
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3. Its assets are 10% or more of the total assets of all segments.
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Thus,
the revised
IAS 14 essentially has embraced the quantitative criteria of the former US GAAP
List
of Exhibits
and Examples
standard,
SFAS 14, regarding the threshold criteria for reportability of individual segments. Note that
List
of Sidebars
the segment will be deemed reportable if any one of the three foregoing criteria are satisfied: The test is
disjunctive, not conjunctive. However, since only those segments which earn a majority of revenues
from external customers are subjected to this testing, those which are essentially vertically integrated
will typically not be required to report as separate segments.

Comparative financial statements.
IAS 14 now provides that if a segment were deemed to be reportable in the immediate preceding period

(because one or more of the aforenoted 10% thresholds had been exceeded), then even failing each of
these tests in the current year would not eliminate the need to present comparable segment data
currently. However,
this IAS
requirement
is only applicable
managementofbelieves that the segment has
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Segment Reporting
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Chapter 1

- Introduction to International Accounting Standards
For purposes
of complying
Chapter
2 - Balance
Sheet with IAS 14, segments should be defined in terms of groups of related

products or services,
or alternatively
by types
of customers
to whom
these are provided. It must remain
Income Statement,
Statement
of Changes
in Equity,
and Statement
a matter of- judgment
as toGains
how this
of Recognized
andguideline
Losses is applied, and similar enterprises might reach different
conclusions
on this.
For
example, a manufacturer of electronic and mechanical components used in the
Chapter
4 - Cash
Flow
Statement
automobile
market these to
original
equipment manufacturers (OEM) of automobiles and
Chapter
5 - industry
Financialmight
Instruments—Cash
and
Receivables
of
heavy
construction
equipment,
and
also
to
aftermarket
suppliers, in a number of different geographic
Chapter 6 - Inventory
markets
(e.g.,
Western
Europe,
the
former
Eastern
Bloc
nations
Chapter 7 - Revenue Recognition, Including Construction Contractsof Europe, and the Middle East). In
presenting segment data, the entity might reach at least four distinct conclusions on how to define the
Chapter 8 - Property, Plant, and Equipment
segments, as follows:
Chapter 3

Chapter 9

- Intangible Assets

1. It might
argue in
that
the entire
business represents
single
segment;
Interests
Financial
Instruments,
Associates, aJoint
Ventures,
and

Chapter 10 -

Investment Property
2. It
find that
electronics and
and Consolidated
mechanical components
are essentially different product lines
Chapter
11could
- Business
Combinations
Financial Statements

and, thus,
that there are two segments of the business;
Current Liabilities, Provisions, Contingencies, and Events after the

Chapter 12 -

Balance Sheet Date

3. It might conclude that the OEM market is generically different from the aftermarket, thus defining
two different segments in another way; or

Chapter 13 - Financial Instruments—Long-Term Debt
Chapter 14 - Leases

Chapter
15could
- Income
Taxes
4. It
reason
that automobile OEM, construction equipment OEM, and aftermarket suppliers
Chapter are
16 -each
Employee
Benefits
distinct,
thus defining three segments of the business for which information is to be
Chapter disclosed.
17 - Stockholders' Equity
Chapter 18 - Earnings Per Share

Thus, it is clear that managements' judgment will continue to play a large role in financial reporting of
industry segments. In reaching their decisions, however, managements should weigh the similarities
Chapter 20 - Segment Reporting
and differences among the products or services, the risk characteristics of the markets, the growth
Chapter 21 - Accounting Changes and Correction of Errors
potential, and the likely future importance of the segment to the entity as a whole. If some parts of the
Chapter 22 - Foreign Currency
business are subject to particular or unusual regulatory oversight (such as banking typically is), this is a
Chapter 23 - Related-Party Disclosures
factor which suggests that it might constitute a separate segment for reporting purposes. The fact that
Chapter
24 or
- Specialized
a product
service lineIndustries
is produced in an organizationally separate unit, such as a division, may or
Chapter
25
Inflation
and Hyperinflation
may not be determinative;
thus, internal accounting data might be usable for segment reporting, but
Chapter
26 -need
Government
Grants
might also
to be reclassified
for that purpose.
Chapter 19 - Interim Financial Reporting

Appendix A - Disclosure Checklist

The determination
of geographic
segments is
likewise Under
subjectIAS
to the application of substantial amounts
Appendix
B - Illustrative
Financial Statements
Presented
of judgment.
Typically, however,
it will
be and
fairlyUK
obvious
Appendix
C - Comparison
of IAS, US
GAAP,
GAAP in any given circumstance how the breakdown
among regions should be accomplished. The only real question, in most cases, will be how much detail
Index

to present. For example, if an enterprise has operations in western Europe and also in former Soviet
Bloc nations such as Poland, some might conclude that these are separate segments since their
List of Exhibits and Examples
economic systems were so different for so long, and the emerging nations of Eastern Europe represent
List of Sidebars
materially different risks and growth opportunities. Others might conclude that Europe is a single
region, based on transportation requirements and other criteria, especially when compared to North
American, Latin American, and Asian segments of the same business.
List of Tables

Disclosure Requirements
When it was finally promulgated, the revised IAS 14 required fewer disclosures than had been
proposed in the Exposure Draft, but nonetheless does demand a rather expansive set of disclosures.

Reporting entities must determine which mode of categorization (i.e., industries or geographical area) is
the primary, and which is the secondary, definition of its segment operations. The amount of detail
required for the secondary
is less than forand
the Application
primary segments.
Wiley IASsegments
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accountants with a guide to depend on for
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format.
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In either case, the format not chosen as primary will be used as the secondary mode of segment
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reporting. Thus, a substantial amount of informative disclosure will result in either instance although
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Primary reporting format disclosures.

Chapter 1

- Introduction to International Accounting Standards

Chapter
2 - Balance
Sheetdisclosures are mandated for each reportable segment:
The following
informative
Income
Statement,
Statement
of Changes
in Equity,derived
and Statement
1. Segment
revenue,
with separate
disclosure
of revenue
from external customers and
Chapter
3 of Recognized Gains and Losses

revenue derived from internal customers (i.e., from other segments). Also, the nature of the
- Cash Flow Statement
segment's revenue should be described, in the manner set forth in IAS 18 (i.e., separately
Chapter 5 - Financial Instruments—Cash and Receivables
disclosing revenues arising from sales of goods, rendering of services, interest, royalties,
Chapter dividends,
6 - Inventory
and from the exchange [bartering] of goods and services in each category).
Chapter 4

Chapter 7

- Revenue Recognition, Including Construction Contracts

2. Segment
result.
Chapter
8 - Property,
Plant, and Equipment
Chapter 9

- Intangible Assets

3. Interest and dividend income and interest expense directly attributable to the segment or which
Interests in Financial Instruments, Associates, Joint Ventures, and
Chapter can
10 -be reasonably allocated to the segment, separately—except that this need not be done for
Investment Property
segments
whose and
operations
are primarily
ofStatements
a financial nature.
Chapter reportable
11 - Business
Combinations
Consolidated
Financial
Current Liabilities, Provisions, Contingencies, and Events after the
Chapter
12 - assets at carrying value.
4. Total
Balance Sheet Date
Chapter
13 - Financial
Instruments—Long-Term Debt
5. Segment
liabilities.
Chapter 14 - Leases

6. The
Chapter
15 - contingencies
Income Taxes or commitments which can be directly attributed to a reportable segment or
on a reasonable
basis to segments.
Chapter allocated
16 - Employee
Benefits
Chapter 17 - Stockholders' Equity

7. Total expenditures to acquire segment assets during the reporting period (typically referred to as
capital expenditures).

Chapter 18 - Earnings Per Share

Chapter 19 - Interim Financial Reporting

Chapter
20 - Segment
Reporting
8. Total
depreciation
and amortization expense related to segment assets and included in segment
Chapter results
21 - Accounting
Changesperiod.
and Correction of Errors
for the reporting
Chapter 22 - Foreign Currency

9. The nature of any item of revenue or expense which due to size, nature, or incidence needs to
be disclosed to explain performance of the segment for the period.

Chapter 23 - Related-Party Disclosures
Chapter 24 - Specialized Industries

Chapter
25 - nature
Inflation
and
Hyperinflation
10. The
and
amount
of extraordinary items which are directly attributable to a segment or
Chapter reasonably
26 - Government
Grants
allocable to it.
Appendix A - Disclosure Checklist

11. Significant
noncash
expenses,
other Presented
than depreciation
and amortization, that were deducted in
Appendix
B - Illustrative
Financial
Statements
Under IAS
at segment
results.
Appendixarriving
C - Comparison
of IAS,
US GAAP, and UK GAAP
Index

12. The segment's share of profit or loss of associates, joint ventures or other investments
accounted for under the equity method, as well as the investment in that associate or joint
List of Exhibits
and Examples
venture.
List of Tables

List of Sidebars

13. A reconciliation of the information presented for reportable segments (the twelve categories
above) to the amounts presented in the consolidated or enterprise-wide financial statements. In
reconciling revenue, segment revenue from outsiders should be reconciled to total revenue from
outside customers; segment results should be reconciled to a comparable measure of enterprise
performance as well as to enterprise net income or loss; and segment liabilities should be
reconciled to enterprise liabilities.

Secondary reporting format.

The nature of the data presented in the secondary reporting format depends upon which of the two
possible criteria determined the primary format, business or geography. If the primary disclosures were
Wiley
IAS 2003:
and Application
of must contain, for each
based on business
segments,
then Interpretation
the secondary, geographical,
format
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segment that has sales to external customers or segment assets totaling 10% or more of the
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2. Total carrying
amount
segment
assets,
by geographical
assistance
inof
the
preparation
anddetermined
understanding
of financial location of the assets.
statements presented in accordance with IAS.

3. The total amount of capital expenditure for the period being reported on, by location of assets.
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Standards
then the secondary format information will be, for each business segment whose revenue from sales to
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external customers is 10% or more of total enterprise revenue from external customers, as follows:
Chapter 1 - Introduction to International Accounting Standards

1. Segment revenue from external customers.

Chapter 2

- Balance Sheet

Income
of Changes in Equity, and Statement
2. Total
carryingStatement,
amount ofStatement
segment assets.
-

Chapter 3

of Recognized Gains and Losses
3. The
of capital expenditures for the period.
Chapter
4 - total
Cashamount
Flow Statement
Chapter 5

- Financial Instruments—Cash and Receivables

Finally, if the entity defines primary segment format in terms of geographical area, based on the
- Inventory
location of the production or service facilities, and if the markets in which the goods or services
Chapter 7 - Revenue Recognition, Including Construction Contracts
significantly differ from the location of the assets, then revenue from sales to external customers must
Chapter 8 - Property, Plant, and Equipment
also be reported by location of markets. The geographical markets to be identified are those whose
Chapter
- Intangible
Assetsis 10% or more of the corresponding enterprise total.
sales to9 external
customers
Chapter 6

Chapter 10 -

Interests in Financial Instruments, Associates, Joint Ventures, and
Investment Property

Other Disclosures Which May Be Necessary

Chapter 11 - Business Combinations and Consolidated Financial Statements
Current Liabilities, Provisions, Contingencies, and Events after the
Chapter
12 - are necessary when a business or geographical segment is not deemed to be reportable
Disclosures
Balance Sheet Date

because
a majority
of its revenue fromDebt
intersegment sales, yet 10% or more of enterprise sales
Chapter
13it -earns
Financial
Instruments—Long-Term
to external customers is comprised of sales to external customers by this segment. This fact should be
disclosed, as well as the sales revenue from external and intersegment sales generated by the
Chapter 15 - Income Taxes
segment.
Chapter 14 - Leases

Chapter 16 - Employee Benefits

Chapter
17 for
- Stockholders'
The basis
determiningEquity
prices for intersegment sales should be stated. This should be the same
Chapter
18 the
- Earnings
Per Share
basis that
enterprise
actually uses to recognize such transactions for internal reporting purposes. If
Chapter
19 - has
Interim
Financial
Reporting
the method
changed
from
the previous period, that fact should be adequately disclosed as well.
Chapter 20 - Segment Reporting

Segment
are
to be prepared
using the
same accounting principles that the enterprise uses
Chapter
21 disclosures
- Accounting
Changes
and Correction
of Errors

for general external reporting in accordance with international accounting standards. If there have been
changes in accounting principles employed at the enterprise level which also impact on segment
Chapter 23 - Related-Party Disclosures
informative disclosures, these should be dealt with in accordance with IAS 8. Under that standard's
Chapter 24 - Specialized Industries
benchmark treatment, prior period information is restated to conform with the new principles, unless
Chapter 25 - Inflation and Hyperinflation
impracticable to do so. Under the allowed alternative treatment, the cumulative effect of the change in
Chapter 26 - Government Grants
accounting principle is reported as a charge or credit in determining current period net income. If the
Appendix
A -treatment
DisclosureisChecklist
alternative
utilized, the cumulative effect should be included in segment operating
Appendix
B
Illustrative
Financial
Statements
Presented
Under
IAS
performance,
if reasonable
allocations
can be
made, with
sufficient
disclosure to explain the
Appendix
C
Comparison
of
IAS,
US
GAAP,
and
UK
GAAP
performance of the segments for the period.
Chapter 22 - Foreign Currency
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If there
have been changes in accounting principles employed in determining segment disclosures,
List
of Tables
which
have a and
material
impact on the data provided to users of the financial statements, such as the
List
of Exhibits
Examples
method
of allocating revenue and expenses to segments, then again consistent with the benchmark
List
of Sidebars

treatment stipulated by IAS 8, the comparative prior period information should be restated to conform
with the new methods utilized. This is important even though aggregate enterprise amounts will not
have been affected by the change, since the users' understanding of segment performance may be
distorted unless efforts are made to provide them with insights into these matters.
Unless it is clear from other disclosures or from the body of the financial statements themselves, the
segment information should include descriptions of the activities of each reportable business segment
and should also indicate the composition of each geographical segment, both for primary and

secondary reporting formats. A fair amount of judgment is required in deciding on what information
should be provided, but in theory, to take the geographical segment disclosure as an example, such
matters as stability
of currencies,
risks, andand
market
growth expectations
are all potentially
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single
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but
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from
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services; in such instances, the new standard requires that these be described and the amounts of
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revenues derived from any such group of products or services which constitute 10% or more of
Standards
enterprise revenue should be set forth. This clearly will require the exercise of judgment, since there will
Preface
be a thin line between such disclosures and the admission that the entity, in fact, is operating in more
Chapter 1 - Introduction to International Accounting Standards
than a single segment and thus should have made the full set of informative disclosures required by
Chapter 2 - Balance Sheet
IAS 14.
Chapter 3

-

Income Statement, Statement of Changes in Equity, and Statement
of Recognized Gains and Losses

Finally, if the aggregate revenue from external customers from all reportable segments totals less than
Chapter 4 - Cash Flow Statement
75% of the revenue reported by the entity as a whole, the standard requires that there be a general
Chapter
5 - of
Financial
Instruments—Cash
Receivables
description
the nature
of the remainingand
sources
of revenue. This would normally occur when the
Chapter
6
Inventory
balance of revenues are derived from a range of individually minor activities which do not constitute a
Chapter
7 - Revenue
Recognition,
Including
Construction
Contracts
single segment
or group
of segments.
In practice,
this situation
will not occur very often, as the defined
Chapter
8
Property,
Plant,
and
Equipment
and reportable segments will typically add to more than the 75% threshold level.
Chapter 9

- Intangible Assets

Interests in Financial Instruments, Associates, Joint Ventures, and
Revisions
to Definitions of Segments
Investment Property

Chapter 10 -

Chapter 11 - Business Combinations and Consolidated Financial Statements

Over time, an entity may determine that the definition of industry or of geographic segments needs to

Current Liabilities, Provisions, Contingencies, and Events after the
be revised.
Chapter
12 - The effect of making such a change could be to make information presented in earlier years
Balance Sheet Date

no longer comparable to that currently presented in the financial statements. Accordingly, at a
minimum, the fact of having made this change must be disclosed, with a sufficient description so that
Chapter 14 - Leases
users can appreciate the general impact that change might have had. The reasons why the change
Chapter
15 - such
Income
was made,
as Taxes
to better reflect the way management is currently making decisions about the
Chapter
16
Employee
Benefits
segments of the business,
should also be stated. If reasonably determinable, the actual effect of the
Chapter
- Stockholders'
Equity
change17
should
be disclosed.
Chapter 13 - Financial Instruments—Long-Term Debt

Chapter 18 - Earnings Per Share

As an example,
the Financial
manufacturer
of electronic and mechanical automobile parts used in the example
Chapter
19 - Interim
Reporting
below might
at some Reporting
point conclude that its former manner of presentation of segment data as a
Chapter
20 - Segment
dichotomy
electronic
and
mechanical
Chapter
21 -between
Accounting
Changes
and
Correction products
of Errors is no longer meaningful given the growing

pervasiveness of electronic components in what had previously been entirely mechanical items. Thus,
the entity might determine that a more useful categorization would be by type of customer, for example,
Chapter 23 - Related-Party Disclosures
original equipment manufacturers (OEM) vs. aftermarket, since the underlying economic forces differ
Chapter 24 - Specialized Industries
substantially between these. In the year of the change in presentation, the fact of the change and the
Chapter 25 - Inflation and Hyperinflation
logic for it should be presented, and if possible the prior period's data, which had been presented
Chapter 26 - Government Grants
earlier on the basis of product type, should be restated on the newly adopted basis of customer class.
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By doingAthis,
the usersChecklist
of the financial statements would be able to understand the trends affecting the
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B
Illustrative
Financialbeing
Statements
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segments as they are currently
defined.
Chapter 22 - Foreign Currency

Appendix C - Comparison of IAS, US GAAP, and UK GAAP

Comprehensive example of segment reporting
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To of
illustrate
expansion
List
Exhibitsthe
and
Examples of reporting requirements under IAS 14, a comprehensive illustration is

given below. The facts assumed are as follows, as these would have been presented in conformity with
the original IAS 14:
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Chapter
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Balance Sheet Date

corporate expenses equaled $3.4 million in 2002 and $4.5 million in 2003. Intersegment sales, which
are made at cost, are not material in amount. Operating profit by segment is defined as third-party
Chapter
14 -operating
Leases expenses; corporate overhead and financing costs are excluded from segment
sales less
Chapter
15
expenses. Income Taxes
Chapter 13 - Financial Instruments—Long-Term Debt

Chapter 16 - Employee Benefits
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Western Europe includes primarily Germany and France, with a relatively small amount of activity in
Belgium and the Netherlands. Eastern Europe includes Hungary, Poland, Slovakia and the Czech
Republic. The Middle East is principally Lebanon and Syria, with a small level of activity in Egypt and
Saudi Arabia. Sales in the Middle East are made almost entirely to aftermarket suppliers, whereas
revenues derived from European markets are predominantly from original equipment manufacturers of

automobiles and construction equipment. Approximately 12% and 14% of sales in Western Europe, for
2002 and 2003, respectively, were made to aftermarket suppliers; for Eastern European sales, the
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and 23% for and
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The IASB has proposed substantial changes to the current standard dealing with accounting errors and
voluntary changes in accounting principles. In brief, the allowed alternative treatment set forth in current
Appendix B - Illustrative Financial Statements Presented Under IAS
IAS 8—whereby the reporting entity includes the effect of the change in policy or the correction of an
Appendix C - Comparison of IAS, US GAAP, and UK GAAP
error in profit or loss for the current period and presents comparative information as it was reported in
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Amendments to IAS 8 will furthermore move some guidance currently found in IAS 1 to IAS 8, while
other guidance found presently in IAS 8 will be relocated to IAS 1. The incumbent term "fundamental
error" will be superseded by a somewhat more broadly defined "error." Also, a formal hierarchy of IAS
will be set forth for the first time by revised IAS 8.
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IAS 8 describes three ways of reporting accounting changes and the type of change for which each
should be used. These are
1. Retrospectively
2. Currently
3. Prospectively

2.
3.
Retrospective treatment requires an adjustment to all current and prior period financial statements for
the effect of the accounting change. Prior period financial statements presented currently are to be
restated on a basis
consistent
with Interpretation
the newly adopted
principle.
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Change in Accounting Policy
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Chapter 1

- Introduction to International Accounting Standards
A change in
any accounting policy means that a reporting entity has switched from one generally

Chapter
2 accounting
- Balance Sheet
accepted
principle to another. According to IAS 8, the term accounting policy includes the
Income Statement,
Statement ofrules
Changes
in Equity, used.
and Statement
accounting
principles,
bases, conventions,
and practices
For example, a change in
Chapter 3 of Recognized Gains and Losses

inventory costing from weighted-average to first-in, first-out would be a change in accounting policy, as
- Cash Flow Statement
would a change
in accounting for borrowing costs from capitalization to immediate expensing.

Chapter 4
Chapter 5

- Financial Instruments—Cash and Receivables

Chapter
6 - Inventory
An interpretation
of a similar definition under US GAAP provides a meaningful framework by

establishing
that a change
in the components
used to cost
a firm's inventory is a change in accounting
Chapter
7 - Revenue
Recognition,
Including Construction
Contracts
principle.
FASB interpretation
also clarified that the preferability assessment (relating to the
Chapter
8 This
- Property,
Plant, and Equipment
selection
the appropriate
Chapter
9 of
- Intangible
Assetsaccounting policy or principle in particular circumstances) must be made
from the perspective
basis
and not from
income and
tax perspective.
Interests of
in financial
Financial reporting
Instruments,
Associates,
Jointthe
Ventures,

Chapter 10 -

Investment Property

Changes in accounting policy are permitted if

Chapter 11 - Business Combinations and Consolidated Financial Statements

1. The change
accounting
principleContingencies,
will result in a and
more
appropriate
presentation of events or
Current in
Liabilities,
Provisions,
Events
after the
Balance in
Sheet
Date
transactions
the financial
statements of the enterprise, or

Chapter 12 -

Chapter 13 - Financial Instruments—Long-Term Debt

2. The
Chapter
14 - change
Leases in accounting principle is required by an accounting standard-setting body, or
Chapter 15 - Income Taxes

3. The change in accounting principle is required by statute.

Chapter 16 - Employee Benefits

Chapter
17 - not
Stockholders'
IAS 8 does
regard theEquity
following as changes in accounting policies:
Chapter
18 - adoption
Earnings of
PeranShare
1. The
accounting policy for events or transactions that differ in substance from
Chapter previously
19 - Interim
Financialevents
Reporting
occurring
or transactions; and
Chapter 20 - Segment Reporting

2. The
of Changes
a new accounting
policyoftoErrors
account for events or transactions that did not occur
Chapter
21 - adoption
Accounting
and Correction
or Currency
that were immaterial
Chapter previously
22 - Foreign
Chapter 23 - Related-Party Disclosures

The provisions of IAS 8 are not applicable to the initial adoption of a policy to carry assets at revalued
amounts, although such adoption is a change in accounting policy. Rather, it is dealt with as a
Chapter
25 - in
Inflation
and Hyperinflation
revaluation
accordance
with IAS 16 or IAS 38, as appropriate under the circumstances.
Chapter 24 - Specialized Industries
Chapter 26 - Government Grants
Appendix A - Disclosure Checklist

Benchmark and Allowed Alternative Accounting Treatments

Appendix B - Illustrative Financial Statements Presented Under IAS

Appendix
C - Comparison
of IAS,of
US
GAAP, and
UK GAAP
IAS 8 prescribes
two methods
reporting
a change
in accounting policy, depending on whether the
Index
benchmark treatment or the allowed alternative method is used. If the benchmark treatment is used, a
List
of Tables
change
in accounting policy is to be applied retrospectively (unless the amount of the resultant
List
of Exhibits
andthe
Examples
adjustment
from
change relating to the prior period is not reasonably determinable). With
List
of Sidebars
application
of the retrospective effect to the change in accounting policy, the following adjustments will

have to be made:
1. The comparative information presented for the prior periods will be restated to reflect the effect
of the change in accounting policy; the effect will be computed under the assumption that the
new accounting policy had always been in use.
2. The cumulative effect of the change (resulting from the retrospective application of the
accounting policy to prior periods) net of income taxes, if any, will be reported as an adjustment
to the opening balance of the retained earnings.
3.

2.

