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PREFACE 

 

 
The field of financial reporting is witnessing significant changes at global level as 

the International Accounting Standards Board (IASB) is continuously developing 

and updating accounting standards. Started in 1970s, the concept of standardizing 

the financial accounting and reporting, a large part of the world now follows these 

standards for reporting the financial results of corporate entities. As Pakistan has 

also adopted the IASs/IFRSs, the demand for trained manpower to prepare the 

books of accounts as per the requirements of these standards has increased.  

 

Traditionally, the field of financial reporting is dominated by the professional 

accountants. However, the junior and middle level accountants in corporate sector 

also need an understanding of financial reporting to develop necessary skills for 

compliance with the IASs/IFRSs.  

 

Keeping in view this requirement, the AIOU has developed a course on financial 

reporting for its M.Com and BS Accounting & Finance programs for building 

necessary financial reporting skills in students and enabling them to join the 

corporate sector of Pakistan. I hope students will find this course book useful and 

relevant to fulfill the requirements of modern corporate reporting environment and 

it would be equally beneficial for all levels of accounting students. I congratulate 

the Dept. of Commerce and course team for their efforts for developing this course.  

 

 

 

 Prof. Dr. Zia Ul-Qayyum  

 Vice Chancellor  
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COURSE INTRODUCTION  

 

The field of financial reporting has gone through enormous changes in recent times. 

Starting with the development of International Accounting Standards (IASs) in 

1970s by the International Accounting Standard Committee (now Board) to the 

issuance of new International Financial Reporting Standards (IFRSs), a complete 

set of accounting standards have been developed at the international level to 

harmonize the field of corporate financial reporting. The objective of IASs is to 

streamline the presentation of financial statement with a view to enhance the 

comparison among different business entities across the borders. These IASs/IFRSs 

have been adopted by a large group of countries and the financial statements are 

prepared accordingly in these jurisdictions. As Pakistan has adopted the IASs and 

the new Companies Act 2017 has made it mandatory to report the financial results 

of public limited companies as per the requirements of IASs, the need for 

accounting standards education has increased.  

This course has been designed to develop a fundamental understanding of 

accounting standards among the students of commerce in order to enhance their job 

opportunities in the corporate sector of Pakistan. The course covers the nine IASs; 

11, 12, 17, 20, 24, 36, 37, 38 and 40. The principal text followed for these IASs is 

that of original standards issued by the IASB. Each unit presents the key concepts 

in a simple and understandable manner with examples. The practice questions have 

been given at the end of each chapter. A series of video lectures of this course has 

been prepared and is available on the official YouTube channel of the AIOU.  

We hope this course will help students to gain necessary understanding of the 

financial reporting concepts with practical application of the IASs that can be useful 

in their corporate careers.  

In case of error or omission, please communicate us on the following address.  

 

 

 

 Moazzam Ali 

 Assistant Professor/Course Coordinator 
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INTRODUCTION 
 

 

Related parties transactions are common feature of modern business. Most of these 

transactions are not conducted on market base rates, therefore, andcan disturb the financial 

health of an entity. Sometimes, mere existence of related party relationship is enough to 

disturb the financial results of an entity in the market. For example, a holding company 

may not allow its subsidiary to involve in any research & development related activities. 

On the other hand, sometimes transactions with related parties are the most effective, 

because many times best buyer of the products of subsidiary is the holding company, and 

other customers are not even willing to pay the cost of the products produced.  

 

Financial statements are the primary and authentic source of information for all the 

stakeholder, including the investors. The proper disclosure of related party with respect to 

existence and nature of transaction helps the investors to understand the financial and 

operational strength of the entity in the better way. 

 

 

OBJECTIVES 
 

 

It is a common practice observed in a group of companies that parent-subsidiary 

transactions are usually at more favorable terms than with third outside parties. Therefore, 

this IAS provides guidance to an entity to; 

i- disclose the sufficient information regarding 

ii- existence of related parties,  

iii- relationship between the related parties, and 

iv- transaction and outstanding balances with related parties. 

v- disclosure should be as much simple and comprehensive that users can evaluate their 

impact on financial health of the entity. 
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1.1 SCOPE 
This standard is applicable on the followings: 

1- Identification of relationships and transactions which exist during the year. Proper 

disclosure is required irrespective of any transaction between them has taken place or not 

during the year and in case, if there is any transaction, entity must disclosed the nature, 

extent and type of transaction. (e.g. the volume of transaction, funds involved and any 

outstanding balance on account of transactions with the related parties). 

2- Identify the outstanding balances at the end of year, it includes the commitments 

between an entity and its related parties. 

3- While preparing group consolidated financial statements, all intra-group outstanding 

balances are not shown, therefore, this IAS prescribes the companies to reflect the 

outstanding balances of all transaction with related parties in the individual financial 

statements. Furthermore, the commitments like guarantees, assurances, pledges etc 

should be disclosed properly.  

4- Determine the situations in respect of above paras 1 & 2 which required disclosure, 

and 

5- Identify the specific information which should be disclosed. 

 

1.2 KEY TERMS 
1- Related Parties 
IAS 24 defines the term Related parties as 

“A related party is a person or entity that is related to an entity that is preparing Financial 

Statements (in this standard referred as the reporting entity).” 

i- A person or a close member of that person’s family is related to a reporting entity if 

that person: 

a- has control or joint control over the reporting entity 
 Control is a state where an entity/person holds more than 50% voting power 

in another entity 

b- has significant influence over the reporting entity 

 Significant Influence means holding in between 20–50% voting power by one 

entity/person in other entity. 

c- is a member of the key management personnel of the reporting entity or of a 

parent of the reporting entity?” 

 
Situation as stated in point 1(i)   Situation as stated in point 1(ii) 

 

Exhibit No. 1.1: Definition of Related Party 
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Exhibit No. 1.2: Definition of Related Party (some scenarios) 

 

 

ii- There are some conditions which are required to be met to treat an entity as a related 

party for a reporting entity: 

a- Belongs to same Group of Companies: When parent entity of a reporting 

entity has subsidiaries other than reporting entity, then these subsidiaries are 

also related parties of reporting entity, as they all belong to same group of 

companies. This means parent, subsidiary and fellow subsidiary all are related 

parties for one another. 

b- Associate or Joint Venture: If both parties are either associates or joint 

venture for one another then they are called related parties. 

  “An associate is an entity over which an investor has significant influence, 

being the power to participate in the financial and operating policy decisions 

of the investee (but not control or joint control).” 

c- When related party and other party both are joint ventures of the same third 

party. 

d- When one entity is a joint venture of a third entity and the other entity is an 

associate of the same third entity.  

e- The entity is a post-employment benefit plan for the benefit of employees of 

either the reporting entity or an entity related to the reporting entity. If the 

reporting entity is itself such a plan, the sponsoring employers are also related 

to the reporting entity. 

f- The party is a close member of the family of any individual referred to in (1) 

or (1)(iii). 
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Exhibit No. 1.3: Related Party 

 

Examples of related parties using Company ABC Ltd as the reporting entity: 

i- Member A, is the member of Board of Directors of the company ABBC Ltd is a 

related party for the ABC Ltd. 

ii- Similarly, Chief Accountant of the Company is also a related party. 

iii- Company XYZ Ltd, that is owing 30% interest of Company ABC Ltd (significant 

influence). 

iv- Company LMN Ltd, which owns 51% of Company ABC Ltd voting rights (Control). 

v- The husband of President of Company ABC Ltd President. 

 

2- Related Party Transactions 
“A transfer of resources, services or obligations between a reporting entity and a related 

party, regardless of whether a price is charged.” Usually the word transaction is used when 

an exchange of either goods in exchange of goods or money is transferred but in case of 

related party transaction one sided transfer is enough to consider is as transaction. 

 

3- Close Family Member 
Close members of the family are the individuals who are in a position to influence the 

individuals entering into transaction 

They may include 

i- The children and spouse of individual. 

ii- Children of the individual’s spouse; and  

iii- The dependents of individual or individual’s spouse.  
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4- Compensation 

Compensation means all types of benefits received or receivable by the employee in 

relation to an employment contract. Employee benefits are comprised of  

i- Payment by the entity, 

ii- Payable by the entity, 

iii- Pay or payable by the third party on behalf of employer. 

 

An entity makes these payments as consideration for the services rendered. All payments 

by the parent entity for the services rendered to reporting entity are also considered as 

compensation. 

 

Compensation includes 

i- Short-term benefits: These are due within one year of employment such as salaries, 

allowances, paid sick leaves and paid annual leave, overtimes payment, bonuses, 

profit sharing schemes etc. and non-cash benefits like medical services in the 

hospitals which are on the panel of company, accommodation facility, transport 

facility and grocery items on subsidized rates for on the job employees;  

ii- Post-employment benefits: These are paid when contract of the employee is 

terminated. The examples are retirement benefits includes pensions and post-

employment Health & life insurance and out-patient department services;  

iii- Other long-term benefits: the long terms are those which are accrue after one year 

and it includes study leaves, benefits on permanent disability and bonuses. 

iv- Termination benefits: These are provided to an employee at the time of termination 

of job, and  

v- Share-based payment such as shares granted. 

 

5- Key Management Personnel 

All officers who occupy the core positions and authorize to plan the activities, direct to 

implement them and control the results of the activities of an entity are called key 

personnel. They can be involved directly in the operations of an entity and also can assist 

the business activities indirectly. 

 

For example, Chief Operating Officer. Chief Financial Officer, Chief Internal Auditor, 

Executive Directors etc. 

 

Usually entities have both executive and non- executive directors in their board, but non-

executive directors are not key management personnel, as they are neither employees of 

the company and nor involved in the daily operational activities of the entity. Furthermore, 

they are not aware of the business financial position. However, if the involvement of non-

executive director at the stage of planning of activities, directing the support for 

implementation of planned activities and then controlling the output of the activities of the 

reporting entity is significant just like executive director, then he could be considered as 
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key personnel as per this IAS. So, non-executive is excluded in the ambit of this IAS, unless 

heal becomes key personnel and this IAS will be applied on him. 

 

6- Control  
When an entity owns more than half of voting share/powers in another entity, then control 

is said to be existed between them.  

 

7- Significant Influence 
Significant Influence is defined in IAS 28: Investments in Associates and Joint Ventures 

as “Power to participate in, but no control, the financial and operating policy decisions of 

an entity”. 

 

Significant influence is said to be existed if an entity owns less than 50% but more than 

20% voting powers in another entity.  

 

8- Joint Control 
It is defined in IFRS 11 Joint Arrangements as; 

“The contractually agreed sharing of control of an arrangement, which exists only when 

decisions about the relevant activities require the unanimous consent of the parties sharing 

control.” 

 

9- Holding Company  
“A company having one or more subsidiaries.” 

A company which owns either directly more than half of shares (equity) in other 

companies. The one who owns the share is called holding company. The one whose shares 

are the owned is called subsidiary. 

 

10- Subsidiary   

A subsidiary is a company whose more than 50% shares are owned by another company 

either individually or through one or more companies.  

 

In this case a company whose 50% shares or more are owned is called Subsidiary and the 

company which owned the shares is called holding company of the subsidiary company 

and other companies through which shares are owned, are also called the subsidiaries of 

the holding company. So, subsidiary is; 

“A company:  

i-  in which another company (the holding company) holds, either by itself and/or 

through one or more subsidiaries, more than one-half in nominal value of its equity 

share capital; or, 

ii- of which another company (the holding company) controls, either by itself and/or 

through one or more subsidiaries, the composition of its board of directors.” 
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Example No. 1.1 
Consider each of the following situation; 

i-  Mr. A is having 70% & 30% voting powers in Entity X & Y respectively. 

ii-  Mr. Z is holding 25% voting shares in Entity A and 20% voting rights of Entity B. 

 Required: Is there related party relation or not? 

 
Solution 
i-  Mr. A is having control over entity X and significant influence over entity Y. So, 

both are related parties. 

ii-  Mr. Z is having significant influence in both entities (A&B). So, these are related 

parties. 
 

Example No. 1.2 
Mr. M is the owner of 100% voting shares of Entity XYZ. He is holding a key position in 

Entity ABC which owns 100% voting powers of Entity EFG. 

Required: Discuss the related party relationships in above scenario 

 

Solution 
Entity XYZ, Entity ABC and Entity EFG all are related parties. 

 
1.3 DISCLOSURE REQUIREMENT 
IAS 24 emphasizes the proper disclosure of related party relationships by the entity. As the 

investors are not aware of exact financial position of an entity because they do not have 

internal information, therefore, the financial statements serve them with reliable and 

accurate information. For communicating the true picture of net assets, cash flows and 

profits to the investors, the disclosure of related parties should be presented properly. This 

will assist the investors/users in decision making process.  

 

 
 

For example, as banks by law are bound to maintain confidentially of clients banking 

transactions. So, this IAS cannot force the banks to disclose such information which are 

confidential by nature. 

 

1- Parent and Subsidiary Relationship 
As per IAS 24, the disclosure of relationship between parent and its subsidiary is mandatory 

irrespective of any transaction taken place between them. The name of parent and 

subsidiaries should be reflected and in case if different then ultimate controlling body 

should be disclosed properly.  
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From user’s perspective, the disclosure of related party relationship is very important. 

Sometimes, the disclosure of names of the related parties and the nature of relationships 

that exist between them is as crucial as the presentation of operating results and financial 

position in the financial statement. Such information helps the users to foresee the future 

of the entity. The existence of such related parties may increase the worth of entity in the 

minds of users, helpful for those who are interested in business dealings with the entity as 

such disclosure helps them to know the suppliers of raw materials and price at which entity 

is buying the raw materials and also the selling price of its products. 

 

2- Key Management Personnel 

As per this IAS, proper disclosure of the total compensation given to the Key Management 

Personnel during the year should be made. Remember that, management acts as agent for 

shareholders, so what they received in terms of compensation for rendering their services 

must be disclosed to the shareholders. The entity should disclose the following: 

i- short-term benefits paid by the entity;  

ii- post-employment benefits being paid by the entity during the year;  

iii- other long-term benefits paid;  

iv- termination benefits paid to the employees who left the job during the year; and  

v- share-based payment. 

 

3- Disclosure of Transactions and Balances 
Whenever there is related party transaction have taken place and in this respect outstanding 

balance stands on the part of any party (parent or subsidiary), the reporting entity must 

disclosed the following  

i- the nature of relationship that exist between the related parties  

ii- the description and amount of transactions (if price is not involved, still disclosure 

of transaction is required)  

iii- the outstanding amount and terms and conditions 

iv- Whether outstanding balances are secured or not 

v- Any guarantee or commitment given or received  

vi- Provision of doubtful debts or amount of bad debts in respect of outstanding 

balances. 

 

The disclosure of all above information must be made in the financial statements so that 

stakeholders can assess the impact on the financial position of the entity. 

 

All of the above mentioned disclosures should be made separately in respect of following; 

i- the parent company;  

ii- entities with joint control 

iii- entities with significant influence over the entity;  

iv- subsidiaries;  

v- associates;  
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vi- joint ventures in which the entity is party to the joint venture;  

vii- key management personnel of the entity or its parent; and  

viii-  Other related parties. 

 

Items of similar nature should be disclosed in aggregate and their financial and operational 

impact should be disclosed properly in such a way that a user of financial statements could 

evaluate it easily. However, separate disclosure can also be made depending upon the 

sensitivity of the issue. 

  

Examples: 

i- Sales and purchase of inventory items (finished goods or goods under process);  

ii- Sales and purchase of non-current assets. 

iii- The services delivered and received from vendors;  

iv- Agent Principal arrangements; 

v- Leasing agreements or hire purchase arrangements; etc. 

 

Example No. 1.3 

ABC Ltd is the having significant influence (30%) over company XYZ Ltd.  During the 

year, ABC Ltd purchased 15% of its purchases from XYZ Ltd.  

Required: Is the disclosure in the ABC Ltd books is required in the light of IAS 24? 

 

Solution:  

Yes, it is necessary for the ABC Ltd to disclose the relationship and the amount of 

transaction as there exists significant influence between them. 

 

Example No. 1.4 

The husband of president of ABC Ltd has purchase 0.01% of the products from the 

company in which ABC Ltd has significant influence.  

Required: Disclosure requirement as per IAS 24. 

 

Solution: 

In this scenario as the transaction is not material and relationship is of significance 

influence therefore, disclosure is not required. 

 

4- Government Related Entities 

There are certain exemptions available under the IAS regarding disclosure requirement of 

related parties if the other party is:  

i. a government entity: If Government entity is a other party that has either control 

individually or jointly or significant influence over the reporting entity, than, 

disclosure of nature of transaction or commitment is not required, and 
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ii. Government has control individually or jointly with other government entities 

or significance influence in another entity: the disclosure of information regarding 

related party transaction in case of other party that is under the control or influenced 

of Government is not required.  

 

 However, if the exemption is applicable on the basis of above mentioned criteria, 

then the disclosure of followings is required: 

iii. Name of the government entities 

iv. Nature of relationship that is existed between Government entity and other 

party: The nature of relation e.g., control, significance influence etc. must be 

disclosed in the financial statements. 

v. Reporting entity should present the following information with sufficient 

explanation so it would be easy for the users to evaluate the impact of existence of 

related parties on the financial position. 

a. Significant individual transaction: The nature and amount of each 

individually significant transaction should be disclosed; and  

b. Aggregate of immaterial transaction: When the aggregate of all the 

immaterial transactions if significant, then its effect on the financial position 

and operating results must be disclosed. 

vi. An entity shall present and disclose all relevant information in notes to the accounts, 

so that users are able to evaluate the financial effects of government grants and other 

forms of government assistance on the overall financial status of the entity. 

 

 
 

 

 

Exhibit No. 1.3: Exempt for Government Related Entities 

 

GE is directly conreolling E & F and 

1,2,3,4 are indirectly controlled by GE 

through E & F. Member X is the Key 

Personnel fo E.

Entity 1 will not disclsoe the 

transaction with GE, E, F, 2,3 & 4.

This exemption is not applicable on 

member X.
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1.4 EXCLUSION FROM IAS 24 
When we are going to decide the existence of related party, we have to pay attention to the 

“Substance Over Form” concept. It is very important accounting principle used to ensure 

the financial statements presents relevant, complete, and accurate picture of transactions 

incurred during the year. According to this concept all transactions should present the 

overall financial reality rather than legal form. Usually in accounting we use to record the 

event based on financial parameters and not on legal aspect. The main purpose of this 

concept is to present the reality of event and not to hide or conceal the real intentions behind 

the transactions. 

 

Some relationships do not fall them under the scope of this IAS, below are the examples 

1- “Finance provider, trade unions, public utilities, government departments and 

government agencies”: All these are not supposed to be related parties just because of 

their normal business dealings with an entity, (Though the existence is not considered 

to be related party but they have powers to influence the decision of any entity.) 

2- “A customer, supplier, franchisor, distributor or general agent”: An entity may 

enter into contracts of heavy amount with these stakeholders. The economic 

dependency of an entity does not mean that they are related parties. 

3- “Two entities simply because they have a director or other member of key 

management personnel in common”: Until and unless the director has powers to 

influence the decisions in both entities at the time of dealing the transactions. 

 

Example No. 1.5 

Discuss the related party relationships in following situations with respect to ABC Ltd as 

reporting entity: 

1-  The Chairman of the bank has granted significant amount of loan to ABC Ltd. 

2-  The Director of the Ministry of Planning, Development and Reforms, owns 3% of 

shares of ABC Ltd, and he also a customer of products of ABC Ltd. 

3-  Mr. X is a regular customer of ABC Ltd and he is supposed to be Primary customer 

 

Solution: 

In all above cases, all parties are related by virtue of transactions (normal business dealing), 

therefore, these are not supposed to be the related parties 

 
1.5 SUMMARY  
1- When one party has powers to control or can influence the decisions of other party 

then these are said to be related parties. Such relationships include the followings:  

i- Relationship between Parent-subsidiary 

ii- Entities which are under some common control.  

iii- Associates as per IAS 28 

iv- Key Personnel or close family members of key personnel who owns voting 

power to influence the decision making power over the entity.  
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2- The need for disclosure of related parties  

i- Users need to be aware of related party relationships because such transactions 

usually are not taken place at market rate (at arm’s length). 

 

3- Disclosures include:  

i- In case of control, the nature of related party relationship needs to be disclosed. 

ii- Aggregate value of nature and amount of transactions with related parties, if 

material. 

iii- It is appropriate to disclose. 

 

4- While considering each possible related party relationship and transaction, the economic 

substance of the transaction must be considered and not merely the legal form. 

 
1.6 COMPREHENSIVE EXAMPLES 
 

Example No. 1  

Ibrahim Limited (IL) is a renowned group of companies in the country. Management of IL 

have hired an IFRS specialist to seek advice on following transactions in the light of IAS 

24 that what transactions need to be recorded and what are the disclosure of said transaction 

should be made in the notes. 

1- Company has paid salary and other benefits to its CEO during the last financial year 

as follow: 

a. Gross annual salary (inclusive of all allowances) paid amounting to Rs.3 million. 

b. Employer contribution to provident fund (an arrangement to meet statutory 

obligation related to old age benefit) amounting to Rs. 2 million. 

 c. Payments made on account of Share-based payments are of worth Rs.2 million 

 d. Travel allowance and Daily Allowance reimbursements to CEO are of Rs. 1.7 

million for official visits. 

 

2- Total Sales transactions to its parent and associated company during last financial 

year are as follow: 

a. Kashif Limited which is a parent company of Ibrahim Ltd, total sales are of 

worth Rs. 35 million 

b. Aziz Limited which is an associate of Ibrahim Ltd, total sales are of Rs. 22 

million 

 

3- Trade receivables at the end of last financial year, include 

a. Gross amount receivable from Kashif Limited is Rs.15 million, however, it is 

expected that only 80% of the amount will be recovered. 

b. Gross amount receivable from Aziz Limited is Rs. 17 million and company is 

sure that Aziz Ltd will pay the 100% of its due amount. 
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 Required 

 Suggest the treatment of above transaction in the light of IAS 24 and also draft an 

expected note for disclosure purpose in the financial statement. 

 

 Solution 

All transactions are need to be disclosed in the Financial Statements of Ibrahim Ltd, 

except the reimbursement of travel & daily allowance, as this is the reimbursement 

of expenses incurred by CEO for official purpose and it is not fall under the definition 

of compensation. 

 

 Note: Related Party Transactions 

 Ibrahim Limited has entered into related party transactions as defined in IAS 24. At 

the end of year the balances due from those parties were as follow: 

1- Transactions with Kashif Limited – Parent Entity (fig in million) 

 Sales for the year       35 

  Receivables        15 

  Provision for doubtful debts      3  

2- Transactions with Aziz Limited – Associate (fig in million) 

  Sales        22  

  Receivables        17  

 

 For the year ended December 31, 2018, Ibrahim Limited made following payments 

to its CEO: 

         Fig in million 

Gross annual salary       3 

Employer provident find contribution    2 

Share-based payments      2 

Total         7       

 

 

Example No. 2 
ABC Ltd is dealing with automobile spare parts and has become one of the leading 

company in automobile sector. The company is rated in top 5 companies in its filed by a 

trade journal. ABC Ltd is working on a well-organized work model and also with reliable 

vendors. Furthermore, it provides products to those entities which can be managed through 

control or significant influence. The work model of the ABC Ltd is functioning on 

following pattern: 

1- ABC Ltd is the regular customer of XYZ limited for its raw material from last 20 

years. As the material supplied by the XYZ Ltd is of high quality and at lowest cost 
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therefore, management has never purchased the raw material from any other vendor. 

Hence, we can say there is economic dependency of ABC Ltd on XYZ Ltd. 

2- ABC Ltd sells almost 65% of the product to a company which is owned by one of 

its director, however remaining 35% sales are to the associate company in which 

ABC Ltd holds 35% of voting rights. 

