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820 The Global Accounting Environment

The role of efficient markets in facilitating continued global economic growth is an economic pol-
icy concern of governments around the world. It has been recognized that national differences in
accounting standards and lack of transparency in financial reporting impede the efficient allocation
of capital—an essential element for economic growth—by adding unnecessary risk and cost to inves-
tors. That is why the G20 Leaders, the International Monetary Fund, the World Bank, the Financial
Stability Board and IOSCO have expressed their support for the IFRS Foundation’s mission of a
single set of high quality global accounting standards (Prada 2014).

The evolution of uniform financial reporting standards has been an inevitable consequence
of ever-increasing economic globalization. Recent research conducted by McKinsey & Co.
revealed that more than one-third of all financial investments now involve international transac-
tions (McKinsey 2014). It concluded that the total volume of global flows could triple in the next
decade, powered by a combination of rising prosperity, the participation of the emerging world, and
technological progress. Given these inexorable trends, financial information that is relevant, reliable
and comparable is needed to permit the efficient allocation of capital, and for increased trust and
confidence in capital markets.

The IFRS Foundation’s primary mission is to develop a single set of high quality, understandable,
enforceable and globally accepted International Financial Reporting Standards (IFRS), based upon
a clearly articulated, coherent set of foundational principles. Although a single, global language of
financial reporting is now widely supported around the world, the controversy has come in deter-
mining what that single, global set of standards should be. This has been significantly complicated by
differences in business and financial cultures among countries, as well as in accounting and auditing
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traditions and regulatory environments.

‘ Progress toward Global Standards

IERS has been widely accepted around the world and has unquestionably improved international
financial reporting transparency and comparability, impacting both the amounts and patterns of
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capital investments. Employment of uniform financial reporting standards has both reduced the
accounting costs incurred by reporting companies and lowered their costs of capital. All of these
effects contribute to the wealth of investors, nations, and society as a whole.

A decade ago, on 1 January 2005, the then-25 European Union (EU) Member States made a
coordinated move to IFRS from their varying and often incompatible sets of national accounting
standards. Other countries, including Australia, New Zealand, Hong Kong and South Africa soon
followed with their own transitions to IFRS. Thus, over the last decade, IFRS has become the pre-
dominant financial reporting scheme employed by most global industry sectors. According to the
[FRS Foundation’s most recent analysis, 114 of the 138 countries studied require the use of IFRS for
all or most public companies (Prada 2014; Pacter 2014).

Nevertheless, a number of other countries, including such major economies as China, India, Japan
and the United States, although making significant progress towards converging with global standards,
have not yet fully transitioned to IFRS. Despite many years of the FASB’s involvement with several
major joint projects with the JASB—a number of which have been brought to successful conclusions—
the U.S. remains one of few important countries not requiring or even permitting use of IFRS for finan-
cial reporting by its domestic public firms. On the other hand, since November 2007 the U.S, Securities
and Exchange Commission (SEC) has permitted the use of IFRS, as issued by the TIASB, by foreign
registrants for their U.S. listings, if they use IFRS for reporting in their home country (SEC 2007).

Consistent Application of Global Standards

Accounting standards have always evolved over time, in response to changes in the economies and
in the business and regulatory environments of the nations employing those standards. IFRS has
similarly exhibited a pattern of continual improvement and change since the inception of this inter-
national development effort in 1973. In the wake of the recent financial crisis, a number of new or
improved standards have been issued, such as those on fair value measurements, consolidated finan-
cial statements and financial instruments. Recently, a new converged (with U.S. GAAP) standard on
revenue recognition from contracts with customers was promulgated. Other important projects are
still in progress, including those addressing leasing, insurance, and financial disclosures, as well as.a
review of the Conceptual Framework. However, Ian Mackintosh, IASB Vice-Chairman, predicts ifiat
after a decade of frenetic change in financial reporting around the world, a period of relative calm
may be enjoyed, as “IFRS matures” (Mackintosh 2014).

As the body setting IFRS has become established, its priorities have evolved. Following a decade
of convergence projects conducted principally with the FASB, the IASB has moved Yoward a more
multilateral approach, engaging with standard-setters around the world, with the establishment of
the Accounting Standards Advisory Forum (ASAF). Its central focus now is on seeking to encourage
greater consistency in the application of IFRS internationally. For example, the jurisdictional profiles
published on the IFRS website (www.ifrs.org) reveal that some jurisdictions have modified IFRS as a
temporary step to aid the transition to global standards, thus introducing anomalies and inconsist-
encies in the application of IFRS. Indeed, the consistency of IFRS application can vary even within a
single jurisdiction, such as EU (Amiraslani et al. 2013). Tt is therefore seen as important that standard
setters, regulators and accounting firms work to improve consistency in the implementation and
application of global standards.

The U.S. SEC is still considering whether to require or permit IFRS in the U.S., and it is uncertain
whether this will be resolved in the near term. There is consequently a growing recognition that if U.S,
companies will not be required to use IFRS, the globalized business environment will compel account-
ing professionals to become “bilingual” in both U.S. GAAP and IFRS. This book addresses the [FRS
aspect of this perceived need for bilingualism, as well as key differences between IFRS and U.S. GAAP.

The present work focuses on learning IFRS by understanding the Conceptual Framework for
Financial Reporting (Conceptual Framework). Chapters begin by linking broad concepts to general
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principles, and then to the specific requirements of each IFRS. This approach will hfllp slt-lude;]hts
develop and understand the judgments required using principles-based standar‘ds, rathfzrt aE ;
memorization approach commonly applied with rules-based standards. Accordmgl-y, t ;s t;axt1 oc;o
employs a three-step progression to teaching IFRS judgments; from concepts to principles/rules
the judgments required in the application of those rules. . e
Guided by the perceived need in university, preparer, user, and public jaccogntmg educa 1or11,
text features a clear presentation of the concepts underlying IPR"S, detailed 1!lustrat10ns,defxp 12}11}:;
tions, and applications. In addition, the inclusion of “real-world” examples and case studies lin
nting theory to the practical accounting environment.
ac?alih chipter I.zgins wi[sh the fundamental concepts and the reasons why they are importan’; Ea.ch
standard is explicitly connected to the Conceptual Framework by clearly stated O,b]eCthCS and‘prm—f
ciples. Chapters provide the requirements of each standard, dfevellop thei student’s understan ing od
these requirements through the use of examples, indicate the mgmficimt judgm_ents t};alt{ gre reqti;re ;
in applying the standard, and contain a comparison of IFRS to U.S. (_rAAP. Because }: : arfehsu tJerc
to continuing improvement, we include a Future Developments ?ectlon at.the endo ;{:imet apte i,
explaining salient current issues on the IASB’s active agenda, their respective stages of deve opmezﬂ
and the expected outcomes. Chapters on financial instruments and.rev.enue fnf)m contracts wi
customers are based on newly issued standards, for which early adoption is permitted.

Suggestions for Instructors

i'We-book provides comprehensive coverage of important IFRS with signiﬁc.ant instructignai fllce::lclj—
tility. The book is designed to be used either in a one-term course that prowde.s an overview of the
IASB due process, the Conceptual Framework, and the core accm.mtlng topics, orina tw:l)-tflerm gour;e
allowing for complete coverage of the standards and interpretations. The bc:ok is also esxgned to -te
used for continuing professional education (CPE) courses or for self-study. The s.elf—cor‘;tz}m; units
of subject matter allow for substantial flexibility in sequencing t_he course materials an in t e time
devoted to each topic. In addition, individual chapters are orgamzet_i to allow for opportunities to go
into greater depth on particular topics through the use of case studies. ) .

This book should be helpful to students in both the U.S. and abroac}, as well as t‘mancm sta!:exl?enli
users and preparers. English-language texts and other books are Pse.d in many nations, and. thle".r Irloo. :
should therefore be appealing to academic and accounting’protessmnals in many countrltes.b elii
ideal for upper division undergraduate students and master’s degree students, bu? coul((li also en.eha
practicing accountants, financial executives, investment managers, and accounting educators who
want to develop their own understanding of IFRS.

Book’s Companion Website

At the book’s companion website, students can also access the following resources:

« Extensive end-of-chapter assignments (including ‘Applying the Conceptual Framework
section).

« PowerPoint presentations

» Research cases

« Appendixes to the chapters to keep this book t.he most up_-toﬂdate _

« A complete Glossary of all the key terms used in the text, in alphabetical order.

Extensive end-of-chapter assignments provide the opportunity for studen—ts to increase their under-
standing of the chapter material and for instructors to assess mastery of the subject matter. E1.1d-
of-chapter materials expose students to other pillars of high quality financial reporting, including
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international auditing standards, international ethics standards, corporate governance and enforce-
ment. Additionally, the end-of-chapter materials include emerging financial reporting issues such as
the concept of integrated reporting, sustainability and social responsibility accounting.

The end-of-chapter materials progress from simple focused questions and exercises to more
complex integrated problems and cases. Cases provide opportunities for gaining exposure to dif-
ferent interpretations and applications of IFRS as well as the effects of IERS adoption on financial
statements. Also included are a number of useful Internet links related to subject matter to expand
expertise in analyzing real-world financial reporting in accordance with IFRS. Research assignments
as well as task-based simulations require students to search for and reference relevant IFRS (a skill
expected to be tested on future CPA examinations).

Instructor supplementary materials include: Solutions Manual to end-of-chapter assignments,
Test Bank, Companion Websites, Videos, and PowerPoint Presentations.
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Learning Objectives

To understand:

+ Objectives of financial statements

* Components of a complete set of financial statements -

* Requirements for fair presentation and c-ompllance \fvn:h IFR

+ Assessment of an entity’s ability to continue as a going concern

* Structure and content of financial statements

* Structure and content of the notes to financial statements

* Significant judgments required in presenting financial statements. 79
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Introduction of Accounting

This chapter focuses on IAS 1, Presentati
the presentation of financial statements s
ness of information reported in an entit
about providing resources to the entity.
The objective of financial statement

on of Financial Statements. The general requirementg
et out in this standard are designed to improve the usefyl
y's financial statements and to help users make decisiop

presentation is consistent with the overall objective of gene
in the Conceptual Framework. Financial st

n about an entity’s financial position and
changes in financial position that is useful to existing and potential investors, lenders,

creditors in making decisions about providing resources to the entity.
The overall requirements for the presentation S 1

however, the fundamental concepts of defining the reporting entity, the qualitative characteristicg
of useful financial information, and the elements of financial statements are described in the Cop.
ceptual Framework (discussed in Chapter 2). Other IERS provide recognition, measurement, and
disclosure requirements for different transactions and events. [AS 7, 10, 24, 33, and IFRS 5 and §
provide additional guidance on the presentation of financial statements.

tion focuses on providing informatio

of financial statements are prescribed in A

Why Is Presentation Important?

The requirements for presentation of financial statem
entity communicates financial statement informatio
and their investment choices, with consequences for

helps existing and potential investors, lenders, and other creditors assess the amount, timing,
uncertainty of future cash flows and make better decisions in their capacity as capital providers,

Information presented in the financial statements should be separated into sections and categories.
For example, an entity separately presents information about its operating, investing, and financing
activities and separates its discontinued operations from its continuing activities. Also, aligning line
items, their descriptions, and the order in which information is presented across the financial Siate-
ments helps users understand relationships between items across financial statements.

Thus, the financial statements should complement and relate to each other, showing a conesive
financial picture of an entity’s activities. As a result, a user can understand the flow ofinformation
through the various financial statements. For example, a user should be able to ccmpare operating
income with operating cash flows in determining earnings quality. This separatios and organization
of information increases the transparency of the information provided and helps users understand
an entity’s financial position and changes in its financial position during a period.

Grouping (aggregating) financial statement items on the basis of shared characteristics and how the

Y
respond to economic events helps in predicting future cash flows, which is a fundamental objective
of financial reporting, Consequently,

IAS 1 requires that changes in equity arising from transactions
with owners are presented in the statement of changes in equity, separately from non-owner changes
in equity that are presented in the statement of profit or loss and other comprehensive income.