3. Any other information with respect to prior periods, such as historical summaries of financial
data, is also restated.
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of the application
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3. Additional pro forma comparative information (prepared based on the guidelines above for the
Preface application of the benchmark treatment) will also need to be presented.
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- Introduction to International Accounting Standards
The cumulative
effect
of a change in accounting principle is to appear as a single amount in the income
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statement between
items and
income
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alternative treatment is used, and
Income extraordinary
Statement, Statement
ofnet
Changes
in ifEquity,
and Statement
of Recognized
Losses to the opening retained earnings balance if the benchmark
as a single amount
shownGains
as anand
adjustment
treatment
applied.
single amount should be the difference between
Chapter
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FlowThis
Statement
Chapter 3

Chapter
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1. The
retained earnings and
at the
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Chapter 6 - Inventory
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thatConstruction
would have Contracts
been reported at that date if the new
Chapter
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RevenueofRecognition,
Including
principle
been applied retroactively to all prior periods affected.
Chapter accounting
8 - Property,
Plant, had
and Equipment
Chapter 9

- Intangible Assets

The cumulative effect is generally determined by first calculating income before taxes for both the new
Interests in Financial Instruments, Associates, Joint Ventures, and
Chapter
10and
- the old principle for all prior periods affected. The difference between the two incomes for
principle
Investment Property
each prior period is then determined. Next, these differences are adjusted for tax effects. Finally, the
Chapter 11 - Business Combinations and Consolidated Financial Statements
net of tax differences for each prior period are totaled. This total represents the cumulative effect
Current Liabilities, Provisions, Contingencies, and Events after the
Chapter
12 - at the beginning of the current period. The cumulative effect will either be an addition to or a
adjustment
Balance Sheet Date
subtraction from current income, depending on how the change to the new principle affects income.
Chapter 13 - Financial Instruments—Long-Term Debt

Chapter
14 -only
Leases
Generally,
the direct effects of the change and the related income tax effect should be included in
Chapter
15
Income
the cumulative
effectTaxes
calculation (i.e., if the company changes its method of costing inventories, only
Chapter
16 -of
Employee
Benefits
the effects
the change
in cost of goods sold, net of tax, are considered to be direct effects). Indirect
Chapter
- Stockholders'
effects,17
such
as the effectEquity
on a profit-sharing contribution or bonus payments that would have occurred
Chapter
18 -of
Earnings
Per Share
as a result
the change
in net income, are not included in the cumulative effect computation unless

these are
be recorded
by the
firm (i.e., the expense is actually incurred).
Chapter
19 to
- Interim
Financial
Reporting
Chapter 20 - Segment Reporting

The computation of income on a pro forma basis must be made for each period currently presented.
The objective is to present income before extraordinary items and net income as if the new principle
Chapter 22 - Foreign Currency
were being applied. This is achieved by adjusting each period's income before extraordinary items as
Chapter 23 - Related-Party Disclosures
reported previously (i.e., applying the old principle). The adjustment is made by adding or subtracting
Chapter 24 - Specialized Industries
the difference in income net of tax for the period to income before extraordinary items as reported
Chapter
25 - The
Inflation
and Hyperinflation
previously.
difference,
net of tax, is the change in income that occurs when the new principle is
Chapter
26
Government
applied instead of the oldGrants
principle. This results in a figure for income before extraordinary items that
Appendix
A - application
Disclosure Checklist
reflects the
of the new principle. Net income is then calculated as normally done from the
Appendix
B
Illustrative
Statements
Underamounts
IAS
adjusted income
beforeFinancial
extraordinary
items.Presented
The per share
required are based on the pro
Appendix
C
Comparison
of
IAS,
US
GAAP,
and
UK
GAAP
forma income before extraordinary items
net income amounts.
Chapter 21 - Accounting Changes and Correction of Errors

Index

Theofpro
forma calculation differs from that of the cumulative effect. It is to include both the direct effects
List
Tables
of the change and the nondiscretionary adjustments of items based on income before taxes or net
income. Examples of nondiscretionary items are profit-sharing expense or certain royalties. Both of
List of Sidebars
these expenses are in some way based on net income, generally as a specified percentage. The
related tax effects should be recognized for both the direct and nondiscretionary adjustments.
List of Exhibits and Examples

The following example illustrates the computations and disclosures necessary when applying the
cumulative effect method.
Example of benchmark and alternative treatments of changes in accounting policy under IAS 8
In 2003, the Zircon Company adopted the percentage-of-completion method of accounting for long-

term construction contracts. The company had used the completed-contract method for all prior years.
The following sections present extracts from the statements of earnings and retained earnings of Zircon
Wiley IAS 2003: Interpretation and Application of
Company before International
adjusting for the
effects of the change in accounting policy. Net profit for 2003 was
Accounting Standards
determined under the percentage-of-completion method of accounting.
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and Losses
method
net of income taxes

Chapter 4

- Cash Flow Statement
Prior to
$20,000
Chapter
5 2002
- Financial Instruments—Cash and Receivables

$14,000
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Chapter 9
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For 2003 Interests in Financial Instruments, $20,000

Chapter 10 -
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Investment Property

Chapter 11 - Business Combinations and Consolidated Financial Statements
Current Liabilities, Provisions, Contingencies, and Events after the
The following
Chapter
12 - pages provide an illustration of the accounting treatment and presentation of financial
Balance
Date treatment and the allowed alternative treatment of the changes in
statements under
theSheet
benchmark
Chapter
13 - policies
FinancialinInstruments—Long-Term
accounting
accordance with IAS 8. Debt
Chapter 14 - Leases

Changes in Accounting Policies: Benchmark Treatment
Chapter 15 - Income Taxes
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Zircon 17
Company
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Zircon 26
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Appendix
A -earnings,
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Appendix B - Illustrative Financial Statements Presented Under IAS
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List
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158,500

44,000

List
of profit
Exhibits and Examples
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100,000

114,500
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Change in accounting policy, net of income taxes of $ 10,500 for 2003
and $6,000 for 2002 (see Note 1)

Appendix C - Comparison of IAS, US GAAP, and UK GAAP
Index

List of Sidebars

Retained earnings, ending

Zircon Company Extracts from Notes to the Financial Statements
Note 1: During 2003, Zircon Company changed the accounting policy for revenue and costs for a
long-term construction contract from the completed-contract method to the percentage-ofcompletion method, to conform with the accounting treatment of contract revenue and contract
costs under IAS 11, Construction Contracts. This change in accounting policy has been accounted

for retrospectively. The comparative financial statements for 2002 have been revised to conform to
the changed policy. The effect of this change is to increase income from contracts by $20,000 in
2003 and $15,000
2002.
Opening
retained earnings
for 2002 has
Wileyin
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2003:
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and Application
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Additional
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Chapter 12 -
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Chapter
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Explanation.
Chapter
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cumulative effect of the change in the restated balance of opening retained
Chapter
16 - Employee
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earnings,
it is included
in income of the current period. Furthermore, if the alternative treatment is
Chapter
17 - Stockholders'
elected,
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forma information must be presented (effectively, this means that the
Chapter
18 - Earnings
Per Share
benchmark
treatment
must also be presented if the allowed alternative is used) unless it is
Chapter
19 - InterimtoFinancial
impracticable
do so. Reporting
Chapter 20 - Segment Reporting

Proposed
changeChanges
to reporting
changes
in
Chapter
21 - Accounting
and Correction
of Errors

accounting policies.

Chapter 22 - Foreign Currency

As part of the IASB Improvements Project, changes have been proposed for IAS 8. The central theme
is the elimination of alternative treatments, consistent with the goal of achieving convergence among
Chapter 24 - Specialized Industries
various standard setters' prescribed financial reporting requirements.
Chapter 23 - Related-Party Disclosures

Chapter 25 - Inflation and Hyperinflation

Chapter
26 - Government
Grantsthe current allowed alternative treatment of voluntary changes in
As amended,
IAS 8 will delete
Appendix
A - policies.
Disclosure
Checklist
accounting
Under
present rules, as explained above, both benchmark and allowed alternative

methodsBhave
been prescribed.
As is the case
for corrections
of errors, the benchmark approach
Appendix
- Illustrative
Financial Statements
Presented
Under IAS
requires Cthat
comparative
data
beUK
restated
Appendix
- Comparison
of prior
IAS, period
US GAAP,
and
GAAP and the earliest reported retained earnings
balance be adjusted for the effect of the voluntary change in accounting policy. The allowed alternative
Index
permits
the reporting entity to include the effect of the change in policy in profit or loss for the current
List
of Tables
period
and present
comparative information as it was reported in the financial statements of prior
List
of Exhibits
and Examples
periods, without restatement.

List of Sidebars

As amended, a reporting entity will no longer be permitted by IAS 8 to include the adjustment resulting
from retrospective application of changes in accounting policies in profit or loss for the current period.
Also, the exemption from presenting restated comparative financial statements would be based on
"undue cost or effort," from the present "impracticability" standard.
In a related proposed change, the amended IAS 8 would require (rather than merely encourage)
disclosure of the nature of a future change in an accounting policy when an entity has yet to implement
a new standard that has been issued but not yet become effective. In addition, disclosure would be

required of the planned date of adoption, as well as an estimate of the effect of the change on the
entity's financial position, unless undue cost or effort would be needed to make such an estimate.
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As noted, the current requirement set forth by SIC 8 requires that, in the period of first-time application
of IAS as the primary accounting basis, the financial statements of an enterprise, including comparative
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information,
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date using its previous basis of accounting; (4) specifying that the transitional provisions in other IFRS
do not apply to a first-time adopter; and (5) requiring enhanced disclosure about how the transition to
IFRS affected an entity's reported financial position, financial performance, and cash flows.
If adopted, the standard will require that an entity adopting IAS (which are now called IFRS) for the first
time will need to prepare an opening IFRS balance sheet at the beginning of the earliest comparative
period presented in its first IFRS financial statements (to be known as the "date of transition to IFRS").
Thus, if an entity's first IFRS financial statements are for the year ended 31 December 2005, it will need

to prepare an opening IFRS balance sheet at 1 January 2004 (or earlier, if it presents comparative
information for more than a single year). It would
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If a reporting entity chooses to not use the exemptions discussed above, it would apply the IFRS that
were effective in each period. This means that it might, therefore, need to consider superseded
Chapter 26 - Government Grants
versions of IFRS if later versions required prospective application. By contrast, if an entity uses the
Appendix
A - Disclosure
Checklist
exemptions,
it would apply
only the latest version of IFRS.
Chapter 25 - Inflation and Hyperinflation

Appendix B - Illustrative Financial Statements Presented Under IAS

The proposal
states thatofanIAS,
entity's
estimates
under
IFRS at the date of transition would be consistent
Appendix
C - Comparison
US GAAP,
and UK
GAAP
with estimates made for the same date under previous GAAP (after adjustments to reflect any
Index
difference
List
of Tablesin accounting policies), unless there were objective evidence that those estimates had been
in error.
If estimates
under IFRS at the date of transition need to be made, and corresponding
List
of Exhibits
and Examples
estimates
were not required under previous GAAP, those estimates would not be permitted to reflect
List
of Sidebars

conditions that arose after that date. In particular, estimates of market prices, interest rates, or foreign
exchange rates at the date of transition to IFRS would reflect market conditions at that date. Hindsight
would not be permitted, in other words.

Change in Amortization Method
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In some situations it may be difficult to distinguish between changes in accounting policy and changes
in accounting estimates. For example, a company may change from deferring and amortizing a cost to
Chapter 23 - Related-Party Disclosures
recording it as an expense when incurred because the future benefits of the cost have become
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doubtful. In this instance, the company is changing its accounting principle (from deferral to immediate
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Because the two changes are indistinguishable, changes of this type should logically be considered
changes in estimates and accounted for in accordance with IAS 8. However, the change must be
clearly indistinguishable to be combined. The ability to compute each element independently would
preclude combining them as a single change. Also, for generally accepted auditing standards such a
change is deemed a change in accounting principle for purposes of applying the consistency standard.
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2. The amount of the correction recognized in the net profit or loss for the current period.
3. The amount of the correction included in each period for which the pro forma information is
presented and the amount of the correction relating to periods prior to those included in the pro
forma information. If the pro forma information could not be presented due to impracticality, this
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Proposed change to reporting the effect of accounting errors.
The proposed amendments to IAS 8 would redefine accounting errors and would also eliminate the
available alternative treatment for the financial statement effects of accounting errors being corrected.
The amendment, if adopted, will remove the distinction between fundamental errors and other errors,
as had formerly been made. The current standard defines "fundamental errors" as those identified in
the current period that are of such significance that financial statements of one or more prior periods

could no longer be deemed reliable as of the date of their original issue. Under the amended standard,
a more expansive definition will be adopted, as follows:
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Foreign operation
A foreign subsidiary, associate, joint venture, or branch of the reporting enterprise
whose activities are based or conducted in a country other than the country where the
reporting enterprise is domiciled.
Functional currency
A term used under US GAAP in relation to foreign currency translations wherein it is
defined as the currency of the primary economic environment in which the entity

operates; normally, that is the currency of the environment in which an entity primarily
generates and expends cash.
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The following factors, if present, indicate that a foreign operation is a foreign entity (i.e., that the foreign
operation is not integral to the operations of the reporting entity):

Preface

Chapter 1

- Introduction to International Accounting Standards

1. Its activities
are carried out with significant autonomy.
- Balance Sheet

Chapter 2

Income Statement,
Statement
of are
Changes
Equity,
and Statement
2. Transactions
with the reporting
entity
not a in
high
proportion
of the foreign enterprise's
Chapter
3 of Recognized Gains and Losses

operations.

Chapter 4

- Cash Flow Statement

Chapter
5 activities
- Financial
Instruments—Cash
andfrom
Receivables
3. Its
are
financed principally
its own resources or through local borrowings in lieu of
Chapter the
6 -reporting
Inventory
entity's funds.
Chapter 7

- Revenue Recognition, Including Construction Contracts
4. Cost
of labor, material,
other components of the foreign operation's products or services are
Chapter
8 - Property,
Plant, andand
Equipment

paid- or
settled primarily in the local currency rather than the currency of the reporting entity.
Intangible Assets

Chapter 9

Interests
in Financial
Instruments,
Associates,
Jointthe
Ventures,
and
5. Its
are principally
made
in currencies
other than
reporting
currency.
Chapter
10 sales
Investment Property
Chapter
11 - Business
and Consolidated
Financial
Statements
6. Cash
flows of Combinations
the reporting enterprise
are insulated
from
the day-to-day activities of the foreign
Current
Liabilities,
Provisions,
Contingencies,
and
Events of
after
operation
rather
than
being
affected
directly
by
the
activities
thethe
foreign operation.
Chapter 12 Balance Sheet Date
Chapter
13 - Financial
Debt
The classification
of aInstruments—Long-Term
foreign operation is to be
based on the facts of each case, and sometimes this

determination
could be quite subjective and unclear. Thus, a degree of caution is to be exercised in
Chapter
14 - Leases
judgments
classification of borderline cases, since on such a classification will depend the
Chapter
15 -relating
Incometo
Taxes
method16
that
will ultimately
be used to translate the foreign operation's financial statements into the
Chapter
- Employee
Benefits
reporting
Chapter
17currency.
- Stockholders' Equity
Chapter 18 - Earnings Per Share

Translation of Foreign Operations That Are Integral to the
Operations of the Reporting Enterprise

Chapter 19 - Interim Financial Reporting
Chapter 20 - Segment Reporting

Chapter 21 - Accounting Changes and Correction of Errors

Chapter
22 - Foreign
Currency
The financial
statements
of foreign operations that are integral to the operations of the reporting
Chapter
23 -should
Related-Party
Disclosures
enterprise
be translated
based on the premise that these are, in substance, the transactions of
Chapter
24 - Specialized
the reporting
enterpriseIndustries
itself. The requirements for translating the financial statements of such a

foreign 25
operation
areand
the Hyperinflation
following:
Chapter
- Inflation
Chapter
26 - Government
Grants
1. Foreign
currency monetary
items should be reported using the closing rate.
Appendix A - Disclosure Checklist

2. Foreign
currencyFinancial
nonmonetary
items Presented
when carried
at historical
costs should be reported using
Appendix
B - Illustrative
Statements
Under
IAS
rateofatIAS,
the US
date
of the
transaction.
Appendixthe
C -exchange
Comparison
GAAP,
and
UK GAAP
Index

3. Foreign currency nonmonetary items when carried at fair values (e.g., revalued property, plant,
and equipment under the allowed alternative treatment prescribed by IAS 16) should be reported
List of Exhibits
and Examples
using exchange
rates that existed when the fair values were determined.
List of Tables

List of Sidebars

4. Generally, all income and expense items should be translated using exchange rates at the dates
of the transactions. In practice, a rate that approximates the actual rate at the date of the
transaction is used. For instance, an average rate based on month-end exchange rates might be
used for translation of the annual expense and income figures on the financial statement of the
foreign operation into the reporting currency. However, as specifically provided by the standard,
depreciation expense should be translated using the exchange rate at the date of purchase of
the asset, unless the asset is carried at fair value (i.e., revalued under the allowed alternative
treatment prescribed by IAS 16), in which case the rate that existed on the date of such
5.

valuation is to be used.
5. Generally, exchange differences arising from reporting an entity's monetary items at rates
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as income or expense in the same period as the gain or loss on disposal is recognized).
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IAS 21 elaborates upon the translation methodology for plant assets and inventories as follows:
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Inventory of merchandise owned by a foreign operation (which is integral to the operations of the
reporting enterprise) is being carried by the foreign operation at 3,750,000 SR (Saudi riyals) on its
Chapter 16 - Employee Benefits
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1. Carrying amount translated at the exchange rate on September 15, 2002 (i.e.. the date of
Index
acquisition) = SR 3,750,000 @ 3.75 SR to 1 US dollar= $1,000,000.
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2. Exhibits
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value translated at the closing rate = SR 4,000,000 @ 4.25 SR to 1 US dollar =
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$941,176.

3. Adjustment needed = $1,000,000 - $941,176 = $58,824.

Conversely, IAS 21 further stipulates that an adjustment that already exists on the financial statements
of the foreign operation may need to be reversed in the financial statements of the reporting enterprise.
To illustrate this point, the facts of the example above are repeated, with some variation, below.
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All other factual details remaining the same as the preceding example; it is now assumed that the
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Disposal has been defined to include a sale, liquidation, repayment of share capital, or abandonment of
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Since the German subsidiary is a foreign entity (as per IAS 21), the German company's financial
statements must be translated into US dollars in terms of the provisions of IAS 21 (i.e., by the current
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6. Use of the equity method by the US company in accounting for the subsidiary would result in the
following journal entries based on the information presented above:
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Benchmark vs. Allowed Alternative Treatments of Exchange
Differences
The benchmark treatment for exchange differences requires recognition as income or expense in the
period in which they arise. Under current IAS (which will possibly change due to the IASB's
Improvements Project, however), there is an allowed alternative treatment for certain exchange

differences. This results in capitalization of the loss incurred due to effect of exchange rate changes on
foreign-denominated obligations associated with asset acquisitions, as described in the following
paragraphs.
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June
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25% of the purchase price

September 30, 2003

25% of the purchase price

December 31, 2003

25% of the purchase price

March 31, 2003

25% of the purchase price

The exchange losses incurred on the payments made on June 30, September 30, and December 31,
2002, can clearly be capitalized based on the interpretation of the term "recent acquisition" in SIC 11
since these dates fall within twelve months of the date of acquisition. The final installment payment,

March 31, 2003 (which is beyond the period of twelve months from the date of acquisition) also
qualifies for capitalization with the cost of the asset, according to SIC 11, since the "recent" limitation
relates to the event
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assetApplication
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presents accountants with a guide to depend
on for
assistance in the preparation and understanding of financial
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While the foregoing option is presently available, if the proposed (as of mid-2002) changes are
enacted, IAS 21 will no longer allow this, and SIC 11 will be withdrawn. See the discussion of the
Wiley IAS 2003—Interpretation and Application of International Accounting
Improvements Project proposals later in this chapter.
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When financial statements are presented in a currency other than the measurement currency, and
the measurement currency is the currency of a hyperinflationary economy, an enterprise should
Appendix C - Comparison of IAS, US GAAP, and UK GAAP
disclose the closing exchange rates between measurement currency and presentation currency
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existing at the date of each balance sheet presented;
Appendix B - Illustrative Financial Statements Presented Under IAS
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additional
information not required by IAS is displayed in financial statements and in a
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Sidebarsother than presentation currency, as a matter of convenience to certain users, an

enterprise should:
Clearly identify such information as supplementary information;
Disclose the measurement currency used to prepare the financial statements and the method
of translation used to determine the supplementary information displayed;
Disclose the fact that the measurement currency reflects the economic substance of the

underlying events and circumstances of the enterprise and the supplementary information is
displayed in another currency for convenience purposes only; and
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Foreign currency derivatives that are properly addressed by IAS 39 would be removed from the
scope of IAS 21. Also, hedging guidance would be moved to IAS 39.
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Index arising in severe devaluation circumstances would be eliminated, making all such gains or losses
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amended IAS 21, goodwill and fair value adjustments to assets and liabilities that arise on
List ofUnder
Sidebars

the acquisition of a foreign entity will be required to be treated as part of the assets and liabilities of
the acquired entity and translated at the closing rate.
A reporting entity (whether a group or a stand-alone entity) will be permitted to present its financial
statements in the currency (or currencies) of its choice.
An entity (whether a stand-alone entity, a parent of a group, or an operation within a group) will be
required to translate its results and financial position from its functional currency into the

presentation currency (or currencies) using the same method as IAS 21 requires for translating a
foreign operation for inclusion in the reporting entity's financial statements.
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Appendix C - Comparison of IAS, US GAAP, and UK GAAP
Index

List
Tables
Theofgain
or loss associated with an effective hedge is reported similar to foreign currency translation
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anExamples
additional equity account. In fact, if the hedge is fully effective (which is rarely
List
of Sidebars
achieved
in practice, however) the hedging gain or loss will be equal in amount and opposite in sign to

the translation loss or gain.
In the examples set forth earlier in this chapter (see page 824), which illustrated the accounting for a
foreign (German) operation of a US company, the cumulative translation gain as of year-end 2002 was
reported as $10.30. If the US entity had been able to enter into a hedging transaction that was perfectly
effective (which would most likely have involved a series of currency forward contracts), the net loss
position as of that date would have been $10.30. If this were reported in stockholders' equity, as
required under IAS 39, it would have served to exactly offset the cumulative translation gain at that

point in time.
It should be noted that under the translation methodology prescribed by IAS 21 the ability to precisely
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illustration set forth earlier in this chapter (see page 755), which discussed the sale of merchandise by
Chapter 16 - Employee Benefits
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In most cases, this futures rate is not identical to the spot rate at the date of the forward contract. The

Appendix
B -between
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IAS of the forward contract is referred to as
difference
the Financial
futures rate
and the spot
rate atUnder
the date
Appendix
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a discount or premium. Any discount or premium must be amortized over the term of the forward
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contract, generally on a straight-line basis. The amortization of discount or premium is reflected in a
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separate
revenue or expense account, not as an addition or subtraction to the foreign currency
List
of Exhibits
andorExamples
transaction
gain
loss amount. It is important to observe that under this treatment, no net foreign
List
of Sidebars
currency
transaction gains or losses result if assets and liabilities denominated in foreign currency are

completely hedged at the transaction date.
To illustrate a hedge of an exposed asset, consider the following additional information for the German
transaction.
On December 1, 2002, the US company entered into a forward exchange contract to sell 10,000
DM on January 31, 2003, at $0.505 per DM. The spot rate on December 1 is $0.50 per DM. The
journal entries that reflect the sale of goods and the forward exchange contract appear as follows:

Forward exchange
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Index denominated in DM. The US company owes the exchange broker 10,000 DM, and these must
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be delivered on January 31, 2003. Because this liability is denominated in DM, its amount is

determined
by spot rates. Since spot rates change, this liability changes in amount equal to the
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changes in accounts receivable because both of the amounts are based on the same spot rates.
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These changes are reflected as foreign currency transaction gains and losses which net out to
zero.
2. The premium on forward contract is fixed in terms of US dollars. This amount is amortized to a
financial revenue account over the life of the forward contract on a straightline basis.
3. The net effect of this transaction is that $5,050 was received on January 31, 2003, for a sale
originally recorded at $5,000. The $50 difference was taken into income via amortization.
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Applicability
The requirements of the standard should be applied only to the related-party relationships described in
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Exemptions
IAS 24, paragraph 4, exempts disclosure of related-party transactions in the following cases:
1.
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Significant influence may be gained through agreement or statute or share ownership. Under the
provisions of IAS 24, similar to the presumption of significant influence under IAS 28, an enterprise is
Chapter 17 - Stockholders' Equity
deemed to possess the ability to exercise significant influence if it directly or indirectly through
Chapter 18 - Earnings Per Share
subsidiaries holds 20% or more of the voting power of another enterprise (unless it can be clearly
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demonstrated that despite holding such voting power the investor does not have the ability to exercise
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Chapter
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Appendix A - Disclosure Checklist

In the authors' opinion, by defining the term "related party" to include the concepts of control and
significant influence, and by further broadening the definition to cover not just direct related-party
Appendix C - Comparison of IAS, US GAAP, and UK GAAP
relationships, but even indirect ones like those with "close members of the family of an individual," the
Index
IASC has cast a wide net to cover related-party transactions which would normally not be considered
List of Tables
otherwise. This makes disclosures under this standard subjective, and the related-party issue itself a
List
of Exhibits
and Examples
more
contentious
one, since it lends itself to aggressive interpretations by the reporting enterprise. This
List
of Sidebars
obviously
could have a significant bearing on the related-party disclosures emanating from these
interpretations. On the one hand, based on a strict interpretation of the provisions of the standard,
certain hitherto unreported related-party transactions may now have to be disclosed, but on the other
hand, reporting enterprises may not do so, based on an aggressive stand taken by them. However, in
taking such an aggressive stance, the reporting enterprises are well advised to get ready with good
strong reasoning to support any nondisclosure of related-party transactions, lest they cross the thin line
of not fully complying with IAS under the revised IAS 1, which may have serious repercussions in terms
of financial statement reporting under IAS.
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Besides the foregoing three pricing methods, the standard also recognizes these two special situations.
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operates in; thus it sells most of its production to its fellow subsidiary at cost (since it would be
unable to break even otherwise).
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Financial Statement Disclosures
IAS 24 recognizes that in many countries certain related-party disclosures are prescribed by law.
Particularly transactions with directors, because of the fiduciary nature of their relationship with the
enterprise, are mandated financial statement disclosures in those countries. In fact, the corporate
legislations in some countries go a step further and require certain disclosures which are even more
stringent than the disclosure requirements under IAS 24, or for that matter, disclosure requirements
under most leading accounting standards.

