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ONSOz
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inceleyebilmek agisindan varliklarin ve borglarin degerlemelerine iligkin benimsenen
ilkeler biiylik 6nem tagimaktadir. Tezimde, uluslararasi muhasebe ve finansal raporlama
standartlarinin degerleme ilkelerini inceledikten sonra, hayali bir havayolu firmasinin
mali tablolarim kullanarak ve yasal diizenlemeler ve uluslararas: standartlarn 6zellikle
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ABSTRACT

MEASUREMENT OF ASSETS AND LIABILITIES ACCORDING
TO INTERNATIONAL ACCOUNTING STANDARDS AND
AN APPLICATION TO AIRLINE COMPANIES

Accounting and financial reporting provides stakeholders of business entities
about the financial position, which is a composition of assets, liabilities and
shareholders’ equity at year end, and about the financial performance, which is a
composition of revenues, expenses, gains, and losses for an accounting period. Both of
these indicators of financial health of a business entity are dependent on the principles
of attaching monetary values to non-monetary assets and valuation of liabilities. Thus,

measurement principles have a central importance in financial reporting.

Principles adopted by International Accounting Standards for the measurement
of assets and liabilities can be divided into two models. Cost models depend on
historical cost principle and revaluation. Value models depend on market-based or

entity-specific values.

Shift from historical cost accounting to fair value accounting is a new trend in
the measurement principles of International Accounting Standards and full fair value

measurement is expected to be used more extensively in the future.
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OZET

ULUSLARARASI MUHASEBE STANDARTLARINA GORE
VARLIKLARIN VE BORCLARIN DEGERLEMESI VE
HAVAYOLU FIRMALARINDA BiR UYGULAMA

Mubhasebe ve finansal raporlama ¢ikar sahiplerine isletmenin finansal pozisyonu,
yani yil sonundaki varhk, yiikiimliilik ve 6zsermaye kompozisyonu, ve finansal
performansi, yani bir muhasebe d6nemi i¢in, hasilat, gider, kazang ve kayiplarin
kompozisyonu hakkinda bilgi saglar. Isletmenin finansal sihhatinin bu iki gdstergesi
parasal olmayan varliklara parasal deger verme ve ylikiimliiliikklerin degerlemesine
iligkin benimsenen ilkelere baghdir. Bu ylizden, degerleme ilkeleri, finansal raporlama
agisindan merkezi bir Sneme sahiptir.

Varliklarin ve yiikiimliliiklerin degerlemesine iliskin Uluslararasi Muhasebe
Standartlan tarafindan benimsenen ilkeler iki modele ayrlabilir. Maliyet modelleri,
tarihi maliyet ve yeniden degerlemeye dayahidir. Deger modelleri, piyasa degeri veya
isletmeye 6zgii degere dayahidir.

Uluslararas1 Muhasebe Standartlarmin degerleme prensiplerinde tarihi maliyet
yaklasimindan gergefie uygun defer yaklagimina dogru bir kayma gézlenmektedir ve
gergege uygun defer yaklagimimin gelecekte daha fazla uygulama alami bulacag:
beklenmektedir.
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1. INTRODUCTION

Financial reporting has always been important for several parties in the society
and its importance is increasing by the factors of globalization, technological
improvements and some other social developments. Accounting and financial reporting
provide stakeholders with the information about the effectiveness and efficiency of
business organizations. These stakeholders are shareholders whose interest is dividend
or capital gain from their investments, potential investors whose interest is return from
future investments, creditors whose interest is the recoverability of their credits,
government whose interest is tax and the public in general. As stated, several parties are
interested in the financial position and performance of business entities. In accounting,
both the net value of the business entities and the profit generated between two balance
sheet dates are dependent on the principles of giving monetary values to non-monetary

assets, in other words measurement of assets and also measurement of liabilities.

Measurement principles determine the values of the assets and liabilities. In
conservative accounting approach, historical cost is the main basis for measuring assets.
The advantage of historical cost is its reliability since it depends on an actual
transaction, but it is not relevant for decisions. Opponents of historical cost claim that
current cost is more relevant, but it may not be reliable. An important trend in the
measurement principles is the use of fair value. Fair value is a new approach different
from both “right” and “legal”. This approach enables accounting managers to make
judgement instead of applying predetermined rules. Whereas conservatism requires to
recognize unrealized losses, but not to recognize unrealized gains, fairness requires to

recognize both unrealized gains and losses.

Globalization resulted in increased commercial and business activities between
countries and number of companies which have multinational operations are increasing
day by day. Also companies which make cross-border offering,i.e whose shares are
traded in several stock exchanges are increasing. Managers of a multinational company
in different countries, investors who invest in shares of multinational companies, other
companies which make business with multinationals and banks which extend credit for

these companies are all interested in-the real financial position and performance of the



business entity. But national accounting regulations are different because of some
Statutory and social factors. In this point, the need for international and globally
accepted accounting and financial reporting standards arises. International Accounting
Standards Committee promulgates international accounting and financial reporting

standards.

Having stated the importance of measurement principles and increasing trend
of international accounting, the question comes into mind that what are the
measurement principles adopted by international accounting standards. This master
thesis examines the principles of international accounting standards regarging the

measurement of assets and liabilities.

In Section 2, basic concepts behind the subject of the thesis are examined.
Accounting, its nature and properties are defined and reviewed in the light of
pronouncements of some authorative bodies. Accounting theory and the theoretical
(conceptual) framework of accounting and financial reporting are studied in order to
reach a consistent fundemental understanding of the measurement principles. Concepts
of capital and capital maintenance are closely related to asset and liability valuations.
Measurement has its own theory, so this theory and valuation approaches are studied.

Measurement bases are examined from a theoretical perspective.

In Section 3, measurement principles of International Accounting Standards for
assets and liabilities are examined. Asset valuations are studied under three models;
cost models which take into account the cost of the asset generated in a real transaction,
value models which take into account the values from market or an entity-specific
perspective,or present value based measurement, or fair value are examined. In the text,
terms of International Accounting Standards and International Financial Reporting

Standards are used interchangably.

In Section 4, an imaginary airline company is taken for the purpose of the
application. The reason for selecting an airline company is that international accounting
standards are primarily necessary for multinationals, and airline companies have

international operations. Main accounting issues regarding the measurement of assets



and liabilities of an airline company are studied. The examplary company is a Turkish
airline company which records its books according to national accounting and Statutory
provisions. In the application, different aspects of Turkish Tax Law, Turkish Uniform
Accounting System and International Accounting and Financial Reporting Standards are
selected, and after stating the Statutory Records’ treatment, the adjusting journal entry is
shown in order to reach IFRS-based financial statements. Also in this section, IFRS —
based financial statements of some airline companies and their accounting policies
regarding the measurement of assets and liabilities taken from their annual reports are

examined.

In the last section, having summarized the purpose and important points of

thesis, findings reached by the study are concluded.



2. BASIC CONCEPTS

2.1 Accounting and Its Theoretical (Conceptual) Framework
2.1.1 Accounting: Definition, Nature, and Properties

Human needs and wants are satisfied by products and/or services which are
provided by organizations or groups of people who work together to accomplish one or
more objectives-profit oriented or non-profit. To achieve its goals, an organization uses
resources such as material, labor, various services, buildings and equipment. When an
organization is established, owners put into work their capital and they can also borrow
to finance the resources of the organization. For profit-oriented organizations, profit is
the primary goal whereas non-profit organizations have some more important goals,
although both type of organizations share some common goals. A common measure of
success for both types is effectiveness when can be stated in several forms and points of
view. To know whether the organization is effective or not, people need information
about the amounts of the resources, the means of financing them and the results
achieved through using them. Parties outside the organization need similar information
to make judgements about the organization. Accounting is a system that provides such

information.’

Accounting deals with the financial transactions of enterprise. In order that a
complete record of the financial transactions of a business may be preserved and be
available for presentation and interpretation, each transaction must be classified at the

time of occurence and be recorded according to a predetermined plan.?

Presentation function of accounting with the summarization of accumulated
recorded data and the preparation of particular reports or statements to show the
financial position, results of operation or other pertinent information with respect to the
business. Interpretation function of accounting deals with the explanation and utilization
of the reports or statements in an endeavor to ascertain facts with respect to financial

condition or operation.

! Robert N. Anthony and James S. Reece, Accounting: Text and Cases, $th edition, Irwin,1989 p.3
% MacFarland Ayars and Stone, Accounting Fundamentals, 3rd edition, McGraw Hill, 1955,p.1-3



Accounting can be approached from either of two directions: from the
viewpoint of the accountant or from the viewpoint of the user of accounting
information. The former approach emphasizes the concepts and techniques that are
involved in collecting, summarizing and reporting accounting information, the latter
emphasizes what the user needs to know about accounting. The difference between
these two approaches is only one of emphasize. Accountants need to know how
information is to be used, because they should collect and report information in a form
that is most helpful to those who use it. Users need to know what the accountant does,
otherwise, they are unlikely to understand the real meaning of the information that is

provided.?

In addition, capital of the business enterprise is supplied by investors and they
face complex decisions in determining how their resources may be utilized most
advantageously. Financial reports of companies provide much of the information the
investors need in making decisions. Financial reports provide valuable information and
it is through accounting mechanism that financial reports are generated. While they are
not capable of conveying all there is to know about an enterprise, since they are limited
to ‘financial information, they are absolutely essential to the exercise of intelligent

judgement in making investment decisions.

As to functions of accounting, according to Paton, in a broad sense, accounting
has one primary function of facilitating the administration of economic activity. This

function has two closely related phases:
1. Measuring and arraying economic data.

2. Communicating the results of this process to interested parties’.

3 Robert N. Anthony and James S. Reece, op.cit, p.4-9

* Robert L. Dixon, Samuel R. Hepworth and William A. Paton,Jr., Essentials of Accounting, The
MacMillian Co.1966, p.1

3 Ibid., p.3



So far we mentioned about some characteristics of accounting in a general
sense, what accountants do, what accounting’s purposes are. Since accounting is a
discipline which is shaped by practice and needs of accountants and users, rather than
theory, we preferred examining the practice broadly. Accounting has been improving
day-by-day, complex business environment, new financial instruments, new business
practices and events make it compulsory to derive appropriate accounting methods to
account for those new developments. In order to develop practical and consistent
accounting methods, a coherent theory of accounting is crucially necessary. Instead of
offering only practical and temporary solutions for emerging accounting problems,
accounting methods and practices must be handled from a consistent theoretical
framework. Before theory of accounting, it will be beneficial to look at what kinds of

accounting definitions have been made by some authorative bodies.

One can say much about what accounting is, what kinds of information it
provides, what accountants do, but when one is asked to make a clear-cut definition, it
is difficult to give a precise definition. Accounting is difficult to define and it does not
still have a universally accepted and agreed upon definition. Some attempts have been
made, but they could not specify clear-cut boundaries for accounting, even though they

contributed about what accounting is and its properties are.

The Committee on Terminology of The American Institute of Certified Public
Accountants (AICPA) gives the following definition:

“Accounting is the art of recording, classifying and summarizing in a
significant manner and in terms of money, transactions and events which are, in part at

least, of a financial character and interpreting the results thereof.”

This definition says much about what accounting is what accountants do, but it
cannot set the boundaries, that is, a financial analyst who interpret financial data or the
people who deals with when and how much inventory should be held can be included in

this definition, but they are not accountants.



The definition provided by AICPA summarizes accounting process in four

steps, after stating that accounting is an art.

1. Recording; this refers to journal entries which conveys data of financial

transactions into accounts,

2, Classifying; this is implicit in the previous step, that is, accounting is a

predetermined plan and according to that plan, records are being classified,

3. Summarizing; this refers to financial statements- balance sheet,income

statement and some others- which are end products of accounting process,

4. Interpreting; this is related to analysis phase of accounting, analysis of

financial statements.

The definition also emphasizes that accounting deals with transacations and
events which are of a financial character, in part at least. In other words, at least a part
of a transaction must have an influence on financial position or result of the enterprise.
Also such a transaction or event should be stated in terms of money, because money is

unit of measurement in accounting.

The AICPA’s definition gives a picture of accounting, but it does not set clear-

cut boundaries, some non-accountants can be included in this definition.
The Accounting Principles Board (APB) gives the following definition:

“ Accounting is a service activity. Its function is to provide quantitative
information, primarily financial in nature, about economic entities that is intented to be

useful in making economic decisions.”

Primary difference of APB’s definition from that of AICPA is that APB states
accounting provides quantitative information which has a wider scope than financial or
economic information. Since there are non-accountants such as market researchers and
operations researchers who provide quantitative information and can be included in the

above definition, it is not able to give precise boundaries of accounting.



Mautz claims that accounting is a social science by making the following

definition;

Accounting deals with enterprises; which are certainly social groups, it is
concerned with transactions and other economic events which have social consequences
and influence social relationships; it produces knowledge that is useful and meaningful
to human beings engaged in activities having social complications; it is primarily
mental in nature. On the basis of the guidelines available, accounting is a social

science.’

As stated above, accounting has several social aspects. Firstly, it deals with
financial transactions and events of organizations; profit-oriented or not-for-profit.
These are social groups that aims to achieve some goals. Secondly, users of financial
information are individuals, institutions, government and public. From this point of

view, accounting is a social science having its own methodology and practices.

On the other hand, it is not impossible to describe accounting as an art. As
mentioned AICPA defines accounting as an art. Smith and Ashburne point out
‘accounting is not formulated with reference to nor does it stand on general truths or the
operation of natural or general laws’. They add that accounting qualifies as an art when
art is defined as the skillful adaptation of means for the attainment of some useful and

beneficial results.”
Accounting can also be defined as follows;

“ Accounting is an information system which processes information about the

business entity for the use of decision makers.”

Firstly, accounting is an information system; the information processed by this

system is primarily quantitative and economic and has a financial character which is

® Buchell,S., Clubb, C., Hopwood,A., Hughes,J., and Nahpier,J., “The Roles of Accounting in
Organizations and Society”, Accounting, Organizations and Society,1980,p.19

7 Smith, Ashburne, Financial and Administrative Accounting, 1971, p.23

% Sensoy, Necdet., Nakit Akis Tablolari, Yaylim Yayncilik, 2002, p.1-4



stated in monetary amounts. Also, the information system gives some non-quantitative

information as those in footnotes to financial statements.

Secondly, the information is about the business entity; it can be of three types:

sole proprietorship, partnership, corporation

Accounting deals with only transactions and events which can have a financial
implication on the business entity. Also accounting treats business entity as a seperate

and distinct entity from its owner or owners.

Thirdly, information is provided for the use of decision makers. Decision

makers are;
° Shareholders; who owns share of the firm,
° Investors; who are potential shareholders,
. Creditors,
) Government,
. Public.

Husband and Schlatter set forth their ideas of the boundaries of accounting

very clearly in the following four items:

. The accountant, by and large, records only completed business
transactions. The fact that it is possible either to buy or to sell property at an
advantageous price is not proper material for the record, the purchase or sale must

actually take place.

. Money is the unit in which the business transactions are recorded.
Ordinarily, no adjustments of the previously recorded figures are made when the value

of the monetary unit changes as the result of shifting price levels.

o The business experiences are interpreted from the standpoint of their

effects upon the status of a specific enterprise. It is therefore the actual historical,



experiences of the specific business undertaking that constitute the basis of the

accounting activity.

. The recorded experiences are summarized formally at the conclusion of
limited periods, frequently at the end of each calendar year, although a fiscal year of

twelve months, which begins and ends with months other than January and December is

often used.’

° Husband,and Schlatter, Introductory Accounting, NH Publishing Company, 1982, p.23
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2.1.2 Accounting Theory

The concepts of “theory” and “practice” are often used in daily life and
sciences. Several meanings are attached to the term “theory”. It can be argued that a
given proposal in accounting or in another science is only theory and is not practical.
This sentence states that theory is an abstraction or construct as opposed to something
that is operational in the real world. Also terms like “theory of depreciation” or “theory
of capital budgeting” are used; such terms refers to the rationale or explanation of the
given topic. When we use the term “theory of accounting”, we mean a comprehensive
system which would include postulates and theorems. All these terms are correct, but

we face a challenging question; what is theory‘?10

The simplest form of theory is a general or universal statement of a belief. A
theory must be general, that is, the range of things which is the subject of the statement
must have a wide application field. For example, when we state, “All lions eat meat”,
we do not set any time or space restrictions. The statement is applicable to lions of the

past, present and future and presumably anywhere in the universe.

Theory begins in the ‘unreal’ world of abstraction, that is, in the human mind,
but for it to be useful, theory must eventually relate to the real world, the world of
experience. Theories are expressed in a language and therefore the study of language is
pertinent to the study of theories. Indeed, much of the philosophy of science literature
consists of the study of language peculiar to the scientist. There have been three areas

identified as being descriptive of theory construction.'!

Syntactics: It is the study of the relationships of signs to signs. By themselves,
syntactical propositions have no empirical content. The disciplines of mathematics or
logic are syntactical in that a mathematical or logical proposition say nothing
whatsoever about the real world. Such propositions are often referred to as analytic
propositions. They are characterised as being logically true, mathematically true or true

in terms of the meanings of their constituent terms.

'% Kam Vernon, Accounting Theory, 2nd edit.,Wiley,p.41
' Henry Margenau, What is a Theory, The Structure of Economic Science, Prentice Hall, 1966, p.29
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Semantics: It is the study of the relation of signs to objects or events. If signs
are to have referents in the real world, it is necessary to have rules or understandings
about the linkage between a particular sign and a particular object or event. These are
called semantic rules and it is these rules that give empirical meaning to the signs.
Therefore, they can be described as empirical propositions. It is possible , of course, to
define a particular sign by showing how it relates to other signs, but it is impossible to

define all signs in this way.

Semantics concern the relationship of a word, sign or symbol to a real world

object or event. It is the semantic relations that make a theory realistic and meaningful.

For a language system to have an empirical meaning, the terms used must be
defined by reference to objects or events outside the system. It is generally agreed,
especially in connection with metrical notions, that the semantic rules should be in the
nature of operational definitions. The selection of a particular sign to refer to a
particular object or event is quite arbitrary initially, but subsequent use of that sign
requires careful specification of the operations by which we link the sign to the object or

event.

Given the syntactical rules for linking signs to signs and the semantic rules for
linking signs to objects or events, propositions with empirical content can be formed.
These empirical propositions are intented to say something about the real world and

therefore their truth value is contingent upon observation.

Pragmatics: It is the study of the relation of signs to the users of those signs.
Different signs invoke different responses from a particular user even though those
signs are intented to have the same referent. Different users may interpret the same sign

in different ways.

This relation pertains to the effect of words or symbols on people. The nature
of accounting is such that an overall theory of accounting must have a pragmatic
orientation. We are interested in how accounting concepts and their measured correlates

in the real world, affect people’s behaviour. This concern is revealed by the statement

12



on the objective of accounting, which is to provide useful information for the decision-

making to certain interested parties.?