Based on information presented in an entity’s financial statements, users should be able to assess
the entity’s liquidity, the entity’s ability to meet its financial commitments as they become due, and

the entity’s financial flexibility, such as the entity’s ability to earn returns on investments, fund future
growth, and respond to unexpected needs and opportunities.!

ents directly affect how the management of an
n to those who provide resources to the entity
aggregate economic activity. This information

and

Key Terms Defined

General-purpose financial statement

s. The financial statements,
financial position,

comprising the statement of
the statement(s) of profit or loss and other compr

ehensive income, the separate

income stat
that are inten
\nformation needs.

‘impracticab]e-
ble to do so.
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the IFRS treatment would be so misleading t
Complete Set of Financial Statements

IAS 1 specifies the components of a com
the identification and separation of thos
tion 4.1 presents six components of a complete

on of Financial Statements « 83
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Presentati

the entity presents consolidated financial statements under IFRS 10, or separate financial statep

under IAS 27 (IAS 1.4). Additional guidance on the presentation of financial statements is prg
inIAS 7, 10, 24, 33, and IFRS 5 and 8.

[Mustration 4.1 A Complete Set of Financial Statements

ts of a complete set of financial statements include:
en

I Compon

t of financial position at the end of the reporting period
Executive Summary

e f profit or loss and other comprehensive income for the period

| 5 Astatemento . : =
quired g | i A statement of changes in _eqm}:y for -thfl per |
cash flows for the perio . B piabir

o O'fsing a summary of significant accounting policies and P
' - mpri
5, Notes c0 i
n iti inni f the earliest comparative p :
e ment of financial position at the beginning o o
ey hen an entity applies an accounting policy retrospectively,

when a ace _

Semeclment or reclassifies items within the financial statements

* An entity whose financial statements com
make an explicit and unreserved statemen
* A complete set of financial statements in

ply with all the requirements in IFRS is re

t of such compliance in the notes.

cludes the statement of financial position, the sta

ment of profit or loss (PL) and other comprehensive income (OCI), the statement of chang,
in equity, the statement of cash flows, and the accompanying notes to the financial stateme

* A minimum presentation of certain asset, liability, and equity accounts in the statement of
financial position is prescribed in IAS 1. Additional line items are presented when the sim
nature, or function of an item is relevant to understanding an entity’s financial position, |

* The sequence or format in which items are to be presented is not prescribed and may vary
according to the nature of the entity and its transactions. '

* A classified statement of financial position is required, except when liquidity presentation pro-
vides reliable and more relevant information,

Total comprehensive income is presented in one state

statement of comprehensive income) or in two stat

and a separate statement of OCI.

* Expenses are classified based on either the nature o

entity. If functional presentation is used, s
nature of expenses.

restate

(Source: IAS 1.10)

i e other titles
d an entity may choose to us -
1i i .1 are not mandatory an . : e iy
s in some jurisdictions the statement of hnanczﬂ pos1t10rt1 1tsemem
is referred to as a sta
ement of PL and OCI is re _
et been called the statement of recognized

'he ti reseni
i?:cstift‘}szs:isl report. For example,
Iy roferved to as a balance sheet an 1

H;OCI:IYI +ehensive income. The latter statement has also
oI CtdL’

e d expense.

‘“\zfznagty mra)y present a single statemen
of PL followed by the statement presenting
presents OCI items). All ﬁIllanmal statemen
' presented with equal prominence.

*

ment of PL and OCI (also called the
ements comprising a separate PL statement

; tement
r the function of the expense within the t of PL and OCI, or it may present a sep.arate‘:;aPL g
pecific disclosures in the notes are required about the other comprehensive income (that begins wi

i e
ts included in a complete set of financial statements ar

Income or expense items may not be presented or described as “extraordinary items” in the

statement of PL and QC]I, in the Separate statement of PL (if presented), or in the notes.

+ Changes in equity result from an entity’s total comprehensive income for the period, the effects \
o.f changes in a_ccoun_tmg Pohcnes, and corrections of errors r.ecogmzed in the period. Add; General Considerations

tional changes in equity arise because of the amounts of contributions from, and other disyri-

butions to, owners during the period.

Financial statements are prepared on an accrual basis except for the statement of cash

: m m Fair Presentation and Compliance with IFRS . g
3 e e -
| i jal statements fairly presen finan
omparative information for all amounts reported in the financial statements (at least a two- It is presumed that financ
year presentation) is required.

i ions,
and cash flows of an entity. Fair presentat(;o;il means thzcaltr:;:aongss;:ttion oS iy
i ing to the definitions an _
+ Disclosures must be made concerning significant judgments (except for judgments involv- are faithfully repre;egted zsii;;dt{mi B i et e WIt}.l . pe
ing estimations) that are required in presenting financial statements, including judgments in ceptual Framework. An e s b e sk
assessing materiality and the going concern assumption. s A

An entity is required to make an explicit an

Jows.

: : i comply with all of
in the notes. Financial statements are in ik ol I]IFE'{S 01‘;1%’{512;};?’1‘1 resElZ in financial
; : e : : i ces, applyin
Financial Statements the requirements in IFRS. In virtually all c1;;:umst:il = ex[:?i:;di rare circumstances, when man-
i & i ever, . = it
e a fair presentation. HOwW ‘ misleading that i
[ ot chie 5 -e with a requirement in an IFRS would be so g "
g agement concludes that Comphami fi ial statements as set out in the Conceptual Framev; b :
s s : : ; : . . jecti nancia ibit
The objective of financial statements is to provide useful information to a wide range of users. Useful would conflict with the objective o 'r:3 ment if the relevant regulatory framework _does not pro éic-
information aids users of the financial statements in making economic decisions based on the finan- the entity can depart from that requi referred to as a “true and fair override” in somehjuni;ated
cial position, cash flows, and financial performance of the entity (IAS 1.9). Because this information such a departure.” This depar'lc_lure 1:,1 is required to disclose the title of the [FRS and the re
is communicated through a complete set of financial statements, the standard specifically defines tions. In such circumstances, the entity
what is meant by a complete set of financial statements.

i oy
requirement from which the entity has departed

objectives of financial statemen}s as s.etl(l)u
ard requires disclosure of the financial im
departure from IERS.

plete set of financial statements and establishes criteria for

€ components from other information presented. Illustra-
set of financial statements.

ition, financial performance,
other events and conditions
Con-

RS, accompanied by addi-

d unreserved statement of compliance with IFRS

e nature of the departure, and the -reaso_nhwty
hat applying the standard would c'o.nfllcthwﬂtartlde-
t in the Conceptual Framework. In.addmon,t Cel:; e
pact on each financial statement item affected by




84 . Presentation

Illustration 4.2 Société Générale: Applying “True and Fair Override”

[t is not often that jor i
a ma i
e i S::)}gg ;élgggzgl):il b:;nk admits it is violating well-established accountipg
at as done in accounti i .
to 110526.?\ billion euros—now worth about $9.7 billion ixtjlr]lfnfE; e e "
n its tinancial statements for 2007 : K ¢!

: » the French bank i
saitee el i ‘ ank takes the loss in that ye ing it
ol ;cl)]r; 2;05 ;r:hpnf)ﬁt that it says was earned by a trader, Jéréme K);z’e?ffj;mng .

st ]i E ;I;m 2eo Oa;:t he was making huge bets in financial futures markf;ts oy
s Cirde;wl:jen it actually occurred—to 2007, Société Généraje'has c
cin i e b eitiecis o ;ld irnaltzed questions about whether international accountir:- !
g € many countries around the world that are converf |

In its annual report r i

eleased this week, Société Générale i
- ) . . » docieté Générale invoked what i &
B rr protvmon of international accounting standards, which providea ttlfst l:r‘mwn sl
cumstances in which mana , Phiy
circur : gement concludes that ¢ iance” wi

so misleading that it would conflict with the obj B e
depart from the rules. ]

In its annual report, Société Géné
“ § iete Générale says th ;

Events After th - ys that applying two accountin =
Deasire ent,._ivﬁililnﬁzvShSEt Date, and IAS 39, “Financial Instruments: %{erc?i;snitilgls "
ot detit sty :3 E'e.n mconsistent with a fair presentation of its results. But i e

o why it believes that to be the case (The New York Tirnes. M -h I;t it does
, March 7, 2008).

‘in the extremely
e rules “would b

: : e
ective of financial statements,” a company can

Note that usin “fai
g the “fairness override” is diffi justi
bl e s _ ; icult to justify. If other entities in similar ci
- thg [).feqmrem: r:te?vL:)erglent, there is a rebuttable presumption that the entii ai zgcuT- “
e Ou:in 131(1)2 tg so misleading that it would conflict with the gbjectﬁrlf (;; A
onceptual F :
R ey e ramework. Any departure from 1
P y not be warranted under such conditions. Also regulations in m;[;e S_taﬂdi‘ .
) y juriddic-

2 p
tions Such as St('ck mar ket I UIES-, 1ohlb1t dEPaI ture II(HII [.E ]{n; dCCOUl‘ltlng reqLI]l ements i or aﬂy

Going Concern

A key assessment that man i

1 e sg:;ﬁeitnmal?es When preparing financial statements iz whether an entity

e e];at' en 1?’ is con.su%ered a going concern if the entity appears to be

B it e busmesspalctj 1.(:_ns. I a.n e.ntlty § economic position is such that management

AT e i vities or liquidate a majority of the entity’s assets, or th -
wise, the entity is not considered a going concern (IAS 1 ZSi Whe(:]rzslssego

g I thE gﬂnl concern aSSI.UllPthI! 1S a P ()P e, 1T eme h()u[d cons dEI d l ‘fallable
g
n Wflethe p T riat 3 anag ments 1 l a

I S € case ther y y or
C ntie l‘egardlng the gOll‘lg concern status Of an entlt F
I som ases € ma l’e ieW uncertai S .

example, when the entity has a hi
» a history of profitabl i
s sty ry ol profitable operations and is not subj i
s : ot subject
o ﬁquidatzntzry IS;{ going concern. On the other hand, when managime:: ']:usmess' .
W 1-nee zl: ity or to ceasje operations, the entity is not a going mncernI Icolm*mltted
N5 g may be required of both managers and audit i
Mty as the ability to continue as a going concern E———
anagement needs to wei ,
Whr-cos ey <o lac:'r(:ght(f:\urren.t and expected profitability, debt repayment schedul d
s durir}:})g . ﬁnzn . lTancmg before deciding that the going concern status is i
' 3 ncial crisis, an entity’s al ili Jofior
A5 i ACial crisi y’'s general lack of ability to find reas
he entity’s ability to continue as a going concern. When f:\.'a[u(::t]i211 " f;"‘iﬂ‘?'
! ng whether
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an entity has 2 going concern issue, The International Auditing and Assurance Standards Board
‘WSB) staff Audit Practice Alert, Audit Considerations in Respect of Going Concern in the Current
i}}g};ﬁnomic Environment, directs auditors to consider fixed-term borrowings near maturity without
any realistic prospects for renewal or repayment, excessive reliance on short-term borrowings to
finance long-term assets, indications of withdrawal of support by creditors, an inability to comply
with terms of loan agreements, and the loss of a major market, supplier, or franchise’ (Hodgdon

etal. 2011).

s from the Austrian Airlines 2008 Group Annual Report: Basis of

~ [llustration 4.3 Excerpt
Preparation (Going Concern Principle)

the Board of Management assumed a sufficient avail-

R
«  For the above mentioned reasons,
reparing the consolidated financial

ability of equity and a positive going concern prognosis in p

statements for the 2008 financial year.
In the event of a negative decision on

31.7.2009, the Board of Management wi

the part of the European Commission or a decision after
11 not be able to assume the continuing existence of the
company, which is why there are major uncertainties in respect to the going concern principle.
Any depasiure from the going concern premise would have a significant impact on the assets,
financial vosition, and profit and loss of the Austrian Airlines Group.” J

s related to the going concern status of an entity, the entity is
if an entity is not a going concern, it must dis- ‘
rn, as well as the basis on which it prepared the

when there are material uncertaintie
required to disclose those uncertainties. Moreover,
close that fact, the reason why it is nota going conce
financial statements.