For example, under the Companies Act of a certain country, besides the usual disclosures pertaining to
related-party transactions, under the corporate law, companies are required to disclose not just yearIASto2003:
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The foregoing should not be considered an exhaustive list of situations requiring disclosure, and as
very clearly stated in the standard, these are only "examples of situations . . . which may lead to
Appendix C - Comparison of IAS, US GAAP, and UK GAAP
disclosures." In practice, many other situations are encountered which would warrant disclosure. For
Index
example, a maintenance contract for maintaining and servicing computers, entered into with a
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subsidiary company, would need to be disclosed by the reporting enterprise.
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IASof24,
paragraphs 20 and 21, require disclosure of a related-party relationship where control exists,

irrespective of whether there have been transactions between the related parties. In the authors'
opinion, it is worth noting that an important aspect of this requirement which may not be very obvious to
the reader is that disclosure is only necessary under this requirement of the standard in the case of a
related-party relationship that arises only through control. Thus, by inference, one would conclude that
in the case of a related-party relationship by virtue of significant influence, there is no need to disclose
a related-party relationship under this requirement of the standard, unless there have been actual
transactions based on this relationship.

To illustrate this point, let us consider the following example:
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IAS 24, paragraph 24, requires that items of a similar nature may be disclosed in aggregate. However,
when separate disclosure is necessary for an understanding of the effects of the related-party
Chapter 20 - Segment Reporting
transactions on the financial statements of the reporting enterprise, aggregation is not proper.
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case seems necessary for an understanding of the effects of related-party transactions on the financial
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Examples 4[a]). which was discussed earlier in this chapter. Per IAS 24, paragraph
standard,
(i.e.,and
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List
Sidebars of transactions between members of a group is unnecessary in consolidated financial
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statements, since the consolidated financial statements present information about the parent and
subsidiaries as a single reporting enterprise. However, in the case of associated companies, since they
are not presented as a single reporting enterprise, and intracompany transactions are not eliminated
(due to use of the equity method of accounting), separate disclosure of related-party transactions is
warranted.
IAS 24, paragraph 18, specifically mentions other IAS, wherein disclosures of related-party transactions
have been prescribed as well. The following IAS have been cited by IAS 24:

IAS 5, which calls for disclosure of significant intercompany transactions and investments in, and
balances with, group and associated companies
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Proposed Changes to Related-Party Disclosure Requirements
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The IASB's Improvements Project has resulted in proposed changes to IAS 24. The changes proposed
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The proposed amendment will also clarify, in the definition of related party, that nonexecutive directors
are key management personnel. A definition of "close members of the family of an individual" would
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IAS 24's present set of examples of transactions that are to be disclosed if they are with a related party
would be expanded to include a settlement of liabilities on behalf of the entity or by the entity on behalf
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Chapter 23 - Related-Party Disclosures

Chapter 25 - Inflation and Hyperinflation

Chapter
26 - Government
Grants
New disclosure
requirements
about outstanding balances with related parties would be added also.
Appendix
A - Disclosure
Checklist
These include
their terms
and conditions including whether they are secured, and the nature of the

consideration
to be provided
in settlement;
of any
guarantees
given or received; and provisions
Appendix
B - Illustrative
Financial
Statementsdetails
Presented
Under
IAS
for doubtful
The established
subclassification
of amounts payable to, and receivable from,
Appendix
C - debts.
Comparison
of IAS, US GAAP,
and UK GAAP
different categories of related parties would be extended to provide a more comprehensive analysis of
Index
these
related-party balances and would also apply to related-party transactions.
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A requirement will be added by amended IAS 24 to disclose the expense recognized during the period
in respect of bad or doubtful debts due from related parties. It will be clarified that any representations
that related-party transactions were made on terms equivalent to those that prevail in arm's-length
transactions can be made only if such disclosures can be substantiated. Finally, the current provision
relating to the expected disclosure of pricing policies for related-party transactions would be eliminated.
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statements presented in accordance with IAS.

Perspective and Issues

Disclosure requirements relating to financial statements of banks and similar financial institutions are
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Although IAS 30 applies exclusively to financial statements of banks and similar financial institutions, it
does not, of itself, define all the disclosures required by those entities. They must also conform to the
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requirements of standards such as IAS 24 (related parties) and IAS 16 (long-lived assets). IAS 7
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to financial statements of all commercial, industrial, and business enterprises in
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policies relating to certain important items has been prescribed by IAS 30. This will enable users of the
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bank's financial statements to better understand the basis of preparation of those financial statements.
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Commitments. Undrawn lending facilities, such as lines of credit extended to customers, that are
irrevocable according to agreements with customers (and cannot be withdrawn at the discretion of
Appendix C - Comparison of IAS, US GAAP, and UK GAAP
the bank), are disclosed as commitments rather than as loans and advances to customers. If, and to
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the extent, the facilities are utilized by customers before year-end, these will be reported as actual
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loans and advances.
Appendix B - Illustrative Financial Statements Presented Under IAS

List of Exhibits and Examples

List of
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Accounting policy that outlines the basis for the determination of

a. The provision for possible losses on loans and advances
b. Write-off of uncollectable loans and advances
Note 1: Provision for Loan Losses. Provision is made for possible losses in relation to loans
and advances to customers that have been individually reviewed and specifically identified as
doubtful and is referred to as specific provision. A general provision based on experience is
also made based on the risks that are likely to be present in any portfolio of bank advances that

have not yet been identified specifically. Loans and advances on which all legal and other
possible courses of action for recovery have been exhausted are written off as bad debts.
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John Wiley & Sons © 2003 (952 pages)

legislation may require or allow a bank to set aside amounts for general banking risks, including
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Note 1: Statutory Reserves. As required by the Companies Commercial Code of Nation XYZ,
and in accordance with the bank's articles of association, 10% of the net income for the year is
Chapter 1 - Introduction to International Accounting Standards
set aside as a statutory reserve annually. Such appropriations of net income are to continue
Chapter 2 - Balance Sheet
until the balance in the statutory reserve equals 50% of the bank's paid-up capital.
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These disclosures, to be incorporated into the bank's income statement, are of course in

List of Exhibits and
Examples
addition
to disclosure requirements of other international accounting standards.
List of Sidebars

b. Separate disclosure of the principal types of income and expenses as above is essential in
order that users of the bank's financial statements can assess the performance of the bank.
c. To enhance financial statement transparency, IAS 30 prohibits the offsetting of income and
expense items, except those relating to hedges and to assets or liabilities wherein the legal
right of setoff exists and the offsetting represents the expectation as to the realization or
settlement of the asset or liability. In case income and expense items were allowed to be
offset, it would prevent users from assessing the return on particular classes of assets; this,

d.

in a way, would restrict users of financial statements in their assessment of the performance
of the bank.
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2. The balance sheet of a bank should group assets and liabilities by nature and list them in the order
of their respective liquidity. This is explained further by the standard as follows:
a. Disclosure of the grouping of assets and liabilities by their nature and listing them by their
respective liquidity is illustrated by the standard. These are to be made either on the face of

a.
the balance sheet or in the footnotes. The following disclosures are prescribed with a
provision that disclosures should include but are not limited to:
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Chapter 15 - Income Taxes

c. Listing of assets by liquidity could be considered synonymous with listing of liabilities by
maturity, since maturity is a measure of liquidity in case of liabilities. For instance, certificates
- Stockholders' Equity
of deposits are liabilities of banks and have contractual maturities of perhaps, one month,
- Earnings Per Share
three months, six months, and one year. Similarly, there are other bank liabilities, such as
- Interim
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Chapter 16 - Employee Benefits
Chapter 17
Chapter 18
Chapter 19
Chapter 20
Chapter 21
Chapter 22
Chapter 23
Chapter 24
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Appendix A - Disclosure Checklist

d. Offsetting of assets against liabilities, or vice versa, is generally not allowed unless a legal
right of setoff exists and the offsetting represents the expectation as to the realization or
Appendix C - Comparison of IAS, US GAAP, and UK GAAP
settlement of the asset or liability. This is true even in the case of other enterprises; IAS 1,
Index
which applies to all enterprises reporting in accordance with IAS, including banks, contains
List of Tables similar provisions.
Appendix B - Illustrative Financial Statements Presented Under IAS

List of Exhibits and Examples

e. The recently superseded IAS 25 provided that enterprises not normally distinguishing
List of Sidebars
between current and long-term investments in their balance sheets were nevertheless to
make such a distinction for measurement purposes. Under IAS 39, the current versus longterm distinction is no longer important, but it will instead be necessary to assign all such
investments to the trading, available-for-sale, or held-to-maturity portfolios. IAS 30 stipulates
that banks must disclose the market value of investments in securities if different from the
carrying values in the financial statements. Since both trading and available-for-sale
securities are carried in the balance sheet at fair value, this added disclosure requirement
now only impacts held to maturity securities, which are maintained at amortized cost.
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Chapter 9

- Intangible Assets

Loans and advances, net

Other assets

Total assets

Liabilities
and
EquityAssociates, Joint Ventures, and
Interests
in Shareholders'
Financial Instruments,

Chapter 10 -

Investment Property

Liabilities:
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This compact and truly comprehensive quick-reference
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Although the general requirements of IAS 7 are common to all enterprises, the standard does contain
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Example
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Neighborhood Bank Consolidated Statement of Cash Flows For the Year Ended December 31,
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Chapter 26
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Placements with other banks
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Appendix B - Illustrative Financial Statements Presented Under IAS
Appendix C - Comparison of IAS, US GAAP, and UK GAAP

Deposits with Central bank for regulatory purposes
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Increase (decrease) in operating liabilities:
Deposits from customers

600

(200)
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Disclosure Requirements for Banks and Similar Institutions

Chapter 21 - Accounting Changes and Correction of Errors
Chapter 22 - Foreign Currency
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and Disclosures
commitments
Chapter
23 - Related-Party

including off-balance-sheet items.

Chapter 24 - Specialized Industries

Contingent liabilities are possible obligations that arise from past events whose existence will be
confirmed only by the ultimate outcome of one or more uncertain future events that are not wholly within the
Chapter 26 - Government Grants
control of the enterprise. Contingent liabilities could also be present obligations that arise from past
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events but are not recognized either because it is not probable that an outflow of resources will be required
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disclosure of provisions and contingent liabilities has been addressed by IAS 37. Exceptions have been
Index
made in certain cases; for instance, liabilities of life insurance companies arising from insurance policies
List
of Tables
issued
by them and other entities, such as retirement benefit plans, have been specifically excluded from
List
Exhibits
and37.
Examples
theofscope
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However specific contingent liabilities relating to the banking industry (see list below)
List
Sidebarsto be disclosed in accordance with the provisions of IAS 30, since provisions or contingent
areofrequired
liabilities of banking or similar financial institutions have not specifically been excluded from the purview of
IAS 37.
Chapter 25 - Inflation and Hyperinflation

This means that the general principles of recognizing provisions or disclosing contingent liabilities as set
forth in IAS 37 will differ for the banking industry compared to other commercial enterprises. This has raised
some eyebrows, and for good reason. The often asked questions on this issue are the following: If the
general principles of disclosure of contingent liabilities as set out in IAS 37 are equally applicable to banks
and other similar institutions as they are applicable to other commercial enterprises, then why does IAS 30

still address this area? Is it a case of redundancy or is it there for a purpose that is not obvious? These
queries are amply clarified by IAS 30, Paragraph 27, which states
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It is important for the users of the bank's financial statements to be cognizant about the contingencies and
irrevocable commitments because these may have an effect in the future on the liquidity and solvency of
Chapter 16 - Employee Benefits
the bank. For instance, undrawn facilities, to which the bank is irrevocably committed, could serve as a
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Maturity groupings applied to assets and liabilities differ from bank to bank, and IAS 30 does not prescribe
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Certain assets do not have a contractual maturity date. In all such cases the period in which these assets
are assumed to mature is usually taken to be the expected date on which the assets will be realized. For
instance, in the case of fixed assets that have no maturity date as such, as in the case of a certificate of
deposit, the authors are of the opinion that their remaining useful lives as of the balance sheet date could
be used as a measure of the maturity profile of these assets.
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Example of disclosure of maturities of assets and liabilities
The maturity profile of assets and liabilities at December 31, 2003, was as follows:
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Losses on Loans and Advances

Index

List of Tables

Loans and advances to customers may sometimes become uncollectable, and in those circumstances the
bank would have to suffer losses on loans, advances, and other credit facilities. The amount of losses that
List of Sidebars
are specifically identified and the potential losses not specifically identified should both be recognized as
expenses and deducted from the carrying amount of the loans and advances. The assessment of these
losses is dependent on management judgment and it is essential that it should be applied consistently from
one period to another. Any amounts are set aside in excess of the foregoing provision for losses on loans
and advances, if required by local circumstances or legislation, should be treated as an appropriation of
retained earnings and are not to be included in the determination of net profit or loss for the period.
Similarly, any credits resulting in the reduction of such amounts are to be credited to retained earnings.
List of Exhibits and Examples

1.

A number of disclosure requirements are prescribed by IAS 30 in this regard, as summarized below.
1. The accounting policy describing the basis on which uncollectable loans and advances are
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4. The aggregate amount included in the balance sheet as loans and advances on which no interest
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has been accrued (referred to in some countries as "interest in suspense" or "reserved interest") and
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List of Sidebars
2. Each of the principal types of income, interest expense, and commissions paid
3. The amount of the expense recognized in the period for the losses on loans and advances and the
amount of the provision at the balance sheet date
4. Irrevocable commitments and contingencies and commitments from off-balance-sheet items
Example of related-party disclosures

4.

Note 5: Related-Party Transactions. The bank has entered into transactions in the ordinary course of
business with certain related parties, such as shareholders holding more than 20% equity interest in the
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directors of the bank.
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Chapter 16 - Employee Benefits

Chapter 17 - Stockholders' Equity

Disclosure of Assets Pledged as Security

Chapter 18 - Earnings Per Share

Chapter 19 - Interim Financial Reporting

If the bank is required by law or national custom to pledge assets as security to support certain deposits or
other liabilities, the bank should then disclose the aggregate amount of secured liabilities and the nature
Chapter 21 - Accounting Changes and Correction of Errors
and carrying amount of the assets pledged as security.
Chapter 20 - Segment Reporting
Chapter 22 - Foreign Currency

Chapter 23 - Related-Party Disclosures

Disclosure of Trust Activities

Chapter 24 - Specialized Industries

Chapter 25 - Inflation and Hyperinflation

If a bank is holding in trust, or in any other fiduciary capacity, assets belonging to others, those assets
should not be included on the bank's financial statements since they are being held on behalf of third
Appendix A - Disclosure Checklist
parties such as trusts and retirement funds. If a bank is engaged in significant trust activities, this deserves
Appendix B - Illustrative Financial Statements Presented Under IAS
disclosure of the fact and an indication of the extent of those trust activities. Such disclosure will take care
Appendix
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of any potential
liability inofcase
bank fails
itsGAAP
fiduciary capacity. The safe custody services that banks
Index
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Chapter 26 - Government Grants
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Anticipated Revisions to IAS 30

List of Sidebars

When IAS 30 was promulgated, many of the now-extant standards had yet to be issued, and banking, as
an important highly regulated industry with worldwide impact, was perhaps uniquely in need of standardized
financial reporting guidance. However, by the late 1990s, many began to note that IAS 30 was in need of
an overhaul, since there were growing instances of redundancies with other later standards, and in some
particulars, a need for new or expanded coverage. Also, fundamental changes had been taking place in the
financial services industries, and in the way in which financial institutions were managing their activities and
their risk exposures.

The IASC added a project to its agenda to revise IAS 30 in 1999, and in 2000, appointed a steering
committee for that purpose, including representatives of financial institutions, auditors, and bank and
securities regulators.
IASB
endorsed
that undertaking
and is continuing
to use that steering committee,
Wiley
IAShas
2003:
Interpretation
and Application
of
which has been expanded
to
include
analysts
and
nonfinancial
institutions,
as
an advisory group. While a
International Accounting Standards
review of IAS 30 by
is still
a
central
mission,
it
has
been
tentatively
concluded
that
the project should also
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project should develop illustrative formats for the financial statements of an entity that carries out deposit
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Financial assets and financial liabilities arising from deposit taking, lending and securities activities be
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An example of a statement of net assets available for plan benefits, for a defined contribution plan, is
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List of Tables

List of Exhibits and Examples
List of Sidebars
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charged depletion on a units-of-production basis. Still others have been valuing forest lands at the net
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present value of expected future cash flows. This wide disparity obviously has impaired users' ability to
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and coherent set of principles applicable to this industry grouping because of the preponderance of
small, less sophisticated businesses. The IASC concluded that extending certain modifications to the
historical cost model, which had already been applied by existing IAS (e.g., to plant and equipment and
to investments), offered the best solution to this problem. The new standard will apply only to biological
assets, as those are the aspects of agriculture which have unique characteristics; the accounting for
assets such as inventories and plant and equipment will be guided by such existing standards as IAS 2
and 16. In other words, once the biological transformation process is complete (e.g., when grain is
harvested, animals are slaughtered, or trees are cut down), the specialized accounting principles

imposed on agriculture will cease to apply.
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will flow to the reporting entity, and when the cost or value to the enterprise can be measured reliably.
There is a strong presumption that any enterprise entering into agricultural activities on a for-profit basis
will have an ability to measure cost and/or fair value. The new standard also governs the initial
measurement of agricultural produce, which is the end product of the biological transformation process;
it furthermore guides the accounting for government grants pertaining to agricultural assets.
The most important feature of the new standard is the requirement that biological assets are to be
measured at each balance sheet date at their respective fair values. This departure from historical cost

is the most significant facet of IAS 41, and is one which has generated a good deal of debate during
the drafting and exposure draft stages. The imperative to deploy fair value accounting springs from the
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The idea of maintaining historical cost as an allowed alternative was rejected, essentially because
historical cost is not viewed as meaningful in the context of biological assets, but also due to concerns
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about the extreme lack of comparability that would result from permitting two so disparate
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Determining Fair Values
The primary determinant of fair value is market value, just as it is for financial instruments having active
markets (as defined in IAS 32, discussed at length in Chapter 5). The required use of "farm gate"
market prices will reflect both the "as is" and "where is" attributes of the biological assets. That is, the
value is meant to pertain to the assets as they exist, where they are located, in the condition they are in
as of the measurement (balance sheet) date. They are not hypothetical values, as for instance hogs

when delivered to the slaughterhouse. Where these "farm gate" prices are not available, market values
will have to be reduced by transaction costs, including transport, to arrive at net market values which
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When the IASC's agriculture project was undertaken, the presumption was that changes resulting from
fluctuations in fair value were generically distinct from physical changes due to growth and other natural
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phenomena. Accordingly, the 1996 DSOP proposed that the change in carrying amounts for a group of
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statement or in the notes thereto; this was not to be made an actual requirement. The final standard,
IAS 41, has dropped this suggestion entirely, probably because it would have proven to be unpopular
and therefore rarely complied with.
The actual recognition and measurement requirements of IAS 41 are as follows:
1. Biological assets are to be measured at their fair value, less estimated point-of-sale costs,
except where fair value cannot be measured reliably. In the latter instance, historical cost is to
be used.
2.
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are to be measured at fair value until the biological assets are sold or the produce is harvested.
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Agricultural produce is distinguished from biological assets and is not to be measured at fair value other
than at the point of harvest, which is the point where biological assets become agricultural produce. For
example, when crops are harvested they become agricultural produce and are initially valued at the fair
value as of the date of harvest, at the location of harvest (i.e., the value of harvested crops at a remote
point of delivery would not be a pertinent measure). If there has been a time interval between the last
valuation and the harvest, the value as of the harvest date should be determined or estimated; any
increase or decrease since the last valuation would be taken into earnings.
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IAS 41 establishes new disclosure requirements for biological assets measured at cost less any
accumulated depreciation and any accumulated impairment losses (i.e., for those exceptional biological
Index
assets which are not being carried at fair value). The new disclosures are as follows:
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2. A description of those biological assets
3. An explanation of why fair value cannot be measured reliably
4. A statement of the range of estimates within which fair value is highly likely to lie (if this is
possible to give)
5. The amount of any gain or loss recognized on disposal of the biological assets
6.
7.

5.
6. The depreciation method used
7. The useful lives or the depreciation rates used; and
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Under IAS 38, intangible assets may be carried at cost (the benchmark treatment) or at revalued
amounts (the allowed alternative treatment), but only to the extent that active markets exist for the
intangibles. In general, it is not expected that such markets will exist for commonly encountered classes
of intangible assets. On the other hand, agricultural activities are expected to frequently involve
intangibles such as water rights, production quotas, and pollution rights, and it is anticipated that for
these intangibles active markets may in fact exist.
To enhance the internal consistency of financial statements of entities engaged in biological and

agriculture operations, if intangibles which pertain to the entity's agricultural activities have active
markets, these should be presented in the balance sheet at their fair values. This is not, however, an
actual requirement.
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With regard to cost recognition, the two most popular methods, "full costing" and "successful efforts,"
are seen as representing the two extremes. Under full cost accounting, all costs incurred in searching
List of Exhibits and Examples
for, acquiring, and developing mineral reserves in a large cost center, such as a country or continent,
List of Sidebars
are capitalized as part of the cost of whatever reserves have been found, even though a specific cost
was incurred in a failed effort. The underlying theory is that entities in such industries know that many
"dry holes" must be drilled (to use the oil exploration industry as an example) to find one producing well,
and accordingly are cognizant of the fact that all such costs are actually the necessary costs of
developing successful wells. Full cost accounting is used by many midsize to small petroleum
enterprises, but rarely has been employed by mining enterprises.
List of Tables

On the other hand, under successful efforts accounting (which is used by most large oil and gas

companies and by some mining enterprises), costs that lead directly to finding mineral reserves are
capitalized, while costs that do not lead directly to mineral reserves are charged to expense. The
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Probably the other issue which is most important and central to this project is whether financial
reporting is to be based on traditional historical costs, or on a fair value basis, driven by estimates of
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The Steering Committee's tentative views have been summarized as follows in the Issues Paper:

List of Sidebars

1. An International Accounting Standard on financial reporting in the extractive industries is
needed.
2. IASC should develop a single IAS with common standards for both the mining and petroleum
industries, but with separate requirements or guidance for mining or petroleum, as necessary, to
address industry-specific issues.
3. The IAS should be restricted to upstream activities (exploration for, and development and
4.

3.
production of, minerals).
4. Information about reserve quantities and values, and changes in them, is a key indicator of the
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7. The Steering Committee favors adoption of a method of accounting more consistent with the
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19. Use unit-of-production depreciation for all capitalized preproduction costs with two exceptions
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a. Use straight-line depreciation for capitalized construction costs that serve a single
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mineral cost center, if the economic life of the asset is less than the life of the reserves,
and
b. Follow IAS 16 for capitalized construction costs that serve two or more cost centers
(sometimes called service assets).
20. Changes in reserve estimates should be reflected prospectively; that is, included in the
determination of net profit or loss in the period of the change and future periods, consistent with
21.

20.
the requirements of IAS 8.
21. IAS 37 should be applied without modification to the recognition of removal and restoration costs
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Measurement Principles under Consideration
The DSOP had proposed that, while IAS 39 remains in place, insurance liabilities and insurance assets
should be measured at entity-specific value. Entity-specific value represents the value of an asset or
liability to the enterprise that holds it and may reflect factors that are not available (or not relevant) to
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Another tentative conclusion was that, until rights to recoveries qualify for recognition as an asset, the
insurer should include potential recoveries from salvage and subrogation in estimated future cash flows
from existing insurance contracts and not recognize those rights as separate assets. The rights would
qualify as an asset only
1. When the insurer controls those rights as a result of past events,
2. It is probable that the economic benefits associated with those rights will flow to the insurer, and
3.

1.
2.
3. The insurer can measure those rights reliably.
An insurer would then measure those rights at entity-specific values if insurance liabilities are
Wiley IAS 2003: Interpretation and Application of
measured at entity-specific
value, and at fair values if insurance liabilities are measured at fair value
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(which has yet to be resolved).
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3. The criteria that should be used to determine when it is appropriate to include the additional
cash flows;
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4. The possible implications of this approach for the recognition of gains at the inception of an
insurance contract; and
5. Whether an insurer should report, as a separate asset or as a reduction of the liability, the debit
that could result from the expected present value (probability-weighted and risk-adjusted) of the
additional cash flows.
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Constant dollar accounting converts all nonmonetary assets and equities from
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A measure first introduced by the US GAAP standard on inflation accounting (SFAS
33) and usable under IAS 15 as well. This is the amount of increase in current cost of
inventories and plant assets, in excess of the increase that would have occurred
during the period had the change in values been at the rate of change of a broadbased market basket of goods and services.

Exit value
Also known as net realizable value, this is the measure of the resources that could be
obtained by disposing of a specified asset, often for scrap or salvage value. Valuing

assets at exit value is not generally valid as a measure of current cost, since value in
use usually exceeds exit value, and most assets held by the enterprise will not be
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The lowest cost that would be incurred to replace the service potential of an asset in
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Accounting was invented to measure economic activity in order to facilitate it. It is an information
system, the product of which is used by one or more groups of decision makers: managers, lenders,
investors, even current and prospective employees. In common with other types of decision-relevant
data, financial statements can be evaluated along a number of dimensions, of which relevance and
objectivity are frequently noted as being the most valuable. Information measured or reported by
accounting systems should be, on the one hand, objective in the sense that independent observers will
closely agree that the information is correct, and on the other hand, the information should be
computed and reported in such as way that its utility for decision makers is enhanced.