3- The workshop of the ABC Ltd is on rent. The workshop is the property of key 

management personnel of ABC Ltd. However, the monthly rentals are at market rate.  

4- ABC Ltd has advanced a loan to a company which is owned by the CEO of the ABC 

Ltd. The loan is free from interest. The CEO of the company used the loan to enhance 

the production capacity of its own company.  

 

Required 

As per IAS 24 suggest the treatment of transaction in the financial statements of ABC Ltd. 

 

Solution 

1- Though ABC Ltd is economically dependent on the XYZ Ltd for the supply of 

material, but IAS 24 does not treat such dependency as related party relationship. 

Any deal under normal business operations is not constituted a related party 

transaction. So, XYZ Ltd is neither a related party nor such transactions are a related 

party transactions. 

2- 65% of the sales is to the company owned by director and remaining 35% is to the 

associated company. Both transactions are related party transactions and significant 

and as per IAS 24 these must be disclosed in the financial statements. 

3- Though the monthly rentals are at market rate but still key personnel of the company 

is involved, therefore IAS 24 advised to disclose such related party transaction. 

4- As ABC Ltd has provided an interest free loan to the company owned by its CEO  

which is not a normal business activity of the ABC Ltd, therefore, IAS 24 directed 

to disclose such information in the financial statements as related party transaction.   

 

NOTE: IAS 24, states that when a related party transaction is made at arm’s length 

transaction, it must be disclosed only when such terms are identifiable and verifiable. 
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INTRODUCTION 
 

 

In many countries, government often provides money or incentives in the form of grants 

or assistance to the different entities for various reasons like to promote exports, local 

employment, environment friendly products etc. The purpose of such incentives is to 

encourage the entities to start such activities which would not have otherwise undertaken. 

Government provides assistance in different ways, it could vary in nature of assistance and 

sometimes certain conditions are attached with the grants which are mandatory to fulfill. 

 

 

OBJECTIVES 

 
The IAS-20 describes the; 

1- accounting treatment for the government grants that when to recognize and how to 

account for the government grants in the books of an entity.  

 

2- it also provides the list of disclosures mandatory to be mentioned in case of 

government grants and assistance received by an entity.  

 

This IAS has significant importance because 

1- if government grant is in the form of resources, then for such transfer of resources 

the entity had used proper accounting method; and  

 

2- it is recommended to describe the benefits that the entity had derived by the use of 

such government grants during the reporting period.  

 

Such information will assist the entity to compare the entity’s financial performance with 

prior year performance and with the performance of other entities doing business similar 

nature of businesses. 

 

The key objectives of this IAS is to provide the guidance on the accounting treatment and 

the disclosure requirement. 

 

  



22 
 

2.1 SCOPE 
The IAS-20 is applicable on all the entities which are receiving grants and assistance from 
government. This IAS explains the disclosure requirement of other forms of government 
assistance but excludes the following; 
1- The issues which are arising due to prices fluctuations.  
2- The government assistance that helps the entity in reduction of tax liability. All those 

assistances which benefited the entity in determining less taxable amount or less 
income tax liability is not be included in the scope of this IAS. 

 
 Examples of such benefits are tax credits available on certain type of investments, 

accelerated depreciation on procurement of specific assets and reduction in imposed 
income tax amount; 

3- Government finances the projects by investing in the shares of that entity to ensure 
the implementation of the project. 

4- Government grants provided for agricultural activities as discussed in IAS  
41- Agriculture. 

 

2.2 KEY DEFINITIONS 
1- Government: “Government means 

i- Government of a country,  
ii- Government agencies and  
iii- Local, national, or international Government bodies.”  
Example, Municipality, Federal Government, Provincial Government, World Bank 
all fall under the definition of Government. 
 

2- Government Assistance: “It is the transfer of economic resources from government 
to an entity or group of entities which are meeting certain specified requirement of 
government with intention to support them financially”. It also includes the non-
monetary assistance like provision of legal advise in any matter to the entity. As this 
IAS is dealing with only those direct financial benefits drive by the entity and any 
indirect benefit will not be entertained under this IAS. 

 
 For example:  

i- Construction of roads so that industries can be connected with one another. 
ii- Imposition of certain restriction on international trading to support the local 

traders. 
 

 These all are assistance provided by the government so that entities can generate 
economic benefits.  

 
3- Government Grants: “Government grants are assistance by government in the 

form of transfers of resources to an entity in return for past or future compliance 
with certain conditions relating to the operating activities of the entity. Government 
specifies the certain conditions which are mandatory for entities to fulfill in order to 
qualify for the grants.” 

 



23 
 

 For example, government announces grant for the companies interested in setting up 
windmill at the rate of 20% of the cost of windmill. Then all those companies 
installed windmills will qualify for 20% rebate on the cost of windmill.   

 
There are certain exclusion as follow; 
i- All those government assistance which cannot be reasonably measured, and 
ii- Those transactions with government which are complex and it is not possible to 

separate them from the normal business transactions of the entity. 
 
 Example No. 2.1 

ABC Ltd has received a license from national government for importing of fabrics 100 

tons per year. The validity of license is 5 years and it is totally free and company has paid 

nothing for seeking this license. The main purpose behind issuance of such license is to 

promote the local products within country. However, if the company will cross this limit, 

heavy penalty will be imposed by the government on the company.  

Required: Is the license is considered a grant for the ABC Ltd under the IAS 20? 

 

Solution 

It is recognized and treated as Government Grant for the ABC Ltd.  

 

Transfer of resources: In this example, transfer of resources is taken place in the form 

of granting a license.  

 

Return: The transaction is return based, as license is granting against the importing of 

100 tons’ fabric for next five years. 
 
Compliance of certain conditions: Prohibiting over importing of fabric is the condition 
imposed by the government to be fulfilled otherwise, heavy penalty will be imposed. 

 
4- Grants Related to Assets: All those grants which are subject to either develop/ 

construct, purchase or by any other means acquire long term asset, is called the grants 
related to assets. The primary condition is the acquisition of long term assets. However, 
secondary conditions be also be imposed. Like, where to install long term asset etc.  

 
 When a government wants to promote some industry in a country, it provides grants or 

other assistance to the industrialist either in monetary form (like rebate) or non-monetary 
form (legal advise) and in order to avail such grants or other assistance certain different 
conditions are imposed (like, develop X asset in tax free zone etc.). 

 
 Examples of additional/secondary/subsidiary conditions are Government specify the 

type of long-term assets to be acquired (like to purchase and install only windmill), 
location, where it would be installed (like some remote areas), or time period within that 
period asset should be ready to work (functional) (like within one year or 6 months). 

 
5- Grants Related to Income: These are related to the revenue items as mentioned in Profit 

& Loss or Income & Expenditure statement of an entity. The grants not fulfilling the 
criteria of grants related to assets are classified as grant related to income. 



24 
 

Example No. 2.2 
A hospital will receive grant of 30% of the salaries of nurses of hospitals from Government 
subject to the condition that Nurses must possess the minimum qualification and 
experience requirement that is stated by the Government. 
Required: Is this a grant related to asset or income? 
 
Solution: 
As the grant is to meet the expense of salary and it will hit the expenditure side of Profit & 
Loss account. So, it is a grant related to INCOME. 
 
6- Forgivable Loans: “These are loans which the lender undertakes to waive 

repayment of under certain prescribed conditions.”  
 
 It is also known as a soft second, because borrower has some relaxation in 

repayments of such loans. Lender can either forgive the whole amount or portion of 
that loan and repayment time period can be relaxed when borrower meets certain 
specified condition of lender.  

 
 When a forgivable loan is granted by the government to an entity then such loan will 

be treated as grant only if entity has sufficient evidences in support of assumption 
that it will meet all the conditions required to qualify for such loan. 

 
7- Fair Value. “The amount for which an asset could be exchanged between a 

knowledgeable, willing buyer and a knowledgeable, willing seller in an arm’s-length 
transaction.” 

 
8- Loans at Below Market rates of Interest: If government grants a loan to an entity 

at less than market interest rate, then difference of rates should be recorded it as 
grant. There are different names of government grants such as subsidies, discounted, 
premiums. 

 

Example No. 2.3 

Government has announced interest free loans for those companies which expand their 

business operations in free trade zone, as identified by national government. The loan will 

be interest free if repaid within 5 years, otherwise, in addition to interest at market rate, 2% 

additional interest as penalty will be imposed on the company. Company XYZ Ltd has 

received this interest free loan and intended to expand its cloth manufacturing plant in trade 

free zone as directed by Government within next twelve months. 

Required: Is this loan is classified as grant in the books of XYZ Ltd? 

 

Solution:  

First of all it is a transfer of resources in the form of loan.  The loan is interest free and 

subject to development of business operations in free trade zone identified by the 

government. 

 

Secondly, XYZ Ltd is intended to develop its business activities in that free trade zone 

within next 12 months. 
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XYZ Ltd will recognize the only that portion of loan which is interest free as grant. Grant 

amount has to be repaid within 5 years the benefit is of that interest amount which will not 

be paid on development of business operations in development zone, so, that portion is 

only recognized as grant from government. 

 

9- Other Forms of Government Assistance: A grant which is not quantifiable in 

monetary terms and its benefits are also not measurable. 

 

Example No. 2.4 
ABC Ltd has produced a movie in local regional language, for its promotion in overseas, 

attended the event of Cannes Film Festival. The local government of ABC Ltd is also 

supported the entity by helping the promotion to the attendees of film festival.  

Required: How the government assistance is treated in the books of ABC Ltd? 

 

Solution: 
As the assistance is non-monetary, and it cannot be measured reliably, so ABC Ltd just 

disclose this information in the financial statement. However, ABC Ltd cannot quantify 

this benefit therefore, nothing will be disclosed in numbers. 

 
Exhibit 2.1: Types of Government Grants 

Government 

Assistance 

Government Grants Other Form of 

Government 

Assistance 

Monetary 

Grants 

Non-Monetary 

Grants 

Measured 

at cash 

value 

Measured 

at fair 

value 

Not measurable, 

just disclosed 

Government Assistance: These are the economic benefits provided by Government 

to entities who fulfill certain conditions. 

Government Grants: These are government assistance and of two types  

i) Monetary grants are measured at cash receive/receivable and  

ii) Non-monetary grants measured at fair market value. 

Other Form of Government Assistance could not be measured reliably, therefore 

only disclosed in financial statements.  
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2.3 RECOGNITION OF GOVERNMENT GRANTS 
 
1- Recognition Criteria 

IAS-20 states the criteria of recognition of Government 

Grants as follow: 
i- Grant is only recognized when entity has 

reasonable assurance that it will meet the all 
conditions subject to which that grant will be 
received, and 
 

ii- It is also certain that grant will be received. 
 Grants should be matched with the expenses 

against which it is granted. This is called 
matching principal in accounting. So, if 
expenditure is booked on actual basis then grant 
should be on actual basis as well and if 
expenditure is booked on accrual basis then the 
same principal will be used for booking grant. 

 

 
Example No. 2.5 
In order to encourage employment of newly qualified 

professionals in the manufacturing sector, the 

government has announced a grant to manufacturing 

units for the stipend paid to interns. 

 

Company A has employed five interns year end (balance 

sheet date) and will increase the number of interns. The 

government has issued a letter confirming Company A 

eligibility for the grant. The grant related to stipend paid 

to five interns, can be recognized immediately.   

 

Government grants can be of many types 

i- It could be in the form of cash. 

ii- It could be non-cash resource 

iii- It could be in the form of rebate, discount which 

results in the reduction of liabilities. 

 

However, whatever the type is, it should be recognized at fair value.  As a result of 

recognition, if any contingent asset or liability is arisen, it would be treated as per guidance 

given in IAS 37 (Provisions, Contingent Liabilities and Contingent Assets).  

  

PRUDENCE CONCEPT 

An accounting principle 

that requires recording 

expenses and liabilities 

as soon as possible, 

but the revenues only 

when they are realized 

or assured. Also called 

“conservatism 

principle”. 

Matching Concept 

The matching concept 

is an accounting 

practice whereby firms 

recognizes revenues 

and related expenses 

in the same accounting 

period. Firms report 

“revenues”, that is, 

along with the 

“expenses” that 

brought them. 
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2.4 ACCOUNTING TREATMENT 
As per IAS 20, government grants should be accounted for by applying following 

approaches. 

1- The Capital Approach: As the name suggests, grant received is recognized directly 

in the shareholder’s equity. This hits the Capital side of Statement of Financial 

Position, 

 

2- The Income Approach: Using the income approach, a grant is credited in the 

Income Statement of the entity. This hits the Profit & Loss of an entity. 

 

Capital Approach Income Approach 

Arguments FOR capital approach as 

follows:  

Arguments FOR income approach are as 

follows:  

(a)  The main purpose of Government 

grant is to finance the entity. It is a 

financing mechanism adopted by the 

Government, therefore, it must be 

recorded in the Statement of Financial 

Position as Equity rather than 

recognized it in the Income statement. 

(a) Grants are not received from 

shareholders, it is from a source that is 

not an owner. So, it will not be a part of 

equity rather treated in Income 

Statement in appropriate periods. 

(b) As the government grant is not an 

earned income and against which 

entity has not incurred any expense, 

therefore, the appropriate accounting 

is to recognize it in Statement of 

Financial Position. 

(b) Government grants are subject to 

fulfillment of certain conditions that are 

attached with the grants and if such 

conditions are not met, heavy penalties 

can be imposed by the government. 

Furthermore, these are specifically for 

some purpose, so cost is involved in 

anyway. So, it should be part of Income 

Statement and recognize over the 

periods, the cost is recognized. 

  

(c)  As the income and expenses are 

recognized in the Income Statement, 

So, it is logical to deal the government 

in the same way. 

 

Exhibit No. 2.2: Difference between Capital & Income Approach 
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It is clearly stated in the IAS 20 to use the Income approach as it more relevant than the 

capital approach.  

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

Exhibit 2.3: Strengths of Capital && Income approach 

 

1- Grants Relating to Income (Revenue Grants) 

IAS-20 clearly supports the Income Approach to be used 

for recognizing the Grants in the financial statements of 

an entity. The IAS sets out the rule for recognition of 

government grants as follow: 

“Government grants should be recognized as income, on 

a systematic and rational basis, over the periods 

necessary to match them with the related costs.”  

 

From above statement, it is evident that grant should be 

recorded using the income approach and should not be charged to equity. 

 

In continuation of above rule, IAS 20 has explained some more rules for recognition of 

grants. The explanation of additional rules is as follow: 

i- Rule No. 1: “Grants in recognition of specific costs are recognized as income over 

the same period as the relevant expense.” 

Systematic way 

Something that is done in 

a systematic way is 

done according to a fixed 

plan, in a thorough and 

efficient way. 

Capital Approach 
- Financing Device 
- Not Earned 

IAS-20 is 

not in 

favor of 

Capital 

Approach 

Income Approach 
- Not Received from 

Shareholders 
- Earned by Compliance 
- Fiscal Policy 
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 According to the Standard, “grants in recognition of specific costs should be taken to 

income over the period which matches the costs using a systematic and rational basis.” 

 

Example No. 2.5 

Government has granted Rs. 70 million to Rahman Ltd for importing goods within 

government specified limits during the last 5 years. The cost on imports of goods incurred 

by Rahman Ltd during last 5 years is as follow: 

 

Year Cost in million 

1 3.5 

2 5.5 

3 7.5 

4 9.5 

5 10.5 

Total 36.5 

Required 

Suggest the accounting treatment in the light of IAS 20 for the grant. 

 

Solution 

According to the Rule No.1 stated as, “grants in recognition of specific costs should be 

taken to income over the period which matches the costs using a systematic and rational 

basis.” 

 

“Grant in recognition of specific costs”: Rahman Ltd has received grant specifically for 

incurring costs on imports. 

 

“Over the period”: As the cost is spread over 5 years its related grant is also required to 

be spread over 5 years. 

 

“Matches the Cost”: the cost and grant both are recognized in proportion to one another.   

 

“Systematic basis”: the spread of cost and grant should be on some reasonable, organized 

and appropriate basis.  
 

 

Year Cost  in million Grant in million Working 

1 3.5 6.712 1 

2 5.5 10.548 2 

3 7.5 14.384 3 

4 9.5 18.219 4 

5 10.5 20.137 5 

Total 36.5 70.000   
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Workings 

1 Rs. 70 × (3.5/36.5) = Rs. 6.71 million 

2 Rs. 70 × (5.5/36.5) = Rs. 10.55 million 

3 Rs. 70 × (5.5/36.5) = Rs. 14.38 million 

4 Rs. 70 × (5.5/36.5) = Rs. 18.22 million 

5 Rs. 70 × (5.5/36.5) = Rs. 20.14 million 

 

ii- Rule No. 2: “Grants related to depreciable assets are usually recognized as income 

over the periods and in the proportions in which depreciation on those assets is 

charged.” 

 

Example No. 2.6 
ABC Limited had received a government grant that is equal to 45% of the total cost of a 

depreciable asset cost. The total cost of the asset is Rs. 40,000.  

Required: Keeping in mind the rule no. 2 as stated above, suggest the treatment of grant 

in the books of ABC Ltd if asset is depreciated over four years using straight line Method. 

The residual value of the asset at the end of the useful life of the asset is nil. 
 

Solution: 
As per Rule No. 2, the grant should be recognized in the Profit & Loss account in 

proportion to the depreciation charged for the year. 

 
 

Year 
Depreciation amount Rs. 

(Note 1) 

Grant Rs. 

(Note 2) 

1 10,000  4,500  

2 10,000  4,500  

3 10,000  4,500  

4 10,000  4,500  

 40,000  18,000  
 

   

Note 1: Depreciation amount per year 

Cost of asset 40,000  

Useful Life 4  

Depreciation for the year 10,000   
  

Note 2: Grant 

Cost of the asset 40,000  

Grant awarded-45% of cost 18,000  

Useful life       4  

Grant per year 4,500  
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iii- Rule No. 3 “Grants related to non-depreciable assets may also require the 

fulfillment of certain obligations and would then be recognized as income over 

periods which bear the cost of meeting the obligations.” 

 Example, when government grants a piece of land and imposed a condition that this 

piece of land will only be utilized for the development of a building, in this case 

grant is recognized as income over the building’s useful life. 

 

iv- Rule No. 4 “Grants are sometimes received as part of a package of financial or 

fiscal aids to which a number of conditions are attached.” 
 Sometimes grant is subject to different conditions at different stages. For example, a 

grant is divided into 3 portions and at every portion certain conditions have to be 

fulfilled by the entity. In such case, the terms of grant should be evaluated in order 

to assess that when and what amount the entity will receive at different point of time 

on fulfilling certain conditions. 

 

v- Rule No. 5 “Sometimes government grant is received to provide financial backing 

for those expenses which were incurred in past, such grants are immediately 

recognized in the Income statement.” 
 Not every grant is to provide incentives to the entities, sometimes government grant 

funds in order to revive the sick units of the industry. The basic purpose of such 

grants is to provide financial support so that those entities which are going through 

concern should be compensated for the losses. All such grants should be recognized 

as income in the year, it is eligible to receive. 

 

2.5 NON-MONETARY GRANTS 
Government grants could be of transfer of non-monetary resources. Like, grant of license, 

a piece of land etc. Though these are used by the entity to generate economic benefits but 

these are classified as non-monetary/non-cash grants. IAS has defined the optional 

accounting treatments for measuring and recognizing of non-monetary grants 

1- 1st option is to measure it at fair value, or 

2- 2nd option is to measure at nominal values.  

 

In this case, nominal values are the amounts which an entity will be paid back to 

government. Usually it is higher than fair value because it includes finance charges. 

 

2.6 PRESENTATION OF GRANTS 
1- Presentation of Grants Related to Assets 

There is an option for an entity to use any of the following method: 

Method 1: Recognized the asset at cost after subtracting the grant amount. The method of 

charging depreciation is the same as company is charging on other assets as per company’s 

policy. 

 

Method 2: Recognize the grant as deferred income and amortize it over the useful life of 

the asset for which grant is received. 

Both methods achieve the same effective result. 
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Example No. 2.7 
Margalla Hotel received a grant of Rs.45,000 for purchase of solar panels to generate solar 

energy at its manufacturing facilities during the year 2018. The asset costs Rs.150,000. 

Management has assumed its usefulness would be for 4 years.  
 

Method No. 1: Deduct grant from cost of asset 

 

Statement of Profit & Loss Account for the  

year ending at 31 March 2018 (Extract)  

     Fig in Rs. 

  Depreciation* 
Year 1 Year 2 Year 3 Year 4 

 26,250 26,250 26,250 26,250 

 Calculation of depreciation as follow:    

 Cost of solar facilities   150,000  
Less: Grant   (45,000)  

 Net Cost of the solar facilities   105,000  

 Useful of the solar facilities   4  

 Depreciation per year     26,250  
 

Statement of Financial Position as 

on 31 March 2018 (Extract)  

     Fig in Rs. 

  Non-Current Asset Year 1 Year 2 Year 3 Year 4 

 Solar facility less grant 105,000 105,000 105,000 105,000 

 Depreciation (26,250) (52,500) (78,750) (105,000) 

 Carrying value 78,750 52,500 26,250 - 

 

2- Presentation of Grants Related to Income (Reimbursement of Expenditure) 

 When the purpose of grant is to provide financial backing for any past incurred 

expense, then it must be recognized in the Income Statement immediately. The 

reason behind this accounting treatment is that grant related expenses have already 

been incurred by the company, so now it is rationale to treat the grant in the income 

statement on immediate basis. 

 

 If grant is related to compensate the costs which will be incurred by the entity at 

present time or sometime in future then that grant will only be recognized as income, 

only when entity incurred the cost in actual. 

 

From accounting perspective, there are two treatments. 

Method No. 1: Present the grant as other income in the income side of Profit & Loss 

Account, or 

 

Method No. 2: Reduce the relevant expense by subtracting grant amount 
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There are two different opinions,  

i- One opinion is that expenses should not be reduced with grant amount as it is not a 

good practice. The better option is to present the income (grant) and expenses 

(related cost) separately in the Profit & Loss account for more accurate presentation. 

ii- Second opinion is that as the grant is only available when relevant expenses would 

incurred by the entity. If expenses were not incurred, no grant will be provided. So, 

offsetting is a good practice. 

 

IAS 20 states that both accounting method are acceptable, but the method chosen should 

be the one that disclose the effect of grant on the expenses and income in more accurate 

manner.  

 

Example No. 2.8 

ST Hospital has received a grant of Rs. 350,000 from the local government towards 

stipends for doctors on house-job for the year 2018. The total expense of the hospital under 

the head stipend is Rs. 575,000. 

 

Solution 

Then under the Method No. 1 – Other Income, the extract of income statement of school 

would be as follow: 

 

 

 

 

 

 

 

 

 

 

Under Method No. 2-Deduct from relevant Expenses: The extract of income statement 

of school would be as 

 

2.7 REPAYMENT OF GOVERNMENT GRANTS 
All grants which are provided by the government are subject to certain conditions, which 

are if not fulfilled by an entity, then as a result either heavy fines will be imposed or grant 

will be paid back to the government. When there are reasonable grounds that entity is failed 

Statement of Profit & Loss Account for the 

year ending 31 December 2018 

 

Other Income: Government Grants        Rs. 350,000 (Credit side of Income    

      Expenditure Statement) 

  

Teachers’ Salary             Rs. 575,000 (Debit side of Income  

Expenditure Statement) 

 

Statement of Profit & Loss Account 

for the year ending 31 December 2019 

 

 Teachers’ Salary                Rs. 575,000 

 Less:  Government Grant    Rs.(350,000) 

 Net expenses to be recorded                           Rs. 225,000 
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to comply the requirements and government is payable then it is recorded in the financial 

statements as changes in estimates. (IAS 8: Accounting policies, changes in accounting 

estimates and errors). 