A going concern basis is fundamental t
tion provides justification for measuring ¢
are doubts about an entity’s ability to contin
duct impairment tests of the entity’s assets.
would be measured at fair value less costs to se
have value in use.

If the result of the assessment casts signific
going concern, management is required to disclose
pared the financial statements and the reason why the entity

o many accounting principles. For example, this assump-
ertain financial statement items at amortized cost. If there
ue as a going concern, management is required to con-
When an entity is no longer a going concern, assets
Il because those assets can no longer be considered to

ant doubt upon the entity’s ability to continue as a |
that fact, together with the basis on which it pre-
is not regarded as a going concern.

Example 4.1 Going Concern

In anticipation of the Clean Energy and Security Act of 2009 (Cap and Trade System), Sun
Power Entity (SPE) was established in 2007 to produce solar panels (PV) to meet the increasing
demand for low carbon generation in the U.S. SPE was profitable during its first three years. In
2011, an increasing supply of low-cost solar panels from China reduced the competitiveness of
SPE’s products and resulted in SPE reporting substantial operating losses. In response, the solar
industry and its labor union lobbied government to impose tariffs on solar panels. On December
10, 2011, the government announced that it would impose limited solar panel tariffs in 2012. As
a result, SPE’s management expects that this will help SPE return to profitability in 2012.
Based on management’s assessment on December 31, 2011, the financial statements of SPE
have been prepared on the going concern basis. However, management must disclose all facts

Bd the reason why the entity is regarded as a going concern. J
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Accrual Basis of Accounting

Financial statements, except for cash flow information, are prepared using accrual accounting (1A
1.27). Accrual accounting depicts the effects of transactions and other events and circumstances gn
a reporting entity’s economic resources and claims in the periods in which those transactions occyr,
not necessarily when the resulting cash receipts and payments occur. Consequently, an entity usip,
the accrual basis of accounting recognizes the elements of financial statements (assets, liabilities,
equity, income, and expenses) when they satisfy the definitions and recognition criteria for thoge
elements in the Conceptual Framework (IAS 1.28).

Information about an entity’s financial performance during a period, as reflected by changes in itg
economic resources and claims (except those provided by investors and creditors) should be usefy]

in assessing the entity’s ability to generate net cash inflows. Without the accrual basis of accoun
management could have significant discretion in determinin

be tempted to smooth earnings (Wells, 2011).

ting,
g profit for the period and, for example,

Materiality and Aggregation

In accordance with IAS 1, when a grouping of similar items is material, an entity should present
them separately from other classes of items (IAS 1.29). Therefore, each material class of assets,
liabilities, equity, income, and expenses that have similar nature or function is aggregated and
presented as a separate line item in the financial statements. For example, an entity will have vari-
ous classes of fixed assets ranging from buildings to machinery. These assets would be grouped
together in one line item (commonly named Property, Plant, and Equipment) in the financial
statements. A line item that is not individually material is aggregated with other items either in
those statements or in the notes. Dissimilar items are presented separately unless they are immate-
rial. Materiality is assessed from the users’ perspective; accordingly, information is considered to
be material if “omitting it or misstating could influence decisions that users make on the basis of
financial information about a specific reporting entity” (Conceptual Framework, QC11). Because
financial accounts are highly summarized, materiality facilitates aggregation of information (e.g.,
total revenue representing retail revenues and wholesale revenues) without including irrelevant

detail (but only if such presentation will enhance the usefulness of such inform

ation in predicting
future cash flows).

Example 4.2 Materiality of Prior Errors

In 20X5, before the entity’s 20X4 financial statements were approved for issue, Progress Entity
(PE) discovered a systematic error in the calculation of its development expense. Further inves-
tigation revealed that the calculation was incorrect beginning with 20X0, the year when PE
was established. The cumulative effect of this error on PE’s retained earnings is $200,000. PE
reported retained earnings of $500,000.

This error is material because it is large enough to influence the economic decisions that users
make on the basis of the financial statements.

Judgment is required to determine if the prior-period error is material and to differentiate the cor-
rection of prior-period errors from changes in accounting policies and changes in accounting esti-
mates. Because immaterial prior-period errors are not expected to influence users’ decisions made
on the basis of the financial statements, such errors may not need to be corrected or may be corrected
prospectively, as opposed to retrospective restatement of material errors. When assessing whether
the error is material, its effect on trends (particularly trends in profitability) must be considered.

Presentation of Financial Statements « 87

—Y y Vv i i Ct ]'n i cause Of a
1 a Current ear immatedal error ma ha ea mater al lmpa ﬁlture perl()ds be

A 50, d

cu[l]" aIiUe EﬁECl’.

e i cial posi-
Aﬁentity should not offset (i.e., present as a single net amount in thilstatiln‘éen;nolfPf;:lgaaAS 1}’32)
- iti i nless required or allowed by i 32).
i S iabilities or income and expenses, unless req 3 e
i —— i he exi ce of some financial assets
i i enerally obscures the existen aassar
-ording to IAS 1, offsetting (netting) g . ¢ . car A
ACu[)mial ﬁabilities in the statement of financial position. Therefore, presenting ;sszmit Sk
. mounts may limit the ability of users of financial statements to assess the hy ey
q ; o i
at nG;:hs and weaknesses. However, measuring assets net of valuanonfiilgwl;ancc;ls, bl.::l = };r ot}
o g . i f doubt ebts allowances,
i llowances, receivables net o ;
. o inventories net of obsolescence a bles net : i
m%y] plant, and equipment net of accumulated depreciation, is not considered offsetting
erty, ]

Frequency of Reporting o
ql equires an entity to prepare and present at least annually a complete set of con.lp:ratn;ien ;Edal
IA? st;tgments (IAS 1.36). When the end of the reporting period ch}:mges, necf:essﬂ; nlgi e
e L for i r, the reason for u
i d longer or shorter than one year,
tatement presentation for a perio : ! : 5 .
E;;:riod and lack &£ full comparability with previous period must be disclosed

Comparative triformation ; u | e
An entifyis required to present at least two statements of financial position as l;;f. Fa) ,ﬂ; ik
.ree \ -;,eriod and (b) the end of the previous period (which is thf same as the t-egl;;ioi /gl
e , inni ; iest comparative
i i the beginning of the earlies

it period). Also, a third statement as of of th i i
e HS;ed zvhenever there has been a retrospective application, retrospective restatement
1 req

i i i i ts (IAS 1.39).
i ion of items in the financial statemen _ o g Toe |
Slﬁlg:zsentation and classification of items in the financial statements should be consiste

i ity’ rations makes
eriod to the next unless following a significant change in the 'nature of t.he t-Entl?fI; Zpg) Ly e
Enother presentation or classification more appropriate (using the criteria o /

ires a change in presentation. o - - . R
IF%\Sﬂ:Euthere isa cl%ange in the presentation or classification of items in the financial state

i itisi i arative amounts
the comparative information is also reclassified, unless it is 1mpract1cal1]. When co?;p i
are reclassified, or if it is impracticable to reclassify them, adequate disclosures are p

Structure and Content

Identification of Financial Statements i

An entity is responsible to clearly identify the financial statement§ and ;octes.t:})l e:;lzurj [;[ﬁjltl ;Eeﬁuan_

can clearly distinguish them from other information that may be mcl‘u ; »;111 inp inﬁ.}rmaﬁon 5
i To help distinguish the financial statements and notes, the follow f_[ i

Ell'al fep:drts'rominently; (a) the name of the reporting entity; (b) whetht.ar the ﬁnanc'l dz,tt:s;l emresenta—

c;?szﬁdatid; (¢) the date of the end of the reporting p‘e1l'iod or the period covered; (d) the p

tion currency; and (e) the level of rounding, e.g., in millions (IAS 1.51).

Statement of Financial Position

Information to Be Presented

L y relate to the measuremen of financial position are
The ele i irectly relate to t t of fi i
ents of financial statements direc .h :
assetsl l'albilities and equity. These elements are defined in the Conceptual Framework as follow

L] 1 il .
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s more reliable and more

* Anassetisar .
esource controlled by the entity as a result of past events and from which futgre
’. are presented in order of

j\c?nornic benefits are expected to flow to the entity

. iability is a present obligati i ;

: gation of the entity arising fr

s cxnis. . rising from past events, the settlement i
pected to result in an outflow from the entity of resources embodying economic Sj;gﬁh

* Equity is the residual interest in th
easset i - S e
5l Besprenpent 4. s of the entity after deducting all its liabilities (Concep_.a

circumstances when a presentation based on level of liquidity provide

relevant information. In these circumstances, all assets and liabilities

liquidity-

An entity classifies assets as current assets when (IAS 1.66):

a) The entity expects to realize or use the asset in its normal operating cycle;

b) The entity holds the asset primarily for trading purposes;

¢) The entity expects to realize the asset within one year after the reporting period; or

d) The asset is cash or a cash equivalent (as defined in IAS 7). The exception is when the cash
(or cash equivalent) has been designated or restricted in such a way that the cash cannot be
exchanged or used to pay off debt or settle other liabilities during the subsequent reporting

m, are presented separately in the statement of period.

IAS 1 speci i i
: pistiflca”isy requires that ﬁnanc1al statements contain certain line items IAS 1 also ()l],t]]'n
how od ngu h current assets from non-current assets and current liabilities from non-cur est
3 rent

liabilities. The recogniti nt o ty cte
L ognition and measureme iabiliti i
<t . t of assets, liabilities, and equity items are det rmined

Illus.tration 4.4 shows the items that, as a minimu
financial position (IAS 1.54).

All other assets are classified as non-current assets.
Ilustration 4.4 Minimum Line Items in the Stat i . Current assets include cash, receivables, inventory, prepayments, some financial assets that meet the
atement of Financial Position definition of held-for-trading in IFRS 9, and the current portion of non-current financial assets. Inven-
b) Invest ) tory and trade receivables that are sold, consumed, or realized during the normal operating cycle are
S ltﬂem Property; classified as curreqveven if they are not expected to be realized within twelve months after the reportin

¢) Intangible assets; ; Y v Ty : e
: period. Otherion-cash assets that are not part of an entity’s normal operating cycle would have to be

e} Brroestments st e : _ realized withir 12 months after the end of. the reporFing per‘iod to b.e classiﬁed. as curre:nt.
f Biological assets; or using the equity method; IAS 1 states that the operating cycle is the period during which an entity acquires assets, pro-
g) Inventories; i cesses the assets, and then realizes the assets (generally.thr(')ugh sa}e) for cash or Cfish equivalents
h) ‘Trade and c;ther sy (1A 1.68). For example, if.an entity converts raw materials lmto finished goods d-urmg an S-month
i) Cashand cash e uiva;c;a 1 ‘?5’ oduction process, !(eeps inventory of 2 months raw materials anq 2 ,months fimshed goods, and it
i) The total of ;sse?s I rfl\ 5 . converts receivables into cash 3 months after the date of sale, the entity’s operating cycleis 15 months
sified as held for sale and assets included in disposal s (8 + 2 + 2 + 3). When the entity’s normal operating cycle is not clearly identifiable, it is assumed to
Rt Al \ be twelve months. A long operating cycle is unavoidable in certain industries. For example, wineries

as held for sale in accordance with I

FRS 5s;
k) Trad ’ |
e i Al and distilleries keep inventory on hand for years before it is sold.