What about accounting theory? Hendriksen defines accounting theory as a set

of broad principles that;

i) provides a general frame of reference by which acounting practice can be

evaluated and,
ii) guides the development of new practices and procedures.

According to this definition accounting theory can be perceived as a basis of
explanation and prediction. The main objective of accounting theory is to provide a
coherent set of logically derived principles that serve as a frame of reference for

evaluating and developing accounting practice.'?

Accounting theory is also defined as those substantive propositions that relate
to accounting measurements to decision models and decision making. From this
definition, two broad areas having operational and confirmable significance for

accounting researches may be identified.
1. The predictive power of accounting measurements,
2. The behavioral implications of accounting measurements.

The subject of accounting theory involves the whole complex of concepts,
models, hypotheses, and theories that underlie and influence the work of rule making
groups. It includes concepts such as realization and objectivity that have evolved in
fesponse to practical needs, models for valuation methods, and other types of

accounting alternatives such as purchase and pooling, and hypotheses and theories

'2 Kam,Vernon, op.cit, p.487-489
* Hendriksen, Accounting Theory, Prentice Hall,1982,p.56
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based on a more formalized method of investigation and analysis of subject matter used

in other academic disciplines such as philosophy, mathematics and statistics.*

It has long been asserted that accounting, being practice oriented, is
conditioned by the demands of practical circumstances, but it would be unrealistic to
assert that the rules chosen lacked a theoretical base, because everyone of the wide
range of alternative accounting practices implies a particular theory or a way of looking
at the circumstances which stimulated its intention. Accounting has a vast number of
implicit or partial theories which are not necessarily consistent with each other.
Accounting lacks a coherent theory by reference to which established, new and

proposed practices may be appraised.

Although it is true that the accounting profession has survived through many
years without a formally constructed overall theory, and could probably continue to do
so, numerous problems have arisen due to the lack of a general theory. Rulings of
authorative bodies are generally permissive. The doctrine of permitting each company
the right to select its own accounting methods within the boundaries of generally
accepted accounting principles continues to be considered desirable. This freedom

causes confusion.

The Financial Accounting Standards Board (FASB) recognizes that a general
theory would lead to consistent standards and prescribe the nature, function and limits
of financial accounting and financial statements. It argues that a generally agreed-upon,

comprehensive theory can generate certain benefits to the profession. Such a theory can;
1. Guide the body responsible for establishing accounting standards,

2. Provide a frame of reference for resolving accounting questions in the

absence of a specific promulgated standard,

3. Determine bounds for judgement in preparing financial statements,

" Henderson,S., and Peirson,C.G, Financial Accounting Theory: Its Nature and Development,
Melbourne-Longman Cheshire,1983,p. 38
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4. Increase financial statement users’ understanding of and confidence in

financial statements,
5. Enhance comparability.

The reason for theory is to find answers to questions, the kind of answers in
which we can have confidence. Should depreciation be deducted in calculating income?
Why or why not? Behind every practice is a rationale. We need theory to give us the
answer. Good practice is based on good theory whether, we are aware of the theory or
not. If we can formulate “good” theory, then we will have “good” practices, if the

theory is followed.

A comprehensive theory of accounting should provide rules for recognizing
certain relevant economic objects and measuring the value characteristics of these
economic objects and also provide a basis for judging whether a given practice is
“good” or “bad”. The theory should tell us how to measure income and capital properly.
Theory is seen as an instrument to be used by accountants to derive proper rules and
procedures. The application of the rules and procedures by a given entity furnishes
results that may be interpreted as an “explanation” of what happened or serve as a basis
for “prediction” of what may happen. However, the accounting theory itself provides no
explanation of prediction of the economic objects or events of any particular entity. This
is a major distinction between theory in the sciences and a comprehensive theory of
accounting It is not the overall theory itself that provides an explanation or a means of
prediction as in the sciences, but the results of specific systems constructed on the basis

of the overall theory.

An overall theory of accounting can be seen as a set of assumptions,
definitions, recognition and measurement principles and procedures for the purpose of
determining income and capital. Specific methods and procedures of accounting are the

rules of correspondence.

Accounting theory construction can be discussed in terms of the features of
theory construction in the empirical sciences in general. There are some clear

limitations on the application of this research methodology to accounting, such as the
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influence of people and the economic environment make it impossible to hold the

variables constant.

In the syntactic area, accounting has an entire history of attempts to develop
concepts or principles. The purpose of stating such concepts and principles is to allow
one to deduce the appropriate procedure in a specific case, forming a deductive system.
There have also been attempts to formally describe the extant system, forming an
inductive system. Both types of attempts can be described as axiomatisation. The

pragmatic area includes the whole of behavioral research in accounting.
The approaches or methodologies adopted in accounting theory construction:

1. Deductive Approach: The deductive approach to accounting theory
construction begins with establishing the objectives of accounting. Once the objectives
have been identified, certain key definitions and assumptions must be stated. The
researcher must then develop a logical structure for accomplishing the objectives, based
on the definitions and assumptions. This methodology is often described as “going from
the general to the specific” because the researcher is developing a structure that includes
the objectives of accounting, the environment in which accounting is operating, the
definitions and assumptions of the system and the procedures and practices, all of which

must follow a logical pattern. The deductive approach includes;
. Specifying the objectives of financial statements,
. Selecting the postulates of accounting,
. Deriving the principles of accounting,
o Developing the techniques of accounting'.

2. Inductive Approach: Induction involves observations and measurements
and then drawing generalized conclusions or principles. Inductive approach to

accounting theory construction begins with observations about the financial information

15 porwal, Accounting Theory, McGraw,1989,p.23
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regarding business enterprises. If recurring relationships can be found, generalizations

and principles can be formulated. The Inductive approach includes;
U Recording all observations,

. Analysis and classification of these observations to detect recurring

relationships (“likes” and “similarities™),

. Inductive derivation of generalizations and principles of acounting from

observations that depict recurring relationships,
o Testing the generalizations.

3. Pragmatic or “Common Law” Approach: Philosophical pragmatism is
“marked by the doctrines that the meaning of conceptions is to be sought in their
practical bearings, that the function of thought is as a guide to action and the truth is
preeminently to be tested by the practical consequences of belief .”'® For accounting
theory, this approach involves selection of accounting concepts and techniques based on
their utility. Since the fact that if principles, procedures and techniques have a
precedence for their general acceptance in a given area, they are considered to be good,

this approach brings a common law approach to accounting profession.

If most useful methods could be found by accountants, it can be assumed that
the most commonly used practices are the best ones. Also since pragmatic approach can
make most useful methods widely adopted, it can lead to greater uniformity and
consistency by the widespread adoption of the most useful procedures. However, the
problem is that what is meant by “useful” methods or procedures. A method useful for
management may not be useful for shareholders. Before analyzing how specific
procedures can help accounting fulfill its functions, the objective of financial

accounting must be clearly determined.

4. The Ethical Approach: The ethical approach to accounting theory places

emphasis on the concepts of justice, truth, and fairness; implying that accounting reports

'8 Webster’s Third New International Dictionary, Unabridged, p.1781
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and statements are not subject undue influence or bias. DR Scott gives basic concepts

regarding the ethical approach; "’

1. Accounting procedures must provide equitable treatment to all

interested parties,

2. Financial reports should present a true and accurate statement without

misrepresentation

3. Accounting data should be fair, unbiased, and impartial without

serving special interests.

Of the main concepts of the ethical approach, the term “truth” is used to mean
“in accordance with the facts”, however there is no aggreed-upon definition of “facts”.
“Facts” can be understood as objective and verifiable data such as historical costs, or
“fact” can refer to the valuation of assets and expenses in current economic terms.
According to Macneal, financial statements display the truth only when they disclose
the current value of assets and the profits and losses accruing from changes in values,
although the increase in values should be designated as realized or unrealized.'®As to
the term “fairness™, which is seen as a basic objective in the presentation of financial
statements. AICPA refer to the criteria of “fairness of presentation” as i) conformity
with generally accepted accounting principles, ii) disclosure, iii) consistency, and iv)

comparability.'®

'"DR Scott, “ The Basis for Accounting Principles,” Accounting Review, Vol. XV1, 1941, p.341-49

'8 Kenneth Macneal, Truth in Accounting (Philadelphia: University of Pennsylvania Press,1939) , p.203.
¥ Committee on Auditing Procedure of the American Institute of Certified Public Accountants, Auditing
Standards and Procedure, Statements on Auditing Procedure No.33 (New York: AICPA,1963), p.69-74
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2.1.3 Theoretical (Conceptual) Framework

A conceptual framework is a coherent system of interrelated objectives and
fundamentals that can lead to consistent standards and that prescribes the nature,
function, and limits of financial accounting and financial statements.?’ Depending upon
a well-developed conceptual framework, coherent and consistent standards and rules for
financial reporting would increase financial statement users’ understanding of and
confidence in financial reporting and it would be possible to comparison among
companies financial statements. By the help of a conceptual framework, new and
emerging problems of accounting would be solved more quickly and more soundly,

instead of developing day-to-day solutions.

The Conceptual Framework consists of three levels. At the first level, the
objectives of financial reporting identify the goals and purposes of accounting. At the
second level, the qualitative characteristics make accounting information useful and the
elements of financial statements. At the third level, the measurement and recognition
concepts are used in establishing and applying accounting standards. These concepts
include assumptions, principles, and constraints that describe the present reporting

environment.

First Level: Objectives Of Financial Reporting

The Accounting Principles Board which was appointed by AICPA issued APB
Statement No.4, “Basic Concepts and Accounting Principles Underlying Financial
Statements of Business Enterprises.” In this statement, one particular, 5 general and 7

qualitative objectives are given;
The general objectives of financial statements are:

1. To provide reliable information about economic resources and

obligations of business enterprise in order to (a) evaluate its strengths and weaknesses,

20 «Conceptual Framework for Financial Accounting and Reporting: Elements of Financial Statements
and Their Measurement”, FASB Discussion Memorandum ( Stamford, Conn.:FASB,1976)
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(b) show its financing and investment, (c) evaluate its ability to meet its commitments,

and (d) show its resource base for growth.

2. To provide reliable information about changes in net resources resulting
from a business enterprise’s profit-directed activities in order to (a) show to investor
expected dividend return; (b) show the operation’s ability to pay the creditors and
suppliers, provide jobs for employees, pay taxes, and generate funds for expansion; (c)
provide management with information for planning and control; (d) show its long-term

profitability.

3. To provide financial information useful for estimating the earnings

potential of the firm.

4, To provide other needed information about changes in economic

resources and obligations
5. To disclose other information relevant to statement users’ needs.
The qualitative objectives of financial accounting are the following:

6. Relevance, which means selecting the information most likely to aid

users in their economic decisions.

7. Understandability, which implies not only that the selected information

must be intelligible but also that the users can understand it.

8.  Verifiability, which implies that the accounting results may be

corroborated by independent measures using the same measurement methods.

9.  Neutrality, which implies that the accounting information is directed

toward the common needs of users rather than the particular needs of specific users.

10. Timeliness, which implies an early communication of information to

avoid delays in economic decision making.
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11. Comparability, which implies that differences should not be the result of

different financial accounting treatments.

12.  Completeness, which implies that all the information that “reasonably”

fulfills the requirements of the other qualitative objectives should be reported.

The particular objective of financial statements is to present fairly, and in
conformity with GAAP (Generally Accepted Accounting Principles), the financial

position, results of operations, and other changes in financial position.

In the FASB conceptual framework, the objectives of financial reporting are to

provide infromation that is:

1. Useful to those making investment and credit decisions who have a

reasonable understanding of business and economic activities,

2. Helpful to present and potential investors, creditors, and other users in

assessing the amounts, timing, and uncertainity of future cash flows,

3. About economic resources, the claims to those resources, and the changes

in them.

In its framework for the preparation and presentation of financial statements,
IASC stated that the objective of financial statements is to provide information for the
common needs of most users regarding the financial position, performance and changes

in financial position of an enterprise and the accountability of the management.
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Second Level: Fundamental Concepts

At the second level of The Conceptual Framework, qualitative characteristics
of accounting information and elements of financial statements are examined. This level

serves as a bridge between first level and third level.
Qualitative Characteristics Of Accounting Information

To benefical for users, accounting information must possess some qualitative

characteristis. These characteristics are grouped as primary and secondary qualities.
Primary Qualities: Relevance and Reliability

To be relevant, accounting information must be capable of making a difference
in a decision.”’ Relevant information helps users make predictions about the ultimate
outcome of past, present, and future events; that is, it has predictive value. Relevant
information also helps users confirm or correct prior expectations; it has feedback value.
Information must be avaliable to decision makers before it loses its capacity to be
relevant; timeliness. For information to be relevant, it should have predictive or

feedback value, and it must be presented on a timely basis.”?

Reliability is a necessity for individuals who have neither the time nor the
expertise to evaluate the factual content of the information. Reliable information has
three characteristics. Verifiability is demonstrated when independent measurers, using
the same methods, obtain similar results. To verify something means to establish its
truth. Truth seems to imply that the measurement has an existence separate from the
person making the measurement. Representational faithfulness means that the numbers
and descriptions represent what really existed or happened. The accounting numbers
and descriptions agree with the resources or events that these numbers and descriptions
purport to represent. Neutrality means that information cannot be selected to favor one
set of interested parties over another. Factual, truthful, unbiased information must be the

overriding consideration.

2 « Qualitative Characteristics of Accounting Information” Statement of Financial Accounting Concepts
No.2 (Stamford,Conn.: FASB,May 1980)
2 Kieso,D., Weygandt ,J.J, Intermediate Accounting, John Wiley&Sons, USA,2000
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Secondary Qualities: Comparability and Consistency

Information about an enterprise is more useful if it can be compared with
similar information about another enterprise and with similar information about the
same enterprise at other points in time. Comparability enables users to identify the real
similarities and differences in economic phenomena because these differences and
similarities have not been obscured by the use of noncomparable accounting methods.
When an entity applies the same accounting treatment to similar events, from period to
period, the entity is considered to be consistent in its use of accounting standards.
Although consistency is a qualitative characteristic which is aimed to achieve,
companies can change policies and procedures when the new methods represent the

realities more accurately and properly than the old methods.
Elements of Financial Statements

Assets: According to FASB; assets are probable future economic benefits
obtained or controlled by a particular entity as a result of past transactions or events.
IASC defines assets as resources controlled by the enterprise as a result of past events
and from which future economic benefits are expected to flow to the enterprise. There

are three essential characteristics given in the definitions;

i) Probable or expected future economic benefits: An asset is something that
exists now and has the capability of rendering service or benefit currently and in the
future. The thing that exists is referred to as a property, right to property, economic
resource or an “embodiment” or storage of future services. It may be something tangible
or intangible. The future economic benefit is the potential to contribute, directly or
indirectly, to the flow of cash and cash equivalents to the enterprise. The ways in which

the benefits may flow to the enterprise may be as follows;

a. Used singly or in combination with other assets in the production of

goods or services to be sold by the enterprise,
b. Exchanged for other assets,

c. Used to settle a liability,or
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d. Distributed to the owners of the enterprise

ii) Obtained or controlled by the entity: Ijiri states that “accounting is not
concerned with economic resources in general, but only those which are under the
control of a given entity.”” A question arises whether an entity has to have “title” to an
asset in order to consider the asset in its ownership. The right to use or control an asset
must be understood as ownership to that asset. In determining the existence of an asset,
the right of ownership is not essential. Sprague states that possession of a thing is
merely the right to use or control it.2* Although many assets are associated with legal
rights, an item may qualify as an asset without a legal contract, for example know-how
obtained by a development activity may be an asset if the enterprise controls the

benefits expected from it.

iii) Result of past events: Events and transactions that result in assets must
have taken place. A probable asset which is expected to arise as a result of a future
event can not meet the definition of an asset. For example, an asset that is to be acquired

according to next year’s budget is not an asset.

Liabilities: FASB defines liabilities as probable future sacrifies of economic
benefits arising from present obligations of a particular entity to transfer assets or
provide services to other entities in the future as a result of past transacitons or events.
IASC’s definition is that a liability is a present obligaiton of the enterprise arising from
past events, the settlement of which is expected to result in an outflow from the

enterprise of resources embodying economic benefits.
The settlement of a liability may be in one of the following ways:

a.  Payment of cash,
b. Transfer of other assets,
c. Provision of services,

d.  Replacement of one obligation with another obligation,

2y ljiri, The Foundations of Accounting Measurement, Prentice-Hall,1967,p.69
# Charles Sprague, The Philosophy of Accounts, Ronald Pres, 1929, p.188
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e.  Conversion of the obligaiton to equity.

A creditor waiving or forfeiting the rights are other possible ways of settlement

of liabilities.

Equity: FASB defines equity as residual interest in the assets of an entity that
remains after deducting its liabilities. In a business enterprise, the equity is the
ownership interest. According to IASC, equity is the residual interest in the assets of the
enterprise after deducting all its liabilities. To understand meaning of equity is closely
related to the measurement of assets and liabilities, without determining the values,
deducting liabilities from assets is not meaningful. Simply, equity is a company’s
obligation to owners or owner’s interest in the company. Equity can be classified in the
balance sheet, for example, as funds contributed by shareholders, retained earnings and
some kinds of reserves. Such a classification helps users of financial statements in

decision-making.

Investments by Owners: Increases in net assets of a particular enterprise
resulting from transfers to it from other entities of something of value to obtain or
increase ownership interests (or equity) in it. Assets are most commonly received as
investments by owners, but that which is received may also include services or

satisfaction or conversion of liabilities of the enterprise.

Distribution to Owners: Decreases in net assets of a particular enterprise
resulting from transferring assets, rendering services, or incurring liabilities by the
enterprise to owners. Distributions to owners decrease ownership interests (or equity) in

an enterprise.

Comprehensive Income: Change in equity (net assets) of an entity during a
period from transactions and other events and circumstances from nonowner sources. It
includes all changes in equity during a period except those resulting from investments

by owners and distributions to owners.
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FASB issued SFAC No.30: Reporting comprehensive income which requires
that all items that meet th definition of components of comprehensive income be
reported in a financial statement for the period in which they are recognized.
Comprehensive income is defined as the total of all components of comprehensive
income including net income. In other words, it divides comprehensive income into net
income and other comprehensive income. Those revenues, expenses, gains and losses
included in comprehensive income, but excluded from net income are designated as
other comprehensive income. Specific items included in other comprehensive income
would include foreign currency items, minimum pension liability adjustments, and
unrealized gains and losses on certain investments in debt and equity securities.”> Under
comprehensive income, also known as all-inclusive concept, the income statement and
balance sheet articulate completely and income includes all revenues, expenses, gains
and losses, whether extraordinary or otherwise; whereas the current operating
performance concept excludes extraordinary and nonrecurring items of revenues,
expenses, gains and losses. Proponents of all inclusive concept claim that income

measured on a comprehensive basis measures firm performance better.”®

Revenues: Inflows or other enhancements of assets of an entity or settlement
of its liabilities (or a combination of both) during a period from delivering or producing
goods, rendering services, or other activities that constitute the entity’s ongoing major

or central operations.