1- Grants Related to Income: When entity is going to repay the grants related to 

income, then  

i- First reduce the deferred income recognized in the accounts, and- 

ii- If the balance of deferred income is less than the grant repayment amount then 

excess amount is expensed out in the income statements, and 

iii- If no deferred amount is existed in the financial statements, then full amount 

of grant repayment is expensed out in the income statements. 

 

2- Grants Related to Assets: When the repayment of grant is related to the assets then 

entity shall record the repayment amount by: 

i- Reversing the grant amount in the cost of the asset (as at the time of 

recognizing of grant the cost of the asset was reduced from the grant amount, 

now its reversal will be carried out) 

ii- Reduced the balance of deferred income from the amount repayable on 

account of grant. 

 
2.8 OTHER FORM OF GOVERNMENT ASSISTANCE 
There are certain exclusions from the government assistance, as detailed below 

1- Measurable Reliably: Some grants are not measurable with reliable estimates, 

therefore these are not included in the scope of government assistance. 

  Examples, free technical, legal, marketing, financial advice etc. 

2- Non-Separable Transactions: When entity cannot differentiate the transaction with 

government from normal business transactions. 

 Example, when an entity uses public procurement policy government procurement 

policy resulting in a portion of the entity's sales. In this case, it is difficult to segregate 

the business activity from government assistance. 

 
2.9 DISCLOSURE REQUIREMENT FOR OTHER FORMS OF 

GOVERNMENT ASSISTANCE 
As it is discussed earlier that the other forms of government assistance is not measurable 

because it is not quantifiable. But, if its existence is significant then, disclosure is 

mandatory to be made in the financial statements.  

 

The best example is the government loan provided on either interest free rate or at a rate 

lower than market. In this case, the disclosure of amount of interest as grant does not fully 

present the benefit that an entity derived from the use of that loan. This is called the other 

forms of government assistance. 

All those improvements or up gradation which are meant for general public as a whole (in 

general sense) and are for indeterminate time period such other forms of assistance is not 

treated in this IAS. 
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2.10 DISCLOSURE REQUIREMENTS 
Disclosure is required of the following: 

1- Accounting policy adopted by the company, Moreover, the method used for the 

presentation of grants is also required disclosure. 

2- Nature of government grant and the extent of benefit received should be disclosed in 

the financial statements. Furthermore, in case of other form of assistance which are 

non-monetary, entity should disclosed the type of benefits derived by the assistance.  

3- Conditions which are attached with the grants received by the entity during the year. 

4- If an entity repay the grant to the government then the disclosure of all unfulfilled 

conditions is also required. Furthermore, if any fine or penalty is charged then the 

detail of such fines are also required. 

 
Exhibit No. 2.4: Disclosure requirement as per IAS 20 

 
2.11 SUMMARY 
1- Government provides assistance either as grant or other form of assistance or both. 

2- Monetary Grants are recognized at the actual amount which an entity received or 

will be received during the year. However, Non-monetary grants are recognized in 

the book of accounts at fair value at the date of grant is received. 

3- Government grants are only recognizable in the financial statements entity has 

sufficient grounds that it will satisfy the all conditions and stipulations subject to 

which grant will be received. 

4- IAS-20 does not allow the entity to recognize a grant under capital approach. 

5- Grants as income are recognized in proportion to its related expenses in the income 

statement. Grants spread over the periods as the expenses incurred. 

6- Income-related grants are accounted for either as deduction from its related expense in 

expense side of P&L account or as other income in the income side of P&L account. 

Disclosure

Accounting 
Policy

Unfulfilled 
conditions & 

other 
contigencies

Nature & 
Extent
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7- Grants related to assets are presented in the financial statements either as deduction 

from the cost of the asset or as deferred income which is amortized over the periods 

as that of related asset. 

8- Government grant will be repayable, if entity does not comply the requirements on 

which grant is sanctioned. At the time of repayment, it is treated as change in 

estimates for accounting purpose. 

9- The government loan without any interest or at lower rate than market, the difference 

between the market rate prevailing at that time in the market and actual interest rate 

charged is treated as grant. 

 
2.12 COMPREHENSIVE EXAMPLES 
2.11 Comprehensive Examples 

 

Example No. 1 

ABC Ltd, a software house, qualified for the Government grant amounting to Rs. 30,000 

on 30 June 2017. The government intends to promote the trainings of Oracle programming 

and this grant is to meet the cost of training for the students inducted during the year. It is 

expected that training session will take 20 months starting from 1st July 2017.  The actual 

cost incurred by the company on the training session during the year is as follow: 

 

Period Cost in Rs. 

Within 12 months 64,668 

Within 8 months 32,334 

Total 97,164 

 

Note: Training cost per month is Rs. 5,389. 

Required: Suggest the accounting treatment of the grant in the financial statements of 

ABC Ltd. 

 

Solution 
As training will be completed in two (02) financial years, therefore, grant will be accounted 

for into two parts as detailed below 

i- Current liability that is expected to be paid in next 12 months.  

 (Rs. 30,000 x 12/20) = Rs. 18,000 

ii- Non –current Liability that is expected to be paid after 12 months 

(Rs. 30,000 *8/20) = Rs. 12,000  
 

Extracts from the Financial Statements 

    30-Jun-17 30-Jun-18  

Current Liabilities      

Deferred Income        20,000  10,000  

Non- Current Liabilities    

Deferred Income        10,000  -  
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Example No. 2 

The national government finance the 20% cost of the machinery purchased by XYZ Ltd 

through grant. The cost of the machinery is Rs. 220,000. The useful life is 4 years (straight 

line depreciation at the rate of 25%). Management is of view that the scrape amount at the 

end of useful life of machinery is zero.  

Required: Being an IFRS specialist you are requested to suggest the accounting treatment 

of the grant in the books of XYZ Ltd. Assume the gross profit before depreciation and grant 

is Rs. 68,000 and in the following four years the amount of gross profit will remain same. 

Solution         
(a) Method No. 1: Reducing the cost of the asset  

    fig in thousand 

     Year Total 

     1 2 3 4  

 Profits        

 Profit before depreciation 68 68 68 68 272 

Less: Depreciation* -44 -44 -44 -44 -176 

 Profit    24 24 24 24 96 

          

 Cost of  the machinery 220 
    

 Less: Grant 
 

(44) 
    

 Book value of machinery 176 
    

 Useful life 4     

 Depreciation per year 44     
 

(b) Method No. 2: Treating the grant as deferred income  

   Fig in thousand 

     Year Total 

     1 2 3 4 
 

 Profits        

 
Profit before grant & depreciation 68 68 68 68 272 

 Depreciation*   (55) (55) (55) (55) (220) 

 Grant**   11 11 11 11 44 

 Profit    24 24 24 24 96 

 

* Depreciation is charged on full cost amount (Rs. 220,000/4= Rs. 55,000) 

** Grant = Rs. 220,000 *20% = 44,000 / 4= Rs. 11,000   
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INTRODUCTION 
 

 

Investment property is different from those properties which are explained under IAS 16: 

Property, Plant & Equipment.  The recognition & measurement of those properties which 

are fall under the ambit of IAS 40 is totally different from IAS 16. 

 

 

OBJECTIVES 
 

 

The objectives of IAS 40 is to explain the; 

1- accounting policies specifically for the properties fall under the definitions of 

Investment Property.  

 

2- similarly, it also explains the certain disclosure requirement mandatory from the 

user’s perspective. 

 

  



42 
 

3.1 SCOPE 
The IAS-40 is different from IAS-16 and IAS-2 in following respects: 

1- When an entity invests in the assets like plant, machinery and equipment for the 

purpose of generating profits then it falls under the ambit of IAS-16 that deals with 

Property, Plant and Equipment.  

2- Similarly, when properties held with intention to sale in the ordinary course of 

business then these are treated, as inventories, covered in IAS-2.  

3- When property is being constructed on behalf of third party, it is covered under  

IAS-11 or IAS-18. (So, basically it is the entity’s intention which determines the 

classification of the asset. If it is purchased with the intention which meets the criteria 

of investment property, then it is considered as investment property.) 

 

3.2 KEY TERMS USED IN THE IAS-40 
1- Investment Property: “An investment 

property is land or a building, part of a building 

or both held to earn rentals or for capital 

appreciation or both.” 

 

The Investment property is different from other 

properties which are discussed in IAS-16 and IAS-2: 

i- When a property is used for producing supplies 

or rendering services or for administrative 

purpose then it is covered in IAS-16: Property, 

Plant & Equipment. IAS-16 deals with the 

assets used in business either in production or 

administration. or 

ii- When an entity held assets as stock in trade 

(inventories), that means the business of an 

entity is to sale and purchase of such assets 

then it covers under IAS-2: Inventories. 

 

Moreover, IAS-40 also excludes the; 

i- Biological assets, as IAS-41 deals with the 

biological assets and other agricultural related 

activities.  

ii- Mineral resources and reserves. For example, 

such as oil, natural gas and similar non-

regenerative resources. These are covered 

under IFRS 6. 

 

2- Owner-occupied Property: When an owner occupied a property to use it for 

production purpose, or with intention to provide supplies and services to customers 

or to use it in administrative tasks then it is not covered under the scope of IAS 40. 

Similarly, if lessee under a finance lease held an asset with the same intentions again 

it does not considered as investment property rather covered in IAS-16 and IAS 2 

Biological 

Assets are 

Animals 

and Plants. 

Property Interest 

Property Interest refers to the 

extent of a person’s or entity’s 

right in property. It deals with 

the percentage of ownership, 

time period of ownership, 

right of survivorship, and 

rights to transfer of encumber 
property. 
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and treated in financial statements as per accounting treatment and disclosure 

requirement given under the relevant IAS. 

 

3- Property Interest: Property interest is the right extended to the lessee under 

operating lease with respect to: 

i- Sublet the property under operating lease arrangement; and 

ii- Share in the value of capital appreciation of that property. 

 

 When a property has these rights then it is called property interest.  

i- IAS-40 gives an option to the entity to recognize the property held under 

operating lease arrangement as Investment Property only when it is recognized 

and measured at Fair value model. 

 

ii- If an entity decides to value all the assets under operating lease at fair value 

model then all properties which are under operating lease and valued at fair 

value model should be classify and recorded as investment property in the 

financial statements. 

iii- Disclosure of the same is required in the financial statements.  

 

4- Dual Purpose Properties OR Partly Occupied Buildings: When a property is 

under dual use. For example, a building is divided into two portions one is used for 

business operations (to earn profits) by producing and selling goods, while the other 

portion is rent out, then such property with dual use will be accounted for as 

Investment Property, only when both portions can be ascertained as independent 

Portions. This can be assured, when use of one portion has no impact on the use of 

other portion.  

 

 For example, if an entity sells one portion of building (capital Appreciation), while 

the other portion is being used under the business activities, then one portion of the 

building which is sold out can be considered as investment property and treated as 

per accounting treatment laid down in IAS-40, while the other portion used for 

business activities will be treated as per IAS-16. 

 

5- Investment Property, in case of dependent portions only when one portion is 

insignificant with respect to other portion. It is not mentioned in the IAS-40 that what 

is the percentage level that will be considered as insignificant, however, in many 

IASs, 2% may be considered as applicable percentage but still it is a matter of 

judgment and an entity can sets different percentage with proper justification. 

The terms and conditions attached to assets covered under operating lease can 

vary from property to property therefore, all operating leases are not classified 

as investment property for the purpose of this IAS rather the terms of all 

operating leases are evaluated on individual basis and then decide the 

classification. 
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6- Allied Services: For an investment property ancillary/allied services should not be 

involved in it. These services includes Janitorial services (cleaning), Meals& 

Refreshment (Breakfast/Lunch/Dinner & High Tea), Utilities (electricity, water, gas 

etc). 

 

In case of provision of ancillary services to the occupier/tenant, then; 

i. If the cost associated with these services is insignificant or immaterial, property is 

considered as investment properly. For example, janitorial services, cleaning 

services given to tenant. 

ii. If the cost of such services is considerable, the property is not an investment property. 

For example, owner of hotel provides many different services to the tenants, such 

services are significant and for owner such property falls under IAS-16. 

 

Example No. 3.1 

ABC Limited has provided you following details of its properties; 

1-  A land of worth Rs. 2 million was purchased five years ago and still not decided the 

use of it. 

2- A machine of worth Rs. 500,000 purchased last year and being used in the production 

of goods. 

3- A hotel managed by XYZ Limited, a subsidiary of ABC Limited, but ABC Limited 

is providing janitorial services to the tenants of hotels. 

 Required: You are requested to advise ABC Limited, being IFRS Specialist 

regarding above mentioned properties as which property is qualify for investment 

property with justifications. 

 

Solution 

1- Land is an investment property. Because intentions behind the purchase of land is 

not known and it is purchased about 5 years ago, therefore, the element of capital 

appreciation is involved now, so, it is considered as investment property. 

2- Machine is not an investment property rather it falls under the ambit of IAS-16. 

Because, it is used to generate business profits. 

3- Hotel is qualify as investment property as janitorial services provided to the guests 

of hotel managed by subsidiary company is also an investment property, as these 

services are not considerable/insignificant. 

 

3.3 ACCOUNTING TREATMENT OF INVESTMENT PROPERTY 
1- Recognition Criteria 

An entity will only recognize any property as investment property upon fulfilling of 

conditions as given below: 

i- When it is certain that the entity will derive the economic benefits from the use of 

property in future; and 

ii- The entity is able to calculate the cost of the property reliably. 

 

This criteria is the same as given in IAS-16 for assets recognition. 
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2- Initial Measurement of Investment Property 

IAS 40 describes the two method for initial recognition of Investment properties; 

i- Cost; plus  

ii- All other transaction cost. 

i- Cost: The cost of investment property means the price at which purchase is made 

and not included related costs. 

ii- All other Transaction Costs include all those expenses, which are mandatory to 

incur to complete the purchase transaction, for example, fee for stamp paper and 

stamp duty, property tax, commission fee etc. 

 

While calculating the cost of the property following expenses will not be considered as part 

of the cost; 

i- Start-up expenses all those expenses which are mandatory for the management to 

incur in order to bring the property in an intended use will become part of the cost. 

For example, an entity purchased a machinery which is required to be installed 

properly for making it operational, hence, the installation charges are the part of cost. 

Similarly, when a building is purchased with an intention to rent it out, then any 

improvement or remodeling in the structure of building which is necessary for 

renting it out will become part of the cost of building.  

  However, routine repair & maintenance of the building will not be considered 

as cost of the building. Similarly, driving license fee is not part of the motor vehicle, 

as it has nothing to do with the operational condition of the vehicle. 

ii- Operating losses are not part of the cost. Like interest payment that you pay for assets 

under operating leases. and 

iii- The cost of abnormal waste will not be considered as cost of asset/property. Like 

wastage of material due to poor management, labor due to strike or any other 

resources incurred during the development of property/asset will be charged to the 

Profit & Loss for the year of the entity. 

 

3- Additional Points related to Initial Measurement 

All expenses incurred to make the asset operational will be charged to Income Statement.  

i- When the investment property is purchased on deferred credit terms, then present 

value will be calculated and excess amount which is the difference of present value 

and actual payment will be amortized out over the credit term. 

ii- When an investment property is acquired on installment basis, then present value of 

all the future payments is calculated and the difference of present value and the actual 

cost (total of all payments) will be treated as interest charges and these are amortized 

in the income statement over the years of installments. 

 

 Example No.3.2 

  ABC Limited has acquired an asset of Rs. 40 million and the payment will be made 

in 5 years equal installment. The interest rate is 10%. 

 

  



46 
 

 Solution:  

 Present value =  40,000,000      

     (1+10%)^5 

  = 40,000,000 

      1.61051 

  = 24,836,853 

 

 Interest charges (Rs. 40,000,000 – Rs. 24,836,853) = Rs.15,163,147 deferred over 

5 years. 

 

iii- When an entity classify an asset as investment property under the operating lease 

then at initial measurement, the amount recognized in the financial statements is the 

lower of followings: 

a- Present value calculated by applying the implicit rate of interest on the total of 

minimum lease payments and 

b- Fair value of the investment property under operating lease.  

 Point to consider here, is that fair value of the lease interest is for calculation 

and not of property. 

 

4- Subsequent Measurement of Investment Property 

All the investment properties are initially measured at cost model except for those 

investment properties which are held under operating lease and for subsequent recognition 

entity has the option to decide the better method for presentation and disclosure of 

investment properties. The IAS-40 gives the following methods to the entity: 

i. Cost Model; or 

ii. Fair Value Model. 

 

If an entity choses cost model for measurement, then IAS directs to measure the all 

investment properties at cost model, similarly, if fair model is applied on one investment 

property, it is applicable for all other investment properties of the entity.  

 

Once the method has been selected, it will not be changed unless it is justifiable that new 

method is more appropriate for presentation of investment properties. IAS-40 states, that 

there are very rare chances that conversion from fair value method to Cost method brings 

more appropriate presentation. 

 

1- Fair Value Method 

a- Fair value of investment properties should 

be determined at the reporting date.; and 

b- Gain and Loss due to revaluation of 

investment properties will be reported in 

the Profit & Loss account for the year.  

 

Fair value is the amount 

for which an asset could 

be exchanged between 

knowledgeable, willing 

parties in an arm’s-

length transaction. 
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If fair value model is adopted, then there is no need 

to charge depreciation on the assets. Just revalue 

them on annual basis usually at reporting date. As a 

result of revaluation, if there is any gain or loss, it 

should be directly charged to Profit & Loss account 

of the entity. 

 

2- Fair Value Determination 

 Though the IFRS 13 is used to determine the fair value of property, but following 

points are also need to be considered; 

i- Current condition of the investment asset as per prevailing market conditions.  

 Current condition refers to the present state of investment asset without any 

modification or improvement. While prevailing market condition refers the 

existing either favorable or unfavorable market situation. 

ii- While determining the fair value of investment, entity should pay special 

attention to other factors.  For example, while calculating the fair value of a 

building, the entity should consider the equipment installed in the building. 

a- Either separately from the building (building and equipment both are 

valued at fair value separately) or  

b- In combination with building as a single unit (building and equipment 

valued as one figure as a whole). 

iii- When fair value is not possible to calculate reliably and alternate method of 

discounted cash flows is also not possible then investment assets should be 

valued at cost method.  

iv- When it is expected that after lapse of some time, fair value of the asset will 

be calculated reliably then the cost method is only applicable till the time of 

finalization of fair value. Once the fair value is measured reliably, entity will 

switch from cost to fair value method.  

 

 This is possible in the cases of construction contracts, when a building is under 

construction, it is not possible to calculate its fair value, hence the most appropriate 

method at that time is to measure it at cost.  Because, it is easy to calculate the 

material and labour cost reliably, then to value the incomplete building. 

 

 Example No. 3.3 

Aziz Group of Companies (AGC) has a big portfolio of investment properties, fair 

value method is being used by its management for measurement of investments.  

AGC has purchased an investment property on 1-4-2018 for Rs. 30 million. 

Revaluation was carried out at year end and it was observed that it has been increased 

to Rs. 37 million. How to present the case in the financial statements? 

 

 Solution: 

 Though M/s AGC is using the fair value method, but initially investment asset is 

always measured at cost method.   

 

Depreciation is 

irrelevant 

when property is 

valued at Fair Value 

Model 
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Cost Method 

At the time of purchase of investment property AGC booked the property at the cost 

of Rs.30 million and credit the bank account from the same amount.  

 

At 31-4-2018 

Debit            Investment Property ………………  Rs.30 million 

Credit          Bank ……………………..……….  Rs.30 million 

 

At the time of revaluation of property, when the fair value was increased to Rs. 37 

million. Then, the value of property on the balance sheet will increase to Rs. 37 

million and difference of fair value minus cost value amounting to Rs. 7 million will 

be credited in the Profit & Loss account for the year. As the asset is recorded at fair 

value therefore, depreciation is not required. 

 

At 31-12-2018 

       

 

 

 

 

 

 

 

 

 Journal entry at 31-12-2018 to account for gain on revaluation 

 Debit Investment Property……………. Rs. 7 million 

 Credit Profit & Loss Account…………. Rs. 7 million 

 

 

3- Cost Method 

 The cost method of IAS-40 uses the same method as given in IAS-16 So, as per IAS-

16, the property is measured at cost minus accumulated depreciation (related to the 

non-land element) and less impairment loss if any. 

 

 Carrying Value = Cost – Accumulate Depreciation – Impairment Loss (if any). 

 

Cost Model 

Carrying Value = Cost* - Depreciation - Impairment Loss 

* Cost = Purchase Price + Other Transaction Cost 

Statement of Financial Position (extract) 

Investment Asset  Rs. 35 million 

 

Profit & Loss Account (extract) 

Gain on Revaluation of Investment Property  Rs. 7 million 

(Credit) 
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Exhibit 3.3.1: Comparison of Fair Value Model & Cost Model 

 

 

3.4 TRANSFER & DISPOSAL OF PROPERTY 
1- Transfer: There are two types of transfer; 

i- A property which was previously used in business operations or held as 

inventory item, transferred to the investment property. 

i- A property which was previously used as an investment property, but 

transferred to business activities or held as inventory item. 

 

 In both cases of transfer, it is very clear that it is just the intentions of management 

that have been changed and they put the asset from one category to other. An asset 

ceases to be an investment property, when is does not fulfill the criteria narrated in 

the definition of investment property. Similarly, when an asset fulfills the criteria of 

investment property, it becomes investment property. 
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2- Transfer of properties when entity uses fair value model 

Condition Transfer status New Value after Transfer 

Start of 

owner 

occupied 

property 

Property transfer from 

Investment to owner-

occupied 

Fair value will be the cost of 

property at the date of transfer. 

No Gain/Loss will arise. 
Property (IAS 40 to IAS 16) 

Cease to 

owner 

occupied 

property 

Transfer from owner 

occupied property to 

investment property. 

(IAS 16 to IAS 40) 

In case when Investment 

properties are measured at fair 

value model, then prior to 

transfer revalue the properties 

as per IAS-16 

  

Gain/Loss will be treated as 

revaluation surplus on the date 

of reclassification. 

Subsequently Fair Value model 

will be applied. 

Start of sale 

of assets 

Transfer to Inventories  from 

investment property 
Fair value will be the cost of 

property at the date of transfer. 

No Gain/Loss will arise. (IAS 40 to IAS 2) 

Start of 

Operating 

Lease under 

fair vale 

model to 

another 

party 

Transfer from inventories to 

investment property. 

(IAS 2 to IAS 40) 

Fair value will be calculated at 

the date of transfer of status and 

any difference between the 

previous carrying amount and 

new fair value will be 

recognized in the profit or loss.   

 

 Transfer of properties when entity uses cost model 

 At the time of transfer of properties between investment properties, inventories and 

owner occupied-properties, there is no impact on the cost of property. Carrying 

amount of the property is the cost of property for recognition and disclosure purpose. 