1) Provisions;

a) Property, plant, and equipment;

d) Financial assets (excluding amounts shown under (e), (h) and (i);

m) Financial liabilities;
E; gj?lhtlss an(li assets for current tax (IAS 12); Example 4.3 Current/Non-Current Asset
erred tax liabilities and deferred tax asset
s g s : ;

p) Liabilities included in disposal groups Classiﬁe(c{‘zs?}glﬁ ks Global Entity (GE) operates a tropical mango tree plantation in India. Mango trees bear fruit
q) Non-controllin g interests g or sale in accordancéwitiy IFRS 5; over many years

» presented within equity; ; Y years.
r) Issued capital and reserves attributable to owr?:rl.:)g fatr}lld In accordance with TAS 41, Agriculture, the mango trees and mango fruits are accounted for

¢ parent. as a single biological asset that is classified as a non-current asset until the point of harvest. After
(Source: IAS 1.54) harvest, the mango fruits are classified as current assets. J

}\Il entity iS quuil ed tO iti F ]C ties as curremn aiD es W
present addlthnaI l‘ﬂe i ems ]Ie i i
l . l l . 1 it t,- ’adlngs, and Suthta.IS lf SuCh pl‘esel’ltatjon iS i ili ! l hen A S 69
- [ i CI'S a"d tl]e en lt}‘ § ilnancia] p()s't'()lt Vlallage nent must use AN en lt" C aSS ! iliti ‘ L
]u glnEl 1t When aSSeSSlng Whether addltlonal items Should be p] ese]]lteld b’ased on: (a) th tt ) 1 . 1l lh 1 o : i (I . ):
1: the na ure

and liquidity of assets; (b) the functi
2 on of assets within th ity;
e entity; and (c) the nature, a) The entity believes the liability will be settled within the normal operating cycle period;

timing, and

amount of liabilities (IAS 1.58). In gen i i
.58). eral, u
gk e g sing different measurement bases would require sepa- b) The entity holds the liability primarily for the purpose of trading;
Current Assets ¢) The obligation to settle the liability must be fulfilled within a year of the end of the reporting
period; or rtin
The usefulness of the statement of financial position is enhanced when assets and liabiliti - . e‘?tity e e A e e
ies are PREIOC.

CIaSSifIEd as cur [e“.t alld non-c i y ] ] 2 islﬁed as non-« urren
/ : .n urrent. FOI‘ lﬂstance, man iHVCStOIS and C[editOIS [e]y on the cur t
rent non-current ClaSSI 1cation en aSSESS'Ilg e iqui ity of the ent lly H(;“}'e\.’er there are some £ othEI ].la ilities shou C
{ Wil 1 th d f h ) ) n . ] .1. o ] ] i £ S
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ol pital used in the entity’s normal o i
e EVEI; ff B::S ;::;1 (siomte a;cruals (e.g., for employee and operating expenses)lizrrzncrllg o
e Cert;fm ¢ e to be se'tFlt'ed more than 12 months after the reporting peri dass
i inancial liabilities, the current portion of non-current fina P‘ K? .' ,
verdrafts that should be settled within 12 months after the reporting [ralg;?l‘lilabm
10d are g]

liabilities.
Financial liabilities are classified as current even i initi
ne : ven if (a) the initial term of the liabili

Efthe habcﬂeizte;h(rzgr::elger nf}onths: and (b) the entity reaches an agreement to chanl;b:}l:gse‘:;s for .
A thge . g ma.zlcmg or rescheduling payments) after the end of the reportin il
s therllanzl statements (IAS 1.72). However, an entity would classify thgeﬁ.en?‘.i
- e t;_n e}: agreed before the end of the reporting period to give the e t'lab}lﬁ:
B Tee er tfe s‘ettl'e-ment of the liability for at least 12 months from then K
e g ped . ;ms 0 a-hablhty that could, at the option of the counterpar er'ld ¢ f

Y the issue of equity instruments do not affect its current/non-current cI;ys,sli-Eil;ltti;n b

n.

—

Eronti ;
0;{:—2 lt}n;r En:;ty (Fbl?) has a long-term loan that is due this year. However
ver this obligation for at least 12 month : ’

; . : nths after the reportin i
of the current reporting period FE does not have an uncongitionagl[;fn

E hOllI ha (<] l arra m
E S d V al rangements f“l Iefi] ancing com eted I)el()]e th

The loan is classified as a current liabili
noth

Example 4.4 Current/Non-Current Liability |

—

FE expects to refinance
od. Although at the end
ght to refinance the loan,
e financial statements are

ty because at the end of th i i

o Slassif . e reportin

i ;fnt E::anzt.mnal rlght to defer the settlement of the liability for ft leastglge;:ggtliEi:i o

b e ::::; 1:}11g fenodl.llf at the end of the reporting period it is at the FE’s discie:?m
e loan, the loan would be classified as non-current. S

Informati i
tformation to Be Presented in the Statement of Financial Position or in the Notes

An enti i i

tionsr:)t;tt)}fl dijscloses, in the statement of financial position or in the notes
e line items based on the requi )
- quirements of IFRS and the si

amounts involved. Preparers use j e

3 se judgment to determi i
ate for the entity’s operations. Exam R el
are as follows:

furthur subclassifica-
nature, and function of the
fications that i

m the st at are appropri-
ples of such subclassifications (separate classes) of line ittl:ms

* Tradeand other receivables: trade receivables
(not yet billed), prepaid expenses;
* Inventory: merchandise, raw materials, work in progress

* Property, plant, and equipment: ildi
o~ p :land and buildings,

receivables from related parties, accrued income

finished goods;
aircraft, machinery, motor vehicles, office

Equi_t).r capital and reserves are disa
Additionally, entities with share ca
1.79):

g_gtr«legated int9 paid-in capital, share premium, and reserves
pital are required to disclose the following information (IAé

» Numbers of shares authorized, issu
) ed and full i i :
+ Par value per share (or that the shares have noypr;ili;;z?- issued but not fully paid;
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., Reconciliation of the number of shares outstanding at the beginning and at the end of the

period;
Description of rights, preferences, and restrictions for each class;

Shares in the entity held by the entity or by its subsidiaries or associates;
Shares reserved for issue under options and contracts; and

.
Description of the nature and purpose of each reserve.

share capital, such as partnerships or trusts, are required to disclose information
capital, reporting changes in and information

ons between financial liabilities and equity also

Entities without
equivalent to that presented by entities with share

about each category of equity. Certain reclassificati
have to be disclosed.

Statement of Profit or Loss and Other Comprehensive Income

IAS 1 specifies requirements for presenting an entity’s financial performance for the period. The
elements of financial statements directly related to measuring P&L are defined in the Conceptual

Framework (Conceptual Framework, 4.29-4.35) as follows:

. Incom@:isincreases in economic benefits during the accounting period in the form of inflows
or enhancements of assets, or in the form of decreases of liabilities that result in increases in
Zquity, other than those relating to contributions from equity participants.

« Lxpenses are decreases in economic benefits during the accounting period in the form of out-
flows or depletions of assets, or in the form of incurrences of liabilities that result in decreases

in equity, other than those relating to distributions to equity participants.

The definition of income encompasses both revenues and gains, while the definition of expenses
encompasses losses as well as those expenses arising in the course of the entity’s ordinary activities.
IAS 1 also introduced items of OCI that are recognized outside of PL. Many investors and creditors
consider PL (also called net income) to be a critical measure for predicting future cash-generating
ability of an entity. Additionally, other measures that are based on PL, such as return on assets,
return on equity, return on sales, and earnings per share are vital in financial statement analysis.

IAS 1 defines total comprehensive income as “the change in equity during a period resulting from
transactions and other events, other than those changes resulting from transactions with owners in
their capacity as owners” (IAS 1.7). It includes all components of PL and of OCL

Accounting Policy Choice

An entity can choose to present total comprehensive income for a period either:

« Inasingle (one) statement, reporting all items of income and expense recognized in a period,
unless an IFRS requires otherwise; or

« In two statements, separately presenting (1) a sta

with PL and listing all OCI items.

tement of PL and (2) a statement beginning

Jects are applied consistently from period to period. A

The accounting policy choice an entity se
is a change

change from the single-statement approach to the two-statement approach, or vice versa,

in accounting policy accounted for in accordance with [AS 8.
In addition, an entity can present expenses using a classification based on either the nature

of expenses or the function of expenses within the entity, whichever provides reliable and more
relevant information to users of the financial statements.
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Prafit or Loss (PL)

An entity is required to report information about s

il ey pecific line items in presenting PL. These specific

. glefsglue,d s{mwmg :_;epar?tely irlllterest revenue calculated using the effective interest methods
. and losses arising from the derecognition of financial ass ;

' ets measur i
» Finance costs; atamortd
Impairment losses (including reversals of impairment losses or gains) under IFRS 9:

+ Share of the profit or loss of associates and
method;
. Qam chIrJ;;)ss on reclassification of a financial asset out of the amortized cost to FVPL represent
ing a difference between the previous amortiz its fai ]
ed cost and its fair value at ificati
date (as defined in IFRS 9); the rechsif

* Any cumulative gain or loss previousl ized i
y recognized in OCI on reclassificati i
asset out of FVOCI to FVPL measurement category; e

» Tax expense; and
» A single amount for the total of discontinued operations under IFRS 5 (IAS 1.82).

joint ventures accounted for using the equity

When pres-enting separate line items in PL, consideration should be given to materiality of in
and expense items, the frequency of the line items, and their usefulness in predicting future netc Om}i
ﬂows. Ar.l entity aggregates items based on their nature. Other income and expenses report incid o 1
items of income and expenses not related to the primary operating activities of the erf)tit ( ?m?
dental rental income from equipment not currently used in operations). e

Also, an entity allocates and presents on the face of the statement the amount of PL and, sepa-
rately, total comprehensive income, that is attributable to: g
» Non-controlling interests; and
» Owners of the parent.

ﬁ:r;{;ntity presents all -items of income and expense in the statement of PL and OCI tinless an
requires or permits otherwise. For example, in accordance with IAS § the effect of changes

nt[ng p llCl S a]ld the correction Of CITorsS a €eco Zed out lde E I 2 € current
r e T ni |
1n accou 0 (=4 g S 11 ne rren

Other Comprehensive Income (OCI)

Certain items that arise during a period are classified as OCI. Commonly reported OCI items include:

. (_;hal lges 11 t] 1€ IeVaIuﬂthIl Sur plLlS f()l plOpEI[y plall a]]d qu.llp!llellt a“d Hlta”g[ble assets
» t>

* Remeasurements of defined benefit plans (IAS 19);
* Gains and losses on translating the financial statements of a foreign operation (IAS 21);

+ Gains and losses from investments in equity i 3 i
e, quity instruments measured at fair value through OCI

* The effective portion of gains and losses on hedging instruments in cash flow hedges and

(()I:; l};;cging instruments that hedge investments in equity instruments measured at EVOCI
T}?e amount of .the. c.hatnge in. fa%r value of liabilities designated at FVPL that is attributable to
c hanges in th‘e llablll'ty‘ s ‘cre.dlt risk (IFRS 9); changes in the value of the time value of options
when separating the intrinsic value and time value of an option contract and designating as the
hedging instrument only the changes in the intrinsic value (IFRS 9); and
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. Changes in the value of the forward elements of forward contracts and changes in the value of
the foreign currency basis spread of a financial instrument when excluding it from the designa-
tion of that financial instrument as the hedging instrument under IFRS 9 (IAS 1.7).

Specific IERS (such as those listed above) provide guidance about whether and when items previously
recognized in OCI are reclassified (commonly referred to as “recycled”) to PL. Certain items may be
reclassified to PL if specific conditions occur. OCI items are grouped in the operating statement, in
accordance with other IFRS, into those items that:

. Wil be reclassified to PL at a future point in time, based upon certain conditions; and
« Will never be reclassified to PL.