Expenses: Outflows or other using up of assets or incurrences of liabilities (or
a combination of both) during a period from delivering or producing goods, rendering
services, or carrying out other activities that constitute the entity’s ongoing major or

central operations.

Gains: Increases in equity (net assets) from peripheral or incedental
transactions of an entity and from all other transactions and other events and
circumstances affecting the entity during a period except those that result from revenues

or investment by owners.

» L..G Chasteen, R.E Flaherty, M.C O’Conner, Intermediate Accounting, McGraw, 6th edi. 1998, p.54
% . Dhaliwal,K.R Subyamanyam, R.Trezevant, “Is comprehensive income is superior to net income as
a measure of firm performance” Journal of Accounting and Economics 26,1999,p. 44-45
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Losses: Decreases in equity (net assets) from peripheral or incedental
transactions of an entity and from all other transactions and other events and
circumstances affecting the entity during a period except those that result from expenses

or distributions to owners.
Third Level: Recognition And Measurement Concepts

‘The third level of the framework consists of concepts that implement the basic
objectives of level one. These concepts explain which, when, and how financial
elements and events should be recognized, measured, and reported by the accounting

system.
Basic Assumptions

Basic assumption are the fundamental concepts that are crucially important for
the recognition and measurement issues. These assumptions should be kept in mind

when evaluating recognition and measurement principles.
Economic Entity Assumption

The economic entity assumption means that economic activity can be identified
with a partiular unit of accountability. In other words, the activity of a business
enterprise can be kept separate and distinct from its owners and any other business unit.
This assumption “holds that for accounting measurement purposes, the particular entity
being accounted for is carefully distinguished from all other similar and related entities
and persons. Under this assumption, an accounting entity is held to be separate and

distinct from its owners.”?’

There can be two approaches to the entity assumption; under the firm-oriented
approach, an accounting entity is defined as “the economic unit responsible for the
economic activities and administrative control of the unit. Under the user-oriented
approach, “the interests of the users rather than the economic activities and

administrative control of the business unit are considered. The boundaries of such an

7 Welsh and Anthony, Fundamentals of Financial Accounting, Richard Irwin, 1977.p.4
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economic entity are identifiable 1) by determining the interested individual or group and

1i) by determining the nature of that individual’s or that group’s interest.
Going Concern Assumption

It means that the business enterprise will not be sold or liquidated in the near
future and have a long life, that is, long enough to carry out its existing commitments.
Since commitments are of varying time periods, new commitments will have to made
continually into the future to carry out all commitment, this makes the assumption one

of indefinite life.
Monetary Unit Assumption

The monetary unit assumption means that money is the common denominator
of economic activity and provides an appropriate basis for accounting measurement and
analysis. It implies that the monetary unit is the most effective means of expressing to
interested parties changes in capital and exchanges of goods and services. The monetary
unit is relevant, simple, universally available, understandable, and useful. Accounting
focuses on the measurement and reporting, in monetary terms, of the flows of resources
into and out of an organization and of the claims against those resources.”® Although
nonmonetary information is also relevant for decision making, accounting reports
contains primarily financial information in monetary terms. Since monetary unit is as a
common language, it is a fundemental ingredient of conceptual framework, but the
limitation of this assumption is that the value of the monetary unit is not stable over

time.

% Ibid., p.3
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Periodicity Assumption

The periodicity (or time period) assumption implies that the economic

activities of an enterprise can be divided into artificial time periods.
Basic Principles of Accounting

These principles are important rules that should be taken into consideration
when decisions are made about the recognition and measurement of asset and liabilities

and recognition and matching of revenues and expenses.
Historical Cost Principle

GAAP requires that most assets and liabilities be accounted for and reported on
the basis of acquisition price. Cost has an important advantage over other valuations: it
is reliable. According to research, users of financial statements perceive historical cost
as a stable and consistent valuation base that they can rely on. In addition, users find fair
value information relevant regarding some types of assets and liabilities. A mixed
attribute system that permits the use of historical cost, fair value, lower of cost or
market and other valuation bases exists presently. There is an increasing trend toward
recording and reporting fair value information, but the historical cost principle is still

the primary valuation base.
Revenue Recognition Principle

There are two conditions to recognize revenue; it must be i) realized or
realizable and ii) earned. When products, merchandise or other assets are exchanged for
cash or claims to cash, revenue is realized, when assets received or hold are readily

convertible into cash and claims to cash, revenue is realizable.

Secondly, when the business entity substantially accomplishes what it must do
to be entitled to the benefit represented by the revenues, the revenue is earned. This

two-phase test is known as revenue recognition principle.
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Although recognition at the time of sale provides a uniform and reasonable
test, there are exceptions to this rule for the cases that the basic rule is difficult to apply.
In long-term construction contracts, revenue can be recognized after the project is
completed or before the completion at the percentage of the project’s progress. Revenue
also might be recognized after the production cycle has ended but before the sale takes

place. Another basis for revenue recognition is receipt of cash.
Matching Principle

In accounting, recognition of expenses is tied to recognition of revenues.
Expenses are recognized when the work or product makes its contribution to revenues.
This is known as matching principle. Criterion in this principle is the relationship
between revenue and cost. If there exists a connection between revenue and cost, cost is

expensed and matched against the revenue in the period the revenue is recognized.

Full Disclosure Principle

In providing decision makers with information, there is a trade-off between the
extent of detail and understandibility of information. The nature and amount of
information included in financial reports reflects a series of judgemental trade-offs.
These trade-offs strive for sufficient detail to disclose matters that make a difference to
users, yet sufficient condensation to make the information understandable, keeping in

mind costs of preparing and using it.

Constraints
Cost-Benefit Relationship

One of the contraints which should be taken into consideration in providing
information is cost-benefit relationship. The cost of providing the information must be

weighed against the benefits that can be derived from using the information. The
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standard-setting bodies must evalaute that the benefits perceived to be derived from a
particular measurement or disclosure must exceed the costs perceived to be associated

with it.
Materiality

The constraint of materiality relates to an item’s impact on a firm’s overall
financial operations. An item is material if its inclusion or omission would influence or
change the judgement of a reasonable person. It is immaterial and, therefore, irrelevant
if it would have no impact on a decision maker. In short, it must make a difference or it
need not be disclosed. The point involved here is one of relative size and importance.
Materiality depends on the size of the item or error judged in the particular
circumstances its omission or misstatement. Thus, materiality provides a threshold or
cut-off point rather being a primary qualitative characteristics which information must

have if it is to be useful.
Industry Practices

The peculiar nature of some industries and business concerns sometimes
requires departure from basic theory. In the public utility industry, noncurrent assets are
reported first on the balance sheet to highlight the industry’s capital-intensive nature.
Whenever a violation of basic accounting theory exists, it must be determined whether

this violation is explained by some peculiar feature of the business involved.
Conservatism

Conservatism means when in doubt choose the solution that will be least likely
to overstate assets and income. Conservatism does not urge that net assets or net income
be understated. When applied properly, conservatism provides a very reasonable guide
in difficult situations. Examples of conservatism in accounting are the use ofnthe lower
of cost or market approach in valuing inventories and the rule that accrued net losses

should be recognized on firm purchase commitments for goods for inventory.
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2.2 Concepts of Capital and Capital Maintenance
There are two different concepts of capital;

o Financial Concept of Capital: According to this view, capital is regarded
as the net assets or equity of the company, it may be money invested or purchasing
power. If the users of financial statements are primarily concerned with the maintenance
of nominal invested capital or the purchasing power of invested capital, a financial

concept of capital should be adopted.

e  Physical Concept of Capital: According to physical concept of capital,
capital is the productive capacity of the enterprise based on, for example, units of output
per day. This view should be adopted if the primary concern is the operating capability

of the company.

Concepts of Capital Maintenance:

Capital maintenance is a concept of investment recovery. It defines what
amount must be recovered through revenues before an entity can have income. Under
GAAP, the concept of capital maintenance generally used in income determination is
originally invested dollars or nominal dollars. Income results only if a company
recovers more dollars from sales revenue than it originally invested in the asset sold.
The concept of capital maintenance provides a linkage between concepts of capital and
concepts of profit, because it gives a criteria by which profit is measured and defines the
capital that the company aims to maintain. A concept of capital maintenance is
necessary to determine the portion of a company’s cash inflows that is a return of
capital (or investment recovery) and the portion that is a return on capital (or income).
Only inflows of assets in excess of amounts needed to maintain capital may be regarded

as profit and therefore as a return on capital.

Depending on the concept of capital adopted, there are two different concepts

of capital maintenance:
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. Financial Capital Maintenance: In this view, a profit is earned only if the
financial amount of net assets at the end of the period exceeds the financial amount of
net assets at the beginning of the period, not including the distribution to and
contribution from owners. This view can be of two types; maintenance of nomial dollars

and maintenance of general purchasing power.

Maintenance of Nominal Dollars: Under this concept, income exists only if a
company recovers more dollars from sales revenue than the number of dollars invested
in the asset sold. If a retail clothing company purchases a shirt at a cost $20 and later

sells it for $50, nominal dollar income on the sale is $30.

Revenue (cash inflow from sale)........ccooviviiiiiniiiiiiinineinennns $50
Investment to be recovered (return of capital) ............ccceeuenen.e. $20
Income (return on capital) ......o.coeiviieieiiiiiiiiniiiiniiiniiine. $30

Maintenance of General Purchasing Power: In periods of inflation,
maintenance of the number of dollars is not useful for measuring a company’s income.
Because the dollar loses general purchasing power, more useful financial statement data
are provided by the general purchasing power concept of capital maintenance. Under
this concept, income arises only if a company is able to recover more from revenues
than the general purchasing power equivalent of its investment. If general price level
doubled from the time the company purchased inventory until the inventory was sold,

income would be only $10.
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Revenue (cash inflow from sale)..........coeiiviiiieniiiiineinnnn... $50
Investment of G.P.P to be recovered (return of capital) ............. $40

Income (return on capital) .......vuieeieereriininereinieriei, $10

The significant feature of this concept is that the measuring units are general

price-level adjusted dollars or consistent dollars, rather than nominal dollars.

Although both the maintenance of nominal dollars and maintenance of general
purchasing power are types of financial capital maintenance. The former is known as

financial capital maintenance, and the latter is called as constant dollar accounting.

. Maintenance of Physical Capital: Another concept of capital maintenance
that has received support in inflationary periods is the physical capital maintenance
concept. Under this concept, income arises only if a company can recover more from
sales revenue than the current replacement cost of the item sold. In the previous
example, if the shirt that originally cost $20 was sold $50 at a time when the current

cost of replacement was $45, income would be $5.

Revenue (cash inflow from sale)........c.oevviviiiiiininiiiiniienn.n. $50
Current Cost of Replacement (return of capital) ...........ooueeeen.... $45
Income (return on capital) .......ocvveiviieeniiiiieeierieenenereanannn $5

Any system that might be used to measure a company’s income for a given
accounting period consists of a combination of a capital maintenance concept and an
asset/liability valuaiton method. So concepts of capital and capital maintenance are

critically important for accounting process.”

# Ibid., p.66-70
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In the determination of income, the interrelationship of capital maintenance
concept and asseﬁ/liability valuation is important. From a balance sheet standpoint, asset
and liability valuation methods (or measured attributes) are used to determine the total
dollar amount of net assets at the end of an accounting period. A specified capital
maintenance concept determines how much of this dollar is necessary to maintain the

beginning-of-period invested capital and how much is income.

Total Net Assets ---  Invested Capital = Net Income

(end of period) ( beginning of period)  ( for period)

Total Net Assets is determined by the valuation method used, and invested
capital is determined by the concept of capital maintenance adopted; net income is the

result.
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2.3 Measurement
2.3.1 Measurement Theory

Rational decision making depends on information or data, the significance of
which has been accurately represented. Measurement theory is of great importance to
the accountant, therefore, because it deals with the problem of assessing or evaluating
data so that its significance is correctly stated. Since the person concerned with making
decision expects accounting measurements to represent the truth of a situation, event or
phenomenon, it befalls the accountant to devise measures which will satisfy this

criterion.

Measurement in accounting is the process of assigning meaningful quantitative
monetary amounts to objects or events related to an enterprise and obtained in such a
way that they are suitable for aggregation ( such as the total valuation of assets) or
disaggregation as required for specific situations. Before measurement can take place, a
specific attribute to measure must be selected. The asset, liability or change in equity
must have a relevant attribute that can be quantified in monetary units with sufficient
reliability. Attribute refers to the traits or aspects of an element to be quantified or
measured, such as historical cost, current cost, etc. Attribute is a narrower concept than
measurement, which includes not only identifying the attribute to be measured but also

- selecting a scale of measurement.*’

A measurement attribute or valuation basis is a means to achieve the given
objectives and a mere tool for measuring numerical concepts such as capital and
income. If there should be a basic principle in accounting, it is not a valuation basis as a
tool but a set of objectives and concepts, which determines the choice of valuation

bases”'
The measurement problem can be set out as follows;

1. What events and objects should be measured?

30 Statements of Financial Accounting Concepts (SFAC) No.1 prg.2, footnote.2
3% Shuziko Saito, “Concepts of Income and Valuation of Assets”, Accounting Valuation in the 21.
century,Kieso Publishing Co., 1998.
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2. What standard or scale should be used?
3. What should be the dimension of the unit of measurement?

Answer of the first question is the object of measurement. The nature of
particular decisions will determine what objects or events are to be measured. Moreover
the measurement is not restricted on a time basis; decision makers may need
information about past, present or future events and objects. It is evident that there is
more difficulty in measuring an event which has not yet happened than in measuring
one that has already occurred. Since all measures of future events are subjective
estimates, they are much less reliable than measures of past events of which are

objective standards, such as what one has paid.

As to the second question, monetary unit is the standard of measurement.
Unlike weights and physical measures, money measurements provide a useful means of
attaching a common significance to very diverse objects and events about which
business decisions are made. Since the accountant is concerned with the financial

measures, his role is to provide information for financial decisions.

For all kinds of standards of measurement, the accuracy and reliability depend
on the stability of the unit of measurement. The dimensions of the unit of measurement
should remain constant. The monetary unit of measurement decreases in value because

its purchasing power falls according to the degree of inflation.*?

Measurements are of two kinds; fundemental and derived measurements.>A
fundemental measurement is one where the numbers can be assigned to the property by
reference to natural laws, and which does not depend on the measurement of any other
variable. Properties such as length, electrical, number and volume are fundementally
measurable. A derived measurement is one that depends on the measurement of two or
more other quantities. An example is the measurement of density, which depends on the

measurement of both mass and volume. Derived measurement operations depend on

32 MWE Glantier, Underdown, B., Accounting Theory, Irwin, 3rd edition, 1994, p.33-37
% Norman Campell, An Account of the Principles of the Measurement and Calculations,
Longmans,1928.
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known relationships to fundemental properties: It is typical in the social sciences, in
accounting, for certain observable properties (variables) to be considered related to a
given concept without a confirmed theory to support this relationship. The variables are
related usually by an arbitrarily established definition. How to measure the concept
directly is not known, and, therefore, it is assumed that certain observable variables are
related to the concept and give an indirect measure of the concept. Those measurements
that based on arbitrary definitions can be named as fiat meaurements. Since fiat
measurements are not based on a confirmed theory, there may be numerous ways to
construct the scales, this is the major problem with those measurements. If accounting
theory is emprically tested, fundemental measurements can be found, instead of fiat

measurements.

2.3.2 Price, Cost, Value Concepts

For the purposes of measurement, the concepts of price, cost and value are
crucially important and they must be clarified in order to prevent misunderstandings.
Price is a term used for the amount asked, offered, or paid for a good or service. Sale
price is an historical fact, whether it is publicly disclosed or kept confidential. Because
of the financial capabilities, motivations, or special interests of a given buyer and /or
seller, the price paid for goods or services may or may not have any relation to the value
which might be ascribed to the goods or services by others. Price is, however, generally
an indication of a relative value placed upon the goods or services by the particular

buyer and/or seller under particular circumstances.

Cost is the price paid for goods or services or the amount required to create or
produce the good or service. When that good or service has been completed, its cost is
an historical fact. The price paid for a good or service becomes its cost to the
buyer.Value is an economic concept referring to the price most likely to be concluded
by the buyers and sellers of a good or service that is available for purchase. Value is not
a fact, but an estimate of the likely price to be paid for goods and services at a given

time in accordance with a particular definition of value. The economic concept of value
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reflects a market’s view of the benefits that accrue to one who owns the goods or
receives the services as of the effective date of valuation. The key criterion in the
measurement of the value of any property is its utility. Measurement procedures have
the common objective of defining and quantifiying the degree of utility or usefulness of
the property valued. Ultility is a relative, or comparative term, rather than an absolute
condition. Utility can be defined as the satisfaction provided by the use of the property.
An important term for the value measurement depending on utillity is highest and best
use. The term is defined as the most probable use of a property which is physically
possible, appropriately justified, legally permissible, financially feasible, and which
results in the highest value of the property being valued.

2.3.3 Valuation Approaches

The term valuation approach refers to generally accepted analytical
methodologies that are in common use. These approaches are divided into two broad

categories; market-based and non-market based approaches.

Market-Based Approaches

o Cost Approach : This comparative approach considers the possibility
that, as a substitute for the purchase of a given property, one could construct another

property that is either a replica of the original or one that could furnish equal utility.