 

3- Disposal: The investment property will no longer be part of statement of financial 

position, under following situations: 

i- When the investment property is disposed-of or, 

ii- When it is confirmed that economic benefit will no longer flow to the entity 

either through use or sale of property. 

iii- At the time of disposal of investment property, gain or loss will be charged to 

the profit or loss account for the year in which disposal takes place. 
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 Example No. 3.4 

 The carrying value of an investment property of Aziz Group of Companies (AGC) 

on 31-12-2018 is Rs. 32 million. It was sold on that day and sales proceeds received 

was Rs. 35 million. Then the gain on the disposal would be Rs. 3 million as calculate 

below; 

 Gain on Disposal  = Sale proceeds minus Carrying value  

  = Rs. 35 million – Rs. 32 million 

  = Rs. 3 million credited to Profit & Loss account 

 

3.5 DISCLOSURE REQUIREMENTS 
As per IAS-40, following disclosures are required to be made in the notes of financial 

statements 

1- Common Disclosure Requirements for Fair Value and Cost Models 

i- Measurement Method: Whether the fair value model or the cost model is 

used should be disclosed. 

ii- Operating lease as investment Cost: If entity uses the fair value model, then 

narrate the circumstances and justification of operating lease to be held as 

investments property. 

iii- Different class of properties: When it is difficult to classify the different 

properties, then established criteria should be disclosed which is used to 

differentiate the properties held under IAS-16: Property Plant and Equipment, 

IAS-2: Inventories and IAS-40 Investment property.  

iv- Calculation of fair value: the assumptions used to derive the fair value of 

property should be disclosed. 

v- Assessment of Independent and Qualified Valuer: The assessment of 

independent and qualified valuer to calculate the fair value of investment 

properties and if there is no such assessment, disclosure of the same is also 

required. 

vi- Effect on Profit & Loss Account: The amounts recognized either as income 

or expense in the profit & loss of the accounts due to followings: 

a- Rental income. 

b- Direct operating expenses related to rental income (whether generate or 

did not generate any rental income) 

vii- Restrictions: particulars of any type of restriction on the remittance of income 

or disposal proceeds or ability to realize investment property must be 

disclosed. 

viii- Contractual Obligation: Any contraction obligation regarding the purchase, 

develop or contract the investment property should be disclosed. 

 

2- Specific Disclosure Requirement for Fair Value Model 

i. Reconciliation Statement: A reconciliation statement should be present in the notes 

of financial statement regarding opening and closing balances of investment 

property. reconciliation statement must contain the 

a- Additions during the year through acquisition, subsequent expenditure and 

business combinations.  
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b- Assets classified as held for sale in accordance with IFRS 5 

c- Net gain or loss due to fair value adjustment 

d- Exchange gain or loss due to reporting of transactions in other currency 

e- Change in status of property from or to investment property  

f- Any other changes during the year 

 

 This reconciliation statement should reflect the investment property separately which 

is valued at cost model because its fair value cannot be measureable. 

 

 When fair value is not measurable, then as per IAS 16 cost model is applied on the 

assets for measurement. This fact must be disclosed in the accounts properly. 

However, the basic information as follow must be disclosed in this regard: 

a- Details investment property whose fair value is not reliably measurable. 

b- Reason and justification of using Cost Model. 

c- Where possible, the expected fair value of the property (this could be one 

figure or range). 

 

3- Specific Disclosure Requirement for Cost Model 

 Followings are the specific requirements of IAS-40 for investment properties valued 

at cost model to disclose in the notes to financial statement 

i- Depreciation Method: Depreciation should be charged on the assets 

measured at cost model. The method used should be disclosed. 

ii- Useful lives: Entity must disclose the useful life of the investment property or 

depreciation rate used for calculation of depreciation amount. 

iii- Gross Carrying values (opening & closing values) and Accumulated 

Depreciation need to be disclosed. 

iv- Reconciliation Statement: A reconciliation between opening balance of the 

assets and closing balances of the assets showing: 

a- additions 

b- depreciation 

c- impairment losses 

d- transfers 

e- Other if any 

 

 Whenever, cost model is used for valuation of investment property, entity has to 

calculate its fair value as well and must be disclosed in the notes. In case, entity is 

not able to calculate the fair value of investment property then additional following 

information is required to disclose; 

a- Reasons for not using fair value model 

b- Expected fair value of the investment cost (one figure or expected range) 

c- Details of investment properties, which are disposed-of at cost (not at fair 

value).   
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3.6 COMPREHENSIVE EXAMPLE 
Example No. 1 

Al-Syed Limited is a public listed company that has a diverse portfolio of properties. Some 
properties are held for business purposes, while remaining are with the intentions of 
savings/investments, considering the real estate as a secure investment. The portfolio of 
properties includes; 
1- Al-Syed Ltd has purchased 500 plots with intention of capital appreciation and will 

be sold in future at high price. Currently these plot are not under any use. 
2- Total 70 buildings were purchased during last 5 years, which are currently vacant 

and not under any use. Moreover, management has not yet decided the use of these 
buildings in near future. 

3- One department of Al-Syed Ltd is working on housing projects. The main purpose 
of that department is to purchase land, construct houses and sale them in ordinary 
course of business.  

4- AL-Syed Ltd also provides accommodation facility to its low salaried staff on rentals 
which are far below then market rates.  

Required: Determine the accounting treatment of above mentioned properties of Al-Syed 
Ltd in the Financial Statements as per IAS-40. 
 
Solution 

According to IAS-40 only those properties are considered as Investment Properties which 

are either held for rentals or capital appreciation or both. 

1- 500 plots held by the Al-Syed Ltd are purely with the intention of capital appreciation, 

so the purpose of holding plots is fall under the ambit of investment property.  

2- 70 building that are vacant at present and expected to be remained vacant in near 

future are also covered under IAS 40 as investment property.  

3- Housing Department is purchasing, constructing and selling houses in normal course of 

business, so this is not covered in the IAS-40, rather it is covered under IAS-2: 

inventories, as the houses are stock in trade for the housing department of Al-Syed Ltd. 

4- Houses rent out to low salaried employees at subsidize rentals, are also not with the 

intention to earn rentals but to accommodate the low salaried employees for keeping 

their morale high and more loyal towards their work and company. So, it is excluded 

from the definition of investment property, however it is treated as per IAS-16: 

Property, Plants & Equipment. 
 
Example No. 2 
On 1 January 2017. Daud Ltd has purchased a building classified as investment property. 
The price at which building is purchases Rs. 5.5 million, however, transaction cost incurred 
on the purchase of building is of Rs. 100,000.  In books of accounts at the time of purchase 
of building the book value was Rs. 500,000 with useful life of 30 years. 
 
When revaluation was carried out at reporting date, it is seen that fair value of the building 
has increased to Rs. 6 million.  
Required: As per IAS 40, record the transaction in the accounts of Daud Ltd using both 

valuation models. 
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Solution 

Cost model 
                  Rs. 

Cost of building (5,500,000 + 100,000)   5,600,000 

Depreciation for the year (500,000 ÷ 30 years)     (16,667)     

Carrying amount      5,616,667 

 

Carrying amount Rs. 5,616,667 will be shown in the Statement of Financial Position, and 

Depreciation of Rs. 16,667 will be charged to P/L account for the year. 

 

Fair Value Model 
Using fair value model the amount should be reflected in the financial statements of Daud 

Ltd is as follow; 

The building will be shown at the asset side of statement of financial position at its fair 

value of Rs. 6,000,000. 

The profit of Rs. 400,000 (Rs. 5,600,000 – Rs. 6,000,000) in respect of the fair value will 

be directly charged to the Profit & Loss account of the Daud Ltd. 

 

 

3.7 SUMMARY 
1- This IAS describes the accounting treatment and disclosure requirement of 

investment properties. 

2- Investment properties are held only to earn rental income and capital appreciation or 

both. 

3- The IAS-40 does not apply on the owner-occupied assets and stock in trade held by 

management for sale in ordinary course of business. 

4- Dual purpose property can only be recognized as investment property only, if 

components of the property can be divided independently and must be significant 

with respect to other part.  

5- Initial recognition of investment property is on cost model. Cost of the investment 

property is comprised of Purchase price and other transaction costs. 

6- For subsequent recognition, entity has an option to choose either cost model or fair 

value model. 

7- Fair value model recognizes the asset at fair value as mentioned in IFRS -13. 

8- All investment properties should be valued on the same method. There should be one 

valuation method for all investment properties. 
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9- If it is not possible for an entity to ascertain the fair value of any property reliably 

then it can choose cost model for valuation of that particular property and this fact 

must be disclosed in the notes to the accounts separately alongwith reasons and 

justifications. 

10- An entity can switch from one valuation model to other only when it is evident that 

new method will result in more appropriate presentation. 

11- Operating lease can also be classify as investment lease only when it uses fair value 

model. 

12- Any gain or loss on disposal of investment property will be adjusted in the profit and 

loss account. 
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INTRODUCTION 
 

 

The purpose of this IAS is to cope up the issues arising, while recording the revenues 

generated and costs incurred from the construction contracts. In a construction contract, 

there are always two parties one who wants to contract something and other one who is 

interested in construction for the first party. Usually construction contracts are long term 

contracts, they are either completed in two or more than two financial years. 

 

 

OBJECTIVES 
 

 

After reading the unit, you will be able to; 

1- Explains various methods and accounting treatments available for the contractors to 

apply, while recognizing revenues and related expenses in the financial statements. 

2- explains the contracts which are fall under the definition of construction contracts 

and the criteria mentioned in the IAS for recognizing the income and expenditure 

over the life of the construction project.  

3- there are two important accounting concepts involved which are accruals and 

prudence. The Income and Expenditure should be recorded on accrual basis to the 

extent of completion of contraction project by applying prudence concept. 

4- this IAS is for the contractors and not for the customers and it also includes the 

contracts for management of construction contracts (service delivery). 
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4.1 KEY DEFINITIONS 
1- Construction Contract 
A contract in which two parties are involved one wants to construct an asset or group of 

assets which are dependent on each other, and closely similar in terms of design, function, 

purpose and technology and other party is willing to complete the project. It covers the 

following: 

i- Contraction of new asset or group of asset. For example, construction of hospital    

building which is composed of different departments i.e., operation theater, labs & 

cafeteria. 

ii- Contract for delivering services regarding a construction contract. Such as map 

development. 

iii- Contracts for demolition or restoration of assets are also included in the construction 

contracts. 

 

2- Types of Contracts  
i- Fixed Price Contract 

“A contract in which both parties to the contract agreed to pay/receive fixed price 

either per unit produced or lumpsum as consideration.” 

 

Fixed contracts are those in which contractor agrees on to receive; 

i- Lumpsum amount as consideration against the asset constructed. 

ii- Cost per unit produced  

 

However, as the construction contracts are normally completed in numbers of years 

therefore, an element of inflation is also considered, while setting the cost of the contract. 

 

For example, when a constructor agrees on per square feet rate for contraction of a 

building with the customer. In such case, contractor will charge to the customer on the 

basis of covered area at the rate of per square feet decided between the both parties. 

 

ii- Cost-Plus Contract 

Under this type of contract, a customer is willing to pay the actual expenses incurred 

on the construction/ development of asset or group of assets by the constructor plus 

some additional payment as profit or service charges. 

 

As we know that purpose of any business is to earn profits therefore, constructors 

may charge fixed price or certain percentage of the actual expenses incurred as profit. 

This is also called reimbursement contracts because in these contracts customers 

reimburse the actual costs incurred by the constructor against submission of original 

bills/invoice and pre-decided management fee as profit. 

 

Example No. 4.1 
Ibrahim Ltd has started working on a construction project awarded at contract price Rs. 40 

million plus 15% of the contract price is the profit. If Ibrahim Ltd completes the project 

within 2 years then 1% of the contract price will be paid as incentive by the vendor.  
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Solution: 
1- This is the cost plus contract where Ibrahim Ltd has to submit invoices against the 

contract price of Rs. 40 million.  

2- Customer will verify the invoices and inspect the work completed.  

3- 15% profit will be paid on the invoiced amount.  

4- 1% incentive amounting to Rs. 400,000/- will be paid by the customer to Ibrahim 

Ltd only when it completes the construction within 2 years. 

 

Here it is not mandatory to complete the work at Rs.40 million as it is cost plus contract so 

reimbursement will be made on actual cost incurred. Rs. 40 million is the maximum ceiling 

amount and actual expenditure should be within that limit.   

 

3- Variations 

As per IAS-11, “variation is the customer’s direction to alter the scope of the contract.” 

 

4.2 CONTRACT REVENUE 
As per IAS-11, the contract revenue is defined as; 

“Contract Revenue shall comprise the amount of revenue initially agreed upon with the 

customer and the amount on account of variations from the agreed terms, claims made and 

incentives claimed, provided that it is probable that they result in revenue and that they 

can be reliably measure.” 

 

According to IAS-11, the contract revenue is composed of the followings: 

1- Consideration or Price: the price which is agreed by the customer to pay against 

the constructed asset or group of assets to the constructor at the time of signing of 

the contract. 

 

2- Other consideration: other consideration due to; 

i- Variations in the Original Contract: When there are variations in original contract 

with respect to scope, design, duration, structure etc, then such variations will be 

included in the revenue of the contract only when; 

a- it is expected that such variations and the amount of revenue related to such 

variations will be approved by the customer, and 

b- the amount of revenue can be measured reliably.   

 

 Whenever customer demands for some extra work to be done by the constructor, 

then customer has to pay additional money against such work. However, such money 

will not be recorded as revenue in the books of accounts of the constructor until and 

unless such extra work done by the constructor approved by the constructor and he 

also agrees to pay price of such work done. Moreover, the price to be paid for the 

extra work done will also be measurable, then constructor can record such variations 

as revenue. 

 

ii- Claims: These are the costs incurred by the constructor and not reimbursable by the 

customer as per contract, then constructor intends to recover such costs in the form 
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of claims. All those costs which are born by the constructor because of fault on the 

part of customer, like faulty specifications given for construction, delayed responses 

from customer etc. 

 

Claims are not certain and amount that would be recovered is depend upon the negotiation 

between the customer and constructor. 

 

Claims are recognized as revenue only when; 

a- Negotiation with the customer is almost completed and customer is agree to pay the 

claims. 

b- The amount of claims are measured reliably. 

 

iii- Incentive Payments: These are some extra costs which are based on performance. 

Incentive are the additional payments made to the constructor by the customer when 

he met the criteria of performance standards. Incentives are not included in the 

contract at the time of signing of contract because they are uncertain at that time and 

these are over and above of agreed price of the contract. For example, Constructor 

rewarded with incentives on meeting the deadlines given by the customer. 

 

Incentives are the part of revenue only when; 

a- There exists sufficient evidence that set standards will be met. 

b- The amount of Incentives are measurable with accuracy. 

 

 

  

Contract 
Revenue

Price

Variations

Claims

Incentive 
Payments
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4.3 CONTRACT COST 
Contract cost is comprised of three components: - 

1- Direct Cost refers to the costs without incurring them construction is not possible. 

i- Cost of Labor used for construction of asset.  

ii- Material purchased for the construction 

iii- Depreciation charged on machinery used on the construction of asset 

iv- Freight charges related to the movement of machinery from and to the 

construction site 

v- Rentals of equipment/machinery used 

vi- Costs of designing and technical work done on construction of asset 

 

 All the above mentioned costs can be reduced from the sale proceeds of surplus 

material, scrap etc.  

 

2- General Cost: Costs which are general in nature, that means not specific for some 

activity and can be allocated or charged to the contract on some reasonable grounds, 

like, Insurance premium expense. These are not specific for the contract but are 

attributable to contract in common.  

 Example  

i- Insurance premium paid on account of machinery used in construction. 

ii- Salary expense of employees working on multiple construction projects. 

 

 These expenses are charged to the contract on some rational allocation basis, like 

number of hours, percentage of output produced etc. 

 

3- Other Cost: which are specifically included in the terms and conditions of the 

contract. If such costs are not included in the terms of the contract, then these will 

not be reimbursed to the constructor. For example, research and development cost if 

included in the contract expressly then it will reimbursed to the constructor, 

otherwise not. 

 

4- Costs which are Excluded from the Contract: There are certain costs which are 

born by the constructor, but these are not associated with the contract activity, in 

such stances these costs are not charged to customer rather burdened on the 

constructor. 

 

 For example: depreciation of idle equipment, which are not used during the 

construction activities. 

 

 Costs incurred to secure the construction contracts: The cost which is specifically 

incurred in order to secure the contract, then such cost will be part of the contract 

only if, 

i- Cost is identifiable separately, 

ii- Cost is measurable reliably, and 

iii- As a result, it is sure that contract will be awarded. 
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 Moreover, cost of securing the contract will be added up in the contract cost, only, 

when the contract awarded to the constructor in the same period of accounting. If 

contract is awarded in subsequent period than the cost will not be charged to 

construction contract. 

 

 

 

 

 

 

 

 

 
Exhibit No. 4.2: Contract Cost 

 

4.4 RECOGNITION OF CONTRACT REVENUE AND COST 
While measuring the revenue and cost of the contract followings should be considered:- 

i- Outcome: It means total profit that would be earned on completing the contract 

should be measurable reliably. Entity must know the figure of expected profit. 

ii- Stage of Completion: The revenue and cost should be recorded according to the 

percentage of contract has been completed at the year end date, that is the reporting 

date. 

iii- Loss: Loss should be recognized on immediate basis and expensed out through profit 

and loss account. While, recognizing the loss the stage of completion is completely 

irrelevant.  

iv- Cumulative Basis: The percentage of work completed that is reported at reporting 

date should be cumulative figure. 

 

 

Contract Cost 
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1- Determination of Outcome of the Contract Reliably  
i- In Case of Fixed Cost Contract 
 While using the fixed cost contracts, outcome of the contract is expected to measure 

reliably only when: 

a- Total contract price is known: When the gross amount of the contract is 

measurable reliably. 

b- Economic benefit will flow to the constructor: when constructor is sure that 

he will be able to complete the contract on profit. 

c- Cost and stage of completion of contract: when the expected total cost to be 

incurred on the contract and actual cost incurred till the reporting date is known 

then stage of completion can be calculated with accuracy. 

d- Variance analysis: An analysis between the actual cost incurred and budgeted 

cost to complete the project.  

 

ii- In Case of Cost-Plus Contract  

 Following conditions should be satisfied, then outcome is considered to be measured 

reliably under cost-plus method 

a- Economic benefit will flow to the constructor: when constructor is sure that 

he will be able to complete the contract at profit. 

b- Cost of the contract: When cost of the contract is identifiable and measurable 

reliably. 

 

2- Stage of Completion 
A method in which the extent of contract has been completed is measured in terms of 

percentage. 

 

The following methods can be used under the stage of completion method: 

i- Cost to Date Method: In this method incurred cost to date is divided by the total 

estimated cost. 

100x 
cost estimated (totalcost  future expectedincurreddate Cost to

incurreddate Cost to




  

 

ii- Survey of Work Completed: Qualified professionals will assess the work done and 

then decide the stage of completion. 

 

iii- Certified Work Completion: This is calculated by dividing the certified work 

completed to the total price of the contract. In this calculation certified work done is 

calculated by the qualified professional by conducting surveys. 

 

100x 
contract  theof price Total

completed work Certified
  

i- Matching principal is applied here, that is, the reporting of cost and revenue in the 

books of accounts should be in accordance with the work completed as determined 
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by using any method. In this way, the profit or loss recognized is in proportion to the 

work completed. 

ii- The contract revenue is recognized in the period in which it is earned, similarly cost 

of the contract is recognized when it is incurred.  

iii- All those costs which are related to some future activity must be recorded as an asset. 

However, it will be carried out to the P&L account in that year, when activity to 

which it is related actually carried out.  

 

3- Outcome of the Contract is not Measurable Reliably 
In such scenario IAS-11 states that 

i- “Revenue will be recognized to the extent of cost incurred.” Revenue amount will 

not exceed to the cost incurred. So, credit side (income) will not be greater than debit 

side (expense).  

ii- Cost incurred should be reported as expense in the profit & loss account of the year 

in which it is incurred. 

 

Following are the examples of those situations in which outcome is certain to be achieved. 

a- Contract which is under litigation and its decision is pending  

b- Contracts in which customer is not able to fulfill the obligation. 

c- Customer is in financial constraints. 

 

Example No. 4.2 
EFG Pvt. Ltd is a construction company which enters into a construction contract. The 

expected revenue of the contract is Rs.1,000,000, however cost incurred to date is 

Rs.400,000. 

 

EFG Pvt. Ltd is not able to measure the profit amount, however, management of the 

company is sure that all cost incurred will be recovered from the customer. 

Required: What is suggested treatment available under IAS-11 for such contract? 

 

Solution: 

As the profit is not from the contract is not measurable but management is sure that total 

expense will be recovered from the customer, therefore as per IAS-11 revenue will be 

recorded to the extent of total cost incurred to date as follow; 

 

 

 

 

 

 

 

 

 

 

 

Profit & Loss Account (Extract) 

Revenue (to the extent of cost)    Rs. 320,000 

Cost incurred      Rs. (320,000) 

Profit (Loss)      Rs. NIL_____ 
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4.5 COMBINING & SEGMENTING CONSTRUCTION CONTRACTS 
This standard is applicable on the construction contracts on individual basis. But, 

sometimes it is better to  

i- Treat the construction of group of assets as single contract; or 

ii- Treat the construction of group of assets as multiple contracts. 

 

So that transaction are presented in true substance. 

1- Segmenting 

 Segmenting is a process in which a construction contract is divided into sub-contracts 

and each sub-contract is treated separately, independent as per accounting treatment 

given in this IAS. IAS-11 has mentioned some criteria for construction contract to 

be eligible for segmentation as follow 

i- Separate Proposals: In this case customers are requested to submit different 

proposal for each type of asset separately, then it is qualified for segmentation. 

ii- Independent Negotiation:  When customer is able to negotiate the terms and 

conditions of each asset separately with the constructor then such construction 

contract it is eligible for segmentation. Independent negotiation means any 

modification, deletion or addition of any work in the construction of an asset 

does not have any impact on the rest of assets in a group. Assets in group of 

assets are independent. 

iii- Revenue & Cost: The revenue and cost related to each asset in a group is 

separately recognizable. Customer and constructor are able to measure the 

revenue and cost with respect to each asset. 

 

 Example No. 4.3 
Federal Government has called tender from Aziz Construction Pvt Ltd for 

construction of new school in rural area for general public. The land is already 

occupied by an old building which needs to be demolished first. For quotation 

purpose, it was decided by the Federal Government instead of one tender, it should 

be segmented into two components. 

i- Demolish of old building 

ii- Construction of new school building  

 

It was also decided that Federal Government will seek two independent quotations 

for both activities and negotiate the terms with Aziz Construction Pvt Ltd separately. 

Required: Suggested treatment as per IAS-11. 

 

Solution: Both contracts can be segmented into two separate contracts because; 

i- Government has sought two different quotations 

ii- Negotiation will be done independently  

iii- As costs are different for both activities therefore, revenue is also be calculated 

independently. 
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2- Combining: Combing is a process in which construction of group of assets is 

treated as single contract, however, IAS-11 has some conditions that should be met 

for combining a group of asset as one asset 

i- Unified Package: All the construction contracts of group of assets are at 

unified terms and conditions. There are may be different contracts with 

different constructors but terms and package of all contracts must be same. 

Unified procurement of services of a constructor for development of group of 

assets is one of the criteria for combining the construction contract. 

ii- Interrelated Assets: All assets in a group of assets are dependent, interrelated 

and interconnected with one another and look like one unit with respect to use 

and design. That means any modification in one asset will effect the other 

assets. 

iii- Execution: All contracts are and can be executed simultaneously or in an 

uninterrupted series. 

 

 Example No.4.4 

 XYZ Limited is having expertise in construction of commercial lifts. It enters into a 

contract of construction of a customized lift for a commercial plaza owned by 

customer XXX within one year and on completion of lift XYZ will be responsible 

for the repair maintenance of the same lift for the next 5 years. 

 Required: Suggested treatment as per IAS-11. 

 

 Solution:  

 This is considered as one contract and falls under the definition of combining, as 

follow; 

i- Both contracts are on the same subject (Lift) one is for construction and other 

one is on repair maintenance. So they are very closely related to one another. 

ii- The contract will be negotiated as single contract and price will be decided as 

single package. 

iii- Both contracts will be performed in a continuous manner. 