Objectivity has become what one critic called an occupational distortion of the accounting profession.
While objectivity connotes a basic attitude of unprejudiced fairness that should be highly prized, it has
also come to denote
an IAS
excessive
on completed
cash transactions
as a basis for recording
Wiley
2003: reliance
Interpretation
and Application
of
economic phenomena.
However,
objectivity
at
the
cost
of
diminished
relevance
may not be a valid goal.
International Accounting Standards
It has been notedby
that
"relevance
is
the
more
basic
of
the
virtues;
while
a
relevant
valuation may
ISBN:0471227366
Barry J. Epstein and Abbas Ali
Mirzaan irrelevant one can never be of use, no matter how objectively it is reached."
sometimes be wrong,
Wiley &States
Sons ©and
2003the
(952IASC
pages)in the international arena have published conceptual
Both the FASB inJohn
the United
framework documents
which support
thecomprehensive
notion that more
relevant information, even if necessitating a
This compact
and truly
quick-reference
presents
accountants
with a guide
on for
departure from the
historical
costing tradition,
couldtobedepend
more valuable
to users of financial statements.
assistance in the preparation and understanding of financial
presented in accordance with IAS.
Why Inflationstatements
Undermines
Historical Cost Financial reporting.
Table of Contents

Actual and would-be investors and creditors, as well as entity managers and others, desire accounting
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accounting would measure the earnings of the entity at $10 - $2 = $8, although clearly the business is
only $3 "better off" at the end of the period than at the beginning, since real economic resources have
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only grown by $3 (after replacing the unit sold there is only that amount of extra resource available).
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The illusion that there was profit of $8 could readily destroy the entity if, for example, dividends of more
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The failure of the historical cost balance sheet to reflect values is yet another major deficiency of
traditional financial reporting. True, accounting was never intended to report values per se, but the
excess of assets over liabilities has always been denoted as net worth, and to many that clearly
connotes value. Similarly, the alternative titles for the balance sheet, statement of financial position and
statement of financial condition, strongly suggest value to the lay reader. The confusion largely stems
from a failure to distinguish realized from unrealized value changes; if this distinction were carefully
maintained, the balance sheet could be made more useful while remaining true to its traditions.

List of Sidebars

Evolving Use of the Financial statements.

The traditional balance sheet was the primary, even the only, financial statement presented during
much of accounting's history. However, beginning during the 1960s, the income statement achieved
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context, a number of its more prominent predecessors will be reviewed in brief.
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Price level accounting concepts and proposals.
At its simplest, price level accounting views any given currency at different points in time as being
analogous to different currencies at the same point in time. That is, 1955 US dollars have the same
relationship to 2002 dollars as 2002 Swiss francs have to 2002 dollars. They are "apples and oranges"

and cannot be added or subtracted without first being converted to a common measuring unit. Thus,
"pure" price level accounting is held to be within the mainstream historical cost tradition and is merely a
translation of oneWiley
currency
another
for comparative
purposes. A of
broadly based measure of all
IASinto
2003:
Interpretation
and Application
prices in the economy
should
be
used
in
accomplishing
this
(often,
a
consumer price index of some
International Accounting Standards
sort is employed).by Barry J. Epstein and Abbas Ali
ISBN:0471227366
Mirza

Consider a simpleJohn
example.
Assume
that (952
the pages)
index of general prices was as follows:
Wiley &
Sons © 2003
This compact and truly comprehensive quick-reference
accountants with a guide to depend on for
January 1, 1982presents 65
assistance in the preparation and understanding of financial

January 1, 1994statements
100 presented in accordance with IAS.
January
1, 2003
Table
of Contents

182

Wiley
IAS 2003—Interpretation
December
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Preface
Also assume the following items selected from the December 31, 2003 balance sheet:
Chapter 1 - Introduction to International Accounting Standards
Chapter 2

- Balance Sheet

Chapter
Cash 3

Income Statement, Statement of Changes in Equity, and Statement
$ 50,000
$ 50.000
of Recognized Gains and Losses

Historical Cost

Chapter
4 - Cash
Flow Statement
Inventories
(purchased
1/1/03)

Price level adjusted cost

350,000

Chapter 5

- Financial Instruments—Cash and Receivables

Chapter 6

- Inventory

x 188/182

361.538

Land (acquired
1/1/82)
500,000
Chapter
7 - Revenue
Recognition, Including
Construction Contracts
Chapter
8 - Property, Plant, and Equipment
x 188/65
Chapter 9

- Intangible Assets

Machinery (purchased 1/1/94)

1,446.154

300,000

Interests in Financial Instruments, Associates, Joint Ventures, and
x 188/100 Investment Property
564,000
Chapter 11 - Business Combinations and Consolidated Financial Statements
Chapter 10 -

Accumulated depreciation

(200,000)

Current Liabilities, Provisions, Contingencies, and Events after the
x 188/100 Balance Sheet Date
(376,000)
Chapter 13 - Financial Instruments—Long-Term Debt
Chapter 12 -

Book value of assets

$1,000,000

$2,045,692

Less monetary
liabilities
Chapter
15 - Income
Taxes

(500,000)

(500,000)

Chapter
16 - Employee Benefits
Net assets

$ 500,000

$1,545,692

Chapter 14 - Leases

Chapter 17 - Stockholders' Equity

In the foregoing,
all nonmonetary
items were adjusted to "current dollars" using the same index of
Chapter
18 - Earnings
Per Share
general19
prices.
This Financial
is not based
on the notion that items such as inventory and machinery actually
Chapter
- Interim
Reporting
experienced
price changes
of that magnitude, but on the idea that converting these to current dollars is
Chapter
20 - Segment
Reporting
a process
to converting
foreign
financial statements. The implication is that
Chapter
21 akin
- Accounting
Changes
and currency
Correctiondenominated
of Errors
the historical
cost balance
sheet, showing net assets of $500,000, is equivalent to a balance sheet that
Chapter
22 - Foreign
Currency
reports some items in German marks, some in French francs, some in Italian lira, and so on. The price
level adjusted balance sheet, by contrast, is deemed to be equivalent to a balance sheet in which all
Chapter 24 - Specialized Industries
items have been translated into dollars.
Chapter 23 - Related-Party Disclosures

Chapter 25 - Inflation and Hyperinflation

Chapter
26 - Government
Grants
This analogy
is a weak one,
however. Not only are such statements essentially meaningless, they can
Appendix
A
Disclosure
Checklist
also be misleading from a policy viewpoint. For example, during a period of rising prices, an entity
Appendix
B - Illustrative
Statements
Presented
IAS an economic loss due to the decline
holding more
monetaryFinancial
assets than
monetary
liabilitiesUnder
will report
Appendix
C - Comparison
USmonetary
GAAP, and
UK GAAP
in the purchasing
power of
of IAS,
its net
assets.
Nonmonetary assets, of course, are adjusted for

price changes and thus appear to be immune from purchasing power gains or losses. The implication is
Index
thatofholding
List
Tables nonmonetary assets is somehow preferable to holding monetary assets.
List of Exhibits and Examples

In the foregoing example, the net monetary liabilities at year-end are $500,000 - $50,000 = $450,000.
Assuming the same net monetary liability position at the beginning of 2003, the gain experienced by the
entity (due to owning monetary debt during a period of depreciating currency) would be given as

List of Sidebars

($450,000 x 188/182) - $450,000 = $14,835
This suggests that the entity has experienced a gain, at the obvious expense of its creditors, which
have incurred a corresponding loss, in the amount of $14,835. This fails entirely to recognize that
creditors may have demanded an inflation adjusted rate of return based on actual past and anticipated
future inflationary behavior of the economy; if this were addressed in tandem with the computed

purchasing power gain, a truer picture would be given of the real wisdom of the entity's financial
strategy.
Wiley IAS 2003: Interpretation and Application of
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indicated
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This compact and truly comprehensive quick-reference
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worth
the
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assistance
in theof
preparation
and
understanding
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financial
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In fairness,
course, the
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of price
accounting do not claim that
statements
presented
in accordance
IAS. of these adjusted balance sheet
these adjusted amounts
represent
values.
However,with
the utility
captions for decision makers is difficult to fathom and the potential for misunderstanding is great.
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US and UK proposals.
Standards
Preface

A number of proposals have been offered over the years for either replacing traditional financial
Introduction to International Accounting Standards
statements- with
price level adjusted statements, or for including supplementary price level statements
Chapter
2
Sheet
in the annualBalance
report to
shareholders. In the United States, the predecessor of the current accounting
Income
Statement,
Statement
Changes
in Equity,
and Statement
standard
setter,
the
Accounting
Principles of
Board,
proposed
supplementary
reporting in 1969; no major
Chapter 3 of Recognized Gains and Losses
publicly held corporation complied with this request, however. The FASB made a similar proposal in
Chapter 4 - Cash Flow Statement
1974 and might have succeeded in imposing this standard had not the US securities market watchdog,
Chapter
5 suggested
- Financial instead
Instruments—Cash
and
Receivables
the SEC,
that a current
value
approach be developed. (Later the SEC did impose a
Chapter
6
Inventory
replacement costing requirement on large companies, and the FASB followed with its own version a
Chapter
7 thereafter.)
- Revenue Recognition, Including Construction Contracts
few years
Chapter 1

Chapter 8

- Property, Plant, and Equipment
In the United
KingdomAssets
a similar course of events occurred. After an early postwar recommendation (not
Chapter
9 - Intangible

implemented)
that there
be earnings
set asideAssociates,
for asset replacements,
a and
late-1960s proposal for
Interests
in Financial
Instruments,
Joint Ventures,
supplementary
price level
adjusted reporting was made, followed a few years later by a more
Investment
Property
comprehensive
constant
dollar recommendation.
As Financial
happened
in the United States at about the same
Chapter
11 - Business
Combinations
and Consolidated
Statements
time, what appeared
to
be
a
private
sector
juggernaut
favoring
price
levelthe
adjustments was derailed by
Current Liabilities, Provisions, Contingencies, and Events after
Chapter 12 Balance
Sheet Date
governmental
intervention.
A Royal Commission, established in 1973, eventually produced the
Sandilands
supporting
current value accounting
and not addressing the reporting of purchasing
Chapter
13 - report,
Financial
Instruments—Long-Term
Debt
power gains
or losses at all. This marked the end of British enthusiasm for general price level adjusted
Chapter
14 - Leases
financial
Even a fairly complex later proposal (ED 18) made in 1977 did not incorporate any
Chapter
15statements.
- Income Taxes
measure
power gains or losses, although it did add some novel embellishments to what
Chapter
16of- purchasing
Employee Benefits
basically
was
a
current
value
model.
Chapter 17 - Stockholders' Equity
Chapter 10 -

Chapter 18 - Earnings Per Share

Other European nations have never been disposed favorably toward general price level accounting,

Chapter
- InterimofFinancial
with the19
exception
France.Reporting
However, Latin American nations, having dealt with virtually runaway
Chapter
Segment Reporting
inflation20
for- decades,
have generally welcomed this type of financial reporting and in some cases have
Chapter
Accounting
Changes
and Correction
of Errors
required21it,-even
for some
tax purposes.
While price
level adjustments are no more logical in Brazil, for
Chapter
22 than
- Foreign
example,
in theCurrency
United States, since specific prices are changing, often at widely disparate rates,
Chapter
Related-Party
Disclosures
the role23
of -accounting
in those
nations, serving as much more of an adjunct to the countries' respective
Chapter
24 - Specialized
Industries policy efforts than in European or other Western nations, has tended
tax collection
and macroeconomic

to encourage
supportand
for Hyperinflation
this approach to accounting for changing prices.
Chapter
25 - Inflation
Chapter 26 - Government Grants

Current
models
and
Appendix
A -value
Disclosure
Checklist

proposals.

Appendix B - Illustrative Financial Statements Presented Under IAS

By whatever name it is referred to, current value (replacement cost, current cost) accounting is really
based on a wholly different concept than is price level (constant dollar) accounting. Current value
Index
financial reporting is far more closely tied to the original intent of the accounting model, which is to
List
of Tables
measure
enterprise economic wealth and the changes therein from period to period. This suggests
List
of Exhibits
and Examples
essentially
a "balance
sheet orientation" to income measurement, with the difference between net worth
List
Sidebars by current values) at year beginning and year-end being, after adjustment for capital
(asofmeasured
transactions, the measure of income or loss for the intervening period. How this is further analyzed and
presented in the income statement (as realized and unrealized gains and losses) or even whether
some of these changes even belong in the income statement (or instead, are reported in a separate
statement of movements in equity, or are taken directly into equity) is a rather minor bookkeeping
concern.
Appendix C - Comparison of IAS, US GAAP, and UK GAAP

Although the proliferation of terminology of the many competing proposals can be confusing, four
candidates as measures of current value can readily be identified: economic value, net present value,

net realizable value (also known as exit value), and replacement cost (which is a measure of entry
value). A brief explanation will facilitate the discussion of the IAS requirements later in this chapter.
Wiley IAS 2003: Interpretation and Application of

Economic valueInternational
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to mean the equilibrium fair market value of an asset. However,
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Net present value is often suggested as the ideal surrogate for economic value, since in a perfect
compact and truly comprehensive quick-reference
market values areThis
driven
by the present value of future cash flows to be generated by the assets.
presents accountants with a guide to depend on for
Certain types of assets,
such
properties,
have predictable
cash flows and in fact are often
assistance in as
therental
preparation
and understanding
of financial
priced in this manner.
On thepresented
other hand,
for assets such
as machinery, particularly those that are part
statements
in accordance
with IAS.
of a complex integrated production process, determining cash flows is difficult.
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Net realizable
values (NRV) and
are more
familiar
most accountants,
since even under existing US, UK,
Standards
and international accounting standards, there are numerous instances when references to NRV must
Preface
be made to ascertain whether asset write-downs are to be required. NRV is a measure of "exit values"
Chapter
1 - Introduction
to International
Accountingwould
Standards
since these
are the amounts
that the organization
realize on asset disposition, net of all costs;
Chapter
2 perspective,
- Balance Sheet
from this
this is a conservative measure (exit values are lower than entry values in almost
Income
Statement,
of Changes
inis
Equity,
and
all
cases,
since
transactions
areStatement
not costless),
but also
subject
to Statement
criticism since under the going
Chapter 3 of Recognized
Gains
and Losses
concern assumption
it is not
anticipated
that the enterprise will dispose of all its productive assets at
Chapter
- Cash
Flow Statement
current4market
prices,
indeed, not at any prices, since these assets will be retained for use in the
Chapter
5 - Financial Instruments—Cash and Receivables
business.
Chapter 6

- Inventory
The biggest
failing of Recognition,
this measure,
however,
is that it does
not assist in measuring economic income,
Chapter
7 - Revenue
Including
Construction
Contracts

since that metric
is intended to reveal how much income an entity can distribute to its owners, and so
- Property, Plant, and Equipment
on, while retaining the ability to replace its productive capacity as needed. In general, an income
Chapter 9 - Intangible Assets
measure based on exit values would overstate earnings (since depreciation and cost of sales would be
Interests in Financial Instruments, Associates, Joint Ventures, and
Chapter
10 lower
based on
exit values
for plant assets and inventory) when compared with an income measure
Investment
Property
based
on
entry
values.
Thus,
while NRV is a familiar concept to many accountants, this is not the ideal
Chapter 11 - Business Combinations and Consolidated Financial Statements
candidate for a current value model.
Chapter 8

Chapter 12 -

Current Liabilities, Provisions, Contingencies, and Events after the
Balance Sheet Date

Replacement cost is intended as a measure of entry value and hence of the earnings reinvestment
needed to maintain real economic productive capacity. Actually, competing proposals have engaged in
Chapter 14 - Leases
much hairsplitting over alternative concepts of entry value, and this deserves some attention here. The
Chapter
15concept
- Income
simplest
of Taxes
replacement value is the cost of replacing a specific machine, building, and so on,
Chapter
16
Employee
and in some industriesBenefits
it is indeed possible to determine these prices, at least in the short run, before
Chapter
17 - changes
Stockholders'
Equity
technology
occur.
However, in many more instances (and in the long run, in all cases) exact
Chapter
- Earnings Per
Share
physical18replacements
are
not available, and even nominally identical replacements offer varying levels
Chapter
19 - Interim
Financial Reporting
of productivity
enhancements
that make simplistic comparisons distortive.
Chapter 13 - Financial Instruments—Long-Term Debt

Chapter 20 - Segment Reporting

As a very
example,
consider
machine with
a cost of $40,000 that can produce 100 widgets per
Chapter
21 basic
- Accounting
Changes
anda Correction
of Errors

hour. The current price of the replacement machine is $50,000, that superficially suggests a specific
price increase of 25% has occurred. However, on closer examination, it is determined that while
Chapter 23 - Related-Party Disclosures
nominally the same machine, some manufacturing enhancements have been made (e.g., the machine
Chapter 24 - Specialized Industries
will require less maintenance, will require fewer labor inputs, runs at a higher speed, etc.) which have
Chapter 25 - Inflation and Hyperinflation
altered its effective capacity (considering reduced downtime, etc.) to 110 widgets per hour. Clearly, a
Chapter 26 - Government Grants
naive adjustment for what is sometimes called "reproduction cost" would overstate the machine's value
Appendix
A - Disclosure
Checklist
on the balance
sheet and
overstate periodic depreciation charges, thereby understating earnings. A
Appendix
B
Illustrative
Financial Statements
Under IAS
truer measure of the replacement
cost of thePresented
service potential
of the asset, not the physical asset itself,
Appendix
C
Comparison
of
IAS,
US
GAAP,
and
UK
GAAP
would be given as
Chapter 22 - Foreign Currency

Index
List of Tables

$40,000 x (50,000/40,000) x 100/110 = $45,454

List of Exhibits and Examples

That is, the service potential represented by the asset in use has a current replacement cost of
$45,454, considering that a new machine costs 25% more but is 10% more productive.

List of Sidebars

Consider another example: An integrated production process uses machines A and B, which have
reproduction costs today of $40,000 and $45,000, respectively. However, management plans to acquire
a new type of machine, C, which at a cost of $78,000 will replace both machines A and B and will
produce the same output as its predecessors. The combined reproduction cost of $85,000 clearly
overstates the replacement cost of the service potential of the existing machines in this case, even if
there had been no technological changes affecting machines A and B.

Some, but not all, proposals that have been made in academia over the past sixty years, and by
standards setters and regulatory authorities over the past twenty-five years, have understood the
foregoing distinctions.
example,
the US SEC requirements
of the of
mid-1970s called for measures of
WileyFor
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and Application
the replacement cost
of
productive
capacity,
which
clearly
implied
that
productivity changes had to be
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factored in. The subsequent
private
sector
rules
issued
by
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nothing other than
the Wiley
SEC's&replacement
costs.
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however. Furthermore,
measuring
of technological
change adds vastly to the complexity of
This compact
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trulyimpact
comprehensive
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with araw
guide
to depend on
for (known as reproduction costs) are
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costaccountants
measures, since
replacement
costs
assistance
in the preparation
and
understanding
of financial must be ascertained by
often easily obtained
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but
productivity adjustments
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carefully evaluating advertising claims, engineering studies, and other sources of information, which
can be
a complex and costly process.
Table
of Contents
Wiley IAS 2003—Interpretation and Application of International Accounting
Limitations on replacement cost.
Standards
Preface

While entry- value
is clearly the most logical of the alternative measures discussed thus far, under
Introduction to International Accounting Standards
certain circumstances one of the other candidates would be preferable as a measure to use in current
Chapter 2 - Balance Sheet
cost financial reporting. For example, consider a situation in which the value in use (economic value or
Income Statement, Statement of Changes in Equity, and Statement
Chapter
3 - value of future cash flows) is lower than replacement cost, due to changing market
net present
of Recognized Gains and Losses
conditions affecting pricing of the entity's output. In such a circumstance, although the enterprise may
Chapter 4 - Cash Flow Statement
continue to use the machines on hand and to sell the output profitably, it would not contemplate
Chapter 5 - Financial Instruments—Cash and Receivables
replacement of the asset, instead viewing it as a cash cow. If current cost financial statements were to
Chapter 6 - Inventory
be developed that incorporated depreciation based on the replacement cost of the machine, earnings
Chapter 7 - Revenue Recognition, Including Construction Contracts
would be understated, since actual replacement is not to be provided for. A number of other
Chapter 8 - Property, Plant, and Equipment
hypothetical circumstances could also be presented; the end result is that a series of decision rules can
Chapter
9 - Intangible
be developed
to guide Assets
the selection of the best measure of current cost. These are summarized in the
Interests
Financial
Instruments,
Associates,
Joint
Ventures,
and
following
whereinNRC
stands
for net replacement
cost,
which
is synonymous
with current cost;
Chapter
10table,
Investment Property
NRV is net realizable value or exit value; and EV is the same as net present value.
Chapter 1

Chapter 11 - Business Combinations and Consolidated Financial Statements

Current Liabilities, Provisions, Contingencies, and Events after the
Chapter
12 Conditions
Value
to the business
Balance Sheet
Date
Chapter
13 - Financial
Debt
EV > NRC
> NRV Instruments—Long-Term
NRC
Chapter 14 - Leases

NRC > EV > NRV

Chapter 15 - Income Taxes

EV

NRC >16NRV
> EV Benefits NRV
Chapter
- Employee
Chapter
17 - Stockholders'
EquityNRC
EV > NRV
> NRC
Chapter 18 - Earnings Per Share

NRV > EV > NRC

NRC

Chapter 19 - Interim Financial Reporting

NRV >20
NRC
> EV Reporting NRC
Chapter
- Segment
Chapter 21 - Accounting Changes and Correction of Errors
Chapter 22 - Foreign Currency

Measuring Income under the Replacement Cost Approach

Chapter 23 - Related-Party Disclosures

Chapter
24 two
- Specialized
Industries
There are
reasons to
employ replacement cost accounting: (1) to compute a measure of earnings
Chapter
- Inflation
Hyperinflation
that can25probably
be and
replicated
on an ongoing basis by the enterprise and approximates real economic

wealth 26
creation,
and (2) to
present a balance sheet that presents the economic condition of the entity at
Chapter
- Government
Grants
a point inA time.
Of these,
the first is by far the more important objective, since decision makers' use of
Appendix
- Disclosure
Checklist
financialBstatements
is largely
oriented
toward
the future
operations
of the business, in which they are
Appendix
- Illustrative
Financial
Statements
Presented
Under
IAS
lenders, Cowners,
managers,
or employees.
Appendix
- Comparison
of IAS,
US GAAP, and UK GAAP
Index

Given the foregoing, the principal use of replacement cost information will be to assist in computing
current period earnings on a true economic basis. The income statement items which on the historical
List
of basis
Exhibits
Examples
cost
areand
most
distortive, in most cases, are depreciation and cost of sales. Historical cost
List
of Sidebarscan be based on asset prices that are ten to forty years old, during which time even
depreciation
modest price changes can compound to very sizable misrepresentations. Cost of sales will not typically
suffer from compounding over such a long period, since turnover for most businesses will be in a
matter of months (although this can be greatly distorted if low LIFO inventory costs are released into
cost of sales), but since cost of sales will account for a much larger part of the entity's total costs than
does depreciation, it can still have a major impact.
List of Tables

Thus, current cost/replacement cost/current value earnings are typically computed by adjusting
historical cost income by an allowance for replacement cost depreciation and cost of sales. Typically,

these two adjustments will effectively derive a modified earnings amount that closely approximates
economic earnings. This modified amount can be paid out as dividends or otherwise disbursed, while
leaving the enterprise
ability
to replace its productive
capacity
Wileywith
IASthe
2003:
Interpretation
and Application
ofand continue to operate at the
same level as it had
been.
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the
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of purchasing power that may
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or
liabilities
during
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Determining This
current
costs.
compact
and truly comprehensive quick-reference
presents accountants with a guide to depend on for
assistance
in the
understanding
financial
In practice, replacement
costs
arepreparation
developed and
by applying
one or of
more
of four principal techniques:
in accordance
with IAS.
indexation, directstatements
pricing, unitpresented
pricing, and
functional pricing.
Each has advantages and disadvantages,
and no single technique will be applicable to all fact situations and all types of assets. The following are
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useful in determining current costs of plant assets.
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Indexation is accomplished by applying appropriate indices to the historical cost of the assets.
Assuming that the assets in use were acquired in the usual manner (bargain purchases and other such
Chapter 1 - Introduction to International Accounting Standards
means of acquisition will thwart this effort, since any index when applied to a nonstandard base will
Chapter
- Balance Sheet
result in2 a meaningless
adjusted number) and that an appropriate index can be obtained or developed
Income Statement,
Statement
of well
Changes
in Equity,
and Statement
(which
incorporates
productivity
changes as
as price
variations),
this will be the most efficient
Chapter 3 of Recognized Gains and Losses
approach to employ. For many categories of manufactured goods, such as machinery and equipment,
Chapter 4 - Cash Flow Statement
this technique has been widely used with excellent results. One concern is that many published indices
Chapter
- Financial
actually5address
onlyInstruments—Cash
reproduction costs,and
andReceivables
if not adjusted further, the likely outcome will be that
Chapter
6
Inventory
costs are overstated and adjusted earnings will be artificially depressed.
Preface