J Sales Comparison Approach: This comparative approach considers the
sales of similar or substitute properties and related market data, and establishes a value

estimate by processes involving comparison

. Income Capitalisation Approach: This comparative approach considers
income and expense data relating to the property being valued and estimates value
through a capitalisation process. Capitalisation relates income (usually a net income

figure) and a defined value type by converting an income amount into a value estimate.
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Non-market based valuations may apply similar approaches, but typically
involve purposes other than establishing market Vélue. An enterprise may apply a cost
approach to compare the cost of other buildings with the cost of a proposed building to
the enterprise, thereby ascertaining the bargain or premium accruing a particular
property at variance with the market at large. An investor may apply a rate of return that

is non-market and particular only to that investor.**

2.4 Measurement Bases

Exchange prices (market prices) should be relevant to external reporting,
because goods and services are generally exchanged in terms of money. Regarding the
economic decisions, past, present and future exchange prices are all relevant. Exchange
prices are drawn from markets. For any firm, there are two markets, and therefore two
types of exchange prices or values. Depending on the position of a firm in the market,
that is, buyer or seller, there exist two types of values. Input values reflect some
measure of the consideration given up in obtaining the assets used by a firm in its
operations; the inputs. Output values reflect the funds received by a firm, based

particularly on the exchange price for the firm’s product or output.3 >

3 International Valuation Standards, General Valuation Concepts and Principles,p.35 (www.ivsc.org)
3 Eldon S. Hendriksen, Michael F. Van Breda, Accounting Theory, Sth.edi.,489-499
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Table-1: Input/Output Values For Past/Present/Future

Input Values Output Values
Past Historical Costs Past Selling Prices
Current Replacement Costs Current selling prices
Future Expected Costs Expected realizable value

Input Measures

1.  Historical Input Costs: These represent the cost of the assets for which
the firm is buyer, in the narrow meaning, the concept refers to the inventory and other
inputs to produce inventory, but in the broad sense, the concept includes fixed assets the
firm bought. Cost is difficult to measure, mostly it is not obtained from single exchange
price, but includes many sacrifices of economic resources necessary to obtain the asset
in the form, location and time in which it can be useful to the operations of the firm. All
of these sacrifices should be included in the cost concept of cost valuation. There are

two variations of historical input cost.

1.a Prudent Costs: The concept of prudent costs states that only those costs
that would normally be paid for property by reasonably prudent management should be

included in measuring an asset or an activity.

1.b Standard Costs: The term standard costs applies to valuations on the basis
of what costs should be under certain assumptions regarding the desired level of
productive efficiency and capacity utilization. Valuation on the basis of standard costs is
an input valuation concept based on the appropriate exchange prices of the proper

quantities of goods and services necessary for production of the product.

2. Current Input Costs: Current costs represent the exchange price that
would be required today to obtain the same asset or its equivalent. Current exchange
price is a cost only if it is obtained from quotations in a market in which the firm

acquires its assets or services.
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3. Discounted Future Input Costs: If the price, under the terms of the
contract, is to be paid later, the cost of the asset should be the present discounted value
of the contractual obligation. This concept is recommended in such cases; the firm has
the alternative of purchasing the services as required, rather than in a lump sum. For
example, to rent a building rather than purchase it, once the firm has made the advance

commitment, it no longer has the alternative of purchasing services seperately.
Output Measures

Output prices represent the amount of cash, or value of the other consideration,
received when an asset or its services leaves the firm by an exchange or
conversion.That is, the discounted expected cash receipt value of assets is the

measurement of most interest when using output measures.

Regarding the past, appropriate output value, the value for which the firm sold
an asset, is the past selling price. This value represents a revenue or gain, then it is not
related to the balance sheet but to the income statement, because the asset is sold and it

is not shown on the balance sheet.

For the current time period, the output value is current selling price, it is
suggested that whenever output values are being used in the measurement of inventory
and additional costs of production or expenses of selling are anticipated, these costs
should be subtracted from the current selling price. This is called as the net realizable
value. Net realizable value can also be defined as the current output price less the
current value of all additional anticipated incremental costs and expenses relating to

completion, sale,and delivery of the merchandise

For the future time periods, the output value is expected realizable value. When
expected cash receipts require a waiting period, the present value of these receipts is
less than the actual amount expected to be received. The longer the waiting period, the

smaller is the present value.
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2.4.1 Historical Cost:

From the beginning of double-entry recording until last decades, historical cost
was almost universally accepted as the most appropriate means of measuring costs and
assets in external accounting reports. Historical cost is defined as the aggregate price
paid by the firm to acquire ownership and use of an asset including all payments
necessary to obtain the asset in location and conditon required for it to provide services
in the production or other operations of the firm. Cost as a valuation concept for
nonmonetary assets has its main advantage in the fact that it is verifiable if it is the price
in a realized transaction. The cost that results from an arm’s-length transaction aggreed
upon by the buyer and seller in a free economy represent to minimum value of the asset
to the buyer, cost represent the actual value of the asset to the firm at the time of
acquisition. One of the main disadvantages of historical cost valuation is that the value

of the asset to the firm may change over time.>

When making decisions regarding future courses of action, data on past efforts
are necessary, historical cost data gives the measure of those past efforts. Historical cost
is relevant in decision making because in the decision making process, a forecast of
future prices must be made and past prices serve as a basis of such a forecast. Also,
historical cost is an important input for those cases in which how much we have earned
is more important than how much we can earn. In an environment which historial cost

data is used commonly, it cannot be claimed that historical cost is irrelevant.

Since historical cost data is based on actual transactions, it serves for
accountability of management. Ijiri claims that as long as accountability is important,
historical cost must be utilized. Mautz states that if those who make management and
investment decisions had not found financial reporting based on historical cost useful

over the years, changes in accounting would long since have been made.”’

The excess of selling price over historical cost is the most commonly known

concept of profit and regarded as a measure of successful performance. Since historial

3 Kam,Vernon , op.cit, p.164
37 Robert Mautz, “4 Few Words for Historical Cost”, Financial Executive, January 1973, p.23
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cost is based on such an idea of profit, it is relevant for decisions about profitability of a

product or product line, plant etc.

Historical cost is less subject to manipulation than other measurement bases.
Proponents of historical cost claim that income information based on current cost or exit
price is not useful, because if a company has no intention of selling an asset,
fluctuations in the market price of that asset are not relevant. Historical cost has a long-
run view of profits. Proponents also state changes in market prices can be disclosed as

supplementary data.

Historical cost’s special position rests largely on its supposed quality of
objectivity, a quality which results, it is usually argued, from the fact that historical cost
normally originates in an exchange transaction, in which mutual valuation of the buyer

and seller as of the moment of exchange.?®

Although historical cost is claimed to be an objective basis of measurement, in
practice it is not that basic to find how much cost an asset because of the variations in
the appliations of costing procedures. Also objective historical cost data is supposed to
result from an arm’s-length transaction, but not every transaction is in this category. If a
company contracts or develop its own long term asset, the cost does not arise from an

external arm’s length transaction.

According to those who criticize conventional accounting, accountability
should not be restricted to the original amounts invested directly or indirectly by
equityholders, investors are also interested changes in the value of the net assets of the

company.

Changes in market values of the items must be included in the financial
statements, because it may be confirmed by the market prices, whether a past decision
was right or wrong. Edwars and Bell argue a proper evaluation of past decisions must

make a distinction between profit from operations and holding gains ans losses.

%8 David Solomons, “Economic and Accounting Concepts of Cost and Value”, Modern Accounting
Theory, Prentice Hall 1966, p.119

44



Although historical cost is useful when assets are acquired, it losses relevancy
after the year of acquisition. The changes in the purchasing power of monetary unit
make historical values irrelevant. A proposed valution method in order to prevent such a

misleading is the method called as historical cost adjusted by a general price index.

2.4.2 Current Cost

Current cost accounting is proposed by Edwars and Bell who offer an income
concept called as “business profit”. The components of busines profit are current
operating profit and realizable cost savings. Current operating profit is the excess of the
current value of the output sold over the current cost of the related inputs. Realizable
cost savings are the increase in the current cost of the assets while held by the firm in
the current period. In short, business profit consists of current operating profit and both
realized and unrealized holding gains/losses, historical cost basis excludes unrealized

holding gains.*

In order to enhance the firm’s market position, managers hold a certain
composition of assets and liabilities and they need to know whether these holdings are
successful or not. As an indicator of success, result of those holding activities must be
taken into consideration. Since gains are recorded only when an asset is disposed of in
conventional accounting, it is impossible to conclude if managers are successful or not
in the sense of holding activities. Suppose two firms, one of which started operations 5
years earlier than the other and the two are equally efficient, but since the firm which
started operations earlier would have lower depreciation expenses, this situation would
show as if that firm is more efficient. As another case, that firm’s inefficiency might be

hidden because of lower depreciation expenses.

Why should the increase in the current cost of an asset be considered as a part
of income. It is suggested that a firm benefits from the increase in the price of its assets,
because otherwise a greater cash outflow would be necessary if it were to purchase

them now. This is essentially an opportunity cost notion. But since an unlimited number

% Edgar Edwars and Philip Bell, The Theory and Measurement of Business Income, U.C Pres, 1961.
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of possible courses of action exist, selecting one to compare with the actual is difficult

to defend.

It is also claimed that holding gains represent an increase in the value of the
asset and so it should be included in income. The appreciation of value is an actual
economic phenomenon that could be realized if the firm were to sell the asset. Some
accountants object to this rationale because a company purchases most assets to use in
its operations, thus price changes are irrelevant. The rationale of inclusion of holding
gains as income is not a liquidation oriented approach, instead, the changes in the
current cost of an asset reflect changes in the future cash flow expected to be generated

from the use of the asset.

As one of the most important interests of the users in the financial statements is
future cash flows, an income figure that includes holding gains serve one of the
objectives of financial accounting and reporting, and provides a highly relevant

information.

The argument which states current cost income is an indicator of future cash

flows depends on the connection between current cost income and economic income.

Economic Income: distributable cash flow or (expected revenue +unexpected
income)

. Expected Income: market rate of return x beginning value of net assets

. Unexpected Income: Sporadic increase in present value of net assets due

to change in expectations reporting the level of future cash flows

The current operating profit under current cost is equal to the distributable cash
flow component or expected income and holding gains are directly related to

unexpected income.

Proponents of historical cost claim that since an asset’s value lies in its service
potential, not in its market value, changes in market value are irrelevant. A fixed asset
used in operations may not be more valuable just because of the increase in its market

value. Also there exists a great deal of subjectivity regarding the increase in market
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value. If there is no reliable second-hand market, then the basis for determining the
current cost the actual asset used by the firm must be the new asset expected to replace
old. The notion of current cost calls for an adjustment to be made for any operating
advantage or disadvantage between the asset owned and its replacement to arrive at the

current of the former.

According to advocates of exit price accounting, the term cost implies the
opportunity cost or sacrifice of the next best alternative, and it is the exit price or
realizable value that is the logical expression of opportunity cost. The price to buy an

asset the company already has is not relevant.
2.4.3 Exit Price

The most known names associated with exit price accounting are Raymond
Chamber, Robert Sterling and Kenneth MacNeal. MacNeal presents a historical
perspective for advocating exit price accounting. He emphasizes the corporation form of
business and the seperation of managers and owners and included also investors,
creditors,etc. He stated that external financial reporting has become crucially important.
In such an era, conventional accounting principles do not serve the users of financial
statements. Accounting profession should report all profit and losses and values as
determined in competitive markets. According to him, marketable securities should be
valued at market price (exit price), nonmarketable reproducible assets at replacement
cost, and occasional nonmarketable nonreproducible assets at original cost. Income

should include all profits and losses whether realized or not.*’

Chambers sees the business firm as an adaptive entity engaged in buying and
selling goods and services. This notion implies a contiual attempt to adjust to the
environment for the sake of survival, and continual effort to reach given levels of
satisfaction for all interested parties. To continue operations, a firm must have a healthy
financial position which refers to the relationship between the money amount of the
firm’s assets and liabilities and equity at present. In a market society, continuity and

financial health, that is, the money amount of assets and liabilities can be determined

“ Kenneth MacNeal, Truth in Accounting, Scholars Book Co. 1970.
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objectively by reference to market prices, the purchase price and selling price. The
purchase price or current cost does not serve for the purpose, but selling price does. The
selling price is the realizable price of a nonmonetary asset on the basis of an orderly
liquidation, Chambers calls it “current cash equivalent”. The reason to use market
selling prices of nonmonetary assets is not the expectation to sell them, but to find the

money (cash) equivalent of assets.*!

According to Chambers, the firm will keep a fixed asset only if the present
(discounted) value of the future net cash flow from the use of the asset is greater than
the present value of the expected net cash flow from an alternative investment of the
proceeds if the asset were sold.According to Sterling, the present market (exit) price
method of valuation is;

. Relevant to all users

o Reliable

. Empirically meaningful

. Additive;the sum of the parts is equal to the independent measurement of
the whole

o Temporarily consistent;measurement is at a point in time
. A valuation,that is, serves for the position of the firm

. More informative, indicates the direction of the firm’s e:xpec’cations.42

4 Raymond Chambers, Accounting, Evaluation and Economic Behavior, Prentice Hall,1966.
“2 Robert Sterling, Theory of the Measurement of Enterprise Income, Univ.Press of Kansas,1970.
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2.4.4 Value To Owner Or Business

Value to owner or business is called as “deprival value”; this is the loss the
owner would suffer if he were deprived of the asset in question. It is what value to a
going concern ought to mean. Deprival value has its roots in economics, and is closely

related to the concept of opportunity cost.

The value of an asset to an entity is its deprival value, which is equal to the
decrement in total entity value which would occur if that asset were’ excluded from the
measurement process. In most cases, the deprival value or value to the entity of an asset
will be its replacement or entry value. If the asset is replaced, then the entity can still
obtain its value in use. If it is uneconomic to replace the asset, then value to the entity is

the higher of the asset’s exit value or its value in use.*’

If an asset can be replaced seperately, cost of replacement constitutes the upper
limit on its value. The loss that results from deprival of an asset cannot exceed the
replacement cost of that asset. The lower limit on the value of an asset to its owner is its
net realizable value (NRV). The loss that result from deprival of an asset must be at
least equal to the amount the owner could sell it for, less any costs of selling otherwise

owner would dispose of it.

Taken into consideration the concept of value to owner and its upper and

lower limits, two questions can be answered.

1. Is the current cost of a used asset the cost of replacing it with a new asset

or with a similarly used asset.

Answer to this question is that the current cost of a used asset is the cost of a

new asset but adjusted for the depreciation of the years the asset has been in use.

2. Considering technological innovations, is the current cost of an old asset

the cost of replacing it with an identical one, or with an advanced model.

3 Bradbury,E.M, “Issues in the Drive to Measure Liabilities at Fair Value”, Australian Accounting
Review, Jul. 2000, 10, 2 Accounting and Tax Periodicals, p.19
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Answer to this question is that if there exist an asset that can provide the
services of the old asset at less cost, then the current cost of the existing asset must be
the lower cost of the new asset. If the new asset includes technological improvements
that can enhance the quality of services, then the cost of the new asset must be adjusted
for these differences before the cost of the new asset can be employed as the current

cost of the old asset.**

2.4.5 Realizable Value / Settlement Cost

The realizable value of an asset is the price at which the asset could be
sold in a normal business transaction. This may be very different from the amount that
would be raised in a forced liquidation. One of the most popular arguments favoring
realizable value is that it is the most appropriate indication of the sacrifice involved in
using the asset, by using the asset the organization is foregoing the opportunity to sell it.
Realizable values provide a yardstick which indicates management’s ability to generate
a better return than could be achieved by selling the organization’s assets and investing
the proceeds elsewhere. Realizable values concentrate heavily on the short-run
performance of an organization and on its potential liquidation rather than on its
performance as a going concern. Even if the going-concern assumpiton is relaxed,
realizable values will be accurate predictors of future cash flows only if the assets are
sold off individually. Another difficulty relates to the highly specialized assets, they
may have very low realizable values almost immediately acquisition. Realizable value
accounting may therefore result in the whole cost of an asset being written off early in

its life.

Settlement cost is the equivalent term of realizable value for liabilities.
Liabilities are carried at their settlement values; that is, the undiscounted amounts of
cash or cash equivalents expected to be paid to satisfy the liabilities in the normal

course of business.

# Kam,Vernon op.cit, p.148
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2.4.6 Market Value

Market value is a representation of value in exchange, or the amount a property
would bring if offered for sale in the open market at the date of valuation. Market value

is defined as follows;

Market value is the estimated amount for which a property should exchange on
the date of valuation between a willing buyer and a willing seller in an arm’s length
transaction after proper marketing wherein the parties had each acted knowledgeably,

prudently, and without compulsion.

“The estimated amount” in the definition refers to a price expressed in terms of
money (normally in the local currency), payable for the property in an arm’s length
market transaction. It is the most probable price reasonably obtainable in the market on
the valuation date. It is also the best price reasonably obtainable by the seller and the
most advantageous price reasonably obtainable by the buyer. Market value is not a
predetermined amount or actual sale price, but an estimated amount. Since market
conditions may change, market value is time specific of the valuation date. Market
value assumes simultaneous exchange and completion of the contract for sale without
any variation in price that might otherwise be made. Market value is the possible result
of an arm’s-length transaction which takes place between a buyer who is motivated, but
not compelled to buy, who behaves according to realities of the market and a seller who
is neither an over-eager nor a forced secller, prepared to sell at any price, nor one
prepared to hold out for a price not considered reasonable in the current market. The
buyer and the seller should have no particular or special relationship that may make the

price level uncharacteristic of the market.*’

* International Valuation Standard 1, (www.ivsc.org), (Access date: December,2004), p.96-99
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2.4.7 Present Value

The concept of present value has important implications in accounting
measurement. The economist Irving Fisher formulated the concept as a measuring tool
servicable to accounting profession. Canning demonsrated the relationship of present
value to accounting concepts. The value of an asset or liability is the present value of
the future net cash flow related to it. The present value assumes a time dimension of the
value of money. The present value procedure is a direct valuation method, because in
computing the value of an asset, it deals directly with the source of value, which is the
future net cash receipts associated with the future services or benefits of the asset. The
future cash flow is a matter of estimation, as are the appropriate discount rate and
horizon. The present value method results in an estimated value, the value is as reliable
as the estimates made. This does not mean that the procedure can only be employed for
internal purposes. Whenever the future cash flows are more than conjectures, such as
payments for interest and principal for a bond and the discount rate and horizon are
reasonably estimable, the present value method can be and is used in practice for

reporting purposes.46

Present value-based measurement appears to satisfy some of the requirements
of a conceptually preferred measure. It has been increasingly used in financial reporting,
perhaps leading some to view it as an accepted and acceptable measure. Economists and
accountants support its relevance, as does the concept of perfect markets for what that is
worth. The reliability problem caused by the absence of common expectations in
imperfect markets could be reduced by requiring an independent expert opinion to

support a present value-based measurement.*’

* Kam, Vernon ,op.cit, 142
" Hampton,G., “The Role of Present Value-Based Measurement in General Purpose Financial
Reporting”, Australian Accounting Review, Mar 1999, 9, 1 Accounting and Tax Periodicals, p.29
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2.4.8 Fair Value

Along with new financial reporting innovations in sporadic areas, there is a
steady process of change of a basic accounting paradigm. The old historical cost
accouting is being replaced by the new fair value accounting paradigm. These changes
reflect the needs of users of financial accounting and the efforts of accounting standard

setting bodies to reverse the pattern of declining relevance of financial information.*®

FASB defines fair value as the price at which an asset or liability could be
exchanged in a current transaction between knowledgeable, unrelated willing parties.
The objective of a fair value measurement is to estimate an exchange price for the asset
or liability being measured in the absence of an actual transaction for that asset or
liability. Thus, the estimate is determined by reference to a current hypothetical
transaction between willing parties. Willing parties are presumed to be marketplace
participants representing unrelated buyers and sellers that are (a) knowledgeable, having
a common level of understanding about factors relevant to the asset or liability and the
transaction, and (b) willing and able to transact in the same market(s), having the legal
and financial ability to do so. Fair value presumes the absence of compulsion (duress).
Accordingly, the amount that forms the basis for the estimate is the price that would be
observed in a transaction other than a forced liquidation transaction or distress sale. [n
all cases, that price shall be estimated without regard to an entity’s intent to currently

enter into such a transaction.