The disclosure of reclassification (also called “recycling”) adjustments helps users understand how
items recognized in PL are related to other items recognized in equity in two different periods.
Reclassification adjustments arise, for example, on (a) disposal of a foreign operation, and (b) when
some hedged forecast cash flow affects PL in cash flow hedges. Thus, if an entity sold its investment
in a foreign operation, any unrealized gain or loss previously recognized as OCI would be reclassified
to PL. Therefore, those unrealized gains or losses on such investment must be deducted from OCI
in the peticd in which realized gains or losses from the sale of this investment are reported in PL to
avoid inc'uding them in total comprehensive income twice (see Chapter 12).

i eclassification adjustments, for example, do not arise (are recognized in OCI, but are not reclas-
s1Gzd to PL in subsequent periods) on the following items: (a) changes in revaluation surplus, and
(b) remeasurement of defined benefit pension plans. For example, changes (gains and losses) in the
revaluation surplus for property, plant, and equipment and intangible assets may be transferred to
retained earnings in subsequent periods, when the asset is derecognized or used. Actuarial gains and
losses are reported in retained earnings in the period in which they are recognized as OCI (see
Chapter 22). Also, under IFRS 9, reclassification adjustments do not arise if a cash flow hedge or
the accounting for the time value of an option (or the forward element of a forward contract or the
foreign currency basis spread of a financial instrument) result in amounts that are removed from
the cash flow hedge reserve or a separate component of equity, respectively, and included directly
in the initial cost or other carrying amount of an asset or a liability; these amounts are directly
transferred to assets or liabilities (IAS 1.96).

In accordance with IAS 12, an entity allocates income tax expense or benefit in the period among
certain items of comprehensive income and equity (called intraperiod tax allocation). Thus, the
amount of income tax relating to each item of OCI, including reclassification adjustments, is dis-
closed separately either on the face of the statement(s) or in the notes.

An entity may include additional line items when presenting PL and OCI or change their descrip-
tions if it is necessary to explain the elements of financial performance that are specific to an industry.
For example, financial institutions may want to provide descriptions to certain material information
that is specific to transactions that occur in this industry, such as interest income from commercial
real estate loans.

Information to Be Presented in the Statement(s) of PL and OCI or in the Notes

The nature and amount of all material items of income or expense are disclosed separately either on
the face of the statement(s) or in the notes. Some specific transactions require separate disclosure if
they are material. These transactions include: (a) write-downs of inventories or of property, plant,
and equipment and any subsequent reversals; (b) restructuring activities and costs associated with
these activities and subsequent reversals of any provisions accrued for the costs of restructuring; (c)
disposals of material components of property, plant, and equipment; (d) disposals of investments; (e)
discontinued operations; (f) settlement of litigation; and (g) other reversals of provisions (IAS 1.98).
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Operating Segments (IFRS )

 Introduction

Benefits

e

Learning Objectives

To understand:

Identffy?ng the chief operating decision maker

Identifying operating segments

Eeterm-ming reportable operating segments
resenting disclosure of reportable segments

Significant judgments required in providing segment disclosure

Introduction

This chapter sets out the accounting requi

e L : equirements For reporting information about an entity’ 5

iy g s Standarzr;i;n;eesvi\nrtllz ;};RS 8 Operating Segments. The disclosure requirer:gxfsofoel:-

and il s ngt s g improve t%le. 1I15efu1ness of financial statement information

P tity’s Rainess activities and the economic environments in which
g segment information is critical in order to assess the risks and ieltnL;rrlsli)f

glll 3 t 11 ty Sa h I e Ioach
ea(:h llldlwdual €, ent a"d lle enti a W Ule. II{S 8 IIltIOduCES the IllanagEm nt apP
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to disclosing information about segments that allows users of financial statements t0 evaluate an
entity’s operations “through the eyes of management.”

This chapter examines the accounting requirements for reporting information about operating
segments in accordance with IFRS 8. The main issues that arise include properly identifying the
entity’s chief operating decision maker (CODM), distinguishing each operating and reportable seg-
ment, and providing adequate segment disclosures. Significant judgments are required with regard
to disclosing segment information.

Benefits of Segment Reporting

Many conglomerates have expanded into more diversified businesses that operate in entirely dif-
ferent industries. For example, entities that were previously considered to be nonfinancial in the
scope of their operations (e.g. automobile producers) have diversified into financial services activi-
ties (e.g., financing, insurance, leasing), which have a radically different asset composition, profit
or loss statement format, and debt-to-equity structure. Consolidated financial statements present
financial information of businesses operating in different industries as if the group were one single
company. As a result, in order to make informed economic decisions, investors may not be able to
sufficiently analyze financial performance from the consolidated statement of financial position and
profit or loss statement alone. Therefore, segment information helps investors assess which busi-
nesses in whictiindustry and/or geographical region are profitable, and which are experiencing a
deteriorating financial position.

Segrient information provides useful information by business and/or geographical segment that
informs users of an entity’s revenues, operating results, assets, etc. Investors and other financial
¢t=tament users need segment information to evaluate differences among business segments with
regard to risks, returns, and growth. Such information may enable them to predict future financial
performance of those segments as well as the entity as a whole. Segment information also helps
in assessing the value of investments in other entities and the economic environment in which
they operate. Because domestic and foreign operations may involve differing risks to the entity,
segment information provides disclosures about the entity’s foreign revenues, assets and major
customers.

Entities (i.e., preparers of the financial statements) may be hesitant in providing disclosures on
operating segments because of the perception of the potential for competitive harm or even erosion
of shareholder value, by disclosing commercially sensitive information to competitors, regulatory
agencies, labor unions and other constituencies. In addition, judgments that are required in the
identification of segments and cost (or asset) allocation between segments may obscure the useful-
ness of segment information. There are also costs associated with reporting segment information.
However, when assessing risks and returns, segment information may be more relevant than con-
solidated data.

[ERS 8 introduces the management approach for defining reportable segments, which requires
disclosure of segment information that is actually being used internally and presented to the entity’s
chief operating decision maker (CODM) in order to allocate resources to the segment and assess its
performance. This approach allows users of financial statements to evaluate an entity’s operations
“through the eyes of management,” thus enhancing their ability to predict actions of management
and prospects for future cash flows of the entity. Also, since such information is readily available,
it can be provided with low incremental costs. This differs from the approach under the previous
standard, TAS 14 Segment Reporting, which required disclosure of two sets of segments, one based on
operations and the other on geographic areas.

Critics of the management approach state that the comparability of segment information among
entities in the same industry may be reduced if the entities are organized differently and the CODM
uses different measures of segment financial information to make resource allocation decisions and
to assess performance. For example, this approach permits for non-TFRS measures of segment profit
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Z)r lo§s, as IOflg as that measure is reviewed by the CODM, and does not require this measyre te
onsistent with the allocation of assets to reportable segments. However, this risk should be g . !

the comparability gained from certain entity-wide di i
tity-wide disclosures in IFRS 8 ab
geographical areas, and major customers. ———

Illustration 10.1 Segment Reporting

A sample of the annual reports of 150 UK compani :
- panies revealed that only a minority of i
disclosed that they used non-IFRS measures when implementing IFRS 8. Thist);tuc;:; E;I;agzézﬁ

that segment information regularl i i
: y reviewed by the CODM in UK i :
prepared in accordance with IFRS (Crawford et ZZ. 2010). PR

Key Terms Defined

Operating segment. An operating segment is a component of an entity:

a) that engages in business activities from which it may earn revenues and incur expenses (includ-

” ml? revenues -and expenses relating to transactions with other components of the same entity),
Wi aﬁse opfer‘atmg results are regularly reviewed by the entity’s chief operating decision makezyt;i
make decisions about resources to be allocated to the segment and assess its performance, and |

¢) for which discrete financial information is available.

(Source: IFRS 8 Appendix A)
IFRS 8, OPERATING SEGMENTS

Objective and Scope

;l;he O}JJechve of IFRS 8 is to disclose segment information that enables financial statemer: 1sers
eva uate th{-lr nature and financial effects of business activities on each economic enyirssment i
which the business operates (IFRS 8.1). I
SOE;i dcis[cilosure all'equirements provided in this Standard apply to separate (or individual) and con-
idated financial statements of entities that have debt ity i
or equity instrumenis raded in a publi
% : : public
Otﬁiket, orl that file or are in the process of filing financial reports with a securities commission or
‘ rregul at‘ory organization f(?r the purpose of issuing instruments in a public market. If a financial
S::i)tort co?tatlgs both the consfohdated statements of a parent as well as the parent’s separate financial
ements, then segment information is only requi i
; quired to be provided fi i
e ' p d for the consolidated set of
An enti i i
o ::tlty that ‘;shnot requu"ed to appIy_ IFRS 8 may nonetheless choose to disclose information
gments. When an entity voluntarily decides to present such information, it cannot describe

the i_nformatlon as Segment inf()l‘mati() i €., an alterna .V
n (1. .3 lt t i i i 5

Executive Summary

« IFRS 8 provi:-:les requirements for disclosures about an entity’s operating segments, its prod-
ucts and services, the geographical areas in which it operates and its major custorner’s :

. ‘In general, the standard applies to publicly traded entities. However, if the ﬁnanci;ﬂ report
includes both the consolidated financial statements as well as separate f:mancial statement if a
parent, segment information is required only in consolidated financial statements. :

!

Operating Segments « 211

. The Standard introduced the management approach, which requires disclosing the same
segment information that the entity’s chief operating decision maker (CODM) uses internally
to allocate resources to the segment and assess its performance.

. Identifying the entity’'s CODM is a critical step in meeting the requirements for segment
disclosures.

. An entity may aggregate certain operating segments that have similar economic characteristics
and comply with specific aggregation criteria.

. Reportable segments are determined based on quantitative thresholds of revenue, profit or
loss, and assets.

. The amounts disclosed for each reportable segment is the measure reported to the CODM
which can be different from the measures used in the primary financial statements. Therefore,
further disclosures need to be provided to reconcile the segment measures to the amounts rec-
ognized in the financial statements.

. An explanation of measurement policies is required; i.e., how segment profit or loss, segment
assets, segment liabilities and certain income and expense items are measured. In addition,
total reportable segment amounts disclosed must be reconciled to corresponding amounts in
the entity’s financial statements.

. Discldstres of certain entity-wide information are required even by entities that have only a
sitigie reportable segment. However, entities are exempt from reporting information that is not
svailable or the costs to generate the information would be excessive.

General and entity-wide disclosures include information about products and services, geo-
graphical areas, major customers, and the approach used in identifying an entity’s reportable
segments.

+ Any changes in the composition of an entity’s reportable segments result in the restatement of
comparative information for earlier periods.

« Significant judgments are required with regard to disclosing information about operating
segments.

Steps in Applying IFRS 8
Key steps in applying IFRS 8 include:

[dentifying operating segments;

Aggregating operating segments;

Determining reportable operating segments;
Disclosing information about reportable segments.

P AT bR

Identifying Operating Segments

Operating segments are identified using different bases such as products, services, customers, geog-
raphy, individual plant, and so forth. More than one basis of segmentation can be used. The defi-
nition of an operating segment includes components of an entity that sell primarily or exclusively
to other operating segments of the entity; i.e., vertically integrated operations (e.g., oil and gas
entities).