Chapter 7

- Revenue Recognition, Including Construction Contracts
Direct pricing,
as thePlant,
nameand
suggests,
relies on information provided by vendors and others having
Chapter
8 - Property,
Equipment

data about
selling prices
Chapter
9 -the
Intangible
Assets of replacement assets. To the extent that these are list prices that do not
reflect actualInterests
market transactions,
these must Associates,
be adjusted,
andVentures,
the sameand
concern with productivity
in Financial Instruments,
Joint
enhancements
mentioned
with reference to indexation must also be addressed. Since many
Investment
Property
enterprises
in constant,
close contact
with their vendors,
such information is often
Chapter
11 - are
Business
Combinations
and Consolidated
Financial obtaining
Statements
straightforward,
particularly
with
regard
to
machinery
and
other
equipment.
Current Liabilities, Provisions, Contingencies, and Events after the
Chapter 10 -

Chapter 12 -

Balance Sheet Date
Unit pricing
is the least
commonly employed method
but can be useful when estimating the
Chapter
13 - Financial
Instruments—Long-Term
Debt

replacement cost of buildings. This is the bricks-and-mortar approach, which relies on statistical data
about the per unit cost of constructing various types of buildings and other assets. For example,
Chapter 15 - Income Taxes
construction cost data may suggest that single-story light industrial buildings in cold climates (e.g.,
Chapter 16 - Employee Benefits
Europe) with certain other defined attributes may have a current cost of $47 per square foot, or that a
Chapter 17 - Stockholders' Equity
first-class high-rise urban hotel in England has a construction cost of $125,000 per room. By expanding
Chapter 18 - Earnings Per Share
these per unit costs to the scale of the enterprise's facilities, a fairly accurate replacement cost can be
Chapter
- Interim
Financial Reporting
derived.19There
are complications;
for example, costs are not linearly related to size of facility due to the
Chapter
20 of
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Reporting
presence
fixed costs,
but these are widely understood and readily dealt with. Unit pricing is typically
Chapter
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Changes
Correction
of Errors
not meaningful
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equipment,
however.
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Chapter 22 - Foreign Currency

Functional
is the Disclosures
most difficult of the four principal techniques and is best reserved for highly
Chapter
23 - pricing
Related-Party
integrated
Chapter
24 -production
Specializedprocesses,
Industries such as refineries and chemical plants, where attempts to price
individual
would
be exceptionally difficult. For example, a plant capable of producing
Chapter
25 components
- Inflation and
Hyperinflation

400,000 tons of polyethylene annually could be priced as a unit by having an engineering estimate
made of the cost to construct similar capacity in the current environment. Clearly, this is not a merely
Appendix A - Disclosure Checklist
mechanical effort, as indexation in particular is likely to be, but demands the services of a skilled
Appendix B - Illustrative Financial Statements Presented Under IAS
estimator. Technological issues are neatly avoided since the focus is on creating a new plant with
Appendix C - Comparison of IAS, US GAAP, and UK GAAP
defined output capacity, using whatever mix of components would be most cost-effective. This
Index
technique has been widely employed in actual practice.
Chapter 26 - Government Grants
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For a merchandising concern, direct pricing is likely to be an effective technique to assist in developing
cost of sales on a current cost basis. Manufacturing firms, on the other hand, will need to build up
replacement cost basis cost of goods manufactured and sold by separately analyzing the cost behavior
of each major cost element (e.g., labor contracts, overhead expenses, and raw materials prices). It is
unlikely that these will have experienced the same price movements, and therefore an averaging
approach would not be sufficiently accurate. Also, as product mix changes over time, the entity may be
subject to varying influences from one period to the next. Finally, the inventory costing method used
(e.g., LIFO vs. FIFO) will affect the extent of adjustment to be made, with (assuming that costs trend

upward over time) relatively greater adjustments made to cost of sales determined on the FIFO basis,
since relatively older costs are included in the GAAP income statement.
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Examples of current costing adjustments to depreciation and cost of sales

Chapter 1

- Introduction to International Accounting Standards

Chapter
2 1- Balance Sheet
Example
Income Statement, Statement of Changes in Equity, and Statement

Chapter 3

-

Chapter 6

- Inventory

Chapter 7

- Revenue Recognition,
Including Construction Contracts
($000 omitted)

Chapter 8

- Property, Plant, and Equipment

Chapter 9

- Intangible Assets

of Recognized
Gainsdistributor
and Lossesfor a single product. For 2003, the company reports sales of
Hapsburg Corp.
is a wholesale
Chapter
4 - Cash
Flow Statement
$35,000,000,
representing
sales of 600,000 units of its single product. The traditional income statement
Chapter
- Financial
Instruments—Cash
and Receivables
reports 5cost
of sales as
follows:

Beginning inventory

$ 8.8

Purchases,Interests
net
25.7
in Financial
Instruments, Associates, Joint Ventures, and

Chapter 10 -

Investment Property

Ending inventory

(6.5)

Chapter 11 - Business Combinations and Consolidated Financial Statements

Cost of goods
sold Liabilities,$28.0
Current
Provisions, Contingencies, and Events after the

Chapter 12 -

Balance Sheet Date
Reference
purchase
orders reveals the fact Debt
that product cost early in 2003 was $42 per unit and was
Chapter
13 -toFinancial
Instruments—Long-Term

$55 per14
unit
late in December of that year. The company employs FIFO accounting.
Chapter
- Leases
Chapter 15 - Income Taxes

Since there is no evidence presented to the effect that net realizable value of the product is below
current replacement cost, current cost can be used without modification.

Chapter 16 - Employee Benefits

Chapter 17 - Stockholders' Equity
Chapter 18 - Earnings Per Share

Beginning current cost

$42.0

Chapter 19 - Interim Financial Reporting

Ending20current
cost Reporting
$55.0
Chapter
- Segment
Chapter
21 - Accounting Changes
Average
$48.5and Correction of Errors
Chapter 22 - Foreign Currency

Total cost
sales for the Disclosures
period, on a replacement cost basis, is therefore $48.5 x 600,000 units =
Chapter
23 of
- Related-Party
$29,100,000.
Chapter
24 - Specialized Industries
Chapter 25 - Inflation and Hyperinflation
Chapter 26 - Government Grants

Example 2

Appendix A - Disclosure Checklist
Appendix B - Illustrative Financial Statements Presented Under IAS

In the following example, deprival value is, for one product line, better measured by net realizable value

Appendix
C - Comparison
of The
IAS, company,
US GAAP, St.
andIgnatz
UK GAAP
than by replacement
cost.
Mfg. Co., manufactures and sells two products, A
Index
and B. Product A has been a declining item for several years, and management now believes that it

List
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must
close this line due to the shrinking market share, which will not support higher costs. St. Ignatz will
List
of Exhibits
and Examples
continue
to produce
Product B and may possibly expand into new products in the future.
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Company records show the following results in 2003:
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Gross profit

Chapter 1

$ 1.3

$19.1

20.4

- Introduction to International Accounting Standards

All other
Chapter
2 expenses
- Balance Sheet

(18.8)

Income Statement, Statement of Changes in Equity,
$ 1.6 and Statement
Chapter 3Net
- income
of Recognized Gains and Losses
Chapter 4

- Cash Flow Statement
The company's
manufacturing records show the following data:

Chapter 5

- Financial Instruments—Cash and Receivables

Chapter 6

- Inventory

Chapter 7

- Revenue Recognition, Including Construction Contracts

Current costs, beginning of year

$52.0

$75.0

Current
endingPlant,
of year
$63.0
Chapter
8 costs,
- Property,
and Equipment

$79.0

Chapter
9 costs,
- Intangible
Assets
Current
average

$77.0

$57.5

Interests in Financial Instruments, Associates, Joint Ventures, and
Investment
Sales in 2003
comprisedProperty
390,000 units of Product A and 540,000 units of Product B. Management
Chapter
11that
- Business
Combinations
Consolidated
Financial
believes
the market
for Productand
A cannot
support
further Statements
price increases, and thus the remaining
Chapter 10 -

Liabilities,
Contingencies,
and
after at
the$6 per unit.
inventory willCurrent
probably
be sold Provisions,
at a loss. Selling
expenses
areEvents
estimated

Chapter 12 -

Balance Sheet Date
Product13
A -has
a recoverable
value lower than Debt
current manufacturing costs. The net recoverable
Chapter
Financial
Instruments—Long-Term

amount14
is given
by the selling price per unit less selling expenses: $50 - $6 = $44 per unit. Current cost
Chapter
- Leases
of sales15is -$44
x $390,000
Chapter
Income
Taxes = $17,160,000. Note that recoverable amount, not replacement cost, is
used. 16 - Employee Benefits
Chapter
Chapter 17 - Stockholders' Equity

Product B has an average current cost of $77 per unit, so 2003 cost of sales on a current cost basis is

Chapter
18 - Earnings
Per Share
$77 x $540,000
= $41,580,000.

Chapter 19 - Interim Financial Reporting

Total cost
sales onReporting
the current cost basis is therefore $17,160,000 + $41,580,000 = $58,740,000.
Chapter
20 of
- Segment
Chapter 21 - Accounting Changes and Correction of Errors
Chapter 22 - Foreign Currency

Example
Chapter
23 3- Related-Party Disclosures
Chapter 24 - Specialized Industries

Jacquet Corp. reports depreciation of $16,510 for 2003 in its historical cost based financial statements
prepared on the basis of GAAP. A summary of plant assets reveals the following:

Chapter 25 - Inflation and Hyperinflation
Chapter 26 - Government Grants

Appendix A - Disclosure Checklist

Assetclass

Total depreciable cost [a]

Useful life (yr.)

Appendix B - Illustrative Financial Statements Presented Under IAS

Depreciationrate(%)

AC - Comparison of IAS,
$24,000
Appendix
US GAAP, and UK GAAP 8

12 1/2

Index

B

List of Tables

C

List of Exhibits and Examples
List of Sidebars
D

E
[a]Depreciable
[b]Depreciation

50,000

10

10

45,000

12

8 1/3

60,000

15

6 2/3

19,000
25
cost is historical cost less salvage value.

[b]

4

rate is I/useful life.

Management employs appraisals and other methods, including information from vendors and indices,
to develop current cost data as shown below.

Current costs
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A
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Asset class

Preface

Depreciation rate (%)

Average current cost

Depreciation

Chapter A
1

12 1/2 to International Accounting $29,500
- Introduction
Standards

Chapter B
2

- Balance
10 Sheet

Chapter C
3

Income Statement, Statement of Changes in Equity, and Statement
8 1/3
57,500
4,792.0
of Recognized
Gains and Losses

Chapter D
4

- Cash 6
Flow
2/3 Statement

Chapter 5

- Financial Instruments—Cash and Receivables

Chapter 6

- Inventory

Chapter 7

- Revenue Recognition, Including Construction Contracts

Chapter 8

- Property, Plant, and Equipment

E

4

$ 3,687.5

58,000

5,800.0

65,000

4,333.0

31,500

1,260.0
$19,872.5

Note that the replacement cost basis depreciation for the year is $3,362.50 greater than was the
- Intangible Assets
historical cost depreciation.

Chapter 9

Chapter 10 -

Interests in Financial Instruments, Associates, Joint Ventures, and
Investment Property

Chapter 11 - Business Combinations and Consolidated Financial Statements

Purchasing
power gains or losses in the context of current cost accounting.
Current Liabilities, Provisions, Contingencies, and Events after the

Chapter 12 -

Balance Sheet Date

Thus far, general price level (or purchasing power or constant dollar) accounting has been viewed as a
reporting concept totally separate from current value (or current cost or replacement cost) accounting.
Chapter 14 - Leases
As noted, advocates of price level adjustments have argued that these are not attempts to measure
Chapter 15 - Income Taxes
value, as current cost accounting is, but merely to "translate" old dollars into current dollars. For their
Chapter 16 - Employee Benefits
part, advocates of current value accounting have generally been more focused on deriving a measure
Chapter
17 - Stockholders'
Equity
of the "replicatable"
economic
earnings of the enterprise, usually with no mention of the fact that
Chapter
18 specific
- Earnings
Per of
Share
changing
prices
productive assets exist against a backdrop of changing general price levels.
Chapter 13 - Financial Instruments—Long-Term Debt

Chapter 19 - Interim Financial Reporting

In fact, 20
the-FASB
requirements
Chapter
Segment
Reporting imposed in the late 1970s (and dropped in the 1980s for lack of
interest)21attempted
to measure
general and
Chapter
- Accounting
Changesboth
and Correction
of specific
Errors price changes. That standard included a
requirement
for reporting
purchasing power gains or losses, as well as for stating the amount of
Chapter
22 - Foreign
Currency
adjustment
current costDisclosures
depreciation and cost of sales. The IASC has imposed a somewhat similar
Chapter
23 - for
Related-Party

requirement in IAS 15 (compliance with which is now wholly voluntary, and which may be withdrawn by
IASB), albeit with less specificity. The guidance in the now dormant FASB standard can be used by
Chapter 25 - Inflation and Hyperinflation
those attempting to report under IAS 15 without limitation, as there are no conflicts between these sets
Chapter 26 - Government Grants
of rules.
Chapter 24 - Specialized Industries

Appendix A - Disclosure Checklist

Appendix B - Illustrative Financial Statements Presented Under IAS

Requirements under IAS 15

Appendix C - Comparison of IAS, US GAAP, and UK GAAP
Index

The experience of the international accounting standard that was designed to reveal the effects of
inflation is very similar to the experiences in the United States and the United Kingdom. That is, while
List of Exhibits and Examples
there was a great clamor, primarily from the financial analyst community, in favor of this supplementary
List
of Sidebars
financial
reporting model, once it was mandated there was a noticeable decline in interest. It would
appear that analysts much prefer to develop their own estimates of the impact of inflation on the
companies they follow and may have an inherent distrust of management-supplied data. As for
management, it generally argued that such information was useless before the standard was imposed,
which at the time seemed to be self-serving posturing in the hope that an expensive new mandate
could be averted.
List of Tables

As in the United States, after a few years of demanding the supplementary information (IAS 15 was
imposed in 1981), the IASC announced in 1989 that due to lack of worldwide support for this noble

experiment, it would no longer be required to comply with the standard, although still encouraged. In
the event that inflation again becomes a concern, which eventually it will as such cycles are almost
inevitable, this standard
can 2003:
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General purchasing power approach.
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Chapter 1

- Introduction to International Accounting Standards
IAS 15 does
not stipulate what index should be used to measure the change in the general level of

Chapter
2 does
- Balance
Sheet
prices but
identify
depreciation and cost of sales as being subject to adjustment, as well as a
Income
Statement,
Statement
of Changes
in Equity, and
Statement
need
to
measure
the
effect
of changing
prices
on net monetary
items
held.
Chapter 3 of Recognized Gains and Losses
Chapter
4 -cost
Cash Flow
Statement
Current
approach.
Chapter 5

- Financial Instruments—Cash and Receivables

Chapter
- Inventory the existence of various methods, with replacement cost being identified as the
IAS 15 6acknowledges

principal
strategy, subject
to the
caveat that
if replacement cost is higher than both net
Chapter
7 measurement
- Revenue Recognition,
Including
Construction
Contracts
realizable
and present
value,
replacement value is not to be used. Instead, the higher of net
Chapter
8 value
- Property,
Plant, and
Equipment
realizable
and present
Chapter
9 value
- Intangible
Assets value would denote current value, as explained earlier in this chapter.
Replacement
costs are
said to beInstruments,
found in information
about
acquisitions
of new or used assets
Interests
in Financial
Associates,
Jointcurrent
Ventures,
and
of similar productive
capacities
Investment
Propertyor service potentials. Specific price indices are also favorably noted as
sources11of-current
cost
data. Net realizable
value is generally
a representation of net current selling
Chapter
Business
Combinations
and Consolidated
Financial Statements
price (i.e., exit
value),
while
present
value
is
the
discounted
amount
of future
Current Liabilities, Provisions, Contingencies, and Events after
the receipts attributable to the
Chapter 12 Balance Sheet Date
asset.
Chapter 10 -

Chapter 13 - Financial Instruments—Long-Term Debt

The standard discusses at some length the need to determine an adjustment for the effects of
changing prices on net monetary items, including long-term debt, but suggests that some current cost
Chapter 15 - Income Taxes
methods (which it does not name) may not need to address this separately. In particular, the discussion
Chapter 16 - Employee Benefits
in IAS 15 alludes to the argument (made explicitly in the British proposal of the 1970s but not otherwise
Chapter 17 - Stockholders' Equity
enacted in any standards) that since depreciable assets in particular are often acquired at least in part
Chapter 18 - Earnings Per Share
in exchange for monetary debt, the gross replacement cost adjustment exaggerates the negative effect
Chapter
19 - Interim
Reporting to the extent leveraging is used.
on earnings
and thatFinancial
this is moderated
Chapter 14 - Leases

Chapter 20 - Segment Reporting

In fact, 21
one- can
make this
argument,
but as noted
earlier in the chapter, to do so assumes that added
Chapter
Accounting
Changes
and Correction
of Errors
borrowing
periodsCurrency
of rising prices is "costless" in the sense that no premium is added by lenders to
Chapter
22 -inForeign
compensate
for either (1) Disclosures
the borrowers' greater riskiness as they become more leveraged, or (2) for
Chapter
23 - Related-Party
the loss24to -be
incurred on
repayment of the debt in devalued currency. It is not likely that in the long run
Chapter
Specialized
Industries
lenders25
will- go
uncompensated
for either of these, and therefore to offset the higher charges for
Chapter
Inflation
and Hyperinflation
depreciation and cost of sales by the fraction to be borne by the lenders may be imprudent.

Chapter 26 - Government Grants

Appendix A - Disclosure Checklist

Minimum disclosures required by IAS 15.

Appendix B - Illustrative Financial Statements Presented Under IAS
Appendix
C - Comparison
IAS, made
US GAAP,
and UK
GAAPthe following:
The disclosures
requiredof(now
optional)
include
Index

1. The amount of adjustment to, or the adjusted amount of, depreciation of property plant and
equipment

List of Tables

List of Exhibits and Examples

List of
2. Sidebars
The amount of adjustment to, or the adjusted amount of, cost of sales

3. The adjustments relating to monetary items, the effect of borrowing, or equity interests when
such adjustments have been taken into account in determining income under the (inflation)
accounting method adopted
4. The overall effect on results of the adjustments described above, as well as any other items
reflecting the effects of changing prices
5.
6.

4.
5. If a current cost method is used, the current cost of property, plant, and equipment and of
inventories should be disclosed.
Wiley IAS 2003: Interpretation and Application of

6. There should
be a description of the methods used to compute the foregoing items.
International Accounting Standards
by Barry J. Epstein and Abbas Ali
Example of disclosure
consistent with IAS 15

ISBN:0471227366

Mirza
John Wiley & Sons © 2003 (952 pages)
This compact and truly comprehensive quick-reference

DeKalb Thermodynamics
Inc. Statements
of Income
fromon
Continuing
Operations Year Ended
presents accountants
with a guide
to depend
for
assistance in the preparation and understanding of financial
December 31, 2002
statements presented in accordance with IAS.
Table of Contents

As reported in
Adjusted for
Wiley IAS 2003—Interpretation and Application
of International Accounting
primary
general
Standards
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Adjusted for
changes in
specific prices
(current costs)

Preface

Net sales
other revenue
$253,000
Chapter
1 -and
Introduction
to International Accounting
Standards

$253,000

$253,000

Chapter
2 goods
- Balance
Cost of
sold Sheet

$204,384

$205,408

$197,000

Income Statement, Statement of Changes in Equity, and Statement
Chapter
3 Depreciation
and amortization
10,000
14,130
of Recognized Gains and Losses

19,500

Chapter
- Cash Flow
Statement
Other 4operating
expense

20,835

20,835

7,165

7,165

9,000

9,000

$244,000

$255,514

$261,908

$ 9,000

$ (2,514)

$ (8,908)

Gain from
inCombinations
purchasing and Consolidated Financial Statements
$ 7,729
Chapter
11 - decline
Business

$ 7,729

20,835

Chapter 5

- Financial Instruments—Cash and Receivables

Chapter 6

- Inventory

Interest expense

7,165

Provision
incomeRecognition,
taxes
9,000 Contracts
Chapter
7 -for
Revenue
Including Construction
Chapter 8

- Property, Plant, and Equipment

Chapter 9

- Intangible Assets

Income (loss) from continuing

Chapter
10 operations

Interests in Financial Instruments, Associates, Joint Ventures, and
Investment Property

power of net
amounts
owed Provisions, Contingencies, and Events after the
Current
Liabilities,
Chapter 12 Balance Sheet Date

Increase in specific prices
(current costs) of inventories and
Chapter 14 - Leases
property, plant, and equipment
Chapter
15 - Income
held during
the yearTaxes

Chapter 13 - Financial Instruments—Long-Term Debt

Chapter 16 - Employee Benefits

Effect of general price level
increase

Chapter 17 - Stockholders' Equity

$ 24,608

18,959

Chapter 18 - Earnings Per Share

Excess
in specific
Chapter
19of- increase
Interim Financial
Reporting

$ 5,649

prices 20
over
increaseReporting
in general
Chapter
- Segment
price level
Chapter
21 - Accounting Changes and Correction of Errors
Chapter 22 - Foreign Currency
Chapter 23 - Related-Party Disclosures
Chapter
24 Current
- Specialized
Note
costs Industries
are determined by consulting current prices posted for plant assets, net of
Chapter 25 applicable
- Inflation discounts,
and Hyperinflation
and by reference to indexed or replacement costs adjusted for
Chapter 26 productivity
- Government
Grants The gain on purchasing power change is determined by reference to
increases.
Appendix A the
- Disclosure
consumerChecklist
price index for all urban consumers.
Appendix B - Illustrative Financial Statements Presented Under IAS
Appendix C - Comparison of IAS, US GAAP, and UK GAAP

Proposed
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withdrawal of standing on accounting for changing prices.
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The IASB's Improvements Project has addressed the requirements of IAS 15 and has found that very
few reporting entities actually are reporting in conformity with the optional practices set forth by that
List of Sidebars
standard. Accordingly, the IASB has proposed that IAS 15 be withdrawn.
List of Exhibits and Examples

There are no apparent intentions to address the matter of reporting on changing prices at the present
time, a reflection, doubtlessly, of the fact that in most of the world's major nations the issue of rapid
price escalations has been vastly reduced in importance from what existed in the 1980s, when IAS 15
was promulgated. The IASB has stated that, "...the Board does not believe that entities should be
required to disclose information that reflects the effects of changing prices in the current economic
environment."
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and
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assistance in the preparation and understanding of financial

presented in accordance with IAS.
Hyperinflation is astatements
condition that
is difficult to define precisely, as there is not a clear demarcation
between
merely
rampant
inflation
and true hyperinflation. However, in any given economic system,
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transactions are commonly either denominated in a stable reference currency of another country, or are
Standards
structured to incorporate an indexing feature intended to compensate for the distortive effects of
Preface
inflation,
condition may
be present. As
a benchmark,
when cumulative inflation over three years
Chapter
1 this
- Introduction
to International
Accounting
Standards
approaches
or exceeds
100%, it must be conceded that the economy is suffering from hyperinflation.
Chapter
2 - Balance
Sheet
Income Statement, Statement of Changes in Equity, and Statement
Chapter
3 Hyperinflation
is obviously a major problem for any economy, as it creates severe distortions and, left
of Recognized Gains and Losses

unaddressed, results in uncontrolled acceleration of the rate of price changes, ending in inevitable
- Cash Flow Statement
collapse as was witnessed in post-World War I Germany. From a financial reporting perspective, there
Chapter 5 - Financial Instruments—Cash and Receivables
are also major problems, since even over a brief interval such as a year or even a quarter, the income
Chapter 6 - Inventory
statement will contain transactions with such a variety of purchasing power units that aggregation
Chapter 7 - Revenue Recognition, Including Construction Contracts
becomes meaningless, as would adding dollars, francs, and marks. This is precisely the problem
Chapter
8 -earlier
Property,
Plant,
and Equipment
discussed
in this
chapter,
but raised to an exponential level.
Chapter 4

Chapter 9

- Intangible Assets

In a truly hyperinflationary
economy,
users of financial
statements
are unable
Interests in Financial
Instruments,
Associates,
Joint Ventures,
and to make meaningful use
Chapter 10 Investment
Property
of such statements
unless
they have been recast into currency units having purchasing power defined
Chapter
11 at
- Business
Combinations
Consolidated
Financial
Statements
by prices
or near the
date of the and
statements.
Unless
this common
denominator is employed, the
Current Liabilities,
Provisions,
Contingencies,
and Events
after
the
financial
statements
are
too
difficult
to
interpret
for
purposes
of
making
management,
investing, and
Chapter 12 Balance
Sheet some
Date sophisticated users, particularly in those countries where hyperinflation
credit decisions.
Although
Chapter
13 endemic,
- Financialsuch
Instruments—Long-Term
has been
as some of the SouthDebt
American nations, including Brazil and Argentina, and
Chapter
14
Leases
for certain periods nations such as Israel, are able to apply rules of thumb to cope with this problem, in
Chapter
- Income Taxes
general15
modifications
must be made to general-purpose financial statements if they are to have any
value. 16 - Employee Benefits
Chapter
Chapter 17 - Stockholders' Equity