Fair value is measured based on a quoted price in an active market, if one is
available. If a market price is not available, fair value is measured based on the
information and techniques that provide the best available estimate of a current market
price. Opponents to 'fair value' accounting say that historical-cost-based information is
more relevant because it focuses on the decisions and resulting actions to buy or sell
assets and to incur or settle liabilities. They say that fair value information, with its
focus on current market prices, is less relevant because it reflects the effects of

transactions and events in which the entity did not directly participate.

*® Francis,J.,Schipper,K., “Have Financial Statements Lost Their Relevance?”, Journal of Accounting
Research, Vol.37,.1999, p..319-352
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Fair value is a central concept in the standards issued by the IASC. This is not
necessarily to say that its onward progress is in any way assured, but it is certainly to
say that its increased usage will continue to be actively proposed and actively
considered over the next few years. Yet the emanation of this concept seems to have
occurred more or less spontaneously, and certainly more or less haphazardly, over the

last couple of decades, with no clear theoretical foundations.*

Reporting the fair value of assets and liabilities in the balance sheet calls the
attention of sharcholders to the value of their equity and to periodic changes in this
value, as is reflected by the market mechanism, that determines the price of assets and
liabilities. This, in turn, increases the importance of the function of stewardship.
Managers will be asked to guard and maintain the value of shareholders’ equity and to
account for their efforts. Moreover, shareholders will be in a position to distinguish

between two tasks of management: maintaining equity and generating a return on

equity.>

Unlike market value, which is based upon an independent and objective
standard of market behavior as of a given date, fair value offers opportunity to interject
nonobjective goals. These realizations are not to demean those who use the term fair
value as though it were defined and applied like market value. But under the fair value
doctrine, one cannot know who the nonobjective reporters are without further
explanation. Simply stated, fair value can be interpreted as the fairness to the reporting
entity rather than an independent outside measurement standard from which relevant,
meaningful and accurate analyses can be made and consistent comparisons can be

drawn.’!

* Warrell C. (2002), Book Review of Nobes (2001); International Journal of Accounting, Vol 37,
gp.365-367; Pergamon.

% Barlev,B.,Haddad,J.R., “Fair Value Accounting and The Management of The Firm”, Critical
Perspectives on Accounting, 2003, 14, p.383-415

*! jr.J.D.Dorchester, “Market Value for Financial Reporting: The Premise”, The Appraisal
Journal,Winter 2004, 72, 1 p.20

54



Asset measurement bases can be classified from three different perspectives.

Firstly, according to a time perspective, they can be categorized as past values and

current values as shown below’>.

Figure-1: Measurement Bases According To Past Values/

Current Values Classification

Measurement Bases

Past

Historical
Cost

|

Current
Replacement Fair Value Net Realizable
Cost Value in Use Value

Another classification of measurement bases can be made according to whether

value is an entry value or an exit value.

Figure-2: Measurement Bases According To Entry Values/

Exit Values Classification

Measurement Bases

Entry Mid Exit
Historical Replacement Fair Value Net Realizable Value in Use
Cost Cost Value

52 Nobes, C., Asset Measurement Bases in UK and IASC Standards, Certified Accountants
Educational Trust, 2001
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Thirdly, measurement bases can be classified according to whether they are

market-based values or entity-specific values.

Figure- 3: Measurement Bases According To Market-Based Values/

Entity-Specific Values Classification

Measurement Bases

Market Value Entity-Specific
Value
Past Current
Historical
Cost Replacement Fair Net Realizable Value in Use
Cost Value Value
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3. MEASUREMENT PRINCIPLES ACCORDING TO
INTERNATIONAL ACCOUNTING STANDARDS

3.1 Recognition and Measurement

The process of incorporating in the balance sheet or income statement an item
that meets the definition of an element and satisfies the following criteria is called as

recognition.”
An item that meets the definition of an element should be recognized if:

o It is probable that any future economic benefit associated with the item

will flow to or from the enterprise and
. The item has a cost or value that can be measured with reliability.**

The concept of probability is used in the recognition criteria to refer to the
degree of uncertainty that the future economic benefits associated with the item will
flow to or from the enterprise. Assessments of the degree of uncertainty attaching to the
flow of future economic benefits are made on the basis of the evidence available when
the financial statements are prepared. As the second criterion of recognition, cost or
value can be measured reliably, but must estimated in some cases; the use of reasonable
estimates is an essential part of the preparation of financial statements and does not

undermine their reliability.*

An asset is not recognized in the balance sheet when expenditure has been
incurred for which it is considered improbable that economic benefits will flow to the
enterprise beyond the current accounting period. Instead such a transaction results in the

recognition of an expense in the income statement. The implication is that the degree of

%% Framework for the Preparation and Presentation of Financial Statemetns, prg.82
> Ibid., prg.83
% Ibid., prg.86
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certainty that economic benefits will flow to the enterprise beyond the current

accounting period is insufficient to warrant the recognition of an asset.>®

As to liabilities, obligations under contracts that are equally proportionately
unperformed, for example liabilities for inventory ordered but not yet received, are
generally not recognized as liabilities in the finanial statements. However, such
obligations may meet the definition of liabilities and, provided the recognition criteria
are met in the particular circumstances, may qualify for recognition. In such

circumstances, recognition of liabilities entails recognition of related assets or

expenses.”’

Having stated the recognition criteria, measurement bases which are described
in the international accounting standards are explained in the following section. After
those brief descriptions, measurement bases are grouped taking into consideration the

theoretical aspect of measurement and provisions of the standards are examined

according to that classification.
3.2 Mecasurement Bases in IAS

Amortized Cost: The amortized cost of a financial asset or financial liability is
the amount at which the financial asset or financial liability is measured at initial
recognition minus principal repayments, plus or minus the cumulative amortization
using the effective interest method of any difference between that initial amount and the
maturity amount, and minus any reduction (directly or through the use of an allowance

account) for impairment or uncollectibility.’ 8

Historical Cost: The amount of cash or cash equivalents paid, or the fair value
of the consideration given, to acquire the asset at the time of its acquisition or
construction or, where applicable, the amount attributed to that asset when initially
recognized in accordance with the specific requirements of other IFRSs. Liabilities are

recorded at the amount of proceeds received in exchange for the obligation, or in some

% Ibid., pre.90
7 Ibid., prg.92
*¥ International Accounting Standard 39: Financial Instruments: Recognition and Measurement, prg.9
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circumstances (for example,income taxes), at the amount of cash or cash equivalents

expected 1o be paid to satisfy the liability in the normal course of business.”

Cost Approach: Establishes value by estimating the costs of acquiring land
and building a new property with equal utility, or adapting an old property to the same
use with no undue expense resulting from delay. For an older property, some allowance
for various forms of accrued depreciation (physical deterioration, functional or
technical, obsolescence, and economic or external, obsolescence) is deducted to
estimate a price that approximates market value. For an asset, the cost approach
considers the amount that currently would be required to replace its service capacity
(often referred to as current replacement cost). The estimate of fair value considers the
cost of acquiring a substitute asset of comparable utility, adjusted for obsolescence.
Obsolescence encompasses physical depreciation, functional obsolescence and
economic obsolescence. It is broader than depreciation for financial reporting purposes

(an allocation of historical cost) or tax purposes (based on specified service lives).

Current Cost: Assets are carried at the amount of cash or cash equivalents that
would have to be paid if the same or an equivalent asset was acquired currently.
Liabilities are carried at the undiscounted amount of cash or cash equivalents that would

be required to settle the obligation curren’cly.61

Deemed Cost: An amount used as a surrogate for cost or depreciated cost at a
given date. Subsequent depreciation or amortization assumes that the entity had initially
recognized the asset or liability at the given date and that its cost was equal to deemed

cos’[.62

%% Framework for The Preparation and Presentation of Financial Statements,prg.100 (also defined in
several standards)

% International Valuation Standards Guidance Notes1, prg. 5

¢! Framework for The Preparation and Presentation of Financial Statements,prg.100

62 International Financial Reporting Standard 1: First Time Adoption of International Financial Reporting
Standards, Appendix A
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Fair Value: Defined in IFRS 1, 2, 3, 4, 5; and IAS 2, 16, 17, 18, 19, 20, 21, 32,
38,39, 40 and 41). 1AS 16, 20, 38 and 40 only refer to the fair value of assets, and IFRS
2 includes a reference to the fair value of an equity instrument granted. The underlying

definition of fair value is:

“The amount for which an asset could be exchanged, or a liability settled,
between knowledgeable, willing parties in an arm’s length transaction’. Underlying the
definition of fair value is a presumption that an entity is a going concern without an
intention or need to liquidate, to curtail materially the scale of its operations or to
undertake a transaction on adverse terms. Fair value is not, therefore, the amount that an
entity would receive or pay in a forced transaction, involuntary liquidation or distress

sale.%

When determining if an impairment of an asset has arisen using fair value less
costs to sell, the fair value should reflect consideration of the amount receivable in a

forced sale if management is compelled to sell immediately.**

The definition of fair value refers to ‘knowledgeable, willing parties’. In this
context, ‘knowledgeable’ means that the willing buyer and the willing seller are
reasonably informed about the nature and characteristics of the asset or liability, its

actual and potential uses and market conditions at the balance sheet date.

A willing buyer is motivated, but not compelled, to buy. This buyer is neither
over-eager nor determined to buy at any price. The assumed buyer would not pay a
higher price than a market comprising knowledgeable, willing buyers and sellers would
require. A willing seller is neither an over-eager nor a forced seller, prepared to sell at
any price, nor one prepared to hold out for a price not considered reasonable in current
market conditions. The willing seller is motivated to sell the asset or settle the liability
at market terms for the best price obtainable. The factual circumstances of the actual

owner of the asset or liability are not a part of this consideration because the willing

% International Accounting Standard 39 : Financial Instrumetns: Recognition and Measurement,
Application Guidance, 69.
 International Accounting Standard 36: Impairment of Assets, prg 27
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seller is a hypothetical owner (for example, a willing seller would not take into account

the particular tax circumstances of the owner of the asset or liability.

An arm’s length transaction is one between parties that do not have a particular
or special relationship that makes prices of transactions uncharacteristic of market
conditions. The transaction is presumed to be between unrelated parties, each acting

independently.®’

Fair Value Less Costs To Sell: The amount obtainable from the sale of an asset
or cash-generating unit in an arm’s length transaction between knowledgeable, willing

parties, less the costs of disposal.

Costs to sell are the incremental costs directly attributable to the disposal of an

asset (or disposal group), excluding finance costs and income tax expense.

IAS 36 includes a similar definition of disposal costs that applies to the
disposal of an asset or cash-generating unit. Costs to sell include items such as legal
costs, stamp duty and similar transaction taxes, costs of removing the asset and direct

incremental costs to bring an asset into condition for its sale.

Although the definition of “point-of-sale costs” and “costs to sell” differ, the
resulting amounts of ‘fair value less point of sale costs’ and ‘fair value less costs to sell’

for a particular asset should be consistent.*®

Fair Value Less Estimated Point-Of-Sale Costs: Point-of-sale costs include
commissions to brokers and dealers, levies by regulatory agencies and commodity
exchanges, and transfer taxes and duties. Point-of-sale costs exclude transport and other

costs necessary to get assets to a market.

IAS 41 requires transport and other costs necessary to get assets to a market to
be taken into account when assessing the fair value of an asset in its present location

and condition.®”

% International Accounting Standard 40: Investment Property, prg. 43-44
5 International Accounting Standard 36: Impairment of Assets, prg.6 and 28
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Income approach: This comparative approach considers income and expense
data relating to the property being valued and estimates valued through a capitalization
process. Capitalization relates income (usually a net income figure) and a defined value
type by converting an income amount into a value estimate. This process may consider
direct relationships (known as capitalization rates), yield or discount rates (reflecting
measures of return on investment), or both. The income approach to estimating fair
value uses valuation techniques to convert future amounts (for example, cash flows or
earnings) to a single present amount (discounted). The estimate of fair of value is based
on the value indicated by marketplace expectations about those future amounts. Those
valuation techniques include present value techniques and option-pricing models, such
as the Black-Scholes-Merton formula, and lattice models, which incorporate present

value techniques.68

Market Approach: A general way of estimating a value indication using one

or more methods that compare the subject to similar assets that have been sold.

The market approach to estimating fair value requires observable prices and
other information generated by actual transactions involving identical, similar or
otherwise comparable assets or liabilities (including business enterprises). The estimate
of fair value is based on the value indicated by those transactions. The fair value
hierarchy present in a number of IFRSs requires entities to use the market approach,
wherever possible, to measure assets and liabilities, as it generally provides the best

evidence of fair value.®’

Market Value: A number of IFRSs refer to the use of market value, although
this term is not specifically defined in IFRS. Market value is a measurement basis
consistent with the concept of fair value; it requires measurement by reference to the
price at which knowledgeable, willing parties would transact. International Valuation

Standards issued by the IVSC define the market value of a property as:

7 International Accounting Standard 41: Agriculture, prg.14
% International Valuation Standards: General Valution Concepts and Principles, prg.9
% International Valuation Standards Guidance Notes 4, prg.3
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“The estimated amount for which a property should exchange on the date of
valuation between a willing buyer and a willing seller in an arm’s length transaction
after proper marketing wherein the parties had each acted knowledgeably, prudently,

and without compulsion’.”

Net Realizable Value: Net 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. Net realizable value refers to the net amount that an
entity expects to realize from the sale of an asset in the ordinary course of business,
whereas fair value reflects the amount for which the asset could be exchanged between
knowledgeable and willing buyers in the marketplace. The former is an entity-specific
value; the latter is not. Accordingly, net realizable value for an asset may not equal fair

value less costs to sell.”!

Present Value: Assets are carried at the present discounted value of the future
net cash inflows that the item is expected to generate in the normal course of business.
Liabilities are carried at the present discounted value of the future net cash outflows that

are expected to be required to settle the liabilities in the normal course of business.”

Realizable (Settlement) Value: Assets are carried at the amount of cash or
cash equivalents that could currently be obtained by selling the asset in an orderly
disposal. Liabilities are carried at their settlement values; that is, the undiscounted
amounts of cash or cash equivalents expected to be paid to satisfy the liabilities in the

normal course of business.

" International Valuation Standard 1: Market Value Basis of Valuation,prg.]
! International Accounting Standard 2: Inventories, prg. 6-7
2 Framework for The Preparation and Presentation of Financial Statements,prg.100
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IFRS prescribes a number of variants of realizable value, including:
(a) fair value less point of sale costs;

(b) fair value less costs to sell; and

(c) net realizable value.”

Recoverable Amount: The recoverable amount of an asset or a cash-

generating unit is the higher of its fair value less costs to sell and its value in use.”*

Value In Use/ Entity-Specific Value: Value in use, also known as entity-
specific value, reflects the value to a particular investor ( owner ) rather than to a

hypothetical market participant. It is:

‘The present value of the cash flows an entity expects to arise from the
continuing use of an asset and from its disposal at the end of its useful life, or expects to

incur when settling a liability’.”

The following elements should be reflected in the calculation of an asset’s

value in use:

(a) An estimate of the future cash flows the entity expects to derive from the

asset;

(b) Expectations about possible variations in the amount or timing of those

future cash flows;

(c) The time value of money, represented by the current market risk free rate of

interest;

(d) The price for bearing the uncertainty inherent in the asset; and

” Framework for The Preparation and Presentation of Financial Statements, prg.100
7 International Accounting Standard 36: Impairment of Assets, prg.6
* International Accounting Standard 16: Property, Plant and Equipment, prg. 6
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(e) Other factors, such as illiquidity, that market participants would reflect in

pricing the future cash flows that the entity expects to derive from the asset.’®

The elements identified in (b), (d) and (e) can be reflected either as adjustments
to the future cash flows or as adjustments to the discount rate. Whichever approach an
entity adopts to reflect expectations about possible variations in the amount or timing of
future cash flows, the result shall be to reflect the expected present value of the future

cash flows, the weighted average of all possible outcomes.

" International Accounting Standard 36: Impairment of Assets, prg.30
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3.3 Asset Valuations

Measurement bases which are used in asset valuations according to

international financial reporting standards can be categorized as shown in following

diagram, although the standards contain several bases.”’

Figure-4: Asset Valuation Models

Asset Valuations

Cost Models Value Models
i i i
] | |
Historical Revalued Entity-Specific Market Value Present Value
Cost Cost Value
Value in Use Fair Value NetRealizable

Value

3.3.1 Cost Models

Unrealized gains that comes from changes in the values of the assets are

deferred or never recognized as revenue.
3.3.1.1 Historical Cost
Unrealized gains are not recognized in this model.
3.3.1.1.1 Historical Cost in IAS 2: Inventories

Inventories encompass goods purchased and held for resale, finished goods

produced and work in progress being produced, materials and supplies awaiting use in

the production process.”®

" Nobes,C., Parker,R., Comparative International Accounting, 7th edition, Prentice Hall,London 2.
™ International Accounting Standard 2: Inventory, prg.6
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The standard concerns about the amount of cost to be recognized as an asset
and carried forward until the related revenues are recognized. Determination of cost of
inventories and its subsequent recognition as an expense and write-downs to net
realizable value are explained by this standard. The objective of the standard is
amended by removing the words “held under historical cost system”. That means the

standards applies to all inventories unless specifically excluded in the scope.”

The standard states that inventories shall be measured at the lower of cost or
net realizable value. In order to understand this measurement principal better, it should
be clarified what are meant by the terms “cost” of inventories and “ net realizable

value”.®

The cost of inventories shall comprise all costs of purchase, costs of
conversion and other costs incurred in bringing the inventories to their present location
and condition. Of the three components of cost, cost of purchase includes the purchase
price, import duties, and other taxes, transport and handling costs, and other directly
attributable costs. Taxes subsequently recoverable by the entity from taxing authorities
are not included in the cost. The costs of conversion include costs directly related to the
units of production and a systematic allocation of fixed and variable production
overheads. Other costs are included to the extent that they are incurred in bringing the
inventories to their present location and condition. Some costs such as abnormal cost of
wasted material, administrative overheads not attributable to goods and services, selling

costs are not included in the cost of inventories.®!