A head office function, such as accounting, finance, information technology and human resources,
generally would not be identified as an operating segment because it does not generate revenues, or
it may earn revenues that are only incidental to the activities of the entity. However, a head office
function that engages in a treasury operation that earns significant investment income and incurs
expenses would qualify. IFRS 8 specifies that an entity’s post-employment benefit plans are not oper-
ating segments.
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Key elements in identifying operating segments include:

L. Identifying the CODM
ma[::f(:gt(l)alel\t;)P "lrnhitfe application of IFRS 8 is to identify the entity’s chief operating decic;
e éOD Mtir?oijjﬁnei a function rather than an individual with a speciﬁcg ﬁf]ee_

: Ocate resources to and assess performance of the :

. . S :

zl;élct‘); E[(‘?g OC)O?]Mf usuall}.f is the highest level of management, for example the sﬁszfe ol
L - 1-:: ief operating officer (COO) or a group of senior executives (eg,a manexe '
€). 1he operating segment usually has a segment manager who reports :o the Caogjg ‘

2. A component can earn revenues or incur expenses
A component of the entity identi
ity identified as an operati i
i perating segment may engage in busines
o 1 :S 1:1:1(;15_ yet to earn revenue. Thus, the test is whether an operating segm:nt ;
incur expenses. Consequently, despite a lack of revenues, start up opm:
» 2 e

i ns m ,‘beop ra ing se f re En rev e I)E] g eg [[be d
Q. a e t gIIIEI 1ts be 0 ea .n O i nﬁq
: g enues. atl § ments ca ]‘ (34
hed ona l]ulIle[ 0! dlﬁ&l ent baSES SuCh as Products, SEr UiCes, customers geography I

3. Operating results ar i
formancegevaluaﬁone regularly reviewed by the CODM for resource allocation and per-
udgment
:he Entity aria;rglgien:iggi toﬂissess the extent to which the operating results of components of
sl e lfvel Ifc.):. 3 .pf;ftilrpose qf review by the CODM and the frequency of review at
L e am.j ! it fs:di cult to identify which set of information is used for resource
NE Y I:SESSTI:lg performance, factors such as the nature of the business activ'_i.‘:
e tg = b, Ze);lst.ence of segment managers responsible for them, and informa-
tion pr oard of directors may be considered. In practice, if the CODM revi .
ports on a quarterly or more frequent basis, this would satisfy the requirements e

activi-

4. Discrete financial information is available
Foracom i
Pl Em:;; to be ar: operating segment, the CODM must have the financial information
perating results (e.g., gross margin, gross and net operating result) of the conp+ ‘

nent. This information should b i
- e sufficiently detailed t
allocation decisions and to assess performan}ée. o e COMM o met

Example 10.1 Different Types of Operating Segments

Global Enti ' :
nestsa}fnt;t);g (GE) has f?ur business components A, B, C and D. Two of these business c

and B are manufacturing plants located in th . sells
i : in the U.S. Each plant manufact
d; f;r.ent p;oduct to customers located in the U.S. The CEQ of e:ch plant (the gg]?)?vlll)d Sea]{: :
e e101"15 a ?ut alllocatmg resources and assessing performance. Two other component “é eg
i thanu ac;unng plants located in Brazil, that are organized to mirror the 5 S. o :rat‘an
gt I:l;s}nuBactlflres and sells products to customers in Brazil. GE’s vice-preside.n; fol:; fortl:')gr:

in Brazil is responsible for assessin o g :
decisions for the Brazil operation as a whole 6 pesluaminge and meking e SUGEANN
GE has i .
L 5§ Segmse:irgi o?lera:llpi segments. Segments A and B are determined on a product-line basis
azil, which includes components C and D, is determined on a geographic basis

Aggregating Operating Segments

An entity may a i i
i 3:, m );p egcgi;fégz:gegiirgt;{n operating segments that have similar economic characteristics and
lon criteria. Significant jud ired i
Rl ‘ : judgments may be required in applying the
agtge rifﬁcs ofctxﬂgesre:a; that reqn.:;re an entity to show the ability to demonstrate :?imilar ecor?fnﬂ?fhar-
ggregated segments (e.g., trends in sales growth or levels of capital investments)
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According to IFRS 8, an entity is permitted to aggregate two or more operating segments into a

single operating segment if the following criteria are met:

1. Aggregation is consistent with the core principle of [IFRS 8];
2. The segments have similar economic characteristics; and
3. The segments are similar in each of the following respects:

« The nature of the products and services;

« The nature of the production processes;

The type or class of customer for their products and services;

The methods used to distribute their products or provide their services; and

If applicable, the nature of the regulatory environment, e.g., banking, insurance or

public utilities.
(IFRS 8.12)

Example 10.2 Not to Aggregate

Clean Energv (CE) produces energy products in two European countries, each of which is
determined o be a reportable segment. The CODM reviews operating results of each segment
separaielyin order to make decisions about resources to be allocated and to assess performance
of cach-one individually. The two segments have similar economic characteristics (e.g. simi-

‘a1 iong-term average gross margins and sales growth). Although CE is permitted to aggregate
. these two segments, the entity decides to report them separately in order to help investors better

| understand its performance and prospects for future cash flows.

b

Determining Reportable Segments

IFRS 8 provides quantitative thresholds to determine reportable segments. Operating segments that
meet any of the following quantitative thresholds must be reported separately:

1. Thesegment's reported revenue (including external sales and intersegment sales or transfers),
is 10% or more of the combined revenue (internal and external) of all operating segments.

2. The amount of the segment’s reported profit or loss is 10% or more of the greater of (1) the
combined reported profit of all operating segments that did not report a loss and (2) the com-

bined reported loss of all operating segments that reported a loss.

3. The segment’s assets are 10% or more of the combined assets of all operating segments.
(TFRS 8.13)

Operating segments that meet any one of the above quantitative tests are reported separately. Addi-
tionally, operating segments that do not meet any of the tests may be considered reportable, if man-
agement believes that such information would be useful to users of the financial statements or to
meet the 75% test. The 75% test is the final test that is conducted after all reportable operating seg-
ments have been identified. The 75% test is satisfied if the combined revenue of all reportable operat-
ing segments is greater than 75% of total external revenue. If the combined revenue of all reportable
operating segments doesn’t constitute 75% of total external revenues, then additional operating seg-
ments should be added until the test is satisfied.

Combined amounts (i.e., combined revenues, profit, loss, or assets) used as quantitative thresh-
olds are the total amounts for all operating segments before eliminating intra-group transactions,
but excluding activities that are not operating segments (e.g., corporate activities). The measures of
the segment amounts used for all tests represent the amounts reported to the CODM.
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Example 10.3 Reportable Segments—Apply‘mg Quantitative Thresholds

.

Segment revenues Se .
gment profit or loss S =

Segment A $4,000 G egment assetg

Segment B 1,000 e $1,000

Segment C 400 (50) lgg

Total $ F= ‘
2400 200 $1,180 ||

Threshold amounts:

Total revenue: $540 ($5,400 x 10%)
|

Total profit (or total loss): $95 ($950 x
: 10%), representi
amount of all operating segments not reportin : & 10 i e

reporting a loss (50)
Total assets: $118 ($1,180 x 10%)

g a loss (800 + 150) and all operating segments

Considering each of the operating segments as reportable segment:

x‘)egmeﬂt l& eXCeedS the revenue thleshold 4 000 540), the ploflt tllIES]lOId (800 95 a]ld ”Ie
bl
aSSEt tl“ EShOld (11000 > 118) ( 5 ’ )

Seglllent B exceedb the revenue thresh()[d 4“ Il.e 0 t ]eS][ ‘;() 9 § t

Segment C meets the loss thresh
old (50 > 5); but d
(400 < 540), nor the asset threshold (80 < 118). R T e C

I hEI efOIe all three Segmellts (Se ments A B alld (: meet at l ast on ua!ltltatlve ]lle Il()
-4 n 3y
g ) t e € q t S. ld. and

RN

Disclosing Information about Reportable Segments

In accor i inci
dance with the core principle of IFRS 8, an entity is required to disclose. intorination to ena-

ble uSe]S()] it narng ]al Slale]lle ts to eVa]llate tl € t an a e”e (8] e e act V1-
S ﬁ nature d ﬁnanCI cts ft bLlSll’l 58
X T

L in. thh it engag S and the €c l[liC e 'i nment ch it ate. A y €
€s .W €. ono nvironments ln Wh‘ i i
k ‘ ; : 1 I Oper tes. n enti preS nts the

* General information;
+ Information about profit or loss, assets and liabilities;

* Reconciliations of segments amo i
unts to the entity’s combined a
. . . m :
+ Entity-wide disclosures. i i

General Information

IFRS 8 requires the following general disclosures:

« The fact identi o
I anize(z{r;l u(;seccli tot 1detallt(1fy the entity’s reportable segments, discussion of how the entity is
8 rder to make key allocation decisions and to assess performance, and

. The types Of pl‘OdUCtS a.nd |Vi I IS
se ces ﬁ’O i i

i
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mfonnation about Profit or Loss, Assets and Liabilities

For each reportable segment, information about profit or loss, assets, and liabilities should
include:

« A measure of profit or loss and total assets

. A measure of total liabilities if this amount is regularly presented to the CODM

. The amount of any of the following items that are either included in the measure of segment
profit or loss reviewed by the CODM, or are otherwise regularly provided to the CODM:

% Revenues from external customers;

» Revenues from transactions with other operating segments within the entity;

% Interest revenue and expense (may only be reported on a net basis when specific condi-
tions are met)*;

» Depreciation and amortization;

» Material items of income and expense disclosed in accordance with IAS 15

» The entity’s interest in the profit or loss of associates and joint ventures accounted for
by the equity method;

> Income tax expense or income; and

$ aaterial noncash items other than depreciation and amortization.

* An {ntity may only report interest revenue and expense on a net basis when a majority of the segment’s
revéries are from interest and the CODM relies primarily on net interest revenue to assess the performance
Jf1he segment and make decisions about resources to be allocated to the segment. In such situation, an entity
1aay report the segment’s interest revenue net of its interest expense and disclose this fact in the notes.

2

For each reportable segment, the following items are included in the measure of segment
assets reviewed by or regularly provided to the CODM:

« The investment in associates and joint ventures accounted for by the equity method, and
« Total additions to non-current assets other than financial instruments, deferred tax assets,
postemployment benefits and rights arising under insurance contracts.

An explanation of the measurement basis of segment information, as it is provided to the
CODM, including the following:

« The basis of accounting for intersegment transactions;

« Thenature of any differences between the measurement of the following items in the reported
segment information and this information presented in the entity’s IFRS financial state-
ments: profit or loss before income tax and discontinued operations, assets and liabilities.

+ The nature and effect of accounting policy or measurement differences for allocating
central costs or jointly used assets and liabilities to segments, including any asymmetri-
cal allocations to reportable segments (e.g., when depreciation expense is allocated to the
reportable segment but the related depreciable asset is not).

Reconciliations

IFRS 8 requires reconciliations of the reportable segments’ amounts to the corresponding entity’s
amounts with regard to the following:

The total of the reportable segments’ revenues to the entity’s revenue;
The total of the reportable segments’ measures of profit or loss to the entity’s profit or loss
before income tax expense and discontinued operations (if income tax is allocated to segments,

to profit or loss after tax);
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+ The total of the reportable segments’ assets to the entity’s assets;
« The total of the reportable segments’ liabilities to the entity’s liabilities (if segment liabilities
reported to the CODM); and
« All other material reconciling items must be separately identified and described.
(TFRS 8,

Entity-Wide Disclosures

Disclosures of certain entity-wide information are required even by entities that only have a single
reportable segment. However, these disclosures are not necessary if the required information is ng
available, the costs to generate the information are excessive, or if such information is provided in
reportable segment disclosures (this fact would need to be disclosed). Necessary disclosures include:

1. Information about products and services
. External revenues on an IFRS basis for each group of similar products and services.
2. Information about geographical areas

« External revenues attributed to (1) domestic operations (i.e., the entity’s country of domi-
cile) and (2) all foreign operations in total and separate information about revenues attrib-
uted to individual foreign countries, if material (the basis on which revenues are attributed
to individual countries needs also be provided).

. Non-current assets (other than financial instruments, deferred tax assets, post-employ-
ment benefit assets, and rights arising under insurance contracts) (1) domestic (located in
the entity’s country of domicile), and (2) foreign (located in all foreign countries in total).
If assets in an individual foreign country are material, separate disclosure must be made.

« The amounts reported should be reported on an IFRS basis. An entity may provide, in
addition to the required information, subtotals of geographical information about groups .‘
of countries.

3. Information about major customers

« Ifrevenues from a single external customer amount to 10% or more of an entiiy’s revenues,
the total revenues from each such customer and the identity of the segments reporting the
revenues must be disclosed. For this requirement, entities under cominon control and
entities under the control of a particular government (e.g., local, nationalor international)
are considered in each case a single customer.