Under international accounting standards, if hyperinflation is deemed to characterize the economy, a
form of price level accounting must be applied to the financial statements to conform with generally
Chapter 19 - Interim Financial Reporting
accepted accounting principles. IAS 29 requires that all the financial statements be adjusted to reflect
Chapter 20 - Segment Reporting
year-end general price levels, which entails applying a broad-based index to all nonmonetary items on
Chapter 21 - Accounting Changes and Correction of Errors
the balance sheet and to all transactions reported in the income statement and the cash flow
Chapter
22 - Foreign Currency
statement.
Chapter 18 - Earnings Per Share

Chapter 23 - Related-Party Disclosures
Chapter 24 - Specialized Industries

Restating Historical Cost Financial Statements under
Hyperinflation
Chapter
26 - GovernmentConditions
Grants
Chapter 25 - Inflation and Hyperinflation
Appendix A - Disclosure Checklist

The precise adjustments to be made depend on whether the financial reporting system is based on
historical costs or on current costs, as described in IAS 15 and explained earlier in this chapter.
Appendix C - Comparison of IAS, US GAAP, and UK GAAP
Although in both cases the goal is to restate the financial statements into the measuring unit that exists
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at the balance sheet date, the mechanics will vary to some extent.
Appendix B - Illustrative Financial Statements Presented Under IAS
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Appendix B - Illustrative Financial Statements Presented Under IAS
Appendix C - Comparison of IAS, US GAAP, and UK GAAP

Government Grants
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Government grants are assistance provided by government by transfer of resources (either monetary or
nonmonetary) to enterprises. In order to qualify as a government grant, in strict technical terms, it is a
List of Sidebars
prerequisite that the grant should be provided by the government to an enterprise in return for past or
future compliance with conditions relating to the operating activities of the enterprise.
List of Exhibits and Examples

For quite some time now, it has been unclear whether the provisions of IAS 20 would apply even to
government assistance aimed at encouraging or supporting business activities in certain regions or
industry sectors, since related conditions may not specifically relate to the operating activities of the
enterprise. Examples of such grants are: government grants which involve transfer of resources to
enterprises to operate in a particular area (i.e., an economically backward area) or a particular industry

(i.e., an agriculture-based industry that due to its low profitability may not be a popular choice of
entrepreneurs). The Standing Interpretations Committee's interpretation, SIC 10, has clarified that "the
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in certain
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in order to qualify for the
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Thirdly, under IAS 20, para 10, a forgivable loan from a government is treated as a government grant
when there is reasonable assurance that the enterprise will meet the terms of forgiveness of the loan.
Chapter 21 - Accounting Changes and Correction of Errors
Thus, on receiving a forgivable loan from a government and on fulfilling the criterion of reasonable
Chapter 22 - Foreign Currency
assurance with respect to meeting the terms of forgiveness of the loan, an enterprise would normally
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recognize the government grant. Some authorities on the subject have suggested that the grant would
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Chapter
25
Inflation
and Hyperinflation
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Appendix C - Comparison of IAS, US GAAP, and UK GAAP

Finally, IAS 20, para 11, clarifies that once a grant has been recognized, any related contingency would
Index
be treated in accordance with the former IAS 10. This would imply that for periods beginning on or after
July 1, 1999, any related contingency should be treated in accordance with IAS 37 which superseded
List of Exhibits and Examples
the former IAS 10 with respect to contingencies.
List of Tables

List of Sidebars

Recognition period.
Two broad approaches with respect to the accounting treatment of government grants have been
discussed by the standard: the "capital approach" and the "income approach." The standard clearly
doesnot support the capital approach, which advocates crediting a grant directly to the shareholders'
equity. Endorsing the income approach, the standard lays down the rule for recognition of government
grants as follows: Government grants should be recognized as income, on a systematic and rational

basis, over the periods necessary to match them with the related costs. As a corollary, and by way of
abundant precaution, the standard reiterates that government grants should not be credited directly to
shareholders' interests.
Wiley IAS 2003: Interpretation and Application of
International Accounting Standards

The standard lays down rules for recognition of grants under different
conditions. These are explained
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An enterprise receives a grant of $30 million to defray environmental costs over a period of five
Table years.
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Environmental costs will be incurred by the enterprise as follows:
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2. "Grants related to depreciable assets are usually recognized as income over the periods and in
the proportions in which depreciation on those assets is charged." (IAS 20, para 17)
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The grant will be recognized over a period of ten years. In each of the ten years, the grant will be
recognized in proportion to the annual depreciation on the refinery. Thus, $10 million will be
List of Exhibits and Examples
recognized as income in each of the ten years. With regard to the secondary condition of
List of Sidebars
maintenance of the ratio of 1:1 in the labor force, this contingency would need to be disclosed in
the footnotes to the financial statements for the next five years (during which period the condition is
in force) in accordance with disclosure requirements of IAS 37.
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3. "Grants related to nondepreciable assets may also require the fulfillment of certain obligations
and would then be recognized as income over periods which bear the cost of meeting the
obligations. " (IAS 20, para 19)
To understand this rule, let us consider the following case study:

ABN Inc. was granted 1000 acres of land, on the outskirts of the city, by a local government
authority. The condition attached to this grant was that ABN Inc. should clean up this land and lay
roads by employing
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from
the village in and
which
the land is of
located. The government has
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Chapter
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The grant related to income would be recognized over a period of four years. Assuming that the tuition
subsidy will be offered evenly over the period of four years, this portion of the grant (i.e., $40 million)
Chapter 21 - Accounting Changes and Correction of Errors
would be taken to income over a period of four years at $10 million per year.
Chapter 20 - Segment Reporting
Chapter 22 - Foreign Currency

5. "A
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that becomes receivable as compensation for expenses or losses already
Chapter
23 government
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incurred or for the purpose of giving immediate financial support to the enterprise with no future
related costs should be recognized as income of the period in which it becomes receivable, as
Chapter 25 - Inflation and Hyperinflation
an extraordinary item, if appropriate." (IAS 20, para 20)
Chapter 24 - Specialized Industries
Chapter 26 - Government Grants

Appendix
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Tables to compensate an enterprise for losses incurred in the past. Thus, they should be
recognized
asand
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in the period in which the enterprise becomes eligible to receive such grants.
List
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Examples
List of Sidebars

A grant may be awarded to an enterprise to compensate it for losses incurred in the past for operating
out of an economically backward area that has been hit by an earthquake recently. During the period
the enterprise operated in that area, the area experienced an earthquake and thus the enterprise
incurred massive losses. Such a grant received by the enterprise should be recognized as income in
the year in which the grant becomes receivable. Also, since the losses suffered are extraordinary in
nature, the grant may need to be presented as an extraordinary item in the financial statements.

Nonmonetary Grants

A government grant may not always be given in cash or cash equivalents. Sometimes a government
grant may take the form of a transfer of a nonmonetary asset, such as grant of a plot of land or a
Wiley IAS 2003: Interpretation and Application of
building in a remote
area. In these circumstances the standard prescribes the following optional
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accounting treatments:
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both compact
the asset
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Presentation
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statements presented in accordance with IAS.
Table
of Contents
Presentation

on the balance sheet.
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Government grants related to assets, including nonmonetary grants at fair value, should be presented

in the balance sheet in either of the two ways
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arriving atofthe
carrying
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Chapter
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Chapter
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Chapter
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life of the building is not considered to be more than three years mainly because it was not properly
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Chapter
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Investment
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Chapter 11 - Business Combinations and Consolidated Financial Statements

Under Option 1: Set up the grant as deferred income.

Chapter 12 -

Current Liabilities, Provisions, Contingencies, and Events after the

Balance Sheet Date
The grant
of $3 million would be set up initially as deferred income in 1998.

Chapter 13 - Financial Instruments—Long-Term Debt

Chapter
Leases
At 14
the -end
of 1998, $1 million would be recognized as income and the balance of $2 million would

be 15
carried
forward
in the balance sheet.
Chapter
- Income
Taxes
Chapter 16 - Employee Benefits

At the end of 1999, $1 million would be taken to income and the balance of $1 million would be
carried forward in the balance sheet.

Chapter 17 - Stockholders' Equity
Chapter 18 - Earnings Per Share

Chapter
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At 19
the -end
of 2000,
$1 million
would be taken to income.
Chapter 20 - Segment Reporting
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will beand
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from
Chapter
21 - Accounting
Changes
Correction
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Errors value.
Chapter 22 - Foreign Currency

The grant of $3 million is deducted from the gross book value of the asset to arrive at the carrying value
of $6 million. The useful life being three years, annual depreciation of $2 million per year is charged to
Chapter 24 - Specialized Industries
the income statement for the years 1998, 1999, and 2000.
Chapter 23 - Related-Party Disclosures

Chapter 25 - Inflation and Hyperinflation

Chapter
26 -on
Government
Grants
The effect
the operating
results is the same whether the first or the second option is chosen.
Appendix A - Disclosure Checklist

Under the second option, the grant is indirectly recognized in income through the reduced depreciation
charge of $1 million per year, whereas under the first option, it is taken to income directly.

Appendix B - Illustrative Financial Statements Presented Under IAS
Appendix C - Comparison of IAS, US GAAP, and UK GAAP
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Presentation in the cash flow statement.
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Examples
When
grants and
related
to assets are received in cash, there is an inflow of cash to be shown under the
List
of Sidebars
investing
activities section of the cash flow statement. Furthermore, there would also be an outflow

resulting from the purchase of the asset. IAS 20, para 28, specifically requires that both these
movements should be shown separately and not be netted. The standard further clarifies that such
movements should be shown separately regardless of whether or not the grant is deducted from the
related asset for the purposes of the balance sheet presentation.

Presentation of Grants Related to Income

The standard allows a free choice between two presentations.
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Repayment of Government Grants
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When a grant related to an asset becomes repayable, it would become incumbent upon the enterprise
to assess whether any impairment in value of the asset (to which the repayable grant relates) has
Chapter 17 - Stockholders' Equity
resulted. For example, a bridge is being constructed through funding from a government grant and
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during the construction period, because of nonfulfillment of the terms of the grant, the grant became
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c. In the case of intangible assets acquired by way of a government grant and initially
recognized at fair value: the fair value initially recognized for these assets, their carrying
Chapter 21 - Accounting
and Correction
of Errors
amounts,Changes
and whether
they are carried
under the benchmark treatment or the allowed
Chapter 22 - Foreign
Currency
alternative treatment for subsequent measurements;
Chapter 20 - Segment Reporting

Chapter 23 - Related-Party Disclosures

The existence
and the carrying amount of intangible assets pledged as security for
Chapter 24 d.
- Specialized
Industries
liabilities;
Chapter 25 - Inflation
andand
Hyperinflation
Chapter 26 - Government Grants

e. The amount of commitments for the acquisition of intangible assets.
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position at the reporting date, and the results for the period and the
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4. Continuance of disclosures
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Introduction to International Accounting Standards
The- above
disclosures should continue in financial statements for the periods up to and

Chapter including
2 - Balance
the Sheet
period in which the discontinuance is completed. If an enterprise abandons or
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Statement,
Statement
of Changes
in Equity,
and Statementoperation, that fact and its
withdraws
from
a plan that
was previously
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Chapter 3 of Recognized Gains and Losses

effect should be disclosed.
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- Cash Flow Statement

Chapter 5

- Financial Instruments—Cash and Receivables

Chapter 6
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discontinuing
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Chapter
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Recognition,
Including
Construction
Contracts
Chapter 8
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Chapter operation.
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Chapter 10 -
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Provisions, Contingencies, and Events after the

Chapter 12 -
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Chapter The
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Financial Instruments—Long-Term
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Chapter 16 - Employee Benefits
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Chapter 14 - Leases
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7. Not
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Chapter
20 -an
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Reporting
Chapter 21 - Accounting Changes and Correction of Errors
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Chapter 22 - Foreign Currency

Chapter 23 - Related-Party Disclosures

(IAS 35, Para 41)

Chapter 24 - Specialized Industries
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prior
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Chapter
25 - Inflation of
and
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Chapter 26 - Government Grants
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Appendixthe
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flows in Under
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Appendixparas
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27 to 43. of IAS, US GAAP, and UK GAAP
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List of Tables
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9. Disclosure in interim financials

List of Sidebars

The notes to an interim financial report should describe any significant activities or events since
the end of the most recent annual reporting period relating to discontinuing operation and any
significant changes in the amount or timing of cash flows relating to the assets and liabilities to
be disposed of or settled.
(IAS 35, Para 47)

1.
a.

F.Segment Data
1. For each reportable segment based on the enterprise's primary reporting format
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Appendix A - Disclosure Checklist
Appendix B - Illustrative Financial Statements Presented Under IAS

(IAS 14, Paras 64 and 66)

Appendix C -j.Comparison
of IAS,between
US GAAP,
UK GAAP provided by segment and the aggregated
A reconciliation
theand
information
Index
information presented in the consolidated or enterprise financial statements (e.g.,
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4. The bases of pricing intersegment transfers, and changes therein, should be disclosed.

List of Exhibits and Examples
List of Sidebars

(IAS 14, Para 75)

5. Changes in accounting policies for segment reporting having material effects on segment
information should be disclosed, and prior period segment presented as comparative data
should be restated, unless impracticable to do so. Disclosures should include description and
nature of change, reasons for making the change, whether comparative data has been restated
or the fact that it was impracticable to do so, and the financial effect of the change, if reasonably
determinable. If segment definitions have changed and prior period data has not been restated,
then the current period data should be prepared and presented under both the old and the new

classification schemes, so that comparability will be preserved.
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Chapter 10 -c. The amount of retentions.
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change in the measurement currency or the presentation currency;
and
Chapter 9 - Intangible
Assets
Chapter 8

Interests in Financial Instruments, Associates, Joint Ventures, and
Chapter 10 -c. When financial statements are presented in a currency different from the enterprise's
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8. When
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SIC 19, an enterprise should state the fact that the measurement currency
Chapter determined
18 - Earnings
Per Share
the economic
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Chapter 22 -c.Foreign
Currency
identificationDisclosures
of the method used; and
Chapter 23 - Related-Party
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period;
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4. Any other write-offs during the period; and
5. The gross amount and the accumulated amortization at the end of the period.
(IAS 22, Para 72)

4. If in an acquisition the fair values of assets and liabilities obtained or of consideration paid can
only be provisionally determined at the end of the period in which it occurred, this must be stated
and explained. Subsequent adjustments to the provisional fair values should be disclosed and
explained in the financial statements of the period in which they occur.
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6. If a business combination occurs after the date of the financial statements, the disclosures set
forth above should nonetheless be made, unless impractical to do so, in which case that fact
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disclosed.
Revenue Recognition, Including Construction Contracts

Chapter 7
Chapter 8

- Property, Plant, and Equipment

Chapter 9

- Intangible Assets

(SIC 22)

8. WhenInterests
published
price of an
equity instrument
issued
as Ventures,
purchase and
consideration exists at the
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Chapter
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2. Enterprises should present basic EPS and diluted EPS even if the amounts disclosed are
negative. In other words, the standard mandates disclosure of not just earnings per share but
evenloss per share figures.
(IAS 33, Para 48)
3. Enterprises should disclose amounts used as the numerator in calculating basic EPS and diluted
EPS along with a reconciliation of those amounts to the net profit or loss for the period.

3.
Disclosure is also required of the weighted-average number of ordinary shares used as the
denominator in calculating basic EPS and diluted EPS along with a reconciliation of these
denominators
to IAS
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An enterprise should disclose, either on the face of the income statement or in the notes, the amount of
dividends per share, declared or proposed, for the period covered by the financial statements.
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L.Impairments of Assets
1. For each class of assets, the financial statements should disclose:
a. The amount of impairment losses recognized in the income statement during the period
and the line item(s) of the income statements in which those impairment losses are
included;
b. The amount of reversals of impairment losses recognized in the income statement during

b.
the period and the line item(s) of the income statement in which those impairment losses
are reversed;
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property, plant and equipment should be disclosed separately.
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Each of these items should be disclosed separately.
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C.Additional Recommended Disclosures
Additional disclosures which may be relevant to financial statement users in understanding an
enterprise's financial position and liquidity have been encouraged by IAS 7 and include the following:
1.
2.

1. The amount of undrawn borrowing facilities including disclosure of restrictions, if any, as to their
use;
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the
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c. If possible, the range of estimates within which fair value is highly likely to lie;
Income Statement, Statement of Changes in Equity, and Statement

Recognized
Gainsmethod
and Losses
d.ofThe
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This appendix contains three comprehensive sets of financial statements presented in accordance with international
This compact and truly comprehensive quick-reference
accounting standards.
presents accountants with a guide to depend on for
assistance in the preparation and understanding of financial

The first example,statements
Simple Traders
Inc.,inillustrates
howwith
a relatively
simple business' financial statements might be
presented
accordance
IAS.
presented. The second example, Simple Manufacturing Inc., is for a more advanced operation and involves a greater
Table
of Contents
number
of financial reporting issues, including those unique to financial instruments, related-party transactions, and
Wiley
IAS 2003—Interpretation
Application
International
Accounting
manufacturing
operations. Theand
final
example,ofSimple
Bank Inc.,
illustrates the extensive disclosures prescribed under
Standards
IAS for this specialized industry and also incorporates disclosures relevant to publicly held companies (disclosures like
Preface
segment reporting, etc.). Taken together, these examples will convey a range of effective communications of the
Chapter
1 - policies
Introduction
to International
Standards accounting standards.
accounting
and practices
under Accounting
existing international
Chapter 2

- Balance Sheet

It is not the intent
toStatement,
suggest that
these example
financial
statements
are all-inclusive of either industry practices or the
Income
Statement
of Changes
in Equity,
and Statement
Chapter 3 ofdisclosure
Recognizedstandards
Gains andunder
Losses
reporting and
IAS. Rather, these are merely illustrative of common practices at this time,
from which
may
construct disclosures apropos to their individual needs and circumstances.
Chapter
4 - readers
Cash Flow
Statement
Chapter
5 - Financial
Instruments—Cash
and Receivables
I. Illustrative
financial
statement—Simple
Traders, Inc.
Chapter 6 - Inventory
Chapter 7

- Revenue Recognition, Including Construction Contracts

Chapter 8

- Property, Plant, and Equipment

Chapter 9

- Intangible Assets

Simple Traders Inc. Balance Sheet As of June 30, 2002

Notes

2002 USD

2001 USD

Interests in Financial Instruments, Associates, Joint Ventures, and
Assets
Chapter 10
Investment Property

Current
assets:
Chapter 11
- Business
Combinations and Consolidated Financial Statements
Current Liabilities, Provisions, Contingencies, and Events after the
Cash
Chapter 12
- and banks
Balance Sheet Date

4

2,292,282

2,517,806

Trade
and other
receivables
Chapter 13
- Financial
Instruments—Long-Term
Debt

5

53,734,494

57,878,976

Chapter 14
- Leases
Amounts
due from related parties
Chapter 15 - Income Taxes

6

85,286

3,148,260

7

5,956,454

8,318,928

62,068,516

71,863,970

6

14,000,000

-

Property,
plant,Changes
and equipment
Chapter 21
- Accounting
and Correction of Errors

8

25,237,506

20,902,178

Chapter 22
- Foreignassets
Currency
Intangible

9

148,494

188,466

39,386,000

21,090,644

101,454,516

92,954,614

10

8,328,494

5,126,280

11

25,335,556

27,736,648

6

163,116

1,127,360

33,827,166

33,990,288

14,508,888

--

4,795,754

4,583,796

19,304,642

4,583,796

Inventories

Chapter 16 - Employee Benefits
Chapter 17 - Stockholders' Equity
Chapter 18
- Earningsassets:
Per Share
Noncurrent
Chapter 19 - Interim Financial Reporting

Loan to related party

Chapter 20 - Segment Reporting

Chapter 23 - Related-Party Disclosures
Chapter 24 - Specialized Industries
Chapter 25 - Inflation
Hyperinflation
Total and
assets
Chapter 26 - Government Grants

Liabilities and Owners' Equity
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liabilities:
Appendix Current
B - Illustrative
Financial Statements Presented Under IAS
Appendix Due
C - Comparison
of IAS, US GAAP, and UK GAAP
to bank
Index

Trade and other payables

List of Tables

List of Exhibits
and due
Examples
Amounts
to related parties
List of Sidebars

Noncurrent liabilities:
Long-term loans
End of service gratuity

Owners' equity:

12

Share capital

13

Statutory reserve
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This compact and truly comprehensive quick-reference
Total
liabilities
and owners'
presents
accountants
with equity
a guide to depend on for
assistance in the preparation and understanding of financial
The accompanying
form in
anaccordance
integral partwith
of these
statementsnotes
presented
IAS. financial statements.

22,000,000

22,000,000

6,051,887

6,051,887

--

2,000,000

20,270,821

24,328,643

48,322,708

54,380,530

101,454,516

92,954,614
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Simple Traders Inc. Statement of Income As of June 30, 2002
Standards
Preface

Notes

Chapter 1

- Introduction to International Accounting Standards

Chapter 2

- Balance Sheet

2002 USD

2001 USD

101,552,746

94,630,010

(100,262,898)

(83,977,434)

1,298,848

10,652,576

846,624

459,306

(174,990)

(86,372)

(7,864.204)

(5,543,316)

(5,902,722)

5,482,194

(155,100)

(34,382)

(6,057,822)

(5,447,812)

Revenue:

CostIncome
of sales
Statement, Statement of Changes in Equity, and Statement
-

Chapter 3

of Recognized Gains and Losses

Gross profit:

Chapter 4

- Cash Flow Statement

operating
equipment
Chapter 5Other
- Financial
Instruments—Cash
and Receivables
Chapter 6Distribution
- Inventory
costs
Chapter 7

- Revenue Recognition, Including Construction Contracts

Chapter 8

- Property, Plant, and Equipment

Administrative expenses

from
operating activities:
Chapter 9(Loss)Profit
- Intangible
Assets

14

Interests
Finance
costsin Financial Instruments, Associates, Joint Ventures, and
Chapter 10
Investment Property

Net- Business
(loss)profit
for the year and Consolidated Financial Statements
Chapter 11
Combinations
Current Liabilities, Provisions, Contingencies, and Events after the
The
Chapter 12
- accompanying notes form an integral part of these financial statements.
Balance Sheet Date
Chapter 13 - Financial Instruments—Long-Term Debt
Chapter 14 - Leases

Traders
Inc. Statement of Changes in Equity For the Year Ended June 30, 2002
Chapter Simple
15 - Income
Taxes
Chapter 16 - Employee Benefits Share
Chapter 17 - Stockholders' Equity
capital USD
Chapter 18 - Earnings Per Share

As at June 30,
2000

22,000,000

Chapter 19 - Interim Financial Reporting

Statutory
reserve USD

Proposed
dividend USD

5,507,106

Retained
earnings USD

Total USD

--

29,425,612

56,932,718

--

--

5,447,812

5,447,812

544,781

--

(544,781)

--

--

10,000,000

(10,000,000)

--

Chapter 20 - Segment Reporting

Net- Accounting
profit for Changes and Correction
-Chapter 21
of Errors
the- year
Chapter 22
Foreign Currency
Chapter 23
- Related-Party
Disclosures -Transfer
to
Chapter 24
- Specialized Industries
statutory
reserve
Chapter 25
- Inflation and Hyperinflation
Chapter 26
- Government Grants
Dividend

--

Appendix proposed
A - Disclosure Checklist
Appendix B - Illustrative Financial Statements Presented Under IAS

Dividend paid[a]

--

--

(8,000,000)

--

(8,000,000)

22,000,000

6,051,887

2,000,000

24,328,643

54,380,530

--

--

(2,000,000)

2,000,000

--

--

--

--

(6,057,822)

(6,057,822)

22,000,000

6,051,887

--

20,270,821

48,322,708

Appendix C - Comparison of IAS, US GAAP, and UK GAAP

As at 30 June
2001
List of Tables
Index

List of Exhibits
and of
Examples
Reversal
List of Sidebars
dividend

proposed
Net loss for the
year
As at 30 June
2002

The accompanying notes form an integral part of these financial statements.

[a]Dividend

paid per share for the current year NIL (previous year USD 363.6 per share)
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Notes

2002 USD

2001 USD

Cash flows from operating activities

This compact and truly comprehensive quick-reference

Net cashpresents
from operating
activities
accountants
with a guide to depend on for

16

3,173,990

17,864,176

(10,212,504)

(663,522)

1,240,102

6,160

(81,844)

(32,748)

(9,054,246)

(690,110)

3,062,974

2,591,534

(964,244)

(12,709,336)

2,460,000

--

(1,279,112)

--

14,000,000

--

(14,000,000)

--

Increase in bank overdraft

2,530,214

3,433,966

Interest
paidLiabilities, Provisions, Contingencies, and Events after the
Current

(155,100)

(34,382)

--

(8,000,000)

5,654,732

(14,718,218)

(225,524)

2,455,848

2,517,806

61,958

2,292,282

2,517,806

assistance in the preparation and understanding of financial
Cash flows
from investing
activities
statements
presented
in accordance with IAS.