In the standard, cost formulas are given to value inventories. The cost of
inventories of items that are not ordinarily interchangible and goods or services
produced and segregated for specific projects shall be assigned by using specific
identification of their individual costs. The costs of inventories for which specific
identification method cannot be used shall be assigned by using the first-in, first-out
(FIFO) or weighted average cost formula. One of the most important changes in IAS 2
is the prohibition of last-in,first-out (LIFO) as a cost formula. LIFO was the allowed

7 Ibid., Introduction
¥ Ibid., prg. 9
8 Ibid., prg. 10-15
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alternative treatment to measure the cost of inventories. By prohibiting LIFO and by
giving FIFO or wieghted average cost formulas as the only treatment, IASC aims to
reduce alternative applications. Since LIFO treats the newest items of inventory as
being sold first and the items remaing the oldest, it is not a reliable representation. The
standard cost approach to measuring the cost of inventories may be used to the extent
that the standard costs approximate actual costs and are reviewed regularly and where
necessary revised to take account of changing conditions. The retail method of
measuring inventories which determines cost by reference to sales price less an

appropriate gross margin may be used if the results approximate actual costs.*

The other component of the measurement principle adopted by this standard is
net realizable value. Net realizable value is defined in the standard as the estimated
selling price in the ordinary course of business less the estimated costs of completion
and the estimated costs necessary to make the sale. The rationale behind this concept is
that assets should not be carried in excess of amounts expected to be realized from their
sale or use. If inventories are damaged, have become wholly or partially obsolete, or
their selling prices have declined, the cost of inventories may not be recoverable. If the
carrying amount of inventories exceeds the net realizable value, they are written down.
Estimates of net realizable value are based on the most reliable evidence available at the
time the estimates are made, of the amount the inventories are expected to realise. These
estimates take into consideration fluctuations of price or cost directly relating to events
occurring after the end of the period to the extent that such events confirm conditions

existing at the end of the period.*

Borrowing costs are included in the cost of conversion of inventories to the
extent that the entity has a policy of capitalizing all borrowing costs in accordance with
the alternative treatment under IAS 23 and the asset under construction meets the
definiton of a qualifying asset and also the borrowing costs are directly attributable to
the acquisition, construction or production of the qualifiying asset. Capitalization of
borrowing costs commences when expenditure in respect of the qualifying asset is being

incurred, borrowing costs are incurred and activities necessary to prepare the asset for

% Ibid., prg.23-27
% Ibid. prg.28-33
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its intended use are in progress. It ceases when substanstially all activities necessary to

prepare the qualifying asset for intented use are complete.®*

In general, inventories are to be carried at cost, cost may be ascertained by a
variety of methods under IAS 2, and when recoverable amounts do not equal cost there
is the further need to write down inventory to reflect such impairment. However, under
defined circumstances, inventories may be carried at fair value, in excess of the actual
cost of production or acquisition. Currently, IAS 41 provides that agricultural products

that are carried in inventory are to be reported at fair value.®> The approach in IAS 41 is

an exception

The measurement principle adopted by IASC for inventories is based on the
conservatism principle and it prefers the lower value. In this approach, unrealized losses

are recognized, whereas unrealized gains are not recognized.

3.3.1.1.2 Historical Cost in IAS 16: Property, Plant and Equipment

Property, plant and equipment are defined in the standard as tangible items that
are held for use in the production or supply of goods or services, for rental to others, or
for adminisrative purposes and are expected to be used more than one period. Any item
of property, plant and equipment is recognized in the financial statements when two
conditions are met; first, it is probable that future economic benefits will flow to the

entity and secondly, the cost of the item can be measured reliably.*

[AS 16 states that an item of property,plant and equipment that qualifies for
recognition as an asset shall be measured at its cost. This measurement principal for

initial recognition is an example of historical cost model. In the standard, elements of

cost are given;

8 International Accounting Standard 23: Borrowing Costs, prg.11-15-17

% B.Epstein, A.A Mirza, IFRS 2005: Interpretation and Application of International Accounting and
Financial Reporting Standards, Wiley, p.151

% International Accounting Standard 16: Property,Plant and Equipment, prg.6-7
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a. The items’s purchase price, including import duties and non-refundable

purchase taxes, after deducting trade discounts and rebates,

b. Any costs directly attributable to bringing the asset to the location and
condition necessary for it to be capable of operating in the manner intented by

management,

c. Initial estimate of costs of dismantling removing the item and restoring the

site on which it is located, as obligation. ¥

The standard provides guidance about the measurement of cost of an item of
property, plant and equipment. The cost is the cash price equivalent at the recognition
date if extended credit terms are received. The difference between the deferred amount
payable and the cash price equivalent is recognized as interest expense over the period

of credit.®

In US GAAP, property, plant and equipment is recorded at historical cost and
depreciated, except land which is not depreciated. IAS 16 requires historical cost basis
and depreciation but allows for revaluation to fair value. The impact is that amounts
reported can affect income statement and balance sheet differently and users of financial
statements may reach different conclusions. Proponents of historical cost claim that fair
values are not hard numbers, and may be manipulated, and historical cost is more

reliable to record transactions objectively.®

Borrowing costs are included in the cost of property, plant and equipment to
the extent that the entity has a policy of capitalizing all borrowing costs in accordance
with the alternative treatment under IAS 23 and the asset under construction meets the
definiton of a qualifying asset and also the borrowing costs are directly attributable to
the acquisition, construction or production of the qualifiying asset. Capitalization of
borrowing costs commences when expenditure in respect of the qualifying asset is being

incurred, borrowing costs are incurred and activities necessary to prepare the asset for

¥ Ibid., prg. 15-16

® bid., prg. 23-24

¥ A.A Ampofo,R.j Sellani, “Examining the Differences Between US GAAP and IAS: implications for the
harmonization of accounting standards”, Accounting Forum 29, 2005, p.223-224
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its intended use are in progress. It ceases when substantially all activities necessary to

prepare the qualifying asset for intented use are complete.go

Some parts of inventories may be transferred to property, plant and equipment.
Inventories of an entity that form part of self-constructed property, plant and equipment
are measured in accordance with IAS 2 until the date of transfer. This amount becomes

the cost of the property, plant and equipment.”!

For measurement after recognition, the standard allows two models, one of
which should be chosen as accounting policy by the entity and be applied for an entire
class of property,plant and equipment. One of the models allowed by the standard is
cost model, which is an example of historical cost. The standard states that subsequent
to initial recognition, an item of property, plant and equipment shall be carried at its cost

less any accumulated depreciation and any accumulated impairment losses.”

The cost of property, plant and equipment is adjusted to take account of
changes in the measurement of related decommissioning, restoration or similar
liabilities. Changes in the liability are added to, or deducted from, the cost of the related
property, plant and equipment, except that the amount deducted from the cost of the
asset does not exceed its carrying amount and any increase in the cost of the asset is
taken into consideration when assessing whether there is any indication of impairment

of that asset.”

% International Accounting Standard 23: Borrowing Costs, prg. 11-15-17
°! International Accounting Standard 16: Property, Plant and Equipment, prg. 22
92 .
Ibid.,prg.29-31
% International Financial Reporting Interpretations Commitee (IFRIC) 1, prg.5
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3.3.1.1.3 Historical Cost in TAS 38: Intangible Assets

Although business entities make expenditures in order to acquire, develop,
maintain and enhance intangible resources such as licences, technical knowlegde,
intellectual property,etc., some of such expenditures do not qualify as an intangible
asset. IAS 38 gives three criteria for an expense to qualify as an intangible asset;
identifiability, control and future economic benefits. An intangible asset should be
identifiable to distinguish it from goodwill. If an asset is capable of being separated or
divided from the entity and sold, transferred, licensed, rented or exchanged, individually
or together with a related contract asset or liability; or an asset arises from contractual or
legal rights,regardless of whether those rights are transferable or separable {rom the

entity or from other rights and obligations.

The second condition to recognize an expenditure made on intangible resources
as an assct is the control of the entity over that asset. An entity said to control an asset if
the entity has the power to obtain the future economic benefits flowing from the

underlying resource to restrict the access of others to those benefits.

Thirdly, the entity should be capable of receiving future economic benefits as a
result of expenditures made on an intangible resource. Those benefits may be revenue

from the sale of products or services, cost savings or some other benefits.

Having stated the conditions to qualify as an intangible asset, the standard
gives the recognition criteria for an intangible asset to be included in the financial
statements. If the future economic benefits attributable to an intangible asset will
probably flow to the entity and the cost of the asset can be measured reliably, that asset

is recognized as an intangible asset.

The standard states the measurement principle for initial recognition of .an
intangiblc asset. An intangible asset should be measured at cost. The cost of an
intangible asset which is acquired seperately comprises its purchase price, including
import duties and non-refundable purchase taxes, after deducting trade discounts and
rebates and also other directly attributable costs which are incurred for the asset’s

intended use. The cost of an intangible asset is measured at the cash price equivalent if
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extended credit terms are received. The difference between the deferred amount payable

and the cash price equivalent is recognized as interest expense over the period of credit.

Expenditure incurred in the development of an internally generated intangible
asset, other than goodwill, that meets the recognition criteria in 1AS 38 is initially
measured at cost. The asset’s cost is the sum of the directly attributable costs necessarily
incurred to create, produce and prepare the asset such that it is capable of operating in
the manner intended by management. Only expenditure that is incurred subsequent to
the date that the intangible asset first meets the IAS 38 recognition criteria is relevant

for determining the cost of an intangible asset.”

An intangible asset is recognized in respect of an entity’s website only it is
probable that the website will generate future economic benefits. Expenditure in
developing a website is included in the cost of an intangible asset if it can be directly
attributed, or allocated on a reasonable and consistent basis to application and
infrastructure development, graphic design or content development. Expenditure

incurred during the planning and operating stages is not included in the cost of the

. . ()S
intangible asset.

Borrowing costs are included in the cost of an internally generated intangible
asset to the extent that the entity has a policy of capitalizing all borrowing costs in
accordance with the alternative treatment under IAS 23 and the asset under construction
meets the definiton of a qualifying asset and also the borrowing costs are directly
attributable to the acquisition, construction or production of the qualifiying asset.
Capitalization of borrowing costs commences when expenditure in respect of the
qualifying asset is being incurred, borrowing costs are incurred and activities necessary
to prepare the assct for its intended use are in progress. It ceases when substanstially all

activities necessary to prepare the qualifying asset for intented use are complete.”®

’

> International Accounting Standard 38: Intangible Assets prg.24,65, 66
* Standard Interpretattion Committee, SIC 32 prg.8-9
* International Accounting Standard 23: Borrowing Costs, prg.11,15,17
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Licensing rights for items such as motion picture films, video recordings,

plays, manuscripts, patents and copyrights that are held by a lessee under a finance lease

are measured initially at their cost.”’

For the subsequent measurement, intangible assets with indefinite useful lives
that are accounted for using the cost model are carried at cost less any accumulated
impairment losses. The useful life of an intangible asset that is not being amortized is
reviewed each period to determine whether events and circumstances continue to
support the use of an indefinite useful life for that asset. Intangible assets with finite
usclul lives are measured under the cost model at cost,’ less accumulated amortization

. . o Y
and impairment losses, if any.”®

33.1.14 Historical Cost in 1IAS 39: Financial Instruments :Held-to-

Maturity Investments

Held-to-Maturity Investments are non-derivative financial assets with fixed or
determinable payments and fixed maturity that an entity has the positive intention and
ability to hold to maturity other than those classified by the entity in other three

categories of financial instruments,

The standard states that an entity shall recognize a financial asset or a financial
liability on its balance sheet, when and only when, the entity becomes a party to the

contractual provisions of the instrument.’

At initial recognition of a financial asset or a financial liability, an entity shall
measure it at its fair value. Although financial instruments arc measured at fair at initial
recognition, this is also in fact an example of historical cost, because the fair value of

the consideration given for a financial asset, or received for a financial liability is its

cost at the date transactions take place.

*7 International Accounting Standard 38: Intangible Assets, prg.6
* Ibid.,prg.74,107,109

* International Accounting Standard 39: Financial Instruments-Recognition and Measurement, prg.14
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Subsequent measurement principle of IAS 39 for financial assets is fair value
and the standard excludes some categories of some financial assets by stating that those
financial assets shall be measured by using effective interest method. Loans and
reccivables and held-to-maturity investments shall be measured at amortized cost using
the cffective interest method. In the standard, amortized cost of a financial asset or
financial liability is defined as the amount at which the financial asset or financial
liability is measured at initial recognition minus principal repayments, plus or minus
cumulative amortization using the effective interest method of any difference between
that initial amount and the maturity amount and minus any reduction (directly or
through the usc of an allowance account) for impairment or uncollectibility. In order to
reach the amortized cost of a financial asset or a financial liability, the effective interest
method which allocates the interest income and interest expense over the relevant
period. The effective interest rate is the rate that exactly discounts estimated future cash
payments or receipts through the expected life of the financial instrument, or when

appropriate, a shorter period of the net carrying amount of the financial asset or

financial liability.

Another category of financial assets that are excluded from fair value
measurement is investments in equity instruments that do not have a qouted market
price in an active market and whose fair value cannot be measured reliably and

derivatives that are linked to and must be settled by delivery of such ungouted equity

instruments, which shall be measured at cost. '%°

1 1bid., prg.45-46
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33.1.1.5 Historical Cost in IAS 40: Investment Property

In the standard, investment property is defined as property (land or a building
or part of a building-or both) held (by the owner or by the lessee under a finance lease)

to earn rentals or for capital appreciation or both, rather than for;

a. use in the production or supply of goods or services or for administrative

purposes,or
b. sale in the ordinary course of business.

Although only property held by an owner or a lessee under a finance lease is
included in the definition, a property interest held under an operating lease may be
considered as an investment property if and only if, the property otherwise meets the

definition of an investment property and the lessee uses the fair value model for the

. 0
asset recognized.'"!

An investment property is recognized as an asset in the balance sheet if the
future economic benefits will probably flow to the entity and the cost of the investment
property can be measured reliably. Initial measurement principle of the standard for an
investment property is its cost including transaction costs. The cost of an investment
property is composed of its purchase price and any directly attributable expenditure.
The cost of investment property is measured at the cash price equivalent if extended
credit terms are received . The difference between the deferred amount payable and the

cash price equivalent is recognized as interest expense over the period of credit.!®

As for the transfers from property, plant and equipment, a self-constructed
investment property is measured in accordance with 1AS 16 until the date that
construction or development is complete. This amount becomes the cost of the

investment property . If an existing investment property commences redevelopmént

’

' International Aceounting Standard 40: Investment Property, pre.6
"2 Ibid., prg 20,21,24
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with a view to its continued future use as investment property, the property continues to

be measured as investment property during the redevelopment.'®

Two models are offered by the standard and entities are required to adopt one
of the models and apply that accounting policy to all of their investment property. Cost
model is one of the models for the subsequent measurement of an investment property.
If an entity chooses cost model, it must measure all of its investment property according
to the requirements of 1AS 16:Property,Plant and Equipment. Those met the criteria to
be classified as held for sale or included in a disposal group that is classified as held for
sale according to the requirements of IFRS 5: Non-Current Assets Held For Sale and

Discontinued Operations.

3.3.1.2 Revalued Cost
3.3.1.2.1 Revalued Cost IAS 16: Property, Plant and Equipment

For subsequent measurement of items of prdperty, plant and equipment, the
standard presents two models and requires entities to apply adopted model to an entire
class of fixed assets. One of the models offered by the standard is revaluation model.
After stating that property, plant and equipment shall be measured at a revalued amount,
that amount is described as the fair value at the date of revaluation less any subsequent
accumulated depreciation and any subsequent impairment losses. The criterion for the
frequency of revaluations is that carrying amount should not differ materially from the
amount determined by using fair value by the balance sheet date. If an entity chooses
revaluation model, it must apply that model to an entire class of its property, plant and
equipment, which is a grouping of assets of similar nature and uses in an entity’s
operations. Land and buildings, machinery, aircraft, office eqipment are some

104
examples, '

'% Ibid., prg.22,58
' International Accounting Standard 16: Property, Plant and Equipment, prg 29,30,31
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The logic of recognizing revaluations relates to both the balance sheet and the
measure of periodic performance provided by the income statement. Due to the effects
of inflation, the balance sheet can become a virtually meaningless agglomeration of

dissimilar costs. The standard stipulates the use of fair value as the revaluation basis.'%

In the standard, some criteria are given to reach to the fair value. The fair
value of land and buildings is usually determined from market-based evidence by
appraisal that is normally undertaken by professionally qualified valuers. The fair value
of plant and equipment is usually the market value determined by appraisal. Some items
of property, plant and equipment which are rarely sold Because of their special nature
lacks a market-evidenced fair value. In such cases, an income or depreciated

replacement cost approach must be employed in order to reach an estimate of fair value.

The fair value of specialized plant and equipment, for which there are no
market-based transactions for identical or similar assets other than as part of a business

combination, may need to estimated using a valution technique consistent with the

income approach or cost approach.106

If an owner-occupied property becomes an investment property that will be
measured subsequently using the fair value model , the property is measured at fair
value upon initial recognition as investment property; the difference between the
carrying amount as an item of property, plant and equipment and the fair value of the

investment property is treated as a revaluation in accordance with IAS 16.

In general, revaluation adjustments are to be shown directly in equity as
revaluation surplus. If a revalued asset is subsequently the subject of an impairment, the
impairment provision is first offset against revaluation surplus, and only when that has
been exhausted is it expensed. Under the provisions of IAS 16, the amount credited to

revaluation surplus can either be amortized to retained earnings (but not through the

’

% 3 Epstein, A.A Mirza, op.cit, p.212
"% International Accounting Standard 16: Property, Plant, and Equipment, prg.32,33
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income statement) as the asset is being depreciated, or it can be held in the surplus

account until such time as the asset is disposed of or retired from service.'"’

Accounting treatments for costs incurred subsequent to acquisition of property,

plant and equipment is shown in the following table.'®

7 1bid. , p. 214
% Ibid.,p .206
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3.3.1.2.2 Revalued Cost in 1AS 38: Intangible Assets

lor the subsequent measurement of intangible assets, one of the models
presented in IAS 38 is revaluation model. The standard requires entities which employs
revaluation model for an intangible asset to apply that model to all other assets in the
same class in order to prevent selective revaluation and disclosing a mixture of costs

and values in the balance sheet.