 

3- Construction of Additional Assets 
 It is a standard practice that all contracts contain the modification clause on agreed 

terms and conditions. However, when there is a major change in the clauses of 

original contract, then such change can be considered as separate contract. This 

change includes the addition, deletion or modification of assets. So when there is 

addition of new asset, it may be considered as separate contract when following 

conditions are met. 

i- New asset is significantly different from the original contract asset. The 

difference could be of use, structure, design and function. 

ii- The price and terms and conditions of new asset are negotiated separately and 

are not covered under original contract. 
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 Example No. 4.5: 

 ABC Ltd is a construction company wins a fixed price contract of worth Rs. 20 

million that would be completed in 5 years’ period.  The year wise details of expenses 

is as follow: - 

Particulars Year 1 Year 2 Year 3 Year 4 Year 5 

Cost incurred for the year 4 4.3 3.1 3.3 2.2 

Cumulated cost 4 8.3 11.4 14.7 16.9 

Estimated/budgeted total cost 16.8 16.9 16.9 16.9 16.9 

Estimated cost to complete the 

project 
12.8 8.6 5.5 2.2 0 

% of work completed 25% 45% 65% 85% 100% 

 

 Solution: 

 i- Step–1: Identity the method which should be used. 

  As the outcome is measurable reliably, so stage completion method will be used. 

ii- Step–2: identify the total price of the contract. 

 The contract is on fixed price model, therefore, total price of the contract is 

given in question is Rs. 20 million. 

iii- Step–3: Identify the percentage of completed word at the end of each year. 

 As the percentage of completed work is given in question as 2018: 25%, 

2019:45%, 2020:65%, 2021:85% and 2022:100% 

iv- Step–4: Identify the revenue related to each year. 

 Multiply the percentage of completion with total revenue per year. 

v- Step–5: Identify the expected cost per year.  

 Multiply the percentage of completion with total expected cost per year. 

vi- Step–6: calculate the profit per year. 

 The difference of revenue and cost per year is recognized as profit. As the 

cumulative completed work done method is used so, the profit already 

recognized in previous years will also be excluded from profit per year 

 

  2018 2019 2020 2021 2022 Total 

Revenue 5 4 4 4 3 20 

  (20x25%) (20x45%) (20x65%) (20x85%) (20x100%)  
Cost -4.2 -3.4 -3.4 -3.4 -2.51 -16.91 
  (16.8x25%) (16.9x45%) (16.9x65%) (16.9x85%) (16.9x100%)  

Net Profit 0.8 0.6 0.6 0.6 0.49 3.09 
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4.6 RECOGNITION OF EXPECTED LOSSES 
When it is obvious that cost of the contract will exceed the price of the contract then 

expected loss should be recognized immediately in the profit & loss account of the period 

irrespective of  

i- Whether work has been started or not. 

ii- Stage of completion of contract. 

iii- Expected profits to be earn from other assets (in case of contract of group of assets). 

 

Example No. 4.4 

ABC Ltd is a construction company that enters into a 3 years’ contract, however, during 

2nd year of the contract, the economic instability in the country results in high inflation. 

The prices of labor and construction material has been increased significantly. ABC Ltd is 

using percentage completion method on cost basis. The details of construction contract are 

as follow; 

i- Total Contract Price Rs. 650,000 

ii- Cost incurred to date Rs. 430,000 

iii- Expected cost to complete Rs.230,000 

 

Required: 

Determine Profit or Loss under the contract and suggested treatment using IAS-11. 

 

Solution: 

Profit or Loss under the construction contract is Rs. 40,000 (working as under) 

  Rs. 

 Contract Price 650,000 

Less: 
Total Cost of the contract 

(Rs. 430,000+Rs.230,000) 
(660,000) 

 Expected Loss (10,000) 

 

 

 

 

 

4.8 Comprehensive Examples 

 Example No. 1 

 

Profit & Loss Account (Extract) 

Cost incurred       Rs. (430,000) 

Expected Loss (650,000-430,000-230,000)  Rs. (10,000) 

Revenue (Balancing amount)    Rs. 210,000 

 

As the company is using cost basis therefore revenue should be recognized according to 

the cost incurred. 
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Exhibit No. 4.3: Accounting Treatment of Contracts 

 

4.7 DISCLOSURE REQUIREMENTS 
While preparing the financial statement, the constructor should disclose the following 

information 

1- Disclosure requirement for contraction contracts 

i- Contract Revenue:  The amount of contract revenue recognized in the 

financial statement during the year. 

ii- Method used to recognize revenue: Method used to calculate stage of 

completion of contracts at the reporting date. 

 

2- The disclosure of following information for each contract to be made; 

i- The cost incurred and profit realized till the reporting date. 

ii- Advances received from customers till the reporting date. 

 

3- The statement of financial position of constructor must presents the following 

information 

i- The amount receivable from customers as assets. This is the difference of cost 

incurred and bill/invoice issued to the customers. 

ii- The gross amount due to customers as liability. This is the situation, where 

billed amount is greater than cost incurred. 

CONTRACT 

TYPE 

Credit the 

Profit in 

P&L 

Account 

Recognize revenue 

but only to the 

extent of contract 

costs incurred which 

are expected to be 

recoverable 

Record the 

Full Loss 

immediately 

in P&L 

Account 

Profitable 

Contracts 

Contract with 

uncertain 

outcome 

Loss Making 

Contracts 

Accounting Treatment 
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4.8 COMPREHENSIVE EXAMPLES 
Example No. 1 

Al-Huda Limited has awarded a contract of construction of a flyover within 3 years. The 

contract is of fixed nature, at the cost of Rs. 1,500 million. Following is the breakup of cost 

incurred during 1st year: 

  Rs.  
- Costs related to site supervisions 200,000  
- Material purchased 400,000  
- Depreciation of Equipment* 20,000  
- Research & Development Cost not covered under  the contract 110,000  

 Total 730,000  

 Total Contracted cost to complete the project Rs. 730,000  
* Assume the equipment used directly in the construction of flyover. 

 

Required: Calculate the following as per IAS-11 
(a) Total cost incurred 

(b) Cost to complete the project 

(c)  Percentage of completion 

(d) Profit 

 

Solution: 

(a) Total Cost Incurred  
i Site supervision cost 200,000   
ii Material purchased 400,000   
iii Depreciation of Equipment 20,000   

 Total 620,000   
* Research & Development cost not covered under contract to be reimbursed will not 

be part of the contract cost. 
 

(b) Cost to Complete the Contract Rs. 730,000   

       

(c)  Percentage of Completion      = 
620,000 

x100  
(620,000+730,000)  

    46%   

       

(d) Profit = Revenue - Cost   

  = (46% x Rs. 1,500,000)- (46% x Rs. 1,350,000)  

  = Rs. 69,000   

       
Question No. 2 
XYZ Ltd has awarded 2 construction contracts in 2018 with deadline of 24 months to 

complete. The management of XYZ Ltd is of view that they will be able to  
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meet the deadlines and complete the project before due date, the details of contracts are as 

follow: 

 Figures in Rs. 

Details Contract No. 1 Contract No. 2 

Total Price of the contract 13,000,000 4,400,000 

Expected cost to complete the contract on signing of 

contract 
10,000,000 3,800,000 

Revised expected cost at the year end 31-12-2018 10,000,000 4,500,000 

Work completed at 31-12-2018 (certified) 8,600,000 3,680,000 

Cost incurred till 31-12-2018 9,800,000 3,440,000 
 

Company is using percentage of completion method on the basis of certified work done to 

total price of the contract. 

Required: Calculate the figures for Profit & Loss account for the year ended on 31-12-2018 

as per IAS-11. 
 

Solution: 
  

Step–1: Outcome of the contract  

Given in the question  Figures in Rs. 

  Contract No. 1 Contract No. 2 

Outcome of the contract 13,000,000 4,400,000 
 

Step–2: Stage of Completion  

Total price of the contract 13,000,000 4,400,000 

Certified work completed 8,600,000 3,680,000 

Percentage of completion 66% 84% 
 

Step–3: Profit & Loss on completion of Contract 
 

Total Price of the contract 13,000,000 4,400,000 

Total cost of the contract (10,000,000) (4,500,000) 

Estimated Profit & (Loss) 3,000,000 (100,000) 
 

 

Step–4: Profit & Loss on 31-12-2018 
  

Revenue at 31-12-2018 (13,000,000x66% / 4,400,000x84%) 8,580,000 3,696,000 

Cost at 31-12-2018 (10,000,000x66% / 4,500,000x84%) (6,600,000) (3,780,000) 

Profit/(Loss) 1,980,000 (84,000) 
 

 

Step–5: Profit & Loss Account (Based on Step–4) 

 

Revenue 8,580,000 3,696,000 

Cost (6,600,000) (3,780,000) 

Profit/(Loss) 1,980,000 (84,000) 

Loss (total loss-Step No. 3 minus loss for the year-step 

no.4) 
 (30,000) 

Profit/(Loss) for the year 1,980,000 (114,000) 
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Annexure 
IFRS 15- Revenue from Contracts with Customers 

1- Introduction 
IFRS 15 explains the unified method for the revenue recognition which were previously 

described in two different International Accounting standards (IAS-11: “Construction 

contracts” and IAS-18: “Revenue”). Some interpretations are also merged in this new 

version, like IFRIC-13: “Customer Loyalty Programmes”, IFRIC-15: “Agreements for the 

Construction of Real Estate”, IFRIC-18: “Transfers of Assets from Customers” and SIC-

31: “Revenue – Barter Transaction involving Advertising Services”. 

This standard is applicable with effect from 1st January 2018.  

 

2- Scope 

It is applicable on all contracts with customers except following 

i- “Lease Contracts (IAS-17/IFRS-16).” 

ii- “Insurance Contracts (IFRS-04)” 

iii- “Financial Instruments and other contractual rights/obligations covered in IFRS-9: 

Financial Instruments, IFRS-10: Consolidated Financial Statements, IFRS-11: Joint 

Arrangements, IAS-27: Separate Financial Statements and IAS-28: Investments in 

Associates and Joint Ventures.” 

iv- “Certain Non-monetary exchanges between entities within the same business to 

facilitate sales.” 

v- “Certain put options on sale and repurchase agreement.” 

 

A five step model is presented in the IFRS-15, to recognize the revenue generated from 

contracts with customers, irrespective of type of contract. 

 

3- Five Stage Model 

1- Step No. 1: Contract Identification 

IFRS 15 has described the following criteria to be fulfilled for a contract to be recognized 

i- The contract should be exit either in writing or verbally and both parties are willing 

to perform their duties as mentioned in contract 

ii- The rights and obligations of both parties regarding goods and services are 

identifiable and enforceable. 

iii-  The payment mechanism is expressly narrated in the contract. 

iv- The contract has commercial substance. It means the contract can change the future 

expected cash flow of the customer. 

v- Customer is willing to compensate the entity against the goods and services delivered. 

Here, customer’s intention regarding payment to the entity has to be considered)  

 

IFRS-15 also describe the criteria when to combine the 2 or more contracts as one contract 

for the purpose of revenue recognized. Moreover, contract modification criteria in terms of 

scope or price or both is also explained in detail. The accounting of modification in the 

contracts are based on the characteristics and price of the goods or services added in the 

contract. Modification can be resulted in separate contract, adjustment or termination of 

old contract or a combination. 
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2- Step No. 2: Individual Performance Obligations 

Once the contract has been identified then the second step is to identify all the individual 

performance obligations separatelyunder the contract. Performance obligation refers to the  

“Promise in a contract with a customer to transfer to the customer either 

i- Distinct good or service (or bundle of goods or services) 

ii- Series of distinct goods or services that are substantially the same and have the same 

pattern of transfer to transferor”. 

 

 Performance obligation can be explicit (mentioned in the contract) or implicit (based 

on practices or policies). 

 

 What does distinct means in terms of IFRS-15? The answer is, a good or service is 

considered to be distinct only when a customer can be benefited from it on its own 

or together with other readily available resources. Entities have to consider that all 

goods or services mentioned in different contracts must be separate from one another. 

 

3- Step No. 3: Transaction Price 

The transaction price is the amount which a customer is willing to pay as consideration for 

transferring of goods or services to the customer excluding the amount collected on behalf 

of third parties (e.g., sales tax). 

 

While considering the transaction price, following factors should be considered; 

i- Variable Consideration: e.g.s bonuses, rebates etc. 

ii- Constraining estimates of variable consideration 

iii- Existence of significant financing component, time value of money should be 

considered, if payment is within one year of transaction. 

iv- Fair value of Non-cash consideration 

v- Any consideration payable to the customer. 

 

4- Step No. 4: Allocation of Transaction Price to The Performance Obligations 

The next step is to allocate the price as determined in previous step to all the performance 

obligations, the reason behind such allocation is to present the consideration at which 

vendor is willing to trade the distinct goods or services with customer or we can say, the 

price which vendor is expecting to be received in return of good or services delivered. The 

main objective of this allocation is to find-out the independent (standalone) price of each 

performance obligation. Stand-alone prices can be measured by taking the observable 

selling prices, however, these prices might not always be observable. In such cases, 

estimates are made. 

 

General rule for allocation of price is to charge it on the basis of relative stand-alone selling 

price. However, there are two exceptions to general rules 

i- Allocation of discounts 

ii- Allocation of variable considerations 
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5- Recognize Revenue when each Performance Obligation is Satisfied 

It is deemed to be satisfied only when vendor deliver the distinct goods or services as per 

contract and customer has received control over them. Control means customer has full 

right to use or direct the use of delivered good or service for remaining economic life. 

 

However, following conditions are required to be fulfilled: - 

i- “The customer simultaneously receives and consumes the benefits provided by the 

entity’s performance as the entity performs.” 

ii- “The entity’s performance creates or enhances an asset that the customer controls as 

the asset is created or enhanced.” 

iii- “The entity’s performance does not create an asset with an alternative use to the entity 

and the entity has an enforceable right to payment for performance completed to date”. 

 

 If any above mentioned condition is fulfilled, the obligation is considered to be 

satisfied at over time. 

 

IFRS-15 also explains the contract cost as 

1- Costs to obtain the contract. Example sales commission, legal fees etc. such costs 

should be capitalized even though entity expects to reimburse such costs from 

customers and amortized it in a systematic basis. 

2- Cost to complete the contract: if contract fall under the scope of any other IAS, 

e.g., IAS-2 or IAS-16, then relevant IAS will be applicable. However, if contract 

does not fall in any other IAS, then such cost should be capitalize only if 

i- Cost related to the contract directly. 

ii- Costs generate resources used in satisfying performance obligations in the 

future. 

iii- Costs are expected to be reimbursed by the customer. 
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INTRODUCTION 
 

The profit calculations under the International Accounting Standards and local tax laws are 

always different. Both bodies have set different requirement for recognition of income and 

expenses. In International Accounting Standards, certain transactions are recognized in 

Statement of Financial Position (and not in Profit & Loss Account) of an entity and 

amortized over certain time period (assets & liabilities), while tax departments are working 

on cash basis they usually treat all the transactions in the year in which they are incurred, 

hence such different concepts results in different profits. So, we can say Accounting Profit 

(that is reflected by the entity in its accounts) is always different from the Tax Profit (the 

profit calculated by tax authorities). The difference in both profits creates difference in the 

amount of tax payable.  

 

OBJECTIVES 
 

 

The main objective of this IAS is to describe the method to be adopted by the entities to 

account for the tax consequences, arising when; 

1. “the carrying amounts of the assets or liabilities are settled in future which are 

reflected in the balance sheet of an entity”;  

2. recording the transactions and other activities for the current period in the financial 

statement of an entity”. 

3. “recognition of deferred tax assets, arising from unused tax credits and losses”. 

 

The IAS-12 describes the presentation and disclosure requirement of income taxes in the 

financial statements. 
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5.1 KEY DEFINITIONS 
1. Accounting Profit: Accounting profit is the value of profit appearing in the profit 

and Loss account before deduction of tax amount. This is calculated by the company 

as per International Accounting Standards. 

 

2. Taxable Profit: This is the amount of profit determined by tax authorities under tax 

law for the purpose of tax calculation. The profit on which tax is calculated by the 

tax authorities is called taxable profit, usually certain transactions are not allowed to 

be deducted from business income such as fine and penalties and payments made in 

cash, in such scenario taxable profit is different from accounting profit. 

 

3. Accounting Base: This is the amount of any asset or liability shown in the Statement 

of Financial Position, however, as per IAS-12 accounting base is an expected amount 

which would be recovered (asset) or settled (liability) in future. 

 

4. Tax Base of an Asset: is defined in IAS-12 as follow: 

 “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”.  

 

 This mean tax base of an asset is that amount which will be allowed as deduction by 

the tax authorities in future. 

 

Example No. 5.1: Interest receivable amounting to Rs. 2,000 is the part of current 

assets, while interest revenue related to interest receivable is taxed on cash basis. In 

such a scenario, the tax base of Interest Receivable is “Nil”, because on cash basis 

you cannot deduct any amount, all amount received in cash will become part of total 

taxable income at the year end. 

 

Example No. 5.2: Amount shown under the current assets on account of dividends 

receivable shown is Rs. 100,000. This amount is exempted from tax. 

 

In this scenario, as the economic benefit flow to the entity is free from taxation 

therefore, the amount shown in the Statement of Financial Position is the tax base of 

dividend receivable.   

 

5- Tax base of a liability: it is defined in IAS-12 is as follow 

 “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 the revenue that will not be taxable in future periods”. 

 

 Example No. 5.3: Accrued fines, which are inadmissible under the tax law, are 

shown in the Statement of Financial Position at Rs. 5,000.  
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 As Tax law does not allow fines to be charged against the income of business, 

therefore, nothing is allowed as deduction for tax purpose, thus tax base is equal to 

the accrued amount of fines that is Rs. 5,000.  

 

6. Permanent Difference: When accounting profit and tax profit is different due to 

certain transactions or activities which are inadmissible under the taxation. Examples 

are fines and penalties, which are not allowed as deduction under Income Tax Law 

from the income of the company, while calculating profit for tax purpose. 

 

7- Temporary Differences: It is the difference of accounting base of an asset or 

liability and tax base of an asset or liability.  

i. Taxable Temporary Difference: When accounting base of an asset is greater 

than its tax base value or accounting base of a liability is less than its tax base, 

the difference is said to be taxable temporary difference and it will create 

deferred tax liability. 

 

 Example No.5.4: ABC Ltd has purchased an asset at cost Rs. 550,000. 

However, its carrying amount at year end is Rs. 450,000. While, cumulative 

tax depreciation at year end is Rs. 200,000.  

 

 Solution. 

 Accounting base = Rs. 450,000 

 Tax base = Rs. 550,000-200,000 = Rs. 350,000 

 Thus, the Accounting Base is greater than Tax Base by Rs. 100,000, is the 

taxable temporary difference. 

 

ii. Deductible Temporary Difference: When accounting base of an asset is less 

than its base value or accounting base of liability is greater than its tax base, 

then the difference is said to be deductible temporary difference and as a result 

deferred tax asset will arise. 

 

 Example No.5.5: XYZ Ltd has booked accrued liability in its accounts of Rs. 

3,000, however, tax authorities allow to deduct this amount for profit 

calculation, when it is actually paid.  

 

 Solution: The tax base is zero for such accrued expenses, these will be allowed 

when paid by the company. Hence, accounting base of liability, is Rs. 3,000 

while its tax base is zero, resultantly deferred tax asset is recognized. 

 

8. Exempt Temporary Differences: IAS-12 describes the mechanism to record the 

deferred tax, but there are certain exception to this general rule. IAS-12 has 

specifically discussed certain areas, where deferred tax is prohibited to recognize. 

Temporary differences under following situations are exempted:- 
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i. Recognition of Goodwill: While recording goodwill for the first time in the 

financial statements, it is not allowed as per IAS-12 to recognize the deferred 

tax liability in this regard. 

ii. Initial recognition of Certain Assets or Liabilities: Any deferred tax liability 

will not be considered, if initial recognition of assets or liabilities is not due to 

business combination and such recognition has no impact on the accounting 

profit or taxable profit. 

 The IAS-12 also states that any temporary difference arise on investment in 

subsidiaries, branch and associates and interest in joint venture will also be not 

recognized. 

 

9. Current Tax: This is amount which a company is actually paid amount of tax to the 

authorities for the trading activities carried out during a tax year. If the amount paid 

is greater than tax payable, than it will result in tax liability and if tax paid amount is 

greater than tax payable during the current tax year, it will be treated as asset. Current 

tax is the total amount which is payable on account of current year trading activities 

plus adjustment related to prior year (refund of last year adjustable in current year 

tax payable amount).  

 

10. Deferred Tax: Deferred tax is only a mechanism used in accounting to reconcile the 

tax effects and accounting impacts of transactions. 

 

 An entity only records an asset or liability, when there are reasonable grounds that it 

will be eventually settled in future and as a result future accounting profit either will 

increase or decrease. However, tax authorities have their own taxation rules. 

Therefore, tax base of assets and liabilities may be different from accounting base 

and this difference is recognized as deferred tax asset or liability.   

 

 Example No. 5.6: 

ABC Ltd purchase an asset of worth Rs. 3,500. As per company policy, the asset 

is depreciated at the rate 25% per year. However, tax department allows the 

depreciation per year at the rate of 30%. 

Required: In this scenario, determine the nature of deferred tax?       
Solution      
Accounting base Rs.     
Cost 3,500     
Depreciation @ 25% (875)     
Carrying amount 2,625            
Tax base Rs.     
Cost     3,500      
Depreciation @ 35%    (1,225)     
Tax base     2,275            
As accounting base > tax base (2,625 > 2,275 by Rs. 350)   
It is a deferred tax liability.      
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5.2 CURRENT TAX 
It is the amount worked out on by the company payable on account of tax for the year. The 

IAS-12 does not set rules for the calculation of current tax, because it is calculated under 

income tax law enforced in the state. It is the tax liability for the year to be paid to the tax 

department based on taxable income. 

 

As the taxable income is not the same as accounting income. Accounting income is 

calculated by using International Accounting Standards. In Pakistan, we use Income Tax 

Ordinance for the purpose of calculation of taxable income. Accounting income needs 

some adjustment to be taxable income and such adjustments are presented in the concept 

of deferred taxation.  

 

Taxable Income = Gross Taxable Revenue – Expenses admissible under the tax law  

Current tax = Taxable income @ tax rate specified by the tax authorities 

 

 

 

 

 

 

 

Exhibit No. 5.1: Current Tax 

Normal Current tax calculation mechanism is as follow: 

  

Accounting Profit XXX 

Add:  
Accounting Depreciation XXX 

Provision for expenses XXX 

In admissible expenses XXX 

Less:  
Tax depreciation (XXX) 

Provisions settled during the year (XXX) 

Exempt income (XXX) 

Taxable Profit XXX 

@ Tax Rate = Current Tax Expense XXX 

 

Exhibit No. 5.2: Numerical Presentation of Current Tax 

Current Tax 

Actual amount payable to Tax 

department 

Calculated on the basis of taxable 

Income 

At the rate prescribed by the Tax 

authorities 
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1. Recognition of Current Tax Asset and Liability  
 When the current tax amount is less than tax paid during the year, it will be treated 

as asset. Over/ Excess payment of tax during the year is treated as asset. 
 

 Similarly, when paid tax amount is less than tax payable amount, then liability will 
be created and unpaid tax is recognized as tax liability. 

 

 Example No. 5.7 
An extract from financial records of Green Limited for its first year of operation 
is given below: 

  Rs. 000 

 Building cost 45,000 

 Plant & Machinery cost 33,000 

 Research cost 25,000 

 Development cost 22,000 

 Profit before Tax 15,000 

1 Management charged 15% accounting depreciation on building and Plant & 
Machinery, however, tax depreciation allowed by tax authorities is 30%. 

2 As per tax authorities 50% of the research and development costs are allowed for 
deduction (admissible expense for tax working).  

3 Management amortized the intangible assets of the company over 3 years, 
however, current year calculation has already been incorporated in the calculation 
of Profit before tax. 