Purchase of property, plant, and equipment

Table of Contents

from sale ofand
property
and equipment
Wiley IASProceeds
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used
in investing
activities Standards
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-

Chapter 4

- Cash Flow Statement

Chapter 5

- Financial Instruments—Cash and Receivables

Cash flows from financing activities

Income Statement, Statement of Changes in Equity, and Statement

of Recognized
Gains
and Losses
Decrease
in due from
related
parties

Decrease in due to related parties

from long-term bank loan
Chapter 6Proceeds
- Inventory
Chapter 7Repayment
- Revenueof
Recognition,
Including
long-term bank
loan Construction Contracts
Chapter 8

- Property, Plant, and Equipment

Chapter 9

- Intangible Assets

Loan from related party

LoanInterests
to related
in party
Financial Instruments, Associates, Joint Ventures, and

Chapter 10 -

Investment Property

Chapter 11 - Business Combinations and Consolidated Financial Statements
Chapter 12 -

Balance Sheet Date

Dividends paid

Chapter 13 - Financial Instruments—Long-Term Debt
Chapter 14 - Leases
Net cash from (used in) financing activities
Chapter 15 - Income Taxes

Net (decrease) increase in cash and cash equivalents

Chapter 16 - Employee Benefits

Cash
and cash equivalents,
beginning of year
Chapter 17
- Stockholders'
Equity
Chapter 18
- Earnings
Perequivalents,
Share
Cash
and cash
end of year
Chapter 19 - Interim Financial Reporting
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The accompanying notes form an integral part of these financial statements.

Chapter 20 - Segment Reporting

Chapter 21 - Accounting Changes and Correction of Errors
Chapter 22 - Foreign
SimpleCurrency
Traders Inc. Notes to the Financial Statements For the Year Ended June 30, 2002
Chapter 23 - Related-Party Disclosures

Note 1:24
Establishment
and operations. Simple Traders Inc. (the "company") is a limited liability company registered i
Chapter
- Specialized Industries
the country
Theand
company's
business principally comprises trading in mosaic tiles. The address of the registered
Chapter
25 - XXX.
Inflation
Hyperinflation
office of the company is 2001 Expensive Street, New Wish City, Country XXX.

Chapter 26 - Government Grants

Appendix
A - Disclosure
Checklist
Note 2: Adoption
of International
Accounting Standards. In the current year, the company adopted IAS 39, Financi
Appendix
B
Illustrative
Financial
Statements Presented
Under
IAS
Instruments: Recognition
and Measurement,
which has
introduced
the concept of reporting financial instruments

Appendix
C "off-balance-sheet"
- Comparison of IAS,financial
US GAAP,
and UK GAAP
(including
instruments)
at their respective fair values. The adoption of this standard by the
Index
company has not resulted in any significant impact on these financial statements.
List of Tables

Note
3: Summary
of significant accounting policies. The financial statements are prepared under the historical cos
List
of Exhibits
and Examples

convention
and in accordance with International Accounting Standards. The significant accounting policies adopted are
List
of Sidebars
as follows:

a. Property, plant, and equipment. Property, plant, and equipment are stated at cost less accumulated
depreciation. Depreciation is computed on the straight-line basis over the estimated useful lives as follows:

a.

Years
BuildingsWiley IAS 2003: Interpretation and
10 Application of
International
Accounting Standards
Plant, machinery,
and equipment
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Furniture,Mirza
fixtures, and office equipment

4
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Motor vehicles

3

This compact and truly comprehensive quick-reference
presents accountants
with a guide to
depend on for
Capital work-in-progress
is not depreciated.
Depreciation
is charged on the assets from the date on which they
assistance in the preparation and understanding of financial
come in tostatements
use.
presented in accordance with IAS.

Tableb.of Intangible
Contents assets. Intangible assets are amortized using the straight-line method over their estimated useful life

of2003—Interpretation
four years.
Wiley IAS
and Application of International Accounting
Standards

c. Inventories. Inventories are stated at the lower of cost and net realizable value. Cost is arrived at using the
weighted-average method. Cost comprises invoice value plus applicable handling charges. Net realizable value
Chapter 1 - Introduction to International Accounting Standards
based on estimated selling price less estimated costs to completion and disposal.
Preface

Chapter 2

- Balance Sheet

Income Statement,
Equity, and Statement
d. End-of-service
gratuity.Statement
Provision of
is Changes
made forinend-of-service
gratuity payable to employees at the balance she
Chapter
3 of Recognized Gains and Losses

date in accordance with the labor laws of country XXX.

Chapter 4

- Cash Flow Statement

Chapter
5 - Financial
Instruments—Cash
and Receivables
e. Foreign
currency
translations. Transactions
in foreign currencies are translated into US dollars at the rate of

ruling on the date of the transaction. Monetary assets and liabilities expressed in foreign currencies a
Chapter exchange
6 - Inventory

intoRecognition,
US dollars at
the rate Construction
of exchange Contracts
ruling at the balance sheet date. Gains or losses resulting from
Chapter translated
7 - Revenue
Including
currency
transactions
are taken to the Statement of Income.
Chapter foreign
8 - Property,
Plant,
and Equipment
Chapter 9

- Intangible Assets

f. Statutory reserve. A statutory reserve is created by the limited liability company by allocating 10% of its net pro
Interests in Financial Instruments, Associates, Joint Ventures, and
Chapter for
10 the
- year as required by commercial companies law of country XXX. The company can discontinue such
Investment Property
annual transfer when its statutory reserve totals 50% of its paid-up share capital. The reserve is not available fo
Chapter 11 - Business Combinations and Consolidated Financial Statements
distribution except as provided in the XXX Law.
Chapter 12 -

Current Liabilities, Provisions, Contingencies, and Events after the
Balance Sheet Date

g. Revenue. Revenue represents the net amount invoiced for goods supplied.

Chapter 13 - Financial Instruments—Long-Term Debt

Chapter
14 - Leases costs. Borrowing costs are recognized as an expense in the period in which they are incurred.
h. Borrowing
Chapter 15 - Income Taxes

i. Cash
and cashBenefits
equivalents. Cash and cash equivalents comprise cash and bank current account.
Chapter
16 - Employee
Chapter 17 - Stockholders' Equity

j. Financial instruments. Financial assets and financial liabilities are recognized on the Company's balance shee

Chapter when
18 - Earnings
Per Share
the Company
has become a party to the contractual provisions of the instrument.
Chapter 19 - Interim Financial Reporting

receivables
Chapter Trade
20 - Segment
Reporting
Chapter 21 - Accounting Changes and Correction of Errors

Trade receivables are stated at their nominal value as reduced by appropriate allowance for estimated doubtful
amounts.

Chapter 22 - Foreign Currency

Chapter 23 - Related-Party Disclosures
Chapter Trade
24 - Specialized
payables Industries

Chapter 25 - Inflation and Hyperinflation

payables are
stated at their nominal value.
Chapter Trade
26 - Government
Grants
Appendix A - Disclosure Checklist

k. Dividends payable. Dividends payable are presented as a separate component of equity.

Appendix B - Illustrative Financial Statements Presented Under IAS
Appendix
C - Comparison
of IAS, US GAAP, and UK GAAP
Note 4: Cash
and banks.
Index
List of Tables

2002 USD

List of Exhibits and Examples

Cash on hand

List of Sidebars

Bank balances

2001 USD

60,000

60,000

2,232,282

2,457,806

2,292,282

2,517,806

Note 5: Trade and other receivables.

2002USD

2001 USD
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54,326,624
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pages)
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This compact and truly comprehensive quick-reference
872,786
presents accountants with a guide
to depend on357,402
for
assistance in the preparation and understanding of financial
543,052
1,938,048
statements presented in accordance with IAS.

Deposits

248,500

Table of Contents

242,500
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of International57,878,976
Accounting
Standards

Note 6: Related-party transactions. The company enters into transactions with other companies that fall within the
Preface
definition
a related party
contained in International
Accounting Standard 24. Such transactions are in the normal
Chapter
1 of
- Introduction
to International
Accounting Standards
course 2of business
at terms that correspond to those on normal arm's-length transactions with third parties.
Chapter
- Balanceand
Sheet
Income Statement, Statement of Changes in Equity, and Statement
Chapter
Related3parties
comprise companies under common ownership and/or common management control. At the balances
of Recognized Gains and Losses

sheet date, trade and nontrade balances with related parties were as follows:

Chapter 4

- Cash Flow Statement

Chapter 5

- Financial Instruments—Cash and Receivables

Chapter 6

- Inventory

2002 USD

2001 USD

Chapter
7 in
- Revenue
Recognition, Including Construction
Contracts 4,811,048
Included
trade receivables
3,145,768
Chapter 8 - Property, Plant, and Equipment

Included in trade payables

Chapter 9

17,617,476

- Intangible Assets

17,772,796

Disclosed as
amounts
due from Instruments,
related parties
85,286
3,148,260
Interests
in Financial
Associates,
Joint Ventures,
and

Chapter 10 -

Investment Property

Disclosed as amounts due to related parties

163,116

1,127,360

Chapter 11 - Business Combinations and Consolidated Financial Statements

Disclosed as
loan from
related
party
14,000,000
Current
Liabilities,
Provisions,
Contingencies,
and Events after the-Balance Sheet Date
Disclosed as loan to related party
14,000,000
--

Chapter 12 -

Chapter 13 - Financial Instruments—Long-Term Debt

Chapter
14 - of
Leases
The nature
significant related-party transactions during the year and the amounts involved were as follows:
Chapter 15 - Income Taxes
Chapter 16 - Employee2002
Benefits
USD
Chapter 17 - Stockholders' Equity

Sales

8,857,316

Chapter 18 - Earnings Per Share

2001 USD
10,509,302

Chapter
19 - Interim Financial
Reporting
Purchases
33,211,776
27,926,464
Chapter 20 - Segment Reporting

Interest expense

155,100

34,382

Chapter 21 - Accounting Changes and Correction of Errors

Chapter
22 - Foreign
Currencyfunds to and receives funds from related parties as and when required for working capital
The company
also provides
Chapter
23 -Interest
Related-Party
Disclosures
purposes.
is charged
or paid at commercial rates. The loan from a related party bears interest rate of US Prim

Chapter
24This
- Specialized
Industriesand is without any fixed repayment schedule. The loan to a related party is interest-fre
plus 1%.
loan is unsecured

and has25no- repayment
schedule.
Chapter
Inflation and
Hyperinflation
Chapter 26 - Government Grants
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3,476,594

6,114,010
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Capital
work in
progress
USD

Total USD

This compact and truly comprehensive quick-reference

As at 1 presents accountants with a guide to depend on for
in the preparation
and understanding
of financial2,157,500
July 2001assistance
11,133,094
77,920,256
3,365,862

354,698

94,931,410

307,000

9,898,238

10,212,504

--

(9,775,394)

--

(491,608)

(511,200)

(301,002)

(7,441,774)

As at 30
- Revenue Recognition, Including Construction Contracts
June 2002
11,133,094
81,493,852
2,945,354

1,953,300

176,540

97,702,140

--

74,029,232

statements presented in accordance with IAS.
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during the
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2003—Interpretation and--Application of International
Accounting
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Note 1: Establishment and operations of the company. Simple Manufacturing Inc. (the "company") is a limited liabil
company incorporated in country XXX. The company manufactures widgets and accessories. The address of the
registered office of the company is...... The financial statements for the year ended June 30, 2002, were authorized for
issuance by the board of directors on...... The ultimate parent of the company is YYY which is incorporated in Channel
Islands.

Note 2: Changes in accounting policies resulting from first-time adoption of International Accounting Standard
Effective July 1, 2001, the company has adopted the following International Accounting Standards for the first time,

which has resulted in changes in accounting policies as explained below.

IAS 39, Financial Instruments: Recognition and Measurement, introduced a comprehensive framework for accounting f
Wiley IAS 2003: Interpretation and Application of
all financial instruments.
The effect of adopting this standard is that the investment in listed equity securities (classified
International Accounting Standards
as an "available-for-sale" financial instrument) will be carried atISBN:0471227366
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Appendix
B - Illustrative
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rental income, and is stated at fair value at the balance sheet date. The changes in fair value of the investment
property are reflected currently in the income statement. Fair values have been determined based on valuations
Index
undertaken by an independent qualified appraiser. These valuations were conducted with reference to market
List of Tables
prices of similar properties.
Appendix C - Comparison of IAS, US GAAP, and UK GAAP

List of Exhibits and Examples

List of
d. Sidebars
Investment in associates. Investment in associates represents investments in entities over which the company

has the power to exercise significant influence, through participation in the investees' financial and operating
policy decisions. Such investments are accounted for under the equity method, whereby the investments are
initially recorded at cost and are subsequently adjusted based on the company's share of the subsequent profits
or losses of the investees.

e. Inventories. Inventories are stated at the lower of cost or net realizable value. Cost is arrived at using the first-i
first-out (FIFO) method. Cost comprises invoice value plus applicable landing charges in the case or raw
materials, packing materials, spares, and consumables. Finished goods comprise cost of materials plus

e.

attributable labor and overhead charges. Net realizable value is based on estimated selling price less estimated
costs to completion and sale.
Wiley IAS 2003: Interpretation and Application of

f. Employees'
end-of-service indemnity. Provision is made for end-of-service indemnity payable to employees a
International Accounting Standards
the balance sheet date in accordance with the labor laws
of country XXX.
ISBN:0471227366

by Barry J. Epstein and Abbas Ali
Mirza
g. Foreign currency translations. Transactions in foreign currencies are translated into US dollars at the rate of
John Wiley & Sons © 2003 (952 pages)

exchange ruling on the date of the transaction. Monetary assets and liabilities expressed in foreign currencies a
and truly comprehensive quick-reference
translated This
into compact
US dollars
at the rate of exchange ruling at the balance sheet date. Gains or losses resulting from
presents accountants with a guide to depend on for
foreign currency
transactions
are takenand
to the
statement of
assistance in the preparation
understanding
ofincome.
financial
statements presented in accordance with IAS.

h. Statutory reserve. A statutory reserve, as required under the Companies Corporate Law of country XXX, is
Table of created
Contents
by appropriating 10% of the net profit for the year, which procedure is to be discontinued once the
Wiley IAS
2003—Interpretation
andtoApplication
International
statutory
reserve is equal
50% of theofshare
capital, Accounting
after which no further transfers are required. This reserve
Standards
is not available for distribution except as provided in the XXX Law.
Preface

i. Revenue.
Revenue
represents the
net amount
invoiced for goods supplied during the year.
Chapter
1 - Introduction
to International
Accounting
Standards
Chapter 2

- Balance Sheet

j. Borrowing costs. Borrowing costs are recognized as an expense in the period in which they are incurred exce
Income Statement, Statement of Changes in Equity, and Statement
Chapter those
3 - that are directly attributed to the acquisition and construction of an asset that takes a substantial period to
of Recognized Gains and Losses
get ready for its intended use. Such borrowing cost are capitalized as part of the related asset.
Chapter 4 - Cash Flow Statement

Chapter
5 - Financial
Instruments—Cash
andand
Receivables
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and cash
equivalents. Cash
cash equivalents comprise cash on hand, bank current accounts, and
Chapter other
6 - Inventory
bank deposits free of encumbrances and having maturity dates of three months or less from the respectiv
Chapter dates
7 - Revenue
Recognition, Including Construction Contracts
of deposit.
Chapter 8

- Property, Plant, and Equipment
l. Financial
instruments.
Financial assets and financial liabilities are recognized on the company's balance shee
Chapter
9 - Intangible
Assets

whenInterests
the company
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a partyAssociates,
to the contractual
provisions
in Financial
Instruments,
Joint Ventures,
andof the instrument.

Chapter 10 -

Investment Property

Receivables

Chapter 11 - Business Combinations and Consolidated Financial Statements
Current are
Liabilities,
andby
Events
after the
stated Provisions,
at nominal Contingencies,
value as reduced
appropriate
allowance for estimated doubtful amounts.
Chapter Receivables
12 Balance Sheet Date
Chapter Available-for-sale
13 - Financial Instruments—Long-Term
financial instruments Debt
Chapter 14 - Leases

Chapter Available-for-sale
15 - Income Taxesfinancial instruments represent investments in listed equity securities and are initially recorded

on tradeBenefits
date. Subsequently these investments are measured at fair value, which are determined based
Chapter at
16cost,
- Employee
market prices.
Chapter on
17 quoted
- Stockholders'
Equity Any changes in fair value are included in the income statement in the periods these
occur.

Chapter 18 - Earnings Per Share
Chapter Payables
19 - Interim Financial Reporting
Chapter 20 - Segment Reporting

are stated
at nominal
value. of Errors
Chapter Payables
21 - Accounting
Changes
and Correction
Chapter 22 - Foreign Currency

Due to/due from related parties

Chapter 23 - Related-Party Disclosures

Chapter Due
24 - to/due
Specialized
from Industries
related parties are stated at nominal value.
Chapter 25 - Inflation and Hyperinflation
Chapter Borrowings
26 - Government Grants
Appendix A - Disclosure Checklist

Interest-bearing bank loans and overdrafts are recorded at the proceeds received, net of direct issue costs.
Finance charges are accounted for on an accrual basis.

Appendix B - Illustrative Financial Statements Presented Under IAS
Appendix C - Comparison of IAS, US GAAP, and UK GAAP
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Note 4: Cash and cash equivalents.
List of Tables
List of Exhibits and Examples
List of Sidebars

Cash on hand

2002USD

2001 USD

47,930

36,320

Bank balances in current accounts

102,250

(11,154)

Bank fixed deposit

200,000

--

350,180

25,166

At June 30, 2001, a negative balance in the bank current account, amounting to USD 1,154, has been offset against
cash on hand since it represents a temporary accommodation by the bank under a special program offered to high net

worth bank customers, referred to by the bank as "bounce protection plan." Such negative balance in the current
account with the bank resulted from outstanding checks cleared at balance sheet date in excess over deposited check
uncollected by theWiley
bankIAS
at that
date.Interpretation and Application of
2003:
International Accounting Standards

Note 5: Trade and other receivables.

by Barry J. Epstein and Abbas Ali
Mirza
John Wiley & Sons © 2003 (952
pages)
2002
USD
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2001 USD

This compact and truly comprehensive quick-reference
Trade receivables
20,494,366
16,969,458
presents accountants with a guide to depend on for
in accounts
the preparation
and understanding
of financial
Less: Allowanceassistance
for doubtful
(1,440,000)
(1,000,000)
statements presented in accordance with IAS.

19,054,366

15,969,458

Advances

205,180

169,190

Deposits

143,010

68,780

19,904,772

16,816,106
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Prepayments
502,216
608,678
Preface
Chapter 1

- Introduction to International Accounting Standards

Chapter 2

- Balance Sheet

Income Statement, Statement of Changes in Equity, and Statement

Chapter 3

Note 6: Inventories.
of Recognized Gains and Losses

Chapter 4

- Cash Flow Statement

Chapter 5
Chapter 6

- Financial Instruments—Cash and
Receivables
2002
USD
2001 USD
- Inventory

Chapter 7

- Revenue Recognition, Including Construction Contracts

Raw materials

5,421,064

2,767,142

Packing
Chapter
8 materials
- Property, Plant, and Equipment 11,152,118

7,490,388

Chapter
9 goods
- Intangible Assets
Finished

2,675,554

2,738,868

Interests in Financial Instruments, Associates, Joint Ventures, and
Chapter
10and
- consumables
Spares
521,560
784,010
Investment Property
Chapter 11 - Business Combinations and Consolidated
Financial
Statements
19,833,610
13,717,094
Current Liabilities, Provisions, Contingencies, and Events after the
Chapter
12 - for slow moving inventories
Allowance
(1,350,948)
(500,000)
Balance Sheet Date
Chapter 13 - Financial Instruments—Long-Term
Debt
18,482,662
Chapter 14 - Leases

Goods in transit

--

2,744,026

18,482,662

15,961,120

Chapter 15 - Income Taxes
Chapter 16 - Employee Benefits

13,217,094

Chapter 17 - Stockholders' Equity

Note 7: Related-party transactions. The company enters into transactions with other entities that fall within the
definition of a related party as set forth by IAS 24. Such transactions are in the normal course of business and are at
Chapter 19 - Interim Financial Reporting
terms which correspond to those on normal arm's-length transactions with third parties.
Chapter 18 - Earnings Per Share

Chapter 20 - Segment Reporting

Chapter
- Accounting
Changes
and Correction
of Errors
Related21
parties
comprise
companies
under common
ownership and/or common management control. At the balances
Chapter
22 - trade
Foreign
Currency
sheet date,
and
nontrade balances with related parties were as follows:
Chapter 23 - Related-Party Disclosures
Chapter 24 - Specialized Industries

2002 USD

Chapter 25 - Inflation and Hyperinflation

2001 USD

Included in trade receivables

6,000,656

5,555,222

Included
trade payables
Appendix
A in
- Disclosure
Checklist

27,365,088

22,381,594

Chapter 26 - Government Grants

Appendix
B - as
Illustrative
Presented
Under IAS
Disclosed
amountsFinancial
due fromStatements
related parties
1,235,796
Appendix C - Comparison of IAS, US GAAP, and UK GAAP

Disclosed as amounts due to related parties

Index

List of Tables

60,844,520

404,144
52,855,170

The nature of related-party transactions during the year and the respective amounts were as follows:

List of Exhibits and Examples
List of Sidebars

2002 USD

2001 USD

Revenue

1,060,786

762,714

Cost of sales

1,857,094

1,989,140

Distribution sales

1,729,818

1,255,246

Finance costs

7,928,170

5,628,082

The company receives/provides funds from/to related parties as and when required for working capital. Interest,
whenever applicable, is paid at commercial rates. Subordinated loans from shareholder are interest-free (see note 17).
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7,810,504

138,913,976

14,348,194

14,638,072

--

(10,711,822)

--

(27,800)

(380,734)

--

(1,052,534)

4,646,246

5,182,396

11,446,876
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--

27,103,540
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Chapter 2Additions
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Chapter 3Transfers
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- Cash Flow Statement
-Disposals

(644,000)

Chapter 6As- at
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110,634,770
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- Financial Instruments—Cash and Receivables

Chapter 730- Revenue Recognition, Including Construction Contracts
Chapter 8June
- Property, Plant, and Equipment
Chapter 92002
- Intangible Assets
Chapter 10 -

Interests in Financial Instruments, Associates, Joint Ventures, and

Investment
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Accumulated
depreciation

Chapter 11 - Business Combinations and Consolidated Financial Statements

As at
1 July Liabilities,
2001
5,976,464
15,560,480
2,568,548
Current
Provisions,
Contingencies,
and Events
after the 2,998,048

Chapter 12 -

Balance Sheet Date

Depreciation
for
Chapter 13
- Financial Instruments—Long-Term
Debt
the- year
Chapter 14
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1,029,462

5,165,070

672,678

1,052,864
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7,920,074
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(69,766)

(10,192)

(241,122)
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(321,080)
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2002 Reporting
7,005,926
Chapter 19
Interim
Financial

20,655,784

3,231,034

3,809,790
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34,702,534

13,583,300

89,978,986

1,415,212

1,372,606

11,446,876

84,934,890

1,932,198

2,520,082

7,810,504

111,810,436

Chapter 15 - Income Taxes

Adjustments
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Benefits
relating
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- Stockholders' Equity
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Chapter 18 - Earnings Per Share
Chapter
20 -value
Segment Reporting
Net book
Chapter 21 - Accounting Changes and Correction of Errors
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2002
Chapter 22
Foreign
Currency

117,796,980

Chapter 23 - Related-Party Disclosures
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Chapter 24 - Specialized Industries

Chapter
25 machinery
- Inflation and
Hyperinflation
Plant and
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interest capitalized during the year of USD 5,555 (previous year: USD 555,000). The
Chapter
26
Government
Grants
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2,197,366
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3,362,972

quick-reference
-- comprehensive
288,414
79,612
AdditionsThis compact and truly
presents accountants with a guide to depend on for
during the
assistance in the preparation and understanding of financial
year
statements presented in accordance with IAS.

90,702

458,728

2,276,978

90,702

3,821,700

736,998

--

1,111,200
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- Intangible Assets
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Chapter 10
2002
Investment Property

80,112
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Chapter 11 - Business Combinations
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Financial Statements1,460,368
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Chapter 5
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- Revenue Recognition, Including Construction Contracts
Chapter
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Property, Plant, and Equipment
Net book
Chapter 7
Chapter 9
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Current Liabilities, Provisions, Contingencies, and Events after the
Chapter 12
2001
Balance Sheet Date
Chapter 13 - Financial Instruments—Long-Term Debt

Note 10: Investment property.

Chapter 14 - Leases

Chapter 15 - Income Taxes

USD

Chapter 16 - Employee Benefits
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Chapter
17 - Stockholders'
Equity
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Accounting
Changes
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Note 12: Due to banks.
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Note 13: Trade and other payables.