The standard requires to measure intangible assets with indefinite useful lives
at revalued amount and defines revalued amount as the fair value at the date of
revaluation less accumulated impairment losses. Intangible assets with finite useful lives
are measured at the revalued amount, being the fair value at the revaluation date less
any accumulated amortization and any accumulated impairment losses. Revaluations
should be made by reference to an active market. According to the standard, an active
market is a market in which the items traded are homogeneous, willing buyers and
sellers can be found at any time and prices are available to the public. If there exists
such a market for an intangible asset, the value in that market should be used for the
revaluation. If there is no active market for an intangible asset, it shall be measured at
cost less any accumulated amortization and any accumulated impairment losses. In
those cases in which an intangible asset has been revalued by reference to an active
market previously, but there is no longer such a market, the revalued amount is the
basis for measurement. The asset is measured at the last revalued amount less any

accumulated amortization and any accumulated impairment losses.'%

' International Accounting Standard 38: Intangible Assets, prg.71-82
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3.3.2 Value Models

Unrealized gains which arise in the values of the assets held are recognized

as income.
3.3.2.1 Entity-Specific Value: Value In Use

“Value in Use” is defined in IAS 36 which is about impairment of assets. The
standard states that an asset is impaired when its carrying amount exceeds it recoverable
amount. In order to understand better, it is necessary to clarify the terms used in the
provision of the standard. Carrying amount of an asset, known also as book-value, is the
amount at which an asset is recognized after deducting any accumulated depreciation
(amortization for intangible assets) and accumulated impairment losses thereon.
Recoverable amount of an asset or a cash-generating unit is the higher of its fair value
less costs to sell and its value in use. Carrying amount and recoverable amount are
compared and a decision is made whether an asset is impaired or not. In this
comparison, carrying amount is easily determinable, but in order to find recoverable
amount, another comparison is necessary; the higher of fair value less costs to sell and

value in use shall be taken into consideration as recoverable amount.

Value in use is one of the values which are necessary to determine recoverable
amount. Value in use is defined in the standard as the present value of the future cash
flows expected to be derived from an asset or cash generating unit. There are two steps
in estimating “the value in use” of an asset. Firstly, estimating the future cash inflows
and outflows to be derived from continuing use of the asset and from its ultimate

disposal, and secondly, applying the appropriate discount rate to those future cash

flows.

Fair value less costs to sell is the amount obtainable from the sale of an asset or
cash-generating unit in an arm’s length transaction between knowlegable, willing
parties, less the costs of disposal. The best evidence for this value is a binding sale
aggrement, in the absence of such an aggrement and if the asset is traded in an active
markel, the market price less the costs of disposal is taken into consideration. If there is

no active market, fair value less costs to sell is based on the best information available
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to reflect the amount that an entity could obtain, at the balance sheet date, from the
disposal of the asset, in an arm’s length transaction between knowlegable, willing
partics, after deducting the costs of disposal. In determining fair value less costs to sell,

cost of disposal are deducted, costs that have been recognized as liabilities are not

treated in this way.

If either of the asset’s fair value less costs to sell and its value in use exceeds
the asset’s carrying amount, the asset is not impaired, but should be revalued and it is
not necessary to estimate the other amount. In those cases which an entity cannot

determine fair value less cost to sell, the asset’s value in use can be used as its

recoverable amount.

Value in use which depends on the cash inflows and outflows from an asset is
an entity-specific value, because cash flows expected to be derived an asset may be

different for two separate entities due to the specific conditions of those entities.''°

3.3.2.2 Market Value

3.3.2.2.1 Fair Value
3.3.2.2.1.1 Fair Value in IAS 16 : Property, Plant and Equipment

The consideration paid in an acquisition of one or more items of property, plant
and equipment may include the transfer of non-monetary assets held by an entity. The
cost of the item of property, plant and equipment received is measured at its fair value
in these circumstances unless the exchange transaction lacks commercial substance or

neither the fair value of the asset received nor of the asset transferred is reliably

measur_able.1 n

’

There are some situations which are not addressed in IAS 16, but related

to measurement of property, plant and equipment. In IAS 20 ( Accounting for

"' International Accounting Standard 36: Impairment of Assets
" International Accounting Standard 16: Property, Plant, and Equipment, prg.24
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Governtment Grants and Disclosure of Government Assistance ), it is stated that
property, plant and equipment received in the form of a government grant is initially
recognized, according to the entity’s selected accounting policy at either its fair value
along with an equivalent liability in respect of the government grant or a nominal

112

amount.” ™~ Another issue is dealt in IFRS 3, property, plant and equipment acquired by

way of a business combination is measured initially at fair value, being its market value
at the acquisition date. This is usually determined by appraisal in the case of plant and
equipment.'”® Transfers from investment property to property, plant and equipment
may take place. The fair value of investment property at the date of change in use

becomes the deemed cost for initial measurement.''

3.3.2.2.1.2 Fair Value in IAS 38: Intangible Assets

Measurement of institutional or organizational value in the current busines
environment using traditional accounting methods is increasingly inadequate and often
irrelevant to real value.'" The traditional balance-sheet reveals the historical costs,
assuming even that the cost of purchase reflects the actual value of the asset. However,

it hides the value inherent in intangibles.''®

Intangibles have always been considered “risky” assets. Assets are economic
resources with future service potential. In general, it is more difficult to measure the
future service potential of intangibles than benefits accruing from investment in

property, plant, and equipment.'!’

"2 |nternational Accounting Standard 20: Accounting for Government Grants and Disclosure of
Government Assistance, prg.23

'"* International Financial Reporting Standard 3: Business Combinations,prg.36

""" International Accounting Standard 40: Investment Property, prg.60

'S Malhotra, Y., “Knowledge assets in the global economy: assessment of national intellectual capital”,
Journal of Global Information Management, 2000 Vol.8 No:3, July-September, p.5-15

"% 1.Rodov, P.Leliaert, “Financial method of Intangible Asset Measurement”, Journal of Intellectual
Capital, 2002, 3-3 p.323

"7 Eckstein,C. “The measurement and recognition of intangible assets: then and now”, Accounting
Forum 28, 2004, p.139-158
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The failure to effectively address the issue of recognizing and measuring
intangibles undermines the credibility of reported earnings and therefore the association

. . 11
between such earnings and stock market valuations.''®

The fair value of an intangible asset that is qouted in an active market is its
current bid price. If current bid prices are unavailable, the most recent similar
transaction may provide evidence of the current fair value of the intangible asset, unless
there has been a significant change in economic circumstances since the time of the
transaction. If no active market exists for an intangible asset, an entity considers the
outcome of recent transactions for similar assets when d'etermining fair value. The fair
value of unique intangible assets is determined using valuation techniques that estimate
fair value indirectly, if such techniques reflect current transactions and practices in the
industry including applying multiples reflecting current market transactions to
profitability indicators or to the royalty stream that could be obtained from licensing the
intangible asset to another party in an arm’s length transaction or discounting estimated
cash flows.'" Intangible assets other than goodwill acquired by way of a business

combination are measured initially at their fair value at the acquisition date.'?’

The consideration paid in an acquisition of one or more intangible assets may
include the transfer of non-monetary assets held by an entity.The cost of the intangible
asset received is measured at its fair value in these ciscumstances unless the exchange
transaction lacks commercial substance or neither the fair value of the asset received,

nor of the asset transferred is reliably measurable. '?!

An intangible asset received in the form of a government grant is initally

recognized, according to the entity’s selected accounting policy at either its fair value

"% Gelb, D., & Siegel, P. (2000)., “Intangible assets and corporate signaling”, Review of Quantitative
Finance and Accounting, 15, 307-323.

"' International Accounting Standard 38: Intangible Assets, prg.39,40,41

"% International Financial Reporting Standard 3: Business Combinations, prg. 36

! Ibid, prg.45
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along with an equivalent liability in respect of the government grant or a nominal

amount. 122

3.3.2.2.1.3 Fair Value in IAS 39: Financial Instruments

Main measurement basis for financial instruments is fair value. Fair value is

determined by the following hierarchy;

e Active market: quoted price
The fair value of a financial asset that is quoted in an active market is usually its current
bid price in the most advantageous active market to which the entity has immediate
access. When an entity has assets and liabilities with offsetting market risks, it may
determine fair value on the basis of mid-market prices for the offsetting risk positions.

e Active market: recent price
When current prices are unavailable, the price of the most recent transaction provides
evidence of the current fair value of a financial asset unless there has been a significant
change in economic circumstances since the time of the transaction. If conditions have
changed in the intervening period or the entity can demonstrate that the last transaction
price is not fair value, the fair value is estimated by adjusting the most recent price to
take account of those changes or events by reference to current prices or rates for
similar {inancial assets.

¢ No active market: valuation technique
If the market for a financial asset is not active, an entity determines
fair value using a valuation technique, including:
(a) recent arm’s length market transactions;
(b) reference to- the current fair value of other financial assets that are substantially the
same;
(¢) discounted cash flow analysis; or

(d) opﬁon,pricing models.

22 International Accounting Standard 20: Accounting for Government Grants and Disclosure of
Government Assistance, prg.23
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As for investments in subsidiaries, when separate financial statements are
prepared, investments in subsidiaries are initially measured at cost, being the aggregate
of:

(a) the fair value, at the date of exchange, of assets given, liabilities incurred or assumed
(including contingent consideration that it is probable will become payable and is
reliably measurable), and equity instruments issued by the investor; and

b) any costs directly attributable to the acquisition.

The published price of a quoted equity instrument is its fair value at the date of
exchange for determining the cost of an investment in a subsidiary unless, in rare
circumstances, the acquirer can demonstrate that the published price of a quoted equity
instrument has been affected on the date of exchange by the thinness of the market. If
the published price on the date of exchange is an unreliable indicator of fair value, or a
published price does not exist for equity instruments issued by the acquirer, the fair
value of the instruments could be estimated by reference to the proportional interest in
the fair value of the acquirer or by reference to the proportional interest in the acquiree
obtained, whichever is the more clearly evident.

As for investments in associates held by:

(a) venture capital organizations, or
(b) mutual funds, unit trusts and similar entities, that are designated as at fair value

through profit or loss upon initial recognition, or classified as held for trading, are

measured at fair value in accordance with IAS 39

As for interests in joint ventures, investments in joint ventures held by

(a) venture capital organizations, or (b) mutual funds, unit trusts and similar entitics,
that are designated as at fair value through profit or loss upon initial recognition, or
classified as held for trading, are measured at fair value in accordance with IAS 39. An
entity accounts for its interest in a jointly controlled operation to the extent of the assets
that it controls and the liabilities that it incurs, measured in accordance with the bases
applicable to the particular assets or liabilities concerned.,

Financial assets at fair value through profit or loss, including a derivative, is

initially measured at fair value, unless the financial asset arises through the loss of
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control and/or significant influence over a subsidiary or associate. The carrying amount
of the investment at the date that it ceases to be a subsidiary or associate is regarded as

. el . . . 23
the cost on initial measurement as a financial asset in accordance with IAS 39.!

A non-option embedded derivative (for example, an embedded forward or
swap) that is separeted from its host contract in accordance with paragragh of IAS 39 is
separated so as to result in the derivative having a fair value of nil on initial recognition.
An option-based embedded derivative that is separated from a host contract in
accordance with paragraph 11 of IAS 39 is measured at fair through profit or loss in the
same manner as a stand-alone derivative. The carrying amount of the host instrument is
the residual amount after separating the embedded derivative. If the fair value of an
embedded derivative is not reliably measurable as a stand-alone instrument, the fair

value is the difference between the fair value of the hybrid instrument and the fair value

of the host contract, if determinable.'**

Subsequent measurement principle for financial instruments,including
derivatives is fair value. Having stated this general principle, the standard makes some

exceptions for those measured at cost,which is mentioned in cost model section.
Two categories of financial assets which are measured at fair value are
a. financial assets at fair value through profit or loss
b. available-for-sale financial assets

Financial assets at fair value through profit or loss, including derivatives and
available-for-sale financial assets are measured at fair value without deduction for

transaction costs that may be incurred on sale or other disposal.'?®

The carrying amounts of financial assets that are designated as hedged items in

a fair value hedge and otherwise measured at cost (including cost), are adjusied for the.

'3 International Accounting Standard 39: Financial Instruments prg.43, International Accounting
Standard 27: Consolidated and Seperate Financial Statements prg.32, International Accounting Standard
28: Investments in Associates prg.19

! International Accounting Standard 39: Financial Instruments, prg.11
" 1bid., prg.46
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gains or losses arising from changes in the fair values of the hedged item in respect of
the hedged risk. When the hedged item is an unrecognized firm commitment, the
subsequent cumulative change in the fair value of the firm commitment attributable to
the hedged risk is recognized as an asset (or liability). Any adjustment to the carrying
amount of a hedged item for which the effective interest method is used is amortized to
profit or loss on the basis of a recalculated effective interest rate at the date on which

amortization begins.'%¢

The recent amendment to IAS 39 ‘permit any financial asset or financial
liability to be designated as a trading instrument, which requires fair value reporting.
Such designation must occur when the instrument is initially reported. One advantage
associated with such designation is that a company can achieve the objective 6f hedge
accounting without having to meet the hegde accounting criteria. A major disadvantage
is that the designation is permanent. Therefore, if the hedge relationship is discontinued,
the company must continue to report the hedged instrument at its fair value, with
increases and decreases with fair value reported in income. This differs from the hedge
accounting rules, which, in certain instances, permit amortization of the adjusted value
of the hedged instrument into income over the instrument’s remaining life when a fair

value hedge relationship is discontinued.'*’

3.3.2.2.1.4 Fair Value in IAS 40: Investment Property

One of the two measurement principles presented by IAS 40 for subsequent
measurement of investment property is fair value. Although the standard allows entities
to select fair value model or cost model as accounting policy, it is required for all
entities to determine fair values of investment property; either for measurement in case
fair value model is selected or for disclosure in case cost model is selected. An entity
shall dis¢lose the fair value of its investment property in the notes to the financial

statements even though the entity measured them at cost. The standard emphasizes the

26 1bid., prg.89-93
27 Jones,R.C,Venuti,EK., “4 ccounting and Reporting for Financial Instruments: International
Developments”, The CPA Journal, Feb.2005, 75 ,2, p-32
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importance of fair value and encourages entities to determine the fair values on the basis
of valuations by independent valuer who have professional qualification and
experience. '8

The fair value of investment property should reflect the market conditions on
the balance sheet date. The best evidence of fair value can be determined by the current
prices in an active market for similar property in the same location and condition and
subject to similar lease and other contracts. The fair value of investment property
reflects neither future capital expenditure that will improve or enhance the property nor

related future benefits from such future expenditure.'?’

Investment property accounted for under the fair value model is measured at
fair value, without any deduction for transaction costs that may be incurred on sale or
disposal, unless the entity can demonstrate that there is clear evidence when it first
recognizes a property interest as an investment property that the fair value of the
investment property is not reliably determinable on a continuing basis. In such cases,

the investment property is measured using the cost model with a residual value of zero
130

until its disposa

The fair value of an investment property reflects, among other things, market
conditions at the balance sheet date, rental income from current leases, supportable
assumptions that represent what knowledgable, willing parties would assume about
rental income from future leases in the light of current conditions and expected cash

outflows (including rental payments) in respect of the property.'*!

** International Accounting Standard 40: Investment Property, prg.32
2 Ibid.,prg.33,51

"% 1bid., prg.37,53

B bid., pre.38,40
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3.3.2.2.2 Net Realizable Value
3.3.2.2.2.1 Net Realizable in IAS 2: Inventories

As mentioned in the cost models, IAS 2 states that inventories shall be
measured at the lower of cost or net realizable value. This is a conservative
perspective,and if net realizable value is lower than the cost of inventory, it should be
selected as measurement base. The standard does not approve to measure inventory at

an amount more than the recoverable amount from use or sale.

Net realizable value is defined in the standard as 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 following producers may elect to measure their inventories at net

realizable value to the extent that there is a negligible risk of failure to sell;
i. producers of agricultural and forest products

ii. producers of agricultural produce and

iii. producers of minerals and mineral products.’*>

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. Two implications of this rationale are,
firstly, assets 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. If the
inventory is carried forward at an amount in excess of net realizable value, the loss
would be recognized on the ultimate sale in the subsequent period. This would mean

that a loss incurred in one period, when the value decline occurred, would have been

132 International Accounting Standard 2: Inventories, prg.3-4; International Accounting Standard 8:
Accounting Policies, Changes in Accounting Estimates and Errors, prg.13
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deferred to a different period, which would clearly be inconsistent with several key

accounting concepts, including conservatism.'>?

3.3.2.2.2.2 Net Realizable Value in IAS 36: Impairment of Assets

Previous version of International Accounting Standards defined net selling
price as the amount obtainable from the sale of an asset in an arm’s length transaction
between knowledgable, willing parties, less the costs of disposal. IASC Board named

this definition as “fair value less costs to sell” in the last version.

IAS 36 applies to assets that are carried at revalued amount which is the fair
value at the date of revaluation. However, identifying whether a revalued asset is
impaired depends on the basis used to determine fair value. Carrying amount and
recoverable amount are compared when determining impairment. Since the revalued
amount of an asset is in most cases fair value at the date of revaluation, comparison is
made between fair value and recoverable amount. At this point, the basis on which fair
value is determined is critically important. It should be kept in mind that recoverable

amount is the higher of fair value less cost to sell and value in use.

a. If the asset’s fair value is its market value, the only difference between the
asset’s fair value and its fair value less costs to sell is the direct incremental costs to
dispose of the asset. In other words, the only difference between the market price of the
asset and its net realizable value is costs of disposal. There are two cases depending on

those costs:

1. if the disposal costs are negligible, the recoverable amount of the revalued
asset is necessarily close to, or greater than, its revalued amount (fair value). In this
case, after revaluation requirements have been applied, it is unlikely that the revalued

asset is impaired and recoverable amount need not be estimated,

133 Epstein, Mirza, op.cit, p.148
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ii. if the disposal costs are not negligible, the fair value less costs to sell of the
revalued asset is necessarily less than the fair value. Since the higher of the fair value
less costs to sell and value in use is taken as the recoverable amount, value in use shall
be taken into consideration in order to determine whether the asset is impaired or not. If

the value in use is less than the revalued amount, the asset will be impaired.

b. If the asset’s fair value is determined on a basis other than its market value,
its revalued amount may be greater or lower than its recoverable amount. Therefore,
after revaluation requirements have been applied, IAS 36 is applied to determine

whether the asset is impaired or not.'**

3.3.2.2.2.3 Net Realizable Value in IAS 41: Agriculture

The standard prescribes the accounting treatment of biological assets and
agricultural produce at the point of harvest. The standard defines a biological asset as a
living animal or plant; agricultural produce as the harvested product of an entity’s
biological assets and harvest as the detachment of produce from a biological asset or the

cessation of a biological asset’s life processes.

Regarding the recognition of biological assets and agricultural assets, three
conditions are given in the standard. The entity must control the asset as a result of past
events, future economic benefits must be expected to flow to the entity and the fair

value or cost of the asset can be measured reliably.