4 The profit of the company will be taxed at the rate of 40%. 
5 Green limited has paid interest of Rs. 2.5 million on short term loan to one of its 

directors, however, this expense is not admissible under tax laws. 
6 Gain on sale of shares of listed company amounting to Rs. 3 million is also 

included in the profit of the company which is exempt under tax. 
Required: Compute Current Tax Amount. 
 

Solution  Rs. 000 

Profit Before Taxation (a) 15,000 

Add:   

Accounting Depreciation- Building   6,750 

Accounting Depreciation- Plant & Machinery   4,950 

Research Cost   25,000 

Amortization of Development Cost   7,333 

Interest on Loan from Director   2,500 
 (b) 46,533 

Less:   

Tax Depreciation- Building   (13,500) 

Tax Depreciation- Other Fixed Assets   (9,900) 

Research Cost (half)   (12,500) 

Development Cost (half)   (11,000) 

Capital Gain   (3,000) 
 (c) (49,900) 

Taxable Income Sum (a ,b, c)  11,633 

Current Tax @ 40%    4,653  
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5.3 RECOGNITION OF DEFERRED TAX LIABILITY 
Deferred tax is a mechanism prescribed by the IAS-12 to account for the differences in tax 
amount calculated by the company using International Accounting Standards and tax 
authorities. The main issue discussed in this IAS is the tax impact of transaction reported 
in Statement of Financial Positions e.g., assets and liabilities. When a company book an 
asset, then it will not hit the Profit & Loss Account of the company, thus no impact on 
accounting profit, though company has incurred the expenses. Similarly, when an accrued 
liability is booked in the books, then it hits the Profit & Loss Account thus, having tax 
impact, though it is not paid by the company. Furthermore, tax authorities have their own 
requirement for recognition of income and expense.  Usually, there is no concept in tax 
laws for creating provisions for assets or liabilities, they used cash basis, whatever has been 
paid considered it as expense and whatever has not been paid irrespective it is due and will 
be made in future, will not be considered as expense. In such scenario, a difference in the 
accounting profit and tax profit will rise. This difference is accounted for in the books of 
accounts using the deferred tax approach. 
1. Temporary Differences: 
 Temporary difference in the simplest word is the difference between the accounting 

base and the tax base of an asset or liability. Temporary could be of two types 
i. Taxable Temporary Differences: It is the amount “Which result in taxable 

amounts arising in future accounting periods, as the carrying amount of the asset 
or liability is recovered or settled.” This will lead to deferred tax liabilities. 

 

Taxable temporary difference is measured, when accounting base of an asset is 
greater than its tax base. In case of liability, the accounting base is less than its tax 
base. In both cases the current tax of the entity is reduced, but in following year tax 
payable amount is increased, when the asset or liability is eventually settled. 
 

Deferred tax liabilities will ultimately translate itself into an actual liability (large 
amount) in future. 

 

 Example No. 5.8 
 Al-Syed Textile Limited has purchased an asset at cost Rs. 10,500 with useful life is 

4 years. Depreciation policy of the company is Straight Line. Expected residual value 
is nil. However, tax department allows the depreciation at the rate of 50%, 30% and 
20% on cost of the asset over 1-3 years respectively. The company has shown 
accounting profit before tax is Rs. 16,500 per year in 1-4 years. The tax rate 
applicable for calculation of current tax amount is 40%. 

 

 Solution: 

Particulars   Note  Year 1 Year 2 Year 3 Year 4 

Profit before Tax    16,500 16,500 16,500 16,500 

Current Tax   Working 1  5,550 6,390 6,810 7,650 

Deferred Tax   Working 2  1,050 210 (210) (1,050) 

Accounting Tax @ 40%    6,600 6,600 6,600 6,600 

Profit after Tax 

(with Deferred Tax)  
  9,900 9,900 9,900 9,900 

Profit after Tax  

(without Deferred Tax)  
  22,050 22,890 23,310 24,150 
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2. Recognition of Deferred Tax Asset 

 IAS-12 describes the deductible temporary difference as “Which result in amounts 

that are deductible in future periods as the carrying amount of the asset or liability 

is recovered or settled.” 

 

 Deductible temporary difference arises at the time accounting base of an asset is 

smaller than its tax base. In case of liability, the accounting base is greater than its 

tax base. In both cases, the current tax of the entity is increased but in following year 

tax payable amount is decreased when the asset or liability is eventually settled. This 

will lead to recognition of deferred tax asset. 

 

 IAS-12 sets the following rules for deferred tax recognition; 

a. Deferred tax liability will be recognized in full (subject to some exceptions), 

while 

b. Deferred tax asset will not always be recognized in full, even in some cases 

not recognized at all. 

 

 Deferred tax asset is only recognized to the extent, it is expected that profits will be 

available in future. If an entity is an expecting any profit in future then IAS-12 does 

not allow to recognize the deferred tax asset. 

 

 

Working 1 

  Years 

  1 2 3 4 

Accounting Profit before Tax 16,500 16,500 16,500 16,500 

Add 
    

Accounting depreciation 2,625 2,625 2,625 2,625 

Less 
    

Tax Depreciation (5,250) (3,150) (2,100) - 

Taxable Profit 13,875 15,975 17,025 19,125 

Current Tax @ 40% 5,550 6,390 6,810 7,650 

Working 2 

Depreciation Schedule 

Year Accounts Tax Difference 
Tax effect 

@40% 

1 2,625 5,250 2,625 1,050 

2 2,625 3,150 525 210 

3 2,625 2,100 (525) (210) 

4 2,625 - (2,625) (1,050)  
10,500 10,500 - 

 

The 

difference 

arises in one 

year and 

reverses in 

other and in 

the end the 

effect is 

zero. 
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 Example No. 5.9 
 Al-Syed Textile Limited has purchased an asset at cost of Rs.10,500 with useful life 

is 4  years. Depreciation policy allowed by tax authority is Straight Line. Expected 

residual value is nil. However, company is charging depreciation at the rate of 50%, 

30% and 20% on cost of the asset over 1-3 years respectively. The company has 

shown accounting profit before tax is Rs. 16,500 per year in 1-4 years. The tax rate 

applicable for calculation of current tax amount is 40%. 

 

 Solution 

Particulars  Note Year 1 Year 2 Year 3 Year 4 

Profit before Tax   16,500 16,500 16,500 16,500 

Current Tax  Working 1 7,650 6,810 6,390 5,550 

Deferred Tax  Working 2 (1,050) (210) 210 1,050 

Accounting Tax @ 40%   6,600 6,600 6,600 6,600 

Profit after Tax 

(with Deferred Tax)  
 9,900 9,900 9,900 9,900 

Profit after Tax  

(without Deferred Tax)  
  

     

24,150  

     

23,310  

     

22,890  

     

22,050  

 

Working 1 

  Years 

  1 2 3 4 

Accounting Profit before tax 16,500 16,500 16,500 16,500 

Add 
    

Accounting depreciation 5,250 3,150 2,100 0 

Less 
    

Tax Depreciation (2,625) (2,625) (2,625) (2,625) 

Taxable Profit 19,125 17,025 15,975 13,875 

Current Tax @ 40% 7,650 6,810 6,390 5,550 

 

Working 2 

Depreciation Schedule 

Year Accounts Tax Difference Tax effect @40% 

1 5,250 2,625 -2,625 (1,050) 

2 3,150 2,625 -525 (210) 

3 2,100 2,625 525 210 

4 0 2,625 2,625 1,050  
10,500 10,500 - 

 

 
3. Unused Tax Losses and Credits: The available unused tax losses and credits that 

can be carried forward will ultimately reduce the profits of the entity in future. So, 
deferred tax asset will arise but IAs-12 says that such unused losses and credits only 
be carried to the extent of expected future profits. However, the point of 
consideration is that, if currently entity is in losses, it is expected that it will not 
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generate taxable profits in near future. In such scenario, if entity is expecting future 
taxable profits then such estimates must be relevant and reliable.  

 
4. Review of Deferred Tax Calculation at the Year End: At the end of each financial 

year, the deferred tax must be reviewed to check the future profitability of business 
and adjust the deferred tax asset amount accordingly. If an entity assesses, that future 
profitability is probable, then any unrecognized deferred tax asset will be recognized 
to the extent of expected future profitability and vice versa. 

 
5. Recognition of Non-Taxable Items: When certain items are not included in the 

calculation of taxable profit, then temporary difference will give rise to permanent 
temporary difference. 

 
 For example, fines and penalties, entertainment or promotional expense subject to 

certain ceiling etc. 
 
 So, expenses which are not admissible for deduction under tax laws should not result 

in deferred tax balances.  
 
6. Sources of Temporary Differences: The main sources of temporary difference are; 

i- When timing to account for income or expense is different under International 
Accounting Standards and Tax laws 
a- Some items are taxed on cash basis, while accounting standards allow 

them to account for in books of accounts on accrual basis. 
b- When accounting depreciation method or rate is different than tax 

depreciation rate. 
c- In case of revaluation of assets because, it does not effect the tax base as 

tax authorities have nothing to do with revaluation. 
ii- When a company account for revaluation surplus in its books, but tax 

authorities do not allow any adjustment in this regard. 
 

General Rule 

1. Income Approach 

i. Taxable Profit < Accounting Profit = Deferred Tax Liability 

ii. Taxable Profit > Accounting Profit = Deferred Tax Asset  

 

2. Balance Sheet Approach   
i. Liability 

a. Tax Base > Carrying Value = Deferred Tax Liability 

b. Tax Base < Carrying Value = Deferred Tax Asset  

 

ii. Asset 

a. Tax Base < Carrying Value = Deferred Tax Asset 

b. Tax Base > Carrying Value = Deferred Tax Liability 

Exhibit No. 5.3: General Rule  
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5.4 ACCOUNTING FOR DEFERRED TAX 
 The amount on account of deferred tax is calculation using following steps 

Step 1: Identify accounting base 

of an asset/liability 

The amount at which asset and liability is 

presented in Financial Statements. 

Step 2: Compute tax base of an 

asset/liability 

Find out the Tax base of all the assets and 

liabilities mentioned in Financial Statements 

as per tax laws. 

Step 3: Compare the tax base with 

accounting base 

Subtract the accounting base from tax base. 

The working must be in tabular format. 

Step 4: Apply prescribed tax rate 

Tax rate as prescribed by Tax authorities on 

the temporary difference to calculate the 

deferred tax. 

Step 5: Record opening and 

closing balance with additions/ 

deletions of deferred tax 

Record the deferred tax amount calculated 

using the above mentioned steps in 

movement sheet and work out the closing 

balance.  

Step 6: Offset deferred tax assets 

and liabilities 

Entity can offset the balances, if it has legally 

enforceable right of doing so, either within 

same entity or between the group of entities 

Step 7: Recognize the Net amount  

in the Financial Statements 

Presents the net amount calculated based on 

all above steps amount of deferred tax 

asset/liability in the financial statements.  

 

Exhibit No. 5.4: Steps to follow for deferred tax calculation 

 

5.5 ACCOUNTING OF DEFERRED TAX RELATING TO ITEMS 

RECOGNIZED IN OTHER STATEMENTS (Outside Income Statement) 

Not all the changes in the carrying amount of assets or liabilities are accounted for in 

Income Statement, some are considered in other statements. For example: In Pakistan 

revaluation surplus under IAS-16 is directly charged to the revaluation surplus and not in 

Income Statement. In all such cases, where instead of profit & loss account any other 

account is charged (e.g., revaluation surplus), then tax consequences arising from such 

effect, will also be considered and charged to that account which was previously used to 

record the transaction. 

 

Items that are not recognized in Profit & Loss Account are: 

i. Revaluation surplus or deficit arising on the assets which are covered in IAS-16: 

Property, Plant & Equipment and IAS 38: Intangible. 

ii. Measurements of defined benefit plans 
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iii. Exchange difference arising on foreign operations which is explained in IAS-21: the 

effect of changes in foreign exchange rates. 

 

5.6 RECOGNITION AND MEASUREMENT RULES OF  

DEFERRED TAX 
1- Exempt Temporary Difference/ Deferred tax not allowed to recognized 

If temporary difference arises due to any of the following events, then deferred tax will not 

be recognized, 

a. Recognition of Goodwill: Any deferred tax liability on account of initial recognition 

of Good will is not allowed. 

 Mostly Goodwill exists in group accounts and for tax purpose group of companies is 

not taxed as a single, but these are the entities in the group which are taxes separately. 

e. g., holding company and its subsidiaries companies all are taxed separately. For 

tax purpose goodwill does not exist, therefore, tax base is taken as nil and temporary 

difference is equal to accounting base but as per IAS-12 is does not recognize and 

deferred tax. 

 

 Furthermore, if goodwill exists in individual accounts of entities, then goodwill for 

tax purpose is equal to accounting purpose that means accounting base and tax base 

will be same and resultantly Nil temporary difference will arise. So, no deferred tax 

will be reported. 

 

b. Initial Recognition of Certain Assets of Liabilities: Any deferred tax liability will 

not be considered, if initial recognition of assets or liabilities is not due to business 

combination and such recognition has no impact on the accounting profit or taxable 

profit. 

 

 A transaction which is not a business combination and it does not effect the profit & 

loss of the entity or taxable profit of an entity, then deferred tax on such transaction 

will not be recognized.  

 

 The IAS-12 also states that any temporary difference arise on investment in 

subsidiaries, branch and associates and interest in joint venture will also be not 

recognized. 

 

2- Measurement of Deferred Tax Balances 

 Discounting is strictly prohibited because entity does not know the exact time of 

realization of asset and settlement of liability with accuracy. 

 

 Deferred tax calculation is based on the tax rate that will be applicable on the time 

of realization/settlement of asset/liability. As that rate is not known, therefore, best 

possible option is to use the rate applicable at the balance sheet. 
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5.7 PRESENTATION AND DISCLOSURE REQUIREMENTS AS 

PER IAS-12 
1. Presentation 
 Offset of Deferred Tax Assets and Liabilities:  

i. It is only possible when entity has legally enforceable right of doing so. 

ii. It is related to income taxes which are imposed by same tax department/ 

taxation authority on the same taxable entity. 

iii. It could relate to the income taxes imposed by the same tax department on 

different taxable entities, only when different taxable entities have planned to 

settle down the current tax assets and liabilities on a net basis or 

simultaneously realize the assets and settle the liabilities, in each future period 

in which significant amounts of deferred tax liabilities or assets are expected 

to be settled or recovered. 

 

2. Disclosure 
i- Items related to Tax Expense (Income) 

a. Current tax expense of the entity. 

b. Adjustment related to prior periods in the current period if any. 

c. The deferred tax arises from original and reversal of temporary differences, 

amount must be shown in the notes to the financial statements. 

d. The effect of change in applicable tax rate on the deferred tax amount. 

e. The monetary impact of recognition of unrecognized tax losses and credits in 

the current year. 

f. The monetary impact of write-off or reversal of deferred tax asset recorded in 

previous years. 

g. Amount of tax expense recorded under IAS-8, changes in accounting policies 

and errors. 

h. Tax reconciliation must be disclosed in the notes to financial statements 

between tax expense and accounting profit by following ways; 

i. Numerical reconciliation statement between the tax expense and net 

income earned during the year or accounting profit multiplied with the 

applicable tax rate, we can say tax as per accounting profit. The reason 

of choosing tax rate is also need to be disclosed. 

ii. Numerical reconciliation statement between the tax expense and 

average effective tax rate. The reason of choosing tax rate is also need 

to be disclosed. 

i. If tax rate is different from previous year tax rate, the reason of change is also 

required to be disclosed.   

j. The instances where permanent difference arise, while calculating the deferred 

tax. 
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ii- Other Disclosures 

 The following disclosures are also required as per IAS-12: - 

a) Items recognized directly in equity: the deferred tax and aggregate current tax 

of items which are recognized directly in equity. 

b) Other Comprehensive Income: the amount of income tax related to every item 

of statement of other comprehensive income. 

c) Deductible temporary differences, unused tax losses and credits which are 

excluded from the calculation of deferred tax. 

d) Aggregate balance of temporary differences arise from investment in 

subsidiaries, branches, and associates and interests in joint arrangements for 

which deferred tax liabilities have not been recognized.  

e) The deferred tax asset or liability related to the temporary differences, unused 

tax losses and credits recognized in the statement of financial position for each 

year presented but if it is not obvious then the amount of deferred tax 

recognized in statement of profit & loss. 

f)  The tax expense of gains/loss on discontinued operations. 

g) The tax expense related to the profit & loss from the ordinary activities of the 

discontinued operation. 

h) The income tax effect related to the dividend proposed/declared before the 

authorization of issuance of financial statements, in this regard liability is not 

recognized in the financial statements.  

i) The change in deferred tax asset amount due to business combination. 

j) The evidences to support the recognition of deferred tax asset, as it is only 

recognized when future profitability is certain. 

 

5.8 COMPREHENSIVE EXAMPLES 
Example No. 1 

Al-Khair ltd is a housing company and being IFRS expert you are requested to 

calculate the deferred tax in the light of IAS-12 on following information 

 

1. Company has incurred Rs. 420,000 on the development of an intangible asset. As 

per IAS this cost was capitalized last year and amortization expense of Rs. 20,000 

was recorded. Tax authorities allow the development cost to be deducted from profits 

of the company in the tax year in which it is actually paid. The relevant tax rate is 

30%. 

 

2. Al-Khair has non-current assets at year end as detailed below: 

Treatment Accounting  Taxation 

Non-Current Assets     

Cost 4,500,000             4,500,000  

Accumulated Depreciation (2,450,000)         (2,700,000) 

Carrying value 2,050,000             1,800,000  
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3. Al-Khair Limited has booked in its accounts a current liability amounting to Rs. 

450,000 for the warranty cost of products. However, it is not allowed by tax 

department until and unless paid in cash to the customers.  

 

4. Al-Khair Limited recognizes a current asset (interest receivable) of Rs. 825,000 in 

its financial statements. However, as per tax department it is only allowed when 

received in cash 
 

 

Solution:     
Treatment given as per IAS-12 as follow:   

    

Carrying 

Amount 
Tax Base 

Temporary 

Difference 

Deferred 

Tax @ 30% 

    Rs. Rs. Rs. Rs. 

1 Development Cost 400,000 Nil 400,000 120,000 

2 Non-Current Assets 2,050,000 1,800,000 250,000 225,000 

3 Warranty 450,000 Nil 450,000 135,000 

4 Interest Receivables 825,000 Nil 825,000 247,500 

 

Example No. 2 

XYZ is a limited company having accounting profit before tax of Rs. 100,000 for the year 

ended 31st December 2018. The tax rate applicable is 40%. 

 

Following information is taken from the statement of Financial Position of the company as 

at 31st December 2018. 

  Non-Current Assets Rs. Note    

  Building  72,000  1    

  Other fixed assets  100,000  2    

          

  Current Assets       

  Receivables 2,000  3    

          

  Current Liabilities      

  Penalties    2,500      

  Payable  4,300  3    

Note No. 1: 
     

  

The company had purchased building at the start of the year cost Rs.80,000. The 

management of the company charged the accounting depreciation on building at the rate 

of 10% on straight line basis. However, company tax advisor said that tax law allows the 

company to charge Rs. 50,000 as depreciation expense in the current year. 
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Note No. 2: 
     

  

Accounting depreciation charged on Other Fixed Assets is amounting to Rs. 10,000 and 

amount reflected in this respect is after depreciation, while tax law allows Rs. 8,000. 

Note No. 3: 
     

  

Receivables and Payables are taxed on a cash basis. 

Required: 
     

  

A)  Prepare a tax computation and calculate the current tax expense. 

B)  Calculate the deferred tax liability required as at 31 December 2018. 

 

Solution:     

A)  Tax computation for the year ended at 31 December 2018.  

    Rs.  

 Accounting Profit  100,000  

 Add:     

 

Depreciation on Building 

  8,000  

 Depreciation on other fixed assets 10,000  

 Payable Accruals  4,300  

 Penalties Liabilities   2,500  

 Less:     

 Receivable   (2,000)  

 Tax depreciation on Building (50,000)  

 Tax depreciation on other fixed assets (8,000)  

 Taxable income   64,800  

 Tax @ 40%   25,920  
      
B)  Deferred Tax liability at 31 December 2018   

 

  Carrying Value Tax Base 
Temporary 

Difference 

     Rs. Rs. Rs. 

 Building                 72,000           30,000           42,000  

 Other fixed assets               100,000         102,000            (2,000) 

 Receivables                   2,000                   -               2,000  

 Penalties                    (2,500)          (2,500)                  -    

 Payable                  (4,300)                  -              (4,300) 

 
      

Temporary 

Differences 
Tax @ 40% 

       Rs. Rs. 

 Deferred Tax Liabilities            42,000           16,800  

 Deferred Tax Assets           (4,300)           (1,720) 

 Net Deferred Tax Liability              15,080  



 
 

5.9 SUMMARY 
1. IAS 12 is all about the accounting treatment for income taxes on taxable income.  

2. Current tax is the amount of income tax payable (recoverable/refundable) in respect 

of the taxable profit (tax loss) for a period. It is an asset when paid in excess/over-

paid and it is a liability when it is unpaid/less paid. 

3. Deferred tax is only a mechanism used in accounting to reconcile the tax effects and 

accounting impacts of transactions. 

4. Temporary differences are differences between the tax base of an asset or liability 

and its carrying amount in the statement of financial position. Temporary differences 

may be either: 

i. taxable temporary differences, which are temporary differences that will result 

in taxable amounts in determining taxable profit (tax loss) of future periods 

when the carrying amount of the asset or liability is recovered or settled; or 

ii. deductible temporary differences, which are temporary differences that will result 

in amounts that are deductible in determining taxable profit (tax loss) of future 

periods when the carrying amount of the asset or liability is recovered or settled. 

5. The tax base of an asset or liability is the amount attributed to that asset or liability 

for tax purposes. 

6. Deferred tax assets are recognized only when it is probable that taxable profits will 

be available in future against which the deferred tax asset can be set-of. 

7. Deferred tax assets and liabilities are not discounted.  

8. Deferred tax is charged or credited directly to equity or other comprehensive income 

if the tax relates to items that are credited or charged, in the same or a different 

period, directly to equity or other comprehensive income.  
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INTRODUCTION 
 

 

Impairment is the reduction in the fair value of an asset. The fair value is an amount at 

which seller is willing to sale and buyer is ready to purchase an asset or an item without 

any influence. So, impairment is the amount which is not recoverable in the open market. 

The impairment can be due to damages, obsolesce and changes in economical and legal 

factors etc.  

 

 

OBJECTIVES 
 

 

The objective of this IAS is to; 

1. ensure that recoverable amount of asset is not less than its carrying amount at which 

asset is presented in financial statements. 

a. Recoverable Amount > Carrying amount 

 

2. determine the recoverable amount of an asset. 
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6.1 SCOPE 
The IAS-36 is applicable to all assets, except those arising under following IASs: - 

1. Inventories – IAS-2 

2. Financial Assets – IFRS-9 

3. Revenue from contracts with customers – IFRS-15 

4. Deferred tax – IAS-12 

5. Employee benefits – IAS-19 

6. Investment property measured at fair value – IAS-40 

7. Agriculture – IAS-41 

8. Insurance contracts-IFRS-4 

9. Non-current assets held for sale and discontinued operations- IFRS-5 

 

6.2 KEY TERMS  
Definition of key terms used in this IAS are as follow: 

1. Carrying amount: The IAS-36 defined the carrying amount as: 

 “Carrying amount is the amount at which an asset is recognized after deducting any 

accumulated depreciation (amortization) and accumulated impairment losses 

thereon.” 

 

 Basically it is an amount at which an asset is shown in the financial statements. The 

formula to calculate the carrying amount is as follow; 

 Carrying amount = Cost of an asset – accumulated depreciation – accumulated 

impairment losses (if any) 

 

2. Fair Value: IAS-36 defined the fair value as; 

 “Fair value is the price that would be received to sell an asset or paid to transfer a 

liability in an orderly transaction between market participants at the measurement 

date.” 