Illustration 10.2 EVN’s Segment Reporting

Annual Financial Report 2011/12
Consolidated Notes

24. Segment Reporting
pp. 127-28

23. Forward-looking statements

The preparation of the Consolidated financial statements in accordance with the generally
accepted IFRS accounting methods requires making estimates and assumptions that have an
effect on the assets and liabilities, as well as the income and expenses, shown in the Consolidated
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| financial statements, and on the amounts shown in the Consolidated notes. The actual values

may deviate from the estimates. The assumptions and estimates are continuously reviewed.

[mpairment tests require estimates especially of future cash flows. Future changes in the overall
situation affecting the economy, the industry or the company may reduce cash inflows and thus
Jead to an impairment of goodwill (see note 21. Procedures and effects of impairment tests).

The measurement of the existing provisions for pensions and obligations similar to pensions
as well as of the provisions for severance payments is based on assumptions relating to the dis-
count rate, the age of retirement, life expectancy and future pension and salary increases (see
note 49. Non-current provisions).

Further applications of economic assumptions and estimates involve, for one, determining
the useful life of non-current assets (see notes 6. Intangible assets and 7. Property, plant and
equipment) as well as recognising provisions for legal proceedings and environmental protec-
tion (see note 17. Provisions) and, for another, measuring receivables and inventories (see notes
12. Inventories and 13. Trade and other receivables). All estimates are based on historical data
and other assumptions considered accurate in the given circumstances.

24. Segment reporting

Operating segments are identified solely on the basis of the internal organisational and report-
ing structure and information prepared for internal management decisions (the “management
approach”). The segment breakdown into “Generation,” “Energy Trade and Supply,” “Network
Irtrastructure Austria,” “Energy Supply South East Europe,” “Environmental Services” and
“Strategic Investments and Other Business” conforms in full to the internal reporting structure.
The assessment of all segment information is consistent with IFRS. EBITDA is the primary
indicator used to measure the segments’ performance internally. For each segment it represents
the total net operating profit or loss before interest, taxes, amortisation of intangible assets and
depreciation of fixed assets of the companies included in the segment, taking inter-segment income
and expenses into account (see the section on the principle of segmentation and transfer prices for
information about segment allocation and the settlement of inter-segment transactions).

Consolidated notes— Accounting policies

EVN Full report 2011/12 127

Financial statements

The segments encompass the following activities:

Business areas  Segments Activities

Energy business Generation Electricity generation from thermal sources and renewable
energies at Austrian and international locations

Energy Trade  Sourcing of electricity and primary energy sources, trading

and Supply an selling of electricity and natural gas to end customers
and on wholesales markets as well as heat generation and
sales

Network Operation of regional electricity and natural gas networks

Infrastructure  as well as cable TV and telecommunications networks

Austria

Energy Supply ~Operation of electricity networks and electricity sales in

South East Bulgaria and Macedonia, heat generation and heat sales

Europe in Bulgaria, construction and operation of natural gas

networks in Croatia, energy trading within the whole region
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4. In 20X3, Bob’s Big Builders (BBB) contracted with a Professional Basketball Team (PBT) to
build an arena for their organization. PRT agrees to pay BBB $50 million over a three-year

period. The following data has been provided. Determine what amount of revenue, costs, and
profit should be recognized each year.

Year Actual Costs | Estimated ';roject Estimated Estimated
Incurred Costs Revenue Total Cost Total Profit
Remaining
20X3 $8,000,000 $24,000,000 $50,000,000 $32,000,000 $18,000,000
20X4 $14,000,000 $10,000,000 $50,000,000 $32,000,000 $18,000,000
20X5 $12,000,000 J $50,000,000 $34,000,000 $16,000,000

3. High End Entity (HEE) sells expensive food processors for $1,200 each. One of its customers s
short on cash and pays $700 in cash and exchanges an old food processor for a new food proces-
sor. Show and explain the journal entry HEE should record for this transaction.

Case

Music Entity (ME) has the following transactions during 20X1:

* On January 1, ME sells a piano to Recording Entity (RE). Because RE’s cash is temporarily
tied up with several other projects, ME devises a contract in which RE makes a $20,000 down
payment and then will pay an additional $50,000 two years from now. The interest rate is 8%.

® On March 1, ME sells $150,000 of sheet music and piano books to a national music store. ME
offers a 2% discount to any customers who purchase more than $100,000 worth of goods in a
single purchase.

* OnJune I, ME sells a high-end printer that it used to print music, books and other items in iz
operations (it doesn’t typically sell printers like it). The book value of the printer when it is ¢oid
is $10,000. Because the printer has been kept in really good condition, ME was able'te sedl the
printer for $15,000.

® On August 31, ME exchanges 20 trumpets (cost of $2,000 and fair value of $4.690) for music
recording equipment and power cords to be used in its recording studio. B2calise the music
recording equipment is customized with some unique software, there is no determinable fair
value. The vintage record players, however, have a fair value of $10,000.

® On December 1, ME sells 5 drum sets for $2,200 each. As part of the sale, the buyers receive a
year’s worth of lessons (valued at $100/month) that start on the date of the sale,

a. Explain how each of the five steps in the revenue model applies to each transaction, For any

step that is not applicable, simply indicate it is not applicable. Indicate whether ME com-
plied with the requirements for each step.

b. Prepare the journal entries for the transactions.

Writing Assignment

be consistent with the fundamental qualitative characteristics (relevance and faithful representation)
of the Conceptual Framework. Provide specific examples to support your reasoning.
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statement preparers and users the concepts underlying deferre(.i tax are not intuitwet:k.1 Applying thae
concepts may require a thorough knowledge of tax laws. This chapter presents the steps that an
entity follows in the computation of current tax and deferred tax. g . A
According to the Conceptual Framework, the objective of general purpose nnalx:muclf statemqu
is to provide users with financial information about the reporting entity that. is useful for economic
decision making, Therefore, accounting for income taxes is onan accrua! ba51.s—to recognize the tax
consequences of a transaction in the same year that transaction 1s recogmzed‘m financial statements,
Financial information is useful if it is relevant and faithfully represents what it purports to represent,
Thus, properly recognizing and measuring income tax fulfills the objective that tsae ﬁ.nancml state-
ments provide relevant information and faithfully represent the amount reported as income taxes,
Such information is useful to users in assessing an entity’s prospects for future net cash inflows. This
tax information also enhances comparability of financial statements.
An entity is required to recognize the amount of taxes payable or refundable for the cn%rrenr( year
as well as future tax consequences of transactions and other events that have t?een recogn.]zgd in the
financial statements. Recognizing, measuring and disclosing inform.ation about income tax is the focus
of this chapter. Significant judgment may need to be made in applying the provisions of IAS 12.

In contrast, a deferred tax asset represents some tax advantage the entity wi ol the Ratire
Without the recognition of a deferred tax asset, assets woild be mlgigznﬁsmiﬂ“ ro‘ﬁt.
lower than what it actually is. As a result, distributions to owners might be lower than whatht];i snﬁt}’
could afford. Consequently, recognizing deferred tax liability or asset provides useful mfonnahon for
users of an entity’s financial statements when assessing the entity’s prospects for future net cash inflows.

Key Terms Defined

Accounting profit. Profit or loss for a period before deducting tax expense.

Taxable profit (tax loss). Profit (loss) for a period, determined in accordance with the rules estab-
lished by the taxation authorities, upon which income taxes are payable (recoverable).

Tax expense (tax income). The aggregate amount included in the determination of profit or loss for
the period in respect of current tax and deferred tax.

Current tax. The amount of income taxes payable (recoverable) in respect of the taxable profit (tax
loss) for a period.

Deferred tax liabilities. The amount of income taxes payable in future periods in respect of taxable

raiv di ;
¥y s Axconntiag for Tncomme Taxes Important? temporaiv differences

Income taxes often represent one of the largest expenditures that entiti.es make. T.herefor:e, tax pl
ning strategies that could reduce future taxes or create taxable profit in appropn;t;f periods, ar
primary concern to decision makers. Accounting profit and taxable profitare Fwo i igrent ;ioncepgs,
Taxable profits of a particular period often differ significantly from acrjountlng pro ts. T ;ifzt-_e
they differ is that the objectives of financial reporting and thlose of taxing at_ithorltles arf1 fhr -
Financial reporting is primarily focused on providing usefu.l mform.anon. to mvestorsdan | t;re ors
for making resource allocation decisions wh‘ille tax reporting is primarily concerned with ra
from the public in a socially acceptable manner. - y
rev(ijzz::quently, thE:: tax expense cannot simply be computed by ml.lltipl.yir?g accounting pr(.)ﬁt-s"‘* \
tax rate. For this reason, accounting for income taxes focuses on identifying and account'.:g\ 11
differences between accounting profit and taxable profit. Those difffarences betweten acceunting
and taxable profit can be temporary or permanent. Temporary dlffer-ences, which or1gm‘a;ed -
or more accounting periods and reverse in future periods, may result in future taavle or ed &
amounts when the temporary differences reverse. Permanent differences (e:2s 'c?r.-f:ree mum
the U.S.) are disregarded when determining current tax liability, defer‘rec} tax and income taxll . ,
The fundamental principle in IAS 12 is that that a deferred tax liability or asset gfener; ty 1: .
ognized for the future tax effects of all temporary differences and carryforwards..De erre :zid 4
calculated using the asset or liability approach. The differences be'tween t}.le.carrymg an:;:un
assets and liabilities and their tax bases under tax laws are determined. If it is probable that racOﬁ
or settlement of that carrying amount will make future tax payments larger (or smaller), an &
i ferred tax liability (or deferred tax asset). ]
reczgzizisg?; 1AS 12 requires:qt{he measurement of deferred tax liabilities or assets to reflect the

Deferrid tax assets. The amounts of income taxes recoverable in future periods in respect of:

. Deductible temporary differences;
o The carryforward of unused tax losses; and
» The carryforward of unused tax credits.

Temporary differences. Differences between the carrying amount of an asset or liability in the state-

ment of financial position and its tax base. Temporary differences may be either taxable temporary
differences or deductible temporary differences.

Deductible temporary differences. Temporary differences that will result in amounts that are

deductible in determining taxable profit (tax loss) of future periods when the carrying amount of the
asset or liability is recovered or settled.

Taxable temporary differences. Temporary differences that will result in taxable amounts in deter-
mining taxable profit (tax loss) of future periods when the carrying amount of the asset or liability
is recovered or settled.

Tax base. The tax base of an asset or liability is the amount attributed to that asset or liability for tax
purposes.

Tax expense (tax income) comprises current tax expense (current tax income) and deferred tax
expense (deferred tax income).

(Source: TAS 12.5)

: I
consequences that would follow the manner in which management expects to recover irts AS 12, INCOME TAXES
i ity’ iabiliti le, management may expect {0 T€C®
carrying amount of the entity’s assets or liabilities. For example, , . :
an Zsetg by using it, by selling it or by a combination of use and sale. Management's expectati Ibjective and Scope

affect the measurement of deferred taxes when different tax rates or tax bases apply to the pro
enerated from using and selling the asset. ) . .
g A deferred o habl.hty represents some tax pena_h_y the ent]ty eXPECtS to 'face m the ﬁltur&ftsh:ut’
of transactions and other events that have been recognized in the financial statements.d e - 8
recognition of a deferred tax liability, liabilities would be understated and profit overstiate T ‘;-
would be a risk that distributions of profit to owners might be higher than the entity €0

The objective of TAS 12 is to prescribe the accounting and reporting requirements for income taxes.
This IFRS focuses on how to account for the current and future tax consequences of transac-
tions and other events that have been recognized in the financial statements. Recognized income tax
amounts comprise current tax and deferred tax.