Measurement principle for a biological asset both at initial recognition and
subsequent measurements at the end of each period is the fair value of the biological
asset less estimated point-of-sale costs. This principle is used also for agricultural
produce harvested from the biological assets, but measurement takes place at the point
of harvest. If an active market exists for biological assets and agricultural produce, the

~ price at this market is the appropriate basis for fair value. If there is no such a market,

13 International Accounting Standard 36: Impairment of Assets, prg.5
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an entity may use one or more of the following three options in order to determine fair

value,

i. the most recent market transaction price, provided that there has not been a
significant change in economic circumstances between the date of that transaction and

the balance sheet date;
ii. market prices for similar assets with adjustment to reflect differences; and

iii. sector benchmarks such as the value of an orchard expressed per export

tray, bushel, or hectare, and the value of cattle expressed per kilogram of meat.!®

The measurement principle presented in the standard can be considered as an
example of net realizable value. Because the fair value of the biological asset or
agricultural produce is taken, and estimated point-of-sale costs are deducted in order to

reach the value which goes into the financial statements.

3.3.2.3 Present Value
3.3.2.3.1 Present Value in IAS 17: Leases

IAS 17 deals with the leases and prescribes accounting treatments. The
standard defines a finance lease as a lease agreement which conveys all risks and
rewards associated with the lease contract and it states that at the commencement of the
lease term, lessees shall recognize finance leases as assets and liabilities in their balance
sheets at the amounts equal to the fair value of the leased property or, if lower, the
present value of the minimum lease payments, each determined at the inception of the
lease. The discount rate to be used in calculating the present value of the minimum lease

payments is the interest rate implicit in the lease if this is practicable to determine, if

133 International Accounting Standard 41: Agriculture, prg.18
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not, the lessee’s incremental borrowing rate shall be used. Any initial direct costs of the

lessee are added to the amount recognized as an asset.'>®

As stated above, one of the values that must be taken into consideration when
measuring leased assets in the balance sheet is “present value”. Compared to fair value
of the leased asset, if the present value of the minimum leased payments is lower, this
amount becomes the basis for measurement. Minimum lease payments is defined in the
standard as the payments over the lease term that the lessee is or can be required to
make, excluding congintent rent, costs for services and taxes to be paid by and
reimbursed to the lessor together with any amounts guaranteed by the lessee or by a

party related to the lessee.

The lessee shall record a finance lease as an asset and an obligation at an
amount equal to the lesser of the fair value of the leased property at the inception of the
lease, net of grants and tax credits receivable by the lessors, or the present value of the
minimum lease payments. If the lease includes a bargain purchase option, the amount

required to be paid under the option is included in the minimum lease payments.

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 without further payment, provided that it is
reasonably certain, as of the beginning of the lease, that the lessee will exercise such a

renewal option."*’

1% International Accounting Standard 17: Leases, prg.20
137 Epstein, Mirza., op.cit, p.438
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3.4 Liability Valuations

Liabilities can be divided into two broad catergories regarding to their balance
sheet presentation; current obligations and long-term debt. Current obligations can also

be categorized as follows:
¢ Both the amount and the payee are known
¢ The payee is known but the amount may have to be estimated
o The payee is unknown and the amount may have to be estimated and
e The liability has been incurred due to a loss contingency'*®

Types of liabilities that fall into the first category are accounts payable,
notes payable, dividens payable, unearned revenues or advances, returnable deposits,

accrued liabilities, agency liabilities.

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 suppliers in the normal course of business,
which customarily are due in no more than one year, may be stated at their face amount

rather than at the present value of the required future cash flows.

Notes payable are more formalized obligations that may arise from the
acquisition of materials and supplies used in operations or from the use of short-term
credit to purchase capital assets. Although international accounting standards do not
explicitly address the matter, it is widely agreed that monetary obligations, other than
those due currently, should be presented at the present value of the amount owed, thus

giving explicit recognition to the time value of money.

Dividends payable become a liability of the enterprise when a dividend has
been declared. However, jurisdictions vary as to how this is interpreted. In continental

Europe, only the shareholders in general meeting can declare a dividend, whereas in

138 Epstein B.,Mirza, A.A.,op.cit, 385-399
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other jurisdictions, the decision of the board of directors would trigger recognition of a
liability. Since declared dividends are usually paid within a short period of time after the
declaration date, they are classified as current liabilities, should a balance sheet be

prepared in between the two events.

Unearned revenues or advances result from customer prepayments for either
performance of services or delivery of product. Returnable deposits may be received to
cover possible future damage to property. Refundable deposits are classified as current
liabilities if the firm expects to refund them during the current operating cycle or within

one year, whichever is longer.

Types of liabilities that fall into the “payee known but amount may have to
be estimated” and “payee unknown and the amount may have to be estimated” are
provisions depending on the properties of the provision. The liabilities which fall into
the last group “the liability has been incurred due to a loss contingency” are contingent

liabilities. These are covered in the section 3.4.1

Long-term debt generally takes one of two forms : notes or bonds. Notes
represent debt issued to a single investor without intending for the debt to be broken up
among many investors. Their maturity, usually lasting one to seven years, tends to be
shorter than that of a bond. Bonds also result from a single agreement. However, a
bondis intended to be broken up into various subunits, which can be issued to a variety

of investors.

Notes and bonds share common characteristic; a written agreement stating the
amount of the 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 business risk factors, and the inflationary

expectations associated with the business.
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Liabilities may be measured in sevaral ways once recognition decision had
been made. A comparison of asset measurement bases with those for liability

measurements is as follows.!*

Table-3: Asset measurement bases and equivalents for liabilities

Asset basis

Equivalent liability basis

1. Historical cost

1. Historical proceeds

2. Amortized cost

2. Amortized proceeds

3. Current replacement cost

3. Current equivalent proceeds

4. Fair value

4. Fair value

5. Undiscounted inflows

5. Undiscounted outflows

6. Value in use

6. Cost of performance

7. Net realizable value

7. Cost of release

8. Deprival value

8. Relief value

9. Recoverable amount

9. Settlement amount

¥ Nobes,C., Liabilities and Their Measurement in UK and International Accounting Standards,

Certified Accountants Educational Trust, 2003, p.33
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1. Historical proceeds are the net amounts of cash (or other equivalent asset)
that were received by the entity for issuing the liability (e.g. a debenture or a trade

creditor).

2. Amortized proceeds are the net amounts of cash that were received at issue,
plus or minus the cumulative amortization of the difference between that and the
maturity amount. In the simple case of a zero-coupon bond, the measurement starts at

net proceeds and gradually moves to redemption value.

3. Current equivalent proceeds are the net amounts that would be received if
the entity now issued an instrument entitling the holder to the same remaining benefits

as the existing instrument.

4. Fair value : This is a market amount, but neither an entry value nor an exit
value because it does not take account of costs of entry or exit . The IASB’s definition,
however is: “... the amount for which an asset could be exchanged, or a liability
settled...” . As Horton and Macve point out, this suggests an exit value for liabilities
(i.e. a settlement value not an exchange value).'*® Nevertheless, it is clear that the IASC
did not intend this, because IAS 39.99 says that entry and exit prices can be appropriate
for liabilities, and IAS 32.83 confirms that no costs of settlement should be deducted.
Of course, the term “fair value” could be used to mean an exit value, and this is now the

FASB usage, but it is not the ASB (Accounting Standards Borad) or IASB usage.

5. Undiscounted outflows is the undiscounted total of the expected outflows
caused by settling the liability by letting it run its course (e.g. by paying off a debt or a

provision when due).

6. Cost of performance is the discounted expected outflows caused by settling

the liability by letting it run its course. For a liability, value in use is the amount

1% Horton, J. and Macve, R. (2000), “Fair value for financial instruments: how erasing theory is leading
to unworkable global accounting standards for performance reporting”, Australian Accounting Review,
Vol. 11, No. 2.
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required to discharge an entity’s obligations. Value in use equals exit value which the

firm contracts with a third party to meet its obligations."*!

7. Cost of release is the amount that would currently have to be paid to a

contracted party or to a third party to take the obligation away from the entity.'*

From a liability perspective, the exit value of a liability, when debt is not
traded, is an estimate of the price, that the entity would have to pay third party to

assume the liability.'*

1 Barth, E.M and W.R Landsman, 1995, “Fundamental Issues Related to Using Fair Value Accounting
for Financial Reporting”, Accounting Horizons, December, p.97-107

2 Nobes, C., op.cit, p.45-47

143 Bradbury,E.M, op.cit, p.22
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3.4.1 Provisions And Contingent Liabilities

IAS 37 provides a comprehensive definition of the term provision. It mandates
in a clear-cut manner that a provision should be recognized only if the enterprise has a
recent obligation (legal or constructive) as a result of a past event, it is probable that an
outflow of resources embodying economic benefits will be required to settle the

obligation, and a reliable estimate can be made of the amount of the obligation.

IAS 37 defines a contingent liability as an obligation that is either a possible
obligation arising from past events, the outcome of which will be confirmed only on the
occurrence or nonoccurrence of one or more uncertain future events which are not
wholly within the control of the‘ reporting enterprise, or a present obligation arising
from past events, which is not recognized either because it is not probable that an
outflow of resources will be required to settle an obligation or the amount of the

obligation cannot be measured with sufficient reliability.

Provisions are measured at the best estimate of the expenditure required to
settle the liability at the balance sheet date. The best estimate is the amount that an
entity would rationally pay to settle the related obligation or transfer the obligation to a

third party, at the balance sheet date.'*

' International Accounting Standard 37: Provisions, Contingent Liabilities and Contingent Assets,
pre.36-37
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The estimates used to measure the amount that an entity would rationally pay

reflect:

e Management’s judgement, experience of similar transactions and in some

cases, reports from independent experts
¢ Evidence provided by events after the balance sheet date

e Future events that may affect the amount required to settle the obligation if

there is sufficient objective evidence that they will occur

¢ The expected value of all possible outcomes, if the provision involves a large

population of items
e The individual, most likely outcome, if a single obligation is being measured

e Risks and certainties that surround the events and circumstances of the
obligation, either through the adoption of an increased probability of an adverse
outcome, or a prudent estimate of the cost of such an outcome ( but not to the extent of

creating excessive provisions or deliberately overstating liabilities)
The estimates used to measure a provision do not reflect
¢ The tax consequences of the provision
e Gains from the expected disposal of any related assets

o Any reimbursement of a part or all of the expenditure required to settle the

provision

e Future operating losses, unless they relate to a provision recognized in

respect of an onerous contract'*’

% Ibid., prg.38-43
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The amount that an entity would rationally pay to settle or transfer an
obligation at the balance sheet date takes account of the time value of money, where
material. The cash outflows are discounted to present value using a pre-tax discount rate
that reflects the time value of money; and the risks specific to the liability for which the

cash flow estimates have not been adjusted.146

Future events that may affect the amount required to settle an obligation, and
for which evidence of occurrence is sufficiently objective, include expected cost
reductions associated with increased experience of applying existing technology;
applying existing technology to a larger or more complex solution; and new legislation
that is virtually certain to be enacted as drafted. They do not include future events
anticipated from the development of completely new technologies not supported by

sufficient objective evidence.'"’

6 Ibid., prg.45-47
"7 Ibid., pre.49-50
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3.4.2 Financial Liabilities

Financial liabilities at fair value through profit or loss, including derivatives is
measured at fair value. The fair value of a financial liability with a demand feature is
not less than the present value of the amount payable on demand, discounted from the

first date on which the amount could be required to be paid.'*®

A non-option embedded derivative, for example an embedded forward or swap,
that is seperated from its host contract in accordance with IAS 39 paragraph 11 is
separated so as to result in it having a fair value of nil on initial reognition. A option-
based embedded derivative that is separated from a host contract in accordance with
IAS 39 paragraph 11 is measured at fair value through profit or loss in the same manner
as a stand-alone derivative. The carrying amount of the host instrument is the residual
amount after separating the embedded derivative. If the fair value of an embedded
derivative is not reliably measurable as a stand-alone instrument, the fair value is the
difference between the fair value of the hybrid instrument and the fair value of the host
contract, if determinable, this is called as residual approach. If the fair value is not
determinable by using residual approach, the entire combined contract is treated as a

financial asset or financial liability that is held for trading.'*

Loan commitments that cannot be settled net in cash or another financial
instrument are measured initially; at fair value only if the commitment is to provide a
loan at a below-market rate of interest; or otherwise at the amount that the entity would
rationally pay to settle the loan commitment, or to transfer it to third party, at the date of
initial recognition.'*

The initial carrying amount of the liability component of a compound
financial instrument is determined by reference to the fair value of a similar liability that
does not have an associated equity component and also a proportion of the transaction

costs that are directly attributable to the acquisition of the compound financial

18 International Accounting Standard 39: Financial Instruments, prg.43,49
9 1bid., pre.11-12
0 1bid., prg.2
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instrument, if the liability is not designated as a financial liability at fair value through

§
profit or loss."”!

As to subsequent measurement of loan commitments; a commitment to provide
a loan at a below-market rate of interest is measured at the higher of the amount that an
entity would rationally pay to settle the loan commitment, or transfer it to a third party,
at the balance sheet date, and the amount initially recognized less, where appropriate

cumulative amortization recognized in accordance with IAS 18.'%

The subsequent measurement principle for financial liabilities at fair value

through profit or loss, including derivatives is as follows;

A derivative liability that is linked to and must be settled by delivery of an
unqouted equity instrument whose fair value is not reliably measurable is measured at
cost. Financial liabilities at fair value through profit or loss, including derivatives that
are liabilities measured at fair value. The fair value of a financial liability with a
demand future is not less than the present value of the amount payable on demand,

discounted from the first date on which the amount could be required to be paid.'>

An embedded derivative that is seperated from its host contract in accordance
with TAS paragraph 11 is measured at fair value through profit or loss in the same way
as a stand-alone derivative with the same terms and conditions. If the fair value of an
embedded derivative is not reliably measurable as a stand-alone instrument, the fair
value is the difference between the fair value of the hybrid instrument and the fair value
of the host contract, if determinable. This is the residual approach. If the fair value of an
embedded derivative is not reliably measurable using either the stand-alone derivative
or the residual approach, entire combined contract is treated as a financial liability as

held for trading."**

The carrying amounts of financial liabilities that are designated as hedged

items in a fair value hedge and otherwise measured at cost, including amortized cost

5 Ibid., prg.43

152 1bid., prg.2

'3 1bid., pre.47-49
% Ibid., pre.11
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are adjusted for the gains or losses arising from changes in the fair values of the hedged
item in respect of the hedged risk. Any adjustment to the carrying amount of a hedged
item for which the effective interest method is used is amortized to profit or loss on the
basis of a recalculated effective interest rate at the date on which amortization begins.
Amortization may begin as soon as an adjustment exists, but it must begin no later than
when the hedged item ceases to be adjusted for changes in the fair value attributable to

the risk being hedged.'>
3.4.3 Obligations To Provide Goods and Services In The Future

Any liability recognized under an entity’s accounting policy for government

grants that relate to assets, including non-monetary grants at fair value, is measured at:
(a) the fair value of the consideration received, less

(b) amounts recognized as income on a systematic and rational basis over the

useful life of the asset, less

(c) the amount of any repayment of the government grant (up to the amount of

any unamortized deferred credit remaining from (a) and (b) above)."

Any liability recognized under an entity’s accounting policy for government

grants that relate to income is measured at:
(a) the fair value of the consideration received, less

(b) amounts recognized as income on a systematic basis over the periods

necessary to match the grant with the related costs that it is intended to compensate, less

(c) the amount of any repayment of the government grant (up to the amount of

any unamortized deferred credit remaining from (a) and (b) above).'’

15 Ibid., pre.89

1% International Accounting Standard 20: Accounting for Government Grants and Disclosure of
Government Assistance, prg.24,26,32

17 1bid., prg 12,17,32
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A liability in respect of amounts due to customers for work to be performed

under a construction contract is measured at:
(a) progress billings plus recognized losses, less

(b) contract costs incurred from the date of securing the contract to the

finalization of the contract, plus recognized proﬁts.158

A liability recognized in respect of an entity’s obligations to provide goods and

services in the future that arises from an incomplete revenue transaction is measured at:

(a) the fair value of consideration received or receivable, less

(b) the amount of any revenue recognized in respect of the transaction.'>

%8 International Accounting Standard 11: Construction Contracts, prg.21,44
19 International Accounting Standard 18: Revenue, preg.9,131
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4, APPLICATION OF INTERNATIONAL ACCOUNTING STANDARDS ON
THE FINANCIAL STATEMENTS OF AIRLINE COMPANIES

This application is composed of two main parts. In the first part, an examplary
airline company, named Marmara Airlines is examined. Marmara Airlines’ financial
statements which are prepared according to Turkish Tax Law and Uniform Accounting
System are adjusted taking into consideration the main differences between
International Accounting Standards and Statutory Records regarding the measurement
of assets and liabilities. Given the journal entries in Statutory Records, the principles of
International Accounting Standards are emphasized and according to those principles,
adjusting journal entries (AJE) are made. By these adjusting journal entries, financial

statements based on IAS are prepared.

In the second section, five airline companies are selected and their IFRS-based
financial statements for the year 2004 are taken from the annual reports. The accounting

policies and treatments regarding the measurement of assets and liabilities are reviewed.
4.1 Marmara Airlines

The name of the airline company which is the subject of this application is
Marmara Airlines. Main operating area of Marmara Airlines is air transportation in
domestic and international markets. Registered capital of the Company is 400.000.000
millions of TL, and paid capital is 200.000.000 millions of TL.

The Company’s accounting books are kept according to the regulations of
Turkish Tax Law and Turkish Uniform Accounting System. Hereafter, these two will be
referred to as “Statutory Records™. Closing balances of accounts and financial

statements are provided in the Appendix.

In the application, the financial statements based on Statutory Records will be
converted into the financial statements based on International Financial Reporting
Standards; (hereafter IFRS), by applying the measurement principles of IFRS and
making adjusting journal entries. IFRS is firstly applied in 2004.
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Turkish Uniform Chart of Accounts has a General Classification. According to

this General Classification, the following codes are used;

. Current Assets

N

. Long-Lived Assets

. Short Term Liabilities

. Long Term Liabilities

. Owner’s ( Shareholder’s = Stockholder’s) Equity
. Income Statements Accounts

. Factory Accounts

. Free

. Memorandum Accounts

[N "IN B N R S

. Free

In Statutory records of Marmara Airlines, group 7 accounts (factory accounts)
are structured according to “standard costing” approach. Therefore there are “applied”
and “variance” accounts. For instance, 740 Cost of Services Rendered works in relation
to 741 Applied Cost of Services. After applying costs, group 7 accounts are closed to
group 6 accounts in order to reach profit or loss for the period.'®® In this application,
group 6 accounts will be used directly, instead of using “applied” and “variance”
accounts. The following table shows the relationship between group 6 and group 7

accounts.

'% Sensoy,Necdet., Turkish Financial Reporting System, Yaylim Yayincilk,2002, p.73,86.
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