 

 It is the amount at which seller is willing to sale and buyer is willing to purchase 

without any influence. 

 

3. Value in Use: It is a discounted value of future expected cash flows of an assets. 

 The concept of time value of money is applied here, total future expected benefit is 

discounted at present date using discounting factor. 

 

4. Impairment Loss: “It is the difference of amount between the recoverable amount 

and carrying amount of an asset.” 

 Impairment loss = Carrying amount of an asset – Recoverable amount of an asset 
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5. Recoverable Amount: IAS-36  

defined the Recoverable amount as 

 “The recoverable amount of an asset is 

defined as the higher of its fair value 

minus costs of disposal, and its 

value in use.” 

 

 

6. Cash Generating Unit: As per  

IAS-36 the Cash Generating Unit is  

 “The smallest group of assets that can 

be identified that generates cash flows independently of the cash flows from other 

assets.” 

 

 Useful Life: “Useful life is the number of years/months/days over which an asset is 

expected to be used or the number of units that an asset is expected to be produced.” 

 

6.3 IDENTIFICATION OF IMPAIRMENT LOSS 
The IAS-36 has described certain circumstances which indicates that impairment does 

exist.  

i- If indication of impairment exists, entity has to conduct impairment review to 

confirm the occurrence of impairment at reporting date.  

ii- If there is a difference in recoverable amount and carrying amount, then it should be 

reported as impairment loss in the accounts.  

iii- If there is no such indication of impairment, still entity has to conduct annual test for 

impairment in following cases; 

a- Intangible asset of indefinite useful life such as trade marks 

b- Intangible asset not in use 

c- Goodwill acquired from business combination. 

 

 

 

 

 

 

 

 

 

Exhibit No. 6.1: Impairment Loss 

1- Indicators of Impairment 

 The IAS-36 classified the indicators into two categories as explained below, but this 

list is not exhaustive 

i- External sources (outside the entity) 

ii- Internal Sources (inside/within the entity) 

Carrying 

Amount 

Recoverable 

Amount 
(Lower of Fair 

value less cost to 

sell or value in 

use) 

Impairment 

Loss 

Recoverable Amount 

Fair value 

less cost to 

sell 

Value in 

Use 

Higher 

of 

Exhibit No. 6.1: Recoverable 

amount 
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External sources Internal Sources 

Market Value Condition of Asset 

Unexpected downward change in the 
value of asset in market. 

When an asset is damaged its recoverable 
value is reduced. 

Technological, Economical and Legal 
Factors 

Discontinuation of Business 

Significant change in technology, 
economy or law adversely effect the value 
of an asset. 

When there is plan to discontinue the 
operations then the intended use of the 
asset is also declined. 

Interest Rate Useful Life 

An increase in interest rate will change 
the value in use (discounting factor). 

Reduction in useful life will reduce the 
recoverable amount 

Market Capitalization Asset Economic Performance 

The net asset of the entity are more in 
worth than its shares in market. As equity 
is represented by the assets. 

When there is evidence that the entity’s 
asset economic performance is below than 
expected. 

 

Exhibit No. 6.2: Internal & External Sources of Impairment Loss 

Example No.6.1 
A transport company purchased a bus costing to Rs. 1,500,000 two years ago. Accumulated 
depreciation till to date is Rs. 700,000. During current financial year the bus was damaged 
due to accident, while transporting some equipment to the client in other city. Now 
management is expected that its fair value is Rs. 300,000 million.  
Required: Calculate the impairment loss and its accounting treatment. 
 
Solution:  
Recoverable amount (fair value)  = Rs. 300,000 
Carrying amount of the bus   = Rs. 800,000 
Impairment Loss   = Rs. 500,000  
 
The bus should be recognized at recoverable amount and impairment loss should be 
expensed out through Profit & Loss account immediately. 
 
Example No. 6.2 
ABC refreshment Ltd was a profitable company but due to some mismanagement, poor 
quality food delivered to regular customers. Thus, this effects the market repute of the 
company and the profits of the company are turned into losses in May 2018.  The carrying 
values of the assets of cash generating unit of ABC Limited at 31 December 2018 are as 
follows: 

    '000'   

  Good will  15,000   

  Land & Building  25,000   

  Equipment & Machinery 17,000 
 

 

  Inventories  11,000   

  Total   68,000   
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Management is of view that the recoverable amount of this cash generating unit is Rs. 40 

million, while fair value is not measurable reliably. 

Required: Calculate impairment loss and revised carrying amount of the assets. 

Solution:      

Impairment Loss Calculation     

   '000'   
Carrying amount  68,000   
Recoverable amount (value in use) 40,000   
Impairment loss   28,000   

       

Revised Carrying Amounts  '000'   

Assets 
Old carrying 

Amount 

Impairment 

Loss 

Revised Carrying 

Amount 

  

Good will 15,000 15000 -   
Land & Building   25,000 7,738 17,262   
Equipment & Machinery 17,000 5,262 11,738   
Inventories 11,000 - 11,000   
Total   68,000 28,000 40,000   
Note: Impairment loss will first charge to Goodwill.  
Inventories are covered under IAS-2. 

 

6.4 MEASUREMENT OF RECOVERABLE AMOUNT 
“Recoverable amount is the higher of 

i- Fair value less cost to sell; or 

ii- Value in use” 

 

However, if anyone value is available and that is more than its carrying value, then there is 

no impairment. In such case, there is 

no need to find out the second 

amount. Furthermore, sometimes fair 

value of an asset is not measurable 

reliably particularly when active 

market of the asset does not exist, in 

this case value in use is equal to the 

recoverable amount and sufficient for 

calculation of impairment, if exists. 

 

IAS-36 has explained the 

measurement requirement for fair 

value less cost to sell and value in use.  

 

Higher 

of 

Recoverable 
Amount 

Fair value 
less cost to 

sell 
Value in Use 

Exhibit No. 6.1: Recoverable 

amount 
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Example No. 6.3 

 

 
 

1. Calculation of Fair Value Less Cost to Sell 

 As per IFRS-13: fair value measurement the fair value is the price which one party 

is either willing to receive or paid as consideration for sale of an asset or settlement 

of a liability. 

 The above definition is comprised on following; 

i. Exit price: the price at which seller is willing to exchange the asset with buyer. 

ii. Orderly transaction: it is not a forced trade activity. 

iii. Market based price not entity based price. So, market conditions should 

considered, while determining the fair value. 

 

 While cost to sell includes the stamp duty, taxes etc and other costs which are 

necessary to incur to bring the asset in a saleable condition. 

 

2. Calculation of Value in Use 

 Value in use is “the discounted value of future benefit that is expected to be generated 

by the asset over its useful life.” 

 

 Time value of money concept is applied and discounted rate is used for the 

calculation of value in use. 

 

 As the definition suggests 

i- Value in use is based on discounted value. Discounting factor is applied on 

the expected future cashflows to determine the present value. Discounted rate 

is the pre-tax rate. Pretax rate reflects the  

a. current market assessment of the time value of money and  

b. the risk specific to the asset for which future cashflows has not been 

adjusted.  

 

3. Anticipated Future Benefit: 
i- Management has to be vigilant while determining the expected future cashflows of 

an asset. The ground assumption on which expected future cashflows are based must 

be reasonable in all ways.  

While preparing the financial statements of ABC Ltd, management came to know that

some assets will exhaust their useful life in next year. The carrying amount of those

assets at current year end is Rs. 50,000. The value in use of those assets is Rs.

55,000, while fair value less cost to sell is Rs. 5,000 (scrapped).

Required:

What is the recoverable amount of assets at current year.

Solution:

Recoverable amount of the asset is Rs. 55,000 which is value in use as it is higher 

than carrying amount. Impairment loss is nil.
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ii- In IAS-36, period of 5 years is mentioned for budgeting the cashflows. 

However, it is also stated that if management has strong justifications based 

on previous experience then this limit of 5 years could be relaxed for the entity.  

iii- Management should assess the all factors that can change the amount of future 

expected cash flows. Variations are the changes in expected and actual future 

benefits. It is possible that the amount of future benefit or timings of cashflows 

will be changed.  

 

 Management should consider the followings while estimating the future cashflows 

a- Continuing use of asset 

b- Expenses necessary to incur to derive cashflows from continuing use of an asset. 

c- Net cashflow derived on disposal of asset when useful life of the asset is 

exhausted. 

 

 However, followings are not the part of future cashflows 

a- Expenses related to financing activities; and 

b- Income tax. 

 

4. Remaining Useful Life: Third point in the definition of value of use is the future 

cash flow that is expected to be generated by the asset in its remaining useful life and 

in the existing condition. Therefore, following cashflows should be excluded while 

estimating the future cashflows 

i. Any planned restructuring in future which increases the cashflows but 

management has not announced or committed it; and 

ii. Improvements in the assets conditions to increase cash flows. 

 

 Example No. 6.4 

 One of the segment of ABC Ltd is reviewed for impairment purpose. The carrying 

amount as a whole of the segment is Rs. 225,000. Management has calculated 

following options; 

i) Budgeted future benefit to be derived without reorganization is Rs. 190,000. 

ii) Budgeted future benefit to be derived with reorganization is Rs. 235,000 

 

However, active market does not exists for the sale of this segment 

 

 Solution: 

 As per IAS-36, while calculating the recoverable amount future reorganization will not 

be considered. Therefore, value in use without reorganization will be considered. 

Furthermore, as active market is also not available, thus recoverable amount is the value 

in use amount that is Rs. 190,000. As the carrying amount of the segment Rs 225,000 is 

greater than its recoverable amount, so we concluded that impairment loss does exit. 

 

  Recoverable amount = value in use (without reorganization) = Rs. 190,000 

Carrying amount                                                                   = Rs. 225,000 

Impairment loss                                                                  = Rs. 35,000 
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6.5 ACCOUNTING TREATMENT FOR IMPAIRMENT LOSS 
Impairment loss will arise when recoverable amount is less than the carrying amount of an 

asset at which asset is presented in the statement of financial positions of an entity. 

1- Profit & Loss Account: Impairment loss usually charged to the statement of profit 

& loss account. 

2- Other Comprehensive Income Statement: If the asset is revalued, then impairment 

loss to the extent of revaluation surplus available, will be charged to statement of 

other comprehensive income. In simple word, impairment loss will be charged to 

revaluation surplus first and when the available balance of revaluation surplus is 

exhausted then remaining balance of impairment loss will be charged to profit & loss 

account. 

3- New Carrying Amount: Once the impairment loss is recognized then impaired asset 

will be depreciated on the new carrying value (reducing by the impairment loss). The 

method of depreciation will be the same, however, remaining useful life will be 

assessed again and depreciation charged on the remaining useful life (assessed) of 

the impaired asset. 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 
 

     Exhibit 6.4: Accounting of Impairment Loss 

  

NO

O 

Carrying amount < 

Recoverable amount 

Impairment Loss 

Asset is at COST Asset is REVALUED 

Profit & Loss 

Account 

Revaluation Surplus 

Account 

Impairme

nt Loss 

does not 

exist 

Review of 

Impairment Loss 

Accounting of 

Impairment 

Loss 

Recognition of 

Impairment Loss 

Explanation Exhibit 6.4 
1- Review the indicators of impairment loss, if exist. 
2- If recoverable amount is less than its carrying amount, results in impairment loss 

exist. 
3- Review the asset, is it at cost or revalued. 
4- If at cost, charge the impairment loss in Profit & Loss of the year of occurrence. 
5- If asset is revalued, charge the impairment loss to the revaluation surplus (reduce 

the revaluation surplus balance. 
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Example No. 6.5 

ABC Ltd has purchased a plant for its branch located in Islamabad, the cost of the plant is 

Rs. 340,000 and estimated life is 25 years. Management has stated its residual value as nil. 

Company policy is to depreciate all its assets on straight line method. While preparing 

financial statements of 4th year after purchase, management came to know that the 

recoverable amount of the plant is Rs. 200,000 and its useful life is reduced to 15 years. 

        

Required: In above scenario, you are requested to calculate     

1 Carrying amount of the plant to be comapred with the recoverable amount.   

2 Amount of impairment to be recognized at the end of year 8, if any.   

3 In case of impairement, new depreciation charges for the year.  

  
Solution:         

         

 Part 1: Carrying amount    

 Rs.   

 Cost of the asset  750,000    

 Depreciation (340,000/35x7) (68,000)   

 Carrying amount to be compared    682,000    
  

 Part 2: Impairment loss    

   Rs. 

 Carrying amount 682,000    

 (as calculated in part 1)    

Less: Recoverable amount  (350,000)  

 Impairment Loss 332,000  
      

 Part 3: Depreciation        

 

As the revised amount is Rs. 350,000 and remaining useful life is 18yrs. So, depreciation 

for the year is Rs. 19,444 (Rs. 350,000/18) using straight line method. 

 
6.6 CASH GENERATING UNIT 
Sometimes, the recoverable amount of an asset is not possible to calculate on individual 

basis. In such case value in use of the group of assets will be calculated because cash flows 

of individual asset is not identifiable. So, there are chances that in group of assets one asset 

which is not generated cash flows independently will be impaired. 

 

The IAS-36 has explained one more term that is Cash Generating Unit in the following way 

“Smallest identifiable group of assets that generates cash inflows that are largely 

independent of the cash inflows from other assets or groups of assets.” 
 
In simple words, cash generating unit is the; 
1- Smallest group of assets which is identifiable and  
2- Cash flow derives from such group of assets is measurable independently.  
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When an asset in such group of assets called Cash-Generating Unit is impaired, the 
recoverable value of the cash generating unit is identified as whole. 
 
Cash generating units once identified, will remain same for next reporting periods until and 
unless there is reasonable justification for not doing so.  

 
6.7 GOODWILL 
The goodwill acquired due to business combination must be reviewed annually at reporting 
date. Purchased goodwill belongs to the business as a whole, we cannot identify it 
separately. Therefore, purchased goodwill is allocated to all cash generating units involved 
in the business combination. 
 
However, if it is not possible to identify the all Cash Generating Units, then impairment 
loss will be reviewed as below: 
1- Calculate the impairment loss on each cash generating unit and recognize the 

impairment loss on individual basis (excluding the allocation of goodwill) 
2- Calculate the impairment loss of the entity as a whole (not on CGU basis) and also 

includes the goodwill in calculation. 
 
In case of disposal of a portion of cash generating unit, the goodwill allocated to that CGU 
will be included in the carrying amount to the extent of portion of CGU that is disposed of. 
If entity reorganizes its business operations and as a result composition of cash generating 
unit is changed then goodwill will be reallocated to the revised values of new cash 
generating units. 

 
6.8 IMPAIRMENT LOSS ALLOCATION TO THE CASH 

GENERATING UNITS 
The method given in the IAS-36 for the allocation of impairment loss to the Cash 

generating unit is as follow: 

Step No. 1: Allocation of goodwill to the cash generating units; then 

 

Step No. 2: Allocate the goodwill to the assets within cash generating unit in proportion to 

the carrying amount of the assets. 

 

Remember, the carrying amount in above case will not be less than the highest of following; 

i- Fair vale less cost to sell (if identifiable); 

ii- Value in use (if identifiable) 

iii- Zero. 

 

3- Timing of Impairment Test 

 As per IAS-36 impairment review should be performed once in each year and the 

date should be same for every year. However, the date of review could be vary for 

asset to asset (cash generating unit). 
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 However, if the cash generating is acquired during a financial year then its review 

should be done before the end of that financial year. 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 
 

 

Exhibit No. 6.2: Allocation of Impairment Loss 

  

 Example No. 6.6 

 ABC Ltd has acquired a cash generating unit from XYZ Ltd of worth Rs. 120,000. 

Cash generating unit is divided into following components 

  Rs. 

1- Machinery & Equipment            90,000  

2- Goodwill            10,000  

3- Other assets            20,000  

 Total           120,000  

 

At the end of financial year, management is of view that recoverable amount is 

less than its carrying amount that is Rs. 95,000. 

Required: Calculate the impairment loss and charge, it different assets of cash 

generating unit. 
 

Solution:  

  Rs. 

 Carrying amount           120,000  

 Recoverable amount        (95,000) 

 Impairment Loss            25,000  

Carrying amount is greater than recoverable amount. 

No asset reduced below the highest of  

i- Fair value less cost to sell 

ii- Value in use 

iii- Zero 

Reduce Goodwill till zero 

Reduce the carrying amount 

of assets (except Goodwill) 

in CGU on 

pro rata basis 

1st Step-allocation 

of impairment loss 

2nd Step-allocation 

of impairment loss 
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The impairment loss will be allocated to the assets of cash generating units on 

following basis; 

i. Step No. 1 is to charge the impairment loss to the Goodwill, so out of Rs. 

25,000, Rs. 10,000 is charged to Goodwill, thus Goodwill at the end is 

zero 

ii. Step No. 2 is to charge the balance amount of impairment loss to 

remaining assets. Remaining balance of impairment loss is Rs. 15,000 and 

will be allocated on other assets by dividing the carrying amount with 

total carrying amount of assets and multiply with remaining balance of 

Impairment loss as detail below: 
 

S. 

No. 
Particulars 

Carrying 

amount 

Impairment 

loss 

New carrying 

amount 

  Rs. Rs. Rs. 

1- Machinery & Equipment 90,000 (12,273) (77,727) 

2- Goodwill 10,000 (10,000) (0) 

3- Other assets 20,000 (2,727) (17,273) 

 Total  120,000 (25,000) (95,000) 

 

6.9 REVERSAL OF IMPAIRMENT LOSS 
Management has to review the impairment loss at the end of each year, whether it exist or 

not and is there any reduction in the value of impairment loss that has been recorded in 

previous years.  

1- Conditions for reversal of impairment loss: Any change in this regard should be 

recognized in the accounts, however following conditions should be followed: 

i- Reversal should be justifiable and indicators must support the reduction of 

impairment loss, such as improvements in economic or legal conditions etc. 

and 

ii- Reversal should not be more than the carrying amount of the asset if 

impairment was not recognized previously.  The carrying amount of the asset 

if impairment was not recognized in the previous year is considered as ceiling 

and after reversal of impairment, the carrying amount of the asset should not 

be more than that carrying amount. 

 

 While allocating the reversal to the assets, ensure that carrying amount of the asset 

should not be more than the lower of followings: 

i- Recoverable amount of asset if measurable, and 

ii- Carrying amount that would have been if impairment loss had not been 

recognized for that asset in prior years.  The carrying amount should be net of 

depreciation amount. 

 

 Once the reversal is confirmed, recognized it immediately in the 

i- Profit and loss account if previously it is charged to Profit & Loss Account, 

and 
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ii- Statement of other comprehensive income, if impairment was charged to 

revaluation surplus in prior periods. 

iii- Depreciation will be charged on the new carrying amount (after adjustment of 

impairment). For depreciation new carrying amount will be calculated by 

following way; 

 = Revised/New carrying amount (with impairment adjustment) Minus residual 

amount (if any) Divided by Remaining useful life (revised one if any) 

 

 Any reversal should be charged to cash generating unit on pro rata basis, however, 

goodwill will not be considered in this calculation. 

 

 Exception to this Rule: Reversal of impairment loss in case of Goodwill is not 

allowed under this IAS. The logic behind this reversal is that increase in goodwill is 

the result of internally generated new goodwill, it is not a reversal but addition. 

Therefore, reversal of impairment is charged to Goodwill. 

 

 Example No.6.7 

Below is the situation of Cash Generating Unit of ABC Ltd on last reporting date. 
     Fig in Rs. 

Particulars 
Carrying 

amount 

Impairment 

loss 

New carrying 

amount 

Goodwill 10,000 (10,000) - 

Other assets 60,000 (10,000) 50,000 

Total  70,000 (20,000) 50,000 

 

 During the current year, market situation has been changed in favor of company as 

a result, recoverable value of the Cash Generating Unit has increased to Rs. 60,000. 

 The net carrying amount at the year end is Rs. 51,000. The company policy is to 

depreciate asset at the rate 15%. 

 Required: How the reversal of impairment loss will be account for in above 

scenario. 

 

 Solution: 

Particulars 
Carrying 

amount 

Reversal of 

impairment 

New Carrying 

amount 

 Rs. Rs. Rs. 

Goodwill - - - 

Other assets 42,500 8,500 51,000 

 42,500 8,500 51,000 
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 As per IAS-36, reversal of Impairment loss will not be charged to Goodwill, so 

Goodwill will remain nil. 

 

 However, the revised carrying amount of other assets is Rs. 51,000 which is less than 

recoverable amount Rs. 60,000, so the reversal of Rs. 8,500 (51,000 - 42,500) will 

be accounted for in Profit & Loss account. 

 

6.10 DISCLOSURE 
Disclosure of following information is required: 

 The amount of Impairment loss calculated during the years and debited in the profit 

& Loss account by an entity on account of each class of asset and line items of Profit 

& Loss account in which impairment loss is charged.  

 Reversal of Impairment loss on account of each class of asset charged to Profit & 

Loss account and the line items of profit & loss account in which reversal of 

impairment loss is charged. 

 The amount of impairment loss charged to other comprehensive income directly and 

also the reversal if any. 

 In case of segment reporting the entity should disclose the both impairment loss and 

reversal of impairment loss either recognized in other comprehensive Income 

statement of Income statement or both. 

 If the amount of impairment loss or reversal related to assets is significant, then 

further required information in this regard is as; 

i. Details of circumstances or situations 

ii. The amount  

iii. If it is related to individual asset, then the nature and the segment to which it 

relates. 

iv. If it is related to Cash-Generating Unit, then description of group of assets is 

required. If the business assets are reorganized as a result structure of cash 

generating units have been revised then the previous and new composition 

with justification should be disclosed. 

 Entity should disclose the fact that, while assessing the impairment loss, the amount 

taken was the fair value less cost to sell or value in use.  

 The method used to determine the fair value less cost to sell. 

 In case of value in use, the disclosure of discounted rate used is mandatory. 

 Entity must disclose the classes of assets and the circumstances that cause the 

impairment losses/reversals, which is shown in an aggregate manner. 

 Entity also needs to disclose the method used to calculate the recoverable amount of 

cash generating unit, Furthermore, when intangible asset or goodwill having 

indefinite useful life is also included in the carrying amount of cash generating units, 

then the disclosure of estimates used is also required. 

 In case of business combination, if any portion of goodwill not allocated should be 

disclosed alongwith reasons. 
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6.11 SUMMARY 
1- The IAS 36 is applicable on all the assets except those which are covered under other 

IASs. 

2- Assets are presented in the balance sheet at net carrying amounts. 

3- Recoverable amount is equal to the fair value less cost to sell or value in use 

whichever is less.  

4- Fair value of the asset is measured as per IFRS 13 and value in use is the future 

expected cash flows, which are discounted at present date. Discounted factor is 

applied which is pre-tax rate. 

5- Impairment loss is recognized when carrying amount is less then recoverable 

amount. 

6- Impairment loss of assets which are recognized at cost is charged to Profit & Loss 

account of the entity. 

7- Impairment loss of revalued assets is charged to revaluation surplus. 

8- Impairment review should be conducted once in each year. In case if impairment 

exists, the recoverable amount should be calculated to find out the value of 

impairment loss. 

9- Impairment should be recognized in the Profit & Loss account or revaluation surplus 

immediately. 

10- Goodwill and other intangible assets must be assessed for impairment loss annually 

and recoverable amount must be calculated. 

11- In cash of Cash Generating Unit, the impairment loss as a whole is calculated which 

then allocated to the assets of Cash Generating Unit on pro rata basis. 

12- Reversal of impairment loss is possible to the extent of lesser of recoverable amount 

or carrying amount. However, as per IAS-36 Goodwill is not allowed to reverse back. 