Table of Contents

Wiley IAS 2003—Interpretation and Application of International Accounting
2002 USD
2001 USD
Standards
Preface
Trade payables
32,648,812 31,298,690
Chapter 1 - Introduction to International Accounting Standards

Accruals

Chapter 2

- Balance Sheet

4,742,660

2,242,164

Advances received
from customers
865,536
Income Statement,
Statement of Changes
in Equity, 224,538
and Statement

Chapter 3

-

of Recognized Gains and Losses

Current portion of supplier loan (note 15)

Chapter 4

- Cash Flow Statement

2,108,444

2,108,252

Chapter 5
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The borrowings are repayable as follows:

Chapter 13 - Financial Instruments—Long-Term Debt
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Supplier loan
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Increase in amounts due to related parties

List of Tables
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generated
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List
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and from
Examples
List
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Employees'

Note 21: Financial instruments: credit, interest rate, and exchange rate risk exposures.
a. Credit risk. Financial assets, which potentially subject the company to concentrations of credit risk, comprise,
principally, trade and other receivables and amounts due from related parties. Trade and other receivables are

a.

stated net of the allowance for doubtful accounts. At the balance sheet date, the company's maximum exposure
to credit risk from two customers amounted to USD 5,555,440 (previous year: USD 3,999,999).
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b. Interest rate risk. Term loans, bank overdrafts, and bank borrowings are at floating rates of interest generally
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Ali
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shareholder and loans from supplier are interest-free. Amounts due to related parties are at fixed rates of intere
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statements presented in accordance with IAS.

financial liabilities are denominated in US dollars.
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Note 22: Financial instruments: fair values. The fair value of a financial instrument is the amount for which an asset
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could be exchanged, or a liability settled, between knowledgeable, willing parties in an arm's length transaction. At the
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balance sheet date, the fair values of the company's financial assets and financial liabilities approximate to their book
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Chapter 11 - Business Combinations and Consolidated Financial Statements

Simple
BankLiabilities,
Plc Consolidated
Sheetsand
at December
Current
Provisions,Balance
Contingencies,
Events after31,
the2001 and 2000

Chapter 12 -

Balance Sheet Date

2001 XXX '000

2000 XXX '000

3

$11,370,000

$ 7,580,000

4

6,824,000

4,549,333

Loans
and advances
Chapter 18
- Earnings
Per Shareto customers

5

21,606,000

14,404,000

Chapter 19
- Interim
Financial
Reporting
Interest
receivable
and
other assets

6

774,000

516,000

7

3,094,001

2,062,667

8

490,001

326,667

$44,158,002

$29,438,667

$31,655,996

$ 1,440,000

4,912,001

3,274,667

144,000

96,000

1,212,000

808,000

$37,923,997

$25,618,667

$ 308,000

$ 205,333

2,141,337

954,667

Statutory reserve

483,369

482,667

General reserve

624,000

416,000

2,104,297

1,714,667

Chapter 13 - Financial Instruments—Long-Term Debt

Note

Assets
Chapter 14
- Leases
Chapter 15
- Income
Taxes with central banks
Cash
and balances
Chapter 16 - Employee Benefits

Deposits and balances due from banks

Chapter 17 - Stockholders' Equity

Chapter 20 - Segment Reporting

Investments

Chapter 21 - Accounting Changes and Correction of Errors
Chapter 22
- Foreign
Currency
Property,
plant,
and equipment
Chapter 23 - Related-Party Disclosures

Total assets

Chapter 24 - Specialized Industries
Chapter 25
- Inflation and Hyperinflation
Liabilities
Chapter 26 - Government Grants

Deposits from customers

Appendix A - Disclosure Checklist

and balances
to banksPresented Under IAS
Appendix Deposits
B - Illustrative
Financialdue
Statements
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Appendix Long-term
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loansof IAS, US GAAP, and UK GAAP
Index

Interest payable and other liabilities

List of Tables

List of Exhibits and
Examples
Total
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List of Sidebars
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Shareholders' equity
Share capital

Retained earnings
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Cumulative translation adjustment
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530

-

314,000

209,333

5,926,005

3,614,667

$44,158,002

$29,438,667

Contra accounts
(memoranda)
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statements presented in accordance with IAS.
The accompanying notes form an integral part of these financial statements.
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This compact and truly comprehensive quick-reference
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presents accountants with a guide to depend on for
assistance in the preparation and understanding of financial
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Preface Simple Bank Plc Statement of Income Consolidated Balance Sheets at December 31, 2001 and 2000
Chapter 1

- Introduction to International Accounting Standards

Chapter 2

- Balance Sheet

Note

2001 XXX '000

2000 XXX '000

Interest
income
Income
Statement, Statement of Changes in Equity, and Statement
-

$3,044,000

$2,029,333

Interest expense

(1,822,001)

(1,214,667)

1,221,999

814,666

224,000

149,333

718,001

478,700

Chapter 3
Chapter 4

of Recognized Gains and Losses

- Cash Flow Statement

interest income
Chapter 5Net
- Financial
Instruments—Cash and Receivables
Chapter 6Net
- Inventory
commission income
Chapter 7 - Revenue Recognition, Including Construction Contracts

Other income

Chapter 8

- Property, Plant, and Equipment

Chapter 9

- Intangible Assets

13

2,164,000

1,442666

Interests
in Financial Instruments,
General
and administrative
expenses Associates, Joint Ventures, and
Chapter 10
Investment Property

(930,000)

(620,000)

Provisions
forCombinations
loans and advances
Chapter 11
- Business
and Consolidated Financial Statements

(502,001)

(334,667)

Current
Liabilities,
Contingencies,
and Events after the
Income
before
taxes Provisions,
and minority
interest
Chapter 12
Balance Sheet Date

731,999

487,999

Income
taxesInstruments—Long-Term Debt
Chapter 13
- Financial

(18,000)

(12,000)

Chapter 14
- Leases
Income
before minority interest
Chapter 15 - Income Taxes

713,999

475,999

(12,000)

(8,000)

$ 701,999

$ 467,999

$ 97,50

$ 65,00

Minority interest

Chapter 16 - Employee Benefits

Net- Stockholders'
income for theEquity
year
Chapter 17
Chapter 18
- Earnings
Share
Earnings
per Per
share
Chapter 19 - Interim Financial Reporting

The accompanying notes form an integral part of these financial statements.

Chapter 20 - Segment Reporting

Chapter 21 - Accounting Changes and Correction of Errors
Chapter 22 - Foreign Currency

Bank Plc Consolidated
Statement of Cash Flows For the years ended December 31, 2003 and
Chapter Simple
23 - Related-Party
Disclosures
2002

Chapter 24 - Specialized Industries
Chapter 25 - Inflation and Hyperinflation
Chapter 26 - Government Grants
Appendix A - Disclosure Checklist
Appendix B - Illustrative Financial Statements Presented Under IAS
Appendix C - Comparison of IAS, US GAAP, and UK GAAP
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$ 701,999

$ 467,999

102,667

(1,384)

38,000

70,239

422,139

4,475

530

--

17,018

318,841

--

6,815

549,767

(6,412)

(266,702)

180,304

(269,027)

(257,221)

(7,768,785)

156,940

(258,000)

(76,452)

10,215,996

2,675,792

48,000

(10,261)

1,637,334

(97,035)

404,000

7,384

5,574,936

3,440,024

(201,334)

(39,363)

(1,031,334)

(348,495)

--

14,984

(1,232,668)

(372,874)

--

(238,621)

1,186,670

--

(1,186,670)

(238,621)

$ 5,528,938

$2,828,529
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-
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- Property,
Plant, and Equipment

Chapter 9
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Investment Property
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Current
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receivable
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The accompanying notes form an integral part of these financial statements.

Simple Bank Plc Notes to Consolidated Financial Statements For the year ended December 31, 2003
Note 1: Status. Simple Bank Plc was incorporated in country YYY in 1950. The Simple Bank Plc operates through its
branches and subsidiaries in (countries) AAA, BBB, and CCC. At December 31, 2003, the bank's subsidiaries, the
countries they were incorporated in, and its percentage ownership in those subsidiaries is set out below.

Country of incorporation

Percentage of ownership (%)

Wiley
IAS 2003: Interpretation
Simple Bank Asia
Limited
AAA and Application of
International Accounting Standards

Simple Bank Europe
Limited
BBB
by Barry
J. Epstein and Abbas
Ali
Mirza
Simple Bank Africa Limited
CCC

100
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80
75

ThisBank
compact
comprehensive
quick-reference
Together the Simple
Plc and
and truly
its subsidiaries
are referred
to hereafter as the "Bank."
presents accountants with a guide to depend on for
assistance
in the accounting
preparation and
understanding of financial
Note 2: Summary
of significant
policies.
statements presented in accordance with IAS.

a. Accounting convention and adoption of new international accounting standards.
Table of Contents

The
consolidated financial
of International
the Bank areAccounting
prepared under the historical cost convention (except in
Wiley IAS
2003—Interpretation
and statements
Application of
Standards
the case of certain financial instruments which are carried at fair values) using International Accounting
Preface Standards and Interpretations of the Standing Interpretation Committee.
Chapter 1

- Introduction to International Accounting Standards

Chapter 2

- Balance Sheet

Changes in accounting policies

Income Statement, Statement of Changes in Equity, and Statement
Chapter The
3 - Bank adopted IAS 39, Financial Instruments: Recognition and Measurement, prospectively with effect from
of Recognized Gains and Losses

January 1, 2001. The standard provided for comprehensive guidance on accounting for financial instruments.
Cash Flow Statement
This- has
resulted in changes in the accounting policies of the Bank in respect of recognition and measurement
Chapter financial
5 - Financial
Instruments—Cash
and Receivables
instruments
including derivative
financial instruments.
Chapter 4
Chapter 6

- Inventory

Chapter Derivatives
7 - Revenue Recognition, Including Construction Contracts
Chapter 8

- Property, Plant, and Equipment

As at the beginning of the year 2003, the Bank has recognized for the first time the fair value of all derivatives in
- Intangible Assets
its balance sheet as either assets or liabilities at their fair values. Gains or losses (net of adjustments to related
Interests in Financial Instruments, Associates, Joint Ventures, and
Chapter assets
10 - or liabilities) on fair value hedges at December 31, 2002, were adjusted against the balance of retained
Investment Property
earnings on January 1, 2003, while gains or losses on cash flow hedges affecting future transactions were
Chapter 11 - Business Combinations and Consolidated Financial Statements
adjusted against equity.
Chapter 9

Chapter 12 -

Current Liabilities, Provisions, Contingencies, and Events after the
Balance Sheet Date

Nonderivative financial instruments

Chapter 13 - Financial Instruments—Long-Term Debt
Chapter Previously,
14 - Leases the Bank valued all nontrading investments at amortized cost, less provision for impairment.
Chapter Subsequent
15 - Income to
Taxes
the implementation of IAS 39, the Bank reclassified such investments as "held-to-maturity,"
Chapter "available-for-sale,"
16 - Employee Benefits
or "originated by the Bank," and remeasured those classified as "available-for-sale" to fair

The gain or Equity
loss on remeasuring to fair value was taken to retained earnings on January 1, 2003. As
Chapter value.
17 - Stockholders'
by IAS
the Bank has elected that subsequent changes in fair value relating to available-for-sale
Chapter permitted
18 - Earnings
Per 39,
Share
be taken
to net profit or loss for the period.
Chapter investments
19 - Interim will
Financial
Reporting
Chapter 20 - Segment Reporting

Provision for impairment of financial assets

Chapter 21 - Accounting Changes and Correction of Errors

Chapter In
22addition,
- ForeigninCurrency
accordance with the requirements of IAS 39, the calculation of impairment for loans and advance
Chapter and
23 -other
Related-Party
financial Disclosures
assets is based on the net present value of future cash flows by reference to original interest
Chapter rates.
24 - Specialized
Previously,Industries
future recoveries were not discounted to present values. The difference arising form

based on the net present value of future cash flows compared to provisions preciously
Chapter recalculating
25 - Inflation impairment
and Hyperinflation
by the bank
was taken to retained earnings at January 1, 2003.
Chapter carried
26 - Government
Grants
Appendix A - Disclosure Checklist

Effect of the changes in accounting policies

Appendix B - Illustrative Financial Statements Presented Under IAS

AppendixInCaccordance
- Comparison
of the
IAS,transitional
US GAAP, and
UK GAAP
with
provisions
of IAS 39, the Bank has accounted for the changes in accounting
Index policies with effect from January 1, 2003 (and has not restated comparatives). Had comparatives been restated

List of Tables
the effect of the change in accounting policy in relation to derivative financial instruments on the balance sheet
List of Exhibits
and Examples
and statement
of income would not have been material. In relation to the change in policy relating to the valuatio

of investments, the effect of the change would have been to increase the carrying amount of investments by
List of Sidebars
XXX..... with a corresponding increase to the opening retained earnings. This adjustment has been reflected in
the statement of changes in equity. In relation to the change in accounting policy relating to the calculation of
impairment of financial assets, it is not possible reasonably to determine the amount of the adjustment that
relates to prior periods.

b. Basis of consolidation. The consolidated financial statements include the financial statements of the Simple
Bank Plc and its subsidiaries. All significant intercompany transactions between entities within the group have
been eliminated. Subsidiaries are those entities in which the parent owns, directly or indirectly, more than 50% o
c.

b.

the voting share capital and/or exercises control.

c. Revenue recognition. Interest income and expense are recognized on a time proportion basis, taking account
Wiley IAS 2003: Interpretation and Application of
the principal
outstanding and the rate applicable. The recognition of income ceases when the recovery of intere
International Accounting Standards
or principal is in doubt. Interest accruing on such advances
is suspended. Commission and fee income are
ISBN:0471227366
by Barry J. Epstein and Abbas Ali
accountedMirza
for on the date the transaction arises. Recoveries in respect of loans fully provided are accounted fo
on a cash John
receipt
basis.
Wiley
& Sons © 2003 (952 pages)

This compact and truly comprehensive quick-reference
d. Foreign currencies.
The reporting currency of the Bank is the XXX. Transactions denominated in foreign
presents accountants with a guide to depend on for
currenciesassistance
are recorded
in preparation
their respective
currencies
the rates of exchange prevailing at the time of the
in the
and local
understanding
ofat
financial
transactions.
Assets and
liabilities
denominated
in IAS.
foreign currencies at the balance sheet date are translated a
statements
presented
in accordance
with
the exchange rates prevailing at that date. Gains and losses are reflected in net income for the year.

Table of Contents

Wiley IAS
2003—Interpretation
Application
of International
Accounting
Assets
and liabilities ofand
foreign
branches
and subsidiaries
are translated into XXX at the rates of exchange rulin
Standards
at the year-end. Income and expenses are translated at average rates of exchange during the year. The Simple
Preface Bank Plc's investments in foreign branches and subsidiaries are translated at historical rates of exchange. The
Chapter resulting
1 - Introduction
to International
Standardsequity as cumulative translation adjustment.
differences
are includedAccounting
under shareholders'
Chapter 2

- Balance Sheet

e. Loans
and advances.
and advances
are
cost
less any amounts written off and provision for
Income
Statement,Loans
Statement
of Changes
in stated
Equity,at
and
Statement
Chapter 3 impairment.
Specific
provisions
are made against advances when their recovery is in doubt. In addition, a gener
of Recognized
Gains
and Losses
maintained
to cover losses, which although not specifically identified, are likely to be present in any
Chapter provision
4 - CashisFlow
Statement
portfolioInstruments—Cash
of advances.
Chapter bank's
5 - Financial
and Receivables
Chapter 6

- Inventory

f. Regular way purchases and sales. In case of "regular way" purchases and sales of financial assets the Bank
- Revenue Recognition, Including Construction Contracts
uses "settlement date" accounting.

Chapter 7
Chapter 8

- Property, Plant, and Equipment

Chapter
9 - Intangible Assets
g. Investments.
Chapter 10 -

Interests in Financial Instruments, Associates, Joint Ventures, and

Portfolio
held for Property
trading
Investment

Chapter 11 - Business Combinations and Consolidated Financial Statements

These investments are carried at fair value with any gain or loss arising from a change in fair value being

Current Liabilities, Provisions, Contingencies, and Events after the
Chapter included
12 in the
statement
Balance
Sheet
Date of income for the period in which it arises.
Chapter 13 - Financial Instruments—Long-Term Debt

Nontrading investments

Chapter 14 - Leases

Chapter These
15 - Income
Taxes as follows:
are classified
Chapter 16 - Employee Benefits

Held-to-maturity
Chapter 17 - Stockholders'
Equity
Chapter 18 - Earnings Per Share

Availiable-for-sale

Chapter 19 - Interim Financial Reporting
Chapter 20 - Segment
Reporting
Originated
by the Bank
Chapter 21 - Accounting Changes and Correction of Errors

All investments are initially recognized at cost, being the fair value of the consideration given including acquisitio
charges associated with the investment. Premiums and discounts on investments designated as held-to-maturit
Chapter 23 - Related-Party Disclosures
or available-for-sale are amortized on a systematic basis to maturity using the effective interest method and tak
Chapter 24 - Specialized Industries
to interest income.
Chapter 22 - Foreign Currency

Chapter 25 - Inflation and Hyperinflation
Chapter Held-to-maturity
26 - Government Grants
Appendix A - Disclosure Checklist

which
have fixed
or determinable
AppendixInvestments
B - Illustrative
Financial
Statements
Presentedpayments
Under IASand are intended to be held to maturity are subsequen
at amortized
less provision
for impairment in value. Amortized cost is calculated by taking into
Appendixmeasured
C - Comparison
of IAS,cost,
US GAAP,
and UK GAAP
Index

account any discount or premium on acquisition.

List of Tables
Available-for-sale
List of Exhibits and Examples

After initial recognition, investments that are classified as "available-for-sale" are remeasured at fair value. Unle
List of Sidebars

unrealized gains and losses on remeasurement to fair value are part of an effective hedging relationship, they a
reported as a separate component of equity until the investment is sold, collected, or otherwise disposed of, or
the investment is determined to be impaired, at which time the cumulative gain or loss previously reported in
equity is included in the statement of income for the period. In relation to investments which are part of an
effective hedging relationship any gain or loss arising from a change in fair value is recognized directly in the
statement of income.
Originated by the Bank

Investments in debt securities which are funded directly to the issuer are stated at cost less any amounts written
off and provision for impairment. An adjustment is made to such investments where effective fair value hedges
2003:the
Interpretation
and Application
of value being hedged, with the resultant gains o
have beenWiley
made IAS
to adjust
value of the investment
for the fair
International
Accounting
Standards
losses being
recognized in
the statement
of income.
by Barry J. Epstein and Abbas Ali
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Note In
practice it has been noted that some banks have presented investments in debt instruments which
John
Wiley & Sons
© 2003 (952
pages) and are notheld for trading as "Investments—originated by the
are
purchased
at original
issuance
Bank."
This method
of presentation
may
not conform to the strict interpretation of the IAS 39 IGC 10This compact
and truly
comprehensive
quick-reference
presents
accountants
withsuch
a guide
depend onbefor
11-a,
which
requires that
debttosecurities
classified as "originated loans." However, some bank
assistance
in the preparation
and understanding
financialas originated loans may be misconstrued
argue
that classifying
investments
in these debt of
securities
statements presented in accordance with IAS.
and confused with loans made by the banks to their customers. Thus, it is noted that some banks have
Table of Contentsclassified these investments as "Investments—originated by the banks," which is a category of
investments not
the IASB.
Wiley IAS 2003—Interpretation
andanticipated
Application by
of International
Accounting
Standards
Preface Fair values
Chapter 1

- Introduction to International Accounting Standards

For investments traded in organized financial markets, fair value is determined by reference to stock exchange
- Balance Sheet
quoted
market bid prices at the close of business on the balance sheet date. For investments where there is no
Income
Statement,
of estimate
Changes in
Statement
marketed
price, aStatement
reasonable
of Equity,
the fair and
value
is determined by reference to the current market
Chapter quoted
3 of Recognized Gains and Losses
value of another instrument which is substantially the same, or is based on the expected cash flows, or the
Chapter 4 - Cash Flow Statement
underlying net asset base of the investment.
Chapter 2

Chapter 5

- Financial Instruments—Cash and Receivables

Chapter Provision
6 - Inventory
for impairment of financial assets and potential losses on loans and advances An assessment is mad
Chapter at
7 each
- Revenue
Recognition,
Construction
balance
sheet dateIncluding
to determine
whether Contracts
there is objective evidence that a financial asset or group of

assetsPlant,
may and
be impaired.
If such evidence exists, the estimated recoverable amount of that asset is
Chapter financial
8 - Property,
Equipment

andAssets
any impairment loss, based on the net present value of future anticipated cash flows, recognize
Chapter determined
9 - Intangible
for the
difference
betweenInstruments,
the recoverable
amountJoint
and the
carrying
amount as follows:
Interests
in Financial
Associates,
Ventures,
and

Chapter 10 -

Investment Property
For financial
assets at amortized
cost—the
carrying
amount of the asset is reduced to its estimated
Chapter 11 - Business
Combinations
and Consolidated
Financial
Statements

recoverable amount either directly or through the use of an allowance account and the amount of the loss

Current Liabilities, Provisions, Contingencies, and Events after the
Chapter 12 - included in the statement of income; and
Balance Sheet Date
Chapter 13 - Financial Instruments—Long-Term Debt

For financial assets at fair value—where a loss has been recognized directly in equity as a result of the
write-down of the asset to recoverable amount, the cumulative net loss recognized in equity is transferred
Chapter 15 - Income Taxes
the statement of income.
Chapter 14 - Leases

Chapter 16 - Employee Benefits

Chapter In
17addition
- Stockholders'
Equity
to specific
provisions for impaired loans and advances, an additional general provision is created for

losses
not
specifically identified but which experience indicates are present in a portfolio of loans and
Chapter potential
18 - Earnings
Per
Share
Chapter advances.
19 - Interim Financial Reporting
Chapter 20 - Segment Reporting

Once a financial asset has been written down to its estimated recoverable amount, interest income is thereafter
recognized based on the rate of interest that was used to discount the future cash flows for the purpose of
Chapter 22 - Foreign Currency
measuring the recoverable amount.
Chapter 21 - Accounting Changes and Correction of Errors
Chapter 23 - Related-Party Disclosures

Chapter
24 - Specialized
h. Property,
plant,Industries
and equipment. Freehold land is carried at cost. Buildings, furniture, fixtures, equipment, and
Chapter vehicles
25 - Inflation
and Hyperinflation
are stated
at cost less accumulated depreciation. Depreciation is determined using the straight-line

over the estimated
useful lives of the respective assets as set out below.
Chapter method
26 - Government
Grants
Appendix A - Disclosure Checklist
Appendix Buildings
B - Illustrative Financial Statements Presented
25 years Under IAS
Appendix C - Comparison of IAS, US GAAP, and UK GAAP
Index

Motor vehicles

Furniture, fixtures, and equipment
List of Tables

3 years
5 years

List of Exhibits and Examples

i. Employees' end-of-service benefits. At the balance sheet date provision is made for employees' end-of-servic
entitlements based on estimates that approximate actuarial computations to cover end-of-service indemnity as
per YYY Labor Law.

List of Sidebars

j. Statutory reserve. In accordance with Federal Law of (country) YYY 10% of the net income for the year is to be
transferred annually to statutory reserve. Such transfers to the statutory reserve should continue until it equals
50% of the paid-up capital of the bank. This reserve is not available for distribution as dividends.
Note 3: Cash and balances with central banks.

2003 XXX '000

2002XXX '000

Banks and otherWiley
financial
$ 480,738
$ 321,016
IASinstitutions
2003: Interpretation
and Application
of
International Accounting Standards
10,889,262
by Barry J. Epstein and Abbas Ali
$11,370,000
Mirza
John Wiley & Sons © 2003 (952 pages)

Others

7,258,984
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$7,580,000

Note 4: DepositsThis
andcompact
balances
due from banks.
and truly comprehensive quick-reference
presents accountants with a guide to depend on for
assistance
in the'000
preparation
of financial
2003 XXX
2002and
XXXunderstanding
'000
statements presented in accordance with IAS.

Banks abroad

$6,245,909
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$4,163,939

Banks
the YYY
578,091
385,395
Wiley
IASin
2003—Interpretation
and Application of International
Accounting
Standards
$6,824,000

Preface

$4,549,333

Chapter
- Introduction
to International
Accounting Standards
Note 5:1Loans
and advances
to customers.
Chapter 2

- Balance Sheet

Chapter 3

-

Income Statement, Statement
of Changes
Equity,
and'000
Statement
2003 XXX
'000 in2002
XXX
of Recognized Gains and Losses

Real estate
loansFlow Statement
Chapter
4 - Cash

$14,212,308

$ 9,474,872

Chapter
5 loans
- Financial Instruments—Cash and
Receivables
Vehicle
4,329,872
Chapter 6 - Inventory

Overdrafts

2,886,581

2,814,882

1,876,588

Credit8cards
Chapter
- Property, Plant, and Equipment1,302,590

868,393

Chapter
Other 9

431,133

Chapter 7

- Revenue Recognition, Including Construction Contracts
- Intangible Assets

Chapter 10 -

646,700

Interests in Financial Instruments, Associates, Joint Ventures, and
23,306,352
15,537,567
Investment Property

Chapter
- Business
Combinations
Less: 11
Provision
for credit
losses and Consolidated
(51,052) Financial Statements
(34,034)
Current Liabilities, Provisions, Contingencies, and Events after the
Chapter
Less: 12
Interest
in suspense
(1,649,300)
(1,099,533)
Balance
Sheet Date
Chapter 13 - Financial Instruments—Long-Term
Debt
$21,606,000

$14,404,000

Chapter 14 - Leases

The composition
of the
loans and advances portfolio is as follows:
Chapter
15 - Income
Taxes
Chapter 16 - Employee Benefits
Chapter 17 - Stockholders' Equity
Chapter 18 - Earnings PerAfrica
Share

Australia
XXX '000
XXX '000
Chapter 19 - Interim Financial
Reporting
Chapter 20 - Segment Reporting

Semigovernment

Asia
XXX
'000

North
America
XXX '000

South
America
XXX '000

Other
XXX
'000

Total XXX
'000

$6,909,655

$4,145,792

--

$1,005,040

$ 502,521

--

$12,563,008
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