Income taxes in this IFRS include all domestic and foreign taxes based on taxable profits as
well as withholding taxes, which are payable by a subsidiary, associate or joint arrangement on

T
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.dlstributions to the' re.portin‘g entity. Accounting for government grants (covered by IAS 20) o
ln?'e.stment tax credits is outlsmle the scope of IAS 12; however, accounting for temporary differep )
arising from such grants or investment tax credits is within the scope of IAS 12. 5

Executive Summary

*+ IAS 12 focuses on how to account for the current and future tax consequences of transactj
and other events that have been recognized in the financial statements. o
* Income tax is comprised of two components: current tax and deferred tax.
+ Current tax is the amount of income tax payable or refundable on the entity’s taxable profj
tax loss for the period, as determined by taxing authority. -
* Deferred tax is tax payable or recoverable in future periods, generally as a result of the dif.
ferenccj: between the carrying amounts of the entity’s assets and liabilities in the statement ;f
finanqzl. positionl and their tax base (and the carryforward of currently unused tax losses axfd
ﬁijt(ucrzet El‘1)'3))a )Iin E::;:_S when recovery (settlement) of assets (liabilities) affects the amount of
» A temporary difference (taxable or deductible) is the difference between the accountin d
tax base of an asset or liability. A deferred tax asset or liability is recognized for the futug .
effects of all temporary differences and carryforwards. Sl
* A deferred tax liability is recognized if the carrying amount for the accounting base of the ass
(liability) is greater (less) than the tax base of that asset (liability). ; -
» IAS 12 does not allow the recognition of a deferred tax liability for the excess of the carryi
amount over the tax base of goodwill if it arises at the initial recognition of goodwill ReC(JrYI'ng
ing deferred tax assets or liabilities in a business combination affects the amount of- goodvg\rl;lllz-
* A deferred tax asset is recognized if the carrying amount of the asset (liability) is less ( reate;r)
than the tax base of that asset (liability), but only if it is probable that future taxable r(g)ﬁt ill
be available to absorb the losses, credits or deductible differences. ! 3
+ Current tax liabilities (assets) are measured at the amount expected to be paid to (recovered
f_rom) the taxation authorities using the tax rates and laws that have been enacted or subst :
tively enacted by the reporting date. i
* Deferred tax assets and liabilities are measured at tax rates expected to apply when the deferr=a t
a:sset (liability) is realized (settled) based on the tax rates and laws that have been enacted or s lbata?:
tively enacted by the reporting date. It reflects the tax consequences of how the entity ex N:?r ;s at th
end of the reporting period to recover (settle) the carrying amount of its assets (lial\in“i:) = .
* Deferred tax assets and liabilities are not measured on a discounted basis (o
+ Current and deferred tax is recognized as income or an expense in profit ;)r loss for the period
except if it arises from (a) a transaction or event the tax relates to that is recognized ei]tJher in’
other comprehensive income or directly in equity; or (b) a business combination
* An entity is allowed to offset current tax assets and current tax liabilities only if 'the entity (a)
has a legally enforceable right to offset the recognized amounts, and (b) intends to settley
net basis, or to realize the asset and settle the liability simultaneously. e
* An entity can offset deferred tax assets and deferred tax liabilities only if (a) the entity has a
Fegally enforceable right to set off current tax accounts; and (b) the deferred tax items relate to
income taxes levied by the same taxation authority on the same taxable entit (or on different
taxable entities in specific circumstances). PLeetiE
« The tax expense (income) related to profit or loss from ordinary activities is presented sepa-
rately in profit or loss in the statement(s) of profit or loss and other comprehensive incomep
* A number of specific disclosures about current and deferred income taxes are required t -b
presented in the financial statements under IAS 12. -
* Anentity must disclose in the summary of significant accounting policies or other notes signif-

icant judgments that management has i
made with regard to the sco iti &
B g pe, recognition and meas
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Steps in Accounting for Income Tax

Income tax is comprised of two components: current tax and deferred tax. Current tax is tax pay-
able or refundable on the entity’s taxable profit or tax loss for the current period or past periods, as
determined in accordance with the rules established by the taxation authorities. Deferred tax is tax
payable or recoverable in future periods, generally as a result of the entity recovering or settling its
assets and liabilities for their current carrying amount, as well as the tax effect of the carryforward of

currently unused tax losses and tax credits.
The steps necessary in accounting for income tax in accordance with TAS 12 are as follows:

1. Recognize and measure current tax.

2. Recognize and measure deferred tax.

3. Allocate current and deferred tax to the related components of profit or loss, other compre-
hensive income and equity.

4. Present and disclose the required information.

Current Tax

An entity i€ required to prepare a tax return each year to determine the amount of a current tax liabil-
ity on its takable profit. If the tax payable exceeds the amount of tax paid during the reporting period,
a taxeliability is recognized. If the amount paid for the current and past periods exceeds the amount
payable for those periods, the entity recognizes the excess as a current tax asset (note: tax payable
for the year = taxable profits x tax rate). If an over-provision or under-provision for current tax is
discovered before the financial statements are authorized for issue, the current tax expense/liability
is adjusted in accordance with IAS 10.

An entity recognizes a current tax asset when a tax loss is incurred and the tax legislation allows
this loss to be carried back to recover tax paid in a previous period. A tax loss arises in the report-
ing period in which tax deductions exceed taxable profits. In some jurisdictions, tax laws allow
entities to use tax losses to offset taxable profit in one or more prior years, called a tax loss car-
ryback. As stated in IAS 12, this tax benefit is recognized as an asset in the period in which the
tax loss occurs, because it is probable that the benefit will flow to the entity and the benefit can be
reliably measured. If a tax loss carryback is not permitted in the jurisdiction or the entity generated
less profits in prior years than the amount of tax loss to be offset, the entity may be able to carry
the tax loss forward with or without a time limit against taxable income in a future period. (See
the procedure for recognizing a deferred tax asset for carryforward of unused tax losses discussed

later in this chapter.)

Example 21.1 Net Operating Loss Carryback

In 20X4, Belmont Entity (BE) incurred $50,000 in tax losses for the current tax year ending on
December 31 (same as the end of the reporting period). BE’s taxable income in 20X2 and 20X3
was respectively $30,000 and $25,000, The relevant tax rates were as follows: 22% in 20X2 and
20% in 20X3. In BE’s jurisdiction, the tax legislation permits entities to carry back losses two
years with the requirement to offset losses against the most recent period possible.
Consequently, the tax refund of $10,500 is calculated as follows: ($25,000 x 20%) + ($25,000

x 22%) = $10,500. In 20X4, BE must recognize a current tax asset as follows:

Dr. Current tax asset 10,500

Cr. Profit or loss—income tax 10,500
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Deferred Tax

General Principle

A deferred tax asset or liability is recognized for tax recoverable or payable in future periods as a result of
past transactions or events. Deferred tax assets or liabilities arise from the difference between the carryi
amounts of the entity’s assets and liabilities in the statement of financial position (i.e., the accountin Q::%
and their tax base, as well as from the carryforward of currently unused tax losses and tax credits, o
No deferred taxes would arise if the entity expects to recover the carrying amount of an asset
settle the carrying amount of a liability without affecting taxable profit. However, a deferred tor
liability or asset will arise and be recognized if the recovery of the carrying amount of an asset or t}a;x
settlement of a liability would affect (increase or decrease) taxable profit. I

The steps necessary in calculating a deferred tax provision in accordance with TAS 12 are as follows:

* Determine the accounting base of the asset or liability.

« Calculate the tax base of the asset or liability as well as other items that have a tax basis but are
not recognized as assets or liability (e.g., items of income or expense that will be taxable or tax.
deductible in the future).

+ Calculate any temporary differences, unused tax losses and unused tax credits.

* Recognize and measure deferred tax assets and deferred tax liabilities.

Accounting Base

The accounting base is the measurement of an asset, liability or equity instrument in the statement of
financial position for financial reporting purposes (its carrying amount). The first step in determin-
ing whether deferred tax must be recognized is to identify those assets and liabilities that are expected
to affect taxable profit if they are recovered or settled for their carrying amount. The assumption in
accounting for deferred taxes is that assets will be realized (either through sale or by use within the
business) for their carrying amounts, and liabilities will be settled at their carrying amounts. In prac-
tice, an entity may realize economic benefits from its assets above their carrying amount, for example
when selling a machine at a gain, selling inventory at a markup above its cost or settling a liability that
is recognized at a discounted amount. \*
If there is no expected tax effect when recovering or settling the carrying amount of an asset or iiabil-
ity, then no deferred tax is recognized. This circumstance will occur when no taxable income br amounts
deductible from taxable income arise, when taxable income and deductible amounts are oqual and a net
effect is nil or when a nil tax rate applies to any taxable or deductible amounts in this jurisdiction.

Example 21.2 Asset Recovery Affects Taxable Income

Medical Supply Entity (MSE) deposited $10,000 at a bank and will be collecting interest on a
floating interest rate. For tax purposes, interest is taxed when cash is collected; for account-
ing purposes interest revenue is recognized on accrual basis. Consequently, MSE will need to
account for deferred taxes to reflect the difference in interest revenue recognition for tax pur-
poses and book purposes.

Example 21.3 Asset Recovery Does Not Affect Taxable Income

Florida Distributor holds an inventory of merchandise at cost. The cost of the inventory is
tax-deductible when the inventories are sold. In this case, no deferred taxes will be recognized
because the taxable income from sale of the inventory is assumed to be equal to its cost (the car-
rying amount) and the tax deduction on sale is also equal to the cost.
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Tax Base

The tax base is the measurement of an asset, liability or equity instrument in the statement of financial
position for tax purposes. Other items that were not recognized in the statement of financial position
may also have tax bases. For example, for accounting purposes, an entity recognizes research costs
as an expense in calculating accounting profit, but for tax purposes, such costs may not be deducted
in determining taxable profit or loss until a future year. This difference between the accounting base
and tax base will result in a deductible temporary difference and the recognition of a deferred tax
asset.

In some tax jurisdictions, the group of entities (a parent and its subsidiaries) may elect a single
entity treatment for tax purposes. In such cases, the group of entities must follow the tax laws that
govern the consolidated tax return in determining the tax basis of an asset or liability (and whether
the recovery of an asset or settlement of a liability is expected to affect taxable profit). If the group
files separate tax returns, the tax basis of each item is determined according to the tax law that gov-
erns separate tax returns of each entity within the group.

The tax basis considers the amounts that will be included in taxable profit on recovery of the car-
rying amount of an asset or settlement of a liability. Therefore, management’s expectations as to
recovery or settlement of the carrying amount of an asset or liability will affect the recognition of
deferred tzx assets or liabilities (e.g., whether the cost of the asset will be recovered through use or
sale). Adcording to [AS 12, the tax base of

~An asset is the amount that will be deductible for tax purposes against any taxable economic
benefits that will flow to an entity when it recovers the carrying amount of the asset. If those
economic benefits will not be taxable, the tax base of the asset is equal to its carrying amount.

o A liability is its carrying amount, less any amount that will be deductible for tax purposes in
respect of that liability in future periods. In the case of revenue which is received in advance,
the tax base of the resulting liability is its carrying amount, less any amount of revenue that will
not be taxable in future periods.

Example 21.4 Tax Base

1. Equipment, $20,000 net carrying amount (cost of $50,000 and depreciation of $30,000). For
tax purposes, tax depreciation of $40,000 has been deducted in determining taxable profit.
The tax base of the equipment is $10,000, the remaining cost that will be deductible in the
future against revenues generated by using the equipment or sale

2. Interest receivable, $5,000, and dividend receivable, $4,000. When determining taxable profit
or loss, interest will be taxed on a cash basis and dividends are deductible against the eco-
nomic benefits. The tax base of the interest receivable is nil and that of the dividends receiv-
able is $4,000.

3. Unearned subscription revenue with a carrying amount of $2,000, collected in advance and
recognized as a current liability. For tax purposes, the revenue was taxed when cash was
received. The tax basis of the subscription revenue is nil.

4. Expenses of $6,000 recognized on accrual basis. The related expensed are not deductible in
determining taxable profit or loss. The tax basis of the accrued expenses is $6,000.

5. Warranty (provision) obligations of $5,000 to cover the repair of defective items sold dur-
ing the reporting period. For tax purposes, payments under warranties are not deduct-
ible until actually paid or used. The tax basis of the warranty provision is nil because the
amount deductible is equal to the carrying amount and the expense is tax-deductible when
settled.

|