 

6.12 COMPREHENSIVE EXAMPLES 

Example No. 1 
ABC Ltd has purchased an equipment of cost Rs. 340,000 to enhance its production 

capacity and install the same in the start of current financial year. The useful life of the 

equipment is 15 years and management is of view that its residual value will be zero at the 

end of its useful life. Company policy is to depreciate asset on straight line basis. While 

reconciling the financial record at the beginning of 3rd year of purchase of equipment, 

management came to know that the value of equipment has been risen to Rs. 350,000, 

while its useful life is the same. However, the market conditions regarding that equipment 
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went unfavorable at the start of 4th year of purchase of equipment, therefore, recoverable 

amount of the equipment is reduced to Rs. 120,000 with useful life of 10 years. 

 
Required: Calculate the followings 

a. Calculate the amount of revaluation surplus if any at the beginning of 3rd year of 

purchase of equipment. 

b. What is the carrying amount of equipment at the end of 3rd year. 

c. Calculate the amount of impairment loss, if any, at the beginning of 4th year. 

d. Calculate the depreciation amount on revised useful life during 4th year. 

 

Solution:  

Part a: Carrying amount at the end of 2nd year; 

  Rs. 

 Cost 340,000 

 Depreciation (45,333) 

 Carrying amount 294,667 

 Re-valued amount 350,000 

 Revaluation surplus 55,333 

 

Part b: Carrying amount of equipment at the end of 3rd year; 

  Rs. 

 Carrying amount after revaluation 350,000 

 Accumulated depreciation (26,923) 

 Carrying amount 323,077 

 

Part c: Impairment loss at the end of 4th year; 

  Rs. 

 Carrying amount at the beginning of the year 323,077 

 Recoverable amount (120,000) 

 Impairment loss 203,077 

 

Part d: Depreciation amount for the 4th year  

  Rs. 

 Depreciation amount 12,000 

 (Rs. 120,000/10 revised useful life)  
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Example No. 2 

In the production department 2 of the ABC Ltd, one of the group of assets which are 

producing goods as a whole in production line 1 is being damaged by the negligence of 

labor. On inspection, management came to know that in group of assets, one asset which 

is not identifiable and cannot produce cash flows independently has been damaged and the 

fair value less cost to sell of this group of asset is now less than its carrying amount.  

However, at the year end, impairment review was conducted and it was noticed that the 

carrying amount of production line 1 as a whole is still higher than fair value less cost to 

less, thus it is not impaired.   

Required: 

Situation No. 1:  Management has no intention to replace the assets. 

Situation No. 2: Management has shown intentions for replacement of assets and the 

damaged asset will be sell out in future.  

Solution: 

Analysis of Situation No. 1 

1. This is a Cash Generating Unit- It is not identifiable and cash flows are not 

measurable. 

2. Value in use must be higher than Fair value less cost to less- Management is not 

intended to sale it in future, therefore, its value in use will be higher than its fair 

value less cost to sell. 

3. Overall production line is not impaired and the value in use will be higher than fair 

value less cost to sell, therefore, impairment loss will not be recognized. 

Analysis of Situation No. 2 

1. Value in use will be same as fair value less cost to sell - because management is 

going to sale it out in near future, thus fair value less cost to less is likely to be same 

as of value in use. 

2. Impairment loss does exist - because of fair value less cost to sell = value in  

use = => Recoverable amount < Carrying amount = Impairment loss. 
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INTRODUCTION 
 

 

A provision is the liability which has to be paid by the entity in future. The companies 

record the liabilities in the form of provisions in the financial statements. If an entity shows 

more liabilities than actual or less liabilities than actual, in both cases financial statements 

of the entity will not reflect the actual status of the entity. Entities can report high liabilities 

to avoid tax and high profits as signal of financial sustainability.  Therefore, in order to 

avoid such presentation, the IAS 37 is used to recognize provision subject to certain 

conditions so that financial statements give true and fair view to the users. 

 

 

OBJECTIVES 
 

 

IAS 37 sets out rules for Provision, Contingent Liabilities and Contingent assets on; 

1. appropriate recognition criteria 

2. appropriate measurement basis; and 

3. disclosure of sufficient information with respect to nature, timing and amount. 

 

This IAS also explains the same misapprehension about the term provision used by the 

different entities. 
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7.1 SCOPE 
The IAS 37 is applicable on all types of provisions, contingent liabilities and contingent 

assets arising during the business activities except following: 

1. Executory contracts – this is not applicable on the provisions, contingent liabilities 

and contingent assets arising from the executory contracts but not onerous contracts. 

 

2. Any contract which is covered under any other IAS. As all those contracts which 

are covered under any other IAS will follow the instructions of that IAS. 

 

IAS 37 has given below list where it is applied: 

i. IAS 11: Construction contracts 

ii. IAS 12: Deferred tax 

iii. IAS 17: Lease (Onerous lease is fall under the ambit of IAS 37) 

iv. IAS 19: Employee benefits 

v. IFRS 4: Insurance Contracts (all provisions, contingent liabilities and contingent 

assets which are not covered under the contract) 

vi. IAS 39: financial instruments. 

 

7.2 KEY TERMS  
1. Provision 

 IAS 37 defines the provision as 

 “Provisions are liabilities of uncertain timing or amount.”  

 

 These are the future expected payments related to those activities which have already 

been taken place. The main feature of these future expected payments is that 

companies at the time of recording, do not know the exact time of payment and the 

amount that has to be paid.  

 

2- Liability 

 Liability is the amount which an entity is liable to pay in present, for those 

transactions which it has incurred in past. It would be settled by paying economic 

resources.  

 

 Provisions are liabilities in the form of present obligations for the entities which are 

created as a result of transactions that have already taken place and the entities are 

expected to pay money for settlement. Here, critical point is the occurrence of some 

event in past, if there is no past event than there is no obligation and liability. 

 

 Past event can cause two types of obligations: 

i- Legal Obligations such as court decision. 

ii- Constructive obligations: These are shown by the actions, practices or 

accepting some statements given by the entity. 

 

Example No. 7.1: A book keeper, managing a small shop in a town, sells the 

magazines to the general public, takes back sold magazines from customers and 
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refund their money and also replaces them with new one without charging any 

additional amount. This is his practice of running business.  

Required: Whether is it a constructive or legal obligation?   

 

Solution: It is a constructive obligation, because it is not enforced by law to the 

book keeper to refund or replace the sold items without any defect in the magazines. 

It is his practice and his customers (of small town) are aware of his policy of refund 

and replacement 

 

3- Contingent Liabilities 

 The IAS 37 states that  

i- When the confirmation of existence of a liability is depended on the occurrence 

or non-occurrence of some future events, which are not under the complete 

control of the entity, or 

 

ii- When a liability is not measurable because it is not possible to monetize the 

obligatory amount then in both scenarios it is called contingent liability. 

 

4- Contingent Assets 
 When the confirmation of existence of an asset is depended on the occurrence or 

non-occurrence of some future events, which are not under the complete control of 

the entity, is called contingent asset. 

 

 Example No. 7.2: ABC Ltd has filed a law case against XYZ Ltd for breach of 

contract and claimed damages, Lawyers of ABC Ltd is of opinion that they will win 

the case but amount is not certain that would be penalized by the court on XYZ Ltd.  

 Required: Is this a contingent asset for the ABC Ltd and what would be 

treatment suggested by IAS 37? 

 

 Solution: 

 As it is probable that ABC Ltd will win the lawsuit but the gain is not certain, 

therefore it is a contingent asset. IAS 37 states that it should be disclosed in the notes 

as a contingent asset with some justification on the possibility of winning the lawsuit. 

 

5- Onerous Contracts 
 In simple words, a contract is said to be onerous when cost exceeds economic 

benefits. 

 

 

 

6- Restructuring 

 Restructuring is a process in which management of an entity has decided to either 

change the scope of business activities or the manner by which business is conducted. 

Minor changes do not constitute restructuring. 

 

Expected Cost > Expected economic benefits flows to the entity 
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7- Executory contract 

 When both parties to the contracted have discharged their responsibilities to an equal 

extent, then it is called executory contract. Equal Extent means, if one party has not 

done anything to the contract then second party has also not discharged any part of 

its responsibilities. 

 

7.3 RECOGNITION OF PROVISIONS 
 As per IAS-37, provisions are defined as “the liabilities of uncertain timing or 

amount.” 

 The basic difference between the provision and other liabilities is the uncertainty 

regarding the: 

i- Time – when will it be settled? If an entity does not know the time of payment 

of obligation. 

ii- Amount – what will be the exact amount paid for settlement? When an entity 

does not know the amount that has to be paid for settlement of obligation. 

 

As per international accounting standards expenses are usually recorded on the basis 

of accruals, however those expenses which are certain in terms of time and amount 

are considered as provisions.  

 

 Similarly, provisions for depreciation and bad debts are also not covered under this 

IAS as these provisions reduced the asset value. 

 

 

 

 

 

 

 

 

 

 

 

 

Liability 

Charged to Profit & 

Loss Account 

Cash & Bank 

Account 

Recognized 

Settled 

Exhibit No. 7.1: 

Accounting treatment of 

liability 

Explanation of Exhibit 7.1: At the time of 

recognition of liability its second effect 

goes to P&L account, However, at the 

time of actual payment its second entry 

will hit the cash & bank account. 
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1- Conditions for Recognition of Provisions:  

Following are the conditions that are described in IAS fora provision to recognize 

i- Present Obligation: The provision must be created as a result of some past event.  

 Present obligation means the entity cannot avoid the settlement of obligation, 

because it is created due to occurrence of some activity in the past. As the entity 

cannot undo that event on happening of which obligation has been arisen. This could 

be due to the: 

a- Legal obligation: Enforceable by Law, like court has issued some orders. 

b- Constructive obligation: Entity’s action shows the willingness to take some 

responsibilities. These could be any of the followings; 

i. Past practices, 

ii. Defined in policies of the entity 

iii. Specific statement given by the entity etc. 

 

ii- Past Event: All those event are considered to be past events which are occurred in 

past and before the reporting date. Any obligation which is based on the future event 

will be recognized as provision. Only those past events, which are independent from 

entity’s future actions are treated as provision in the meaning of IAS 37. 

 

 If entity is expecting to pay there should be second party on the other side who will 

receive the economic benefit, though it is not necessary the other side party is an 

individual or a group of people. Obligation must be owned by the entity before the 

reporting date. Entity must specifically communicates to the second party regarding 

its willingness to accept the obligation.  

 

iii- Probable Out flows: It means that at the time of settlement of obligation, economic 

benefits will flow out of the entity. Here, probable means chances of occurrence is 

more than 50%.  So, we can say, when an entity expects the chances of outflow of 

resources wither in the form of cash or in kind is more than 50% then it satisfies the 

2nd condition of provision. 

 

iv- Reliable Estimate of Payable Amount: An entity should be able to estimate the 

amount that is payable for settlement of obligation.  

 
Example No. 7.3: ABC Ltd is an electrical appliances company which is involved 

in selling of electric ovens. As per policy, company provides warranties to the 

customers of 4 years from the date of sale for any defect related to manufacturing.  

During current year, company has sold 300,000 ovens and expected that 3% will 

claim warranties.  

Required: How to recognize the provision of sale of 300,000 ovens. 

 

Solution: As per IAs 37 provision should be recognized in this scenario, as sales 

have been made with policy to claim warranties within 4 years of date of sale. So, 

provision of 3% of sales price of 300,000 ovens will be recognized. 
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7.4 MEASUREMENT OF PROVISIONS 
The amount that has to be paid by the entity in order to settle the obligation must be based 

on best estimates.  

i- This is the amount payable for settling the obligation. As the estimates have financial 

impacts, therefore, should be made carefully.  

ii- Management uses judgment, past experience on same type of event and opinion of 

independent expert for measuring the amount.  

iii- Risks and uncertainties should be accounted for while calculating the best estimates.   

 

1- Concept of Time Value of Money 

 When the expected payment is not in near future and the amount involved is material 

then present value of the future expected payment should be calculated.  

 

 The value of money varies with time, the worth of Rs. 100 today may be much more 

than the worth of those Rs. 100 which would you receive after 10 years. This is called 

the time value of money.   

 

Example No. 7.5: ABC Ltd is constructing a simple building for temporary 

accommodation of 100 labors working on a constructing project of a flyover in the 

mid of the city. As per contract ABC Ltd has to demolish the building after the 

construction of flyover and resurface the ground because after that labors will be free 

and accommodation is no more required for them. Building has been completed but 

flyover will take 3 years to complete. The expected cost to demolish the building 

after the completion of flyover is Rs. 1,000,000/-. How to account for provision in 

this regard as per IAS 37? The pre tax rate applicable is 10%. 

Required: How to treat above scenario as per IAS 37? 
 

Solution:  

Provision should be recognized of Rs. 751,319 (W-1) 

 

W-1 

Rs.751,319  1,000,000 
(1.1)3

1
  00Rs.1,000,0 of luePresent va  x  

 

2- Occurrence of Event in Future 

 All those future events which can effect the value of provision at present should be 

accounted for and disclosed in the financial statements. As per IAS-37, all those future 

events which are certain to be occurred should be accounted for while calculating the 

amount of provisions for presenting in financial statements. Though at present the 

provision amount is high but in future before settlement it could be reduced and it is 

justifiable based on strong grounds/assumptions should be reflected in the notes. 

However, the provisions will be not be reduced due to any expected gain on the 

disposal of assets in future. 
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3- Reimbursement Effect on Provisions 
 Sometimes an entity is backed up by third party for certain payments. In such cases, 

reimbursements should be recognized in the financial statements only when; 
i- It is certain that third party will pay the amount and 
ii- It should be presented in the financial statement as an asset and the amount 

should not be more than the amount of provision. Such assets should not be 
net off with other provisions.  

 

 The IAS 37 allows the expenses to be deducted from the provision which are 
specifically related to that provision only and net amount could be shown in the 
financial statements. 

 
7.5 ACCOUNTING TREATMENT OF PROVISIONS 
The IAS-37 describes the following method to record the provision 
  

1- Initial Measurement 

i- Recognition of Provision 
 

ii- Settlement of Provision 

 
 

iii- If the provision amount is less than actual amount paid 

 When the actual amount paid to settle the liability is greater than the provision 

recorded in the statement of financial position, then the difference of record and paid 

amount will be charged directly to the profit & loss account as expense. 

 

 

 

iv- If the provision amount is greater than actual amount paid 

 When provision amount is greater than actual amount paid, then the difference of 

provision and paid amount will be charged to profit & loss account as depicted below: 

 
 

 

 

Debit Credit

Statement of Financial Position Liability XXX

Statement of Financial Position Cah/Bank XXX

Debit Credit

Statement of Financial Position Liability XXX

Statement of Financial Position Cah/Bank XXX

Profit & Loss Account Income sode XXX

Extra 

amount paid 

recorder as 

expense 

Net amount 

credited to 

P&L 

Debit Credit

Profit & Loss account Expense Side XXX

Statement of Financial Position Liability Side XXX

Debit Credit

Statement of Financial Position Liability XXX

Profit & Loss Account Expense Side XXX

Statement of Financial Position Cah/Bank XXX
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 Explanation Exhibit 7.1: A provision is only recognized when a company cannot 

avoid it by any future action. If it is avoidable IAS-37 does not allow to recognize it 
as provision. 

 

When to recognize 

PROVISION 

Is the obligation avoidable by any future action? 

 

Do not recognize 

Provision 

 

Recognize Provision 

Example No. 7.6: ABC Ltd was in litigation with one of the customer, who is 

asking for damages, legal advisor is of opinion that the matter will be settled in  

Rs. 950,000 during year 1. However, during year 2 dispute was settled in the favor 

of customer at Rs. 1,200,000.  

 

Required: Suggested treatment for year 1 & 2 in the light of IAS 37. 

 

Solution: 

Year 1: Provision will be recognized at Rs. 950,000 as follow 

 

Expenses     Rs. 950,000 

Provision     Rs. 950,000 

 

Year 2: Actual paid amount is greater than provision created, difference of  

Rs. 250,000 is directly charged to P&L account and the whole balance is charged 

to cash/bank account 

 

Provision     Rs. 950,000 

Expense (P&L a/c)    Rs. 250,000 

Cash/Bank account    Rs. 1,200,000 
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7.6 OTHER SPECIFIC AREAS 
1- Onerous Contracts 

 A contract is said to be onerous when cost incurred exceeds the price of the contract due 

to unavoidable circumstances. The IAS-37 states that entity should create provision of 

expected unavoidable cost in case of onerous contract in the financial statements. 

 

 Example No. 7.7 

ABC Ltd has entered into an agreement with XYZ Ltd for delivery of 500kg 

customized plastic bags at the rate Rs. 5000 per kg. For the production of 500kg 

plastic bags company ABC Ltd has entered into another contract with Mr. A to 

provide him 500 kg raw plastic at the rate Rs. 1000 per Kg in five equal deliveries. 

Only then ABC Ltd is able to deliver the order within time. The contract with Mr. A 

is only cancelable with 2 month prior notice. However, XYZ Ltd has gone into 

litigation and the contract with ABC Ltd is cancelled by court. 

Required:  Suggested treatment as per IAS 37. 
 

Solution: 

As ABC Ltd has to give 2 month prior notice to vendor A for cancellation of contract 

therefore, provision is need to be made for this cost. 

 

Cost (Rs. 1000 per kg x 2 month x 200 kg raw material) = Rs. 400,000 

This is an example of onerous contract because selling price in this case is Zero and 

expense of Rs. 400,000 is unavoidable by the company. 

 

2- Future Operating Losses 

The IAS-37 does not allow to record any future operating loss in current year. As the 

definition of provision clearly states that the present obligation must relates to an 

event that has happened in past. When we talk about those obligations, which we can 

foresee today but will arise on the happening of events in future (not in current 

reporting period), then such anticipated obligations will not be considered for 

recording of provisions in financial statements. 

 

3- Restructuring 

 Restructuring is a process in which scope and manner in which business is conducted 

by the entity is changed. 
 

 A restructuring is considered only when a major change is taken place in the business 

of the entity. Minor changes do not constitute restructuring.  

 Examples are; 

i- Disposal of one production line. 

ii- Opening of new business operations in a country or closure of business 

operations in any country. 

iii- Major change in the hierarchy of the entity, it could be either by removing or 

adding one or more layers in the hierarchal structure of the company. 
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i- Conditions for Recognition of Restructuring  

 As per IAS-37 provision for restructuring is only required, when constructive 

obligation exists. However, constructive obligation is supposed to be existed 

when following criteria is satisfied: 
a- Detailed Formal Plan is Available- This IAS states the followings as 

minimum criteria to be fulfilled; 
i- Entity must identity the business or part of business that is going to be 

restructured. 
ii- The principal locations that will be effected 
iii- The function, location and downsizing of human resources with details 

of compensation for termination, 
iv- The amount of expenditure to be incurred 
v- The time schedule for implementation of restructuring plan. 

 
b- Raised Valid Expectations for the affected that restructuring will be carried 

out by starting the implementation of detailed restructuring plan or by 
announcing the main features of restructuring to those who will be affected by 
its implementation. 

 
 So, constructive obligation before the reporting date only exists when either 

the company; 
i- Has started implementation of restructuring plan, or 
ii- Explicitly inform the affected employees that restructuring plan will be 

implemented in near future. Such announcement should be made either 
before the reporting date (end of financial year) or authorization to issue 
the financial statements.  

 

However, material restructuring disclosure is must even if the restructuring is 
planned after the reporting date. 
 

c- Measurement of Restructuring 
 While measuring the provision, only direct cost is entertained while other costs 

should not be part of it. Direct costs are; 
i- Mandatory for restructuring. A cost is considered mandatory when it 

is not possible to complete the restricting plan without incurring it. 
ii- Not related to ongoing activities of the business. 

 
d- Exclusions from Restructuring Costs 
 The IAS 37 explicitly excluded the following costs from restructuring costs; 

i- Relocation or retaining cost of existing employees. 
ii- Marketing expenditure, 
iii- Investment expenditure in new system. 

 
Example No. 7.8 
The management of ABC Ltd has decided to close down the one production line that 
is generating losses from last 5 years. In this regard, detailed formal winding up plan 
has been prepared any approved by the board of director in their last board meeting. 
Management has disseminated the same plan to all interested parties whose interests 
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can be effected from such closure. Management has also conducted one meeting with 
all the stakeholders with whom implementing plan were discussed, presence of all 
interested parties were made sure by the management. 
Required: Is such closure of production line allowed to recognize as constructive 
obligation as per IAS 37? 
 
Solution:  Restructuring is only allowed to be recognized as constructive obligation 
when it fulfills following conditions: 
i- Detailed implementation plan 
ii- Communicated to the interested parties effectively. 
 
In above scenario management of ABC Ltd has fulfilled both criteria and as per IAS 
37 this restructuring is allowed to recognize as contractive obligation. 
 

4- Decommissioning Liabilities or Other Similar Provisions 
Decommissioning liabilities are those which are incurred to restore the original 
position in order to avoid environmental damages. For example, in case of oil 
extraction, companies are directed to restore the surface in the original position as it 
was before the start of exploration of oils in order to avoid any environment loss.  
This IAS states that decommissioning liabilities only be recorded when it is either 
required by law or company has promised to do so. 
 

5- Future Repairs Maintenance of Assets 
The IAS 37 prohibits the recognition of provision on account of repair& maintenance 
of assets in future unless and until entity has an obligation for such expenses. 
However, the chances are very rare because obligation exists only when asset is 
repaired in actual.  
 
When an asset is repaired, company capitalized its cost and depreciate it over the 
useful life as per IAS 36, however, normal repair maintenance is treated as expense. 
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7.7 CONTINGENT ASSETS 
Contingent assets are those which are based on some past events and will be confirmed 

when some future uncertain event either takes place or not and the occurrence of future 

events is not wholly under the control of the entity. 

 

For Example, company A filed a suit against other company for using its patents, and legal 

advisor is of opinion that company A will win the case. 

 

7.8 CONTINGENT LIABILITIES 
A company recognizes provision only when it fulfills certain conditions as described in 

this IAS, however, any one condition is not fulfilled then it is not considered as provision 

but a contingent liability. The disclosure of contingent liability is required, but if the 

economic benefit involved are remote then no need to even disclose it. 

 

Once a contingent liability is recognized in the notes to the financial statements, it must be 

assessed at each reporting year. If at any time management has of view that it fulfills the 

criteria of provision (which was previously not met) then management has to recognize it 

as provision.  

 

For Example, bank issued bank guarantees on behalf of company.  

Inflows / Outflows 
Treatment for 

Contingent Liabilities 

Treatment for 

Contingent Assets 

“Virtually Certain” Recognize Recognize 

“Probable” 

(chances of occurrence are more than 50%) 
Disclose Disclose 

“Possible”  

(chances of less than 50%) 
Disclose Do Nothing 

“Remote”  

(chances of occurrence are less than 5%) Do Nothing Do Nothing 

 

7.9 DISCLOSURE RELATED TO PROVISIONS 
As per IAS 37 company has to disclose following information regarding provisions 

1- Opening and closing balances. 

2- Increase in existing provisions plus additions. 

3- Utilization for the year 

4- Reversal of provision 

5- Unwinding of discount factor 

6- Change in provision due to change in discounting factor. 

7- In addition to above, following information regarding each class of provision is also 

required; 

a. Brief description on nature, timing and expected outflow (amount to be paid 

for settlement) 

b. Uncertainties involved regarding time and outflows (amount to be paid)  

c. Reimbursement if any. 
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8- If there is any dispute with the other parties regarding the amount or timing of the 

provision, company must disclosed it with reason of dispute in general. 

 

7.10 DISCLOSURE OF CONTINGENT ASSETS 
A company has to disclose following information on account of contingent assets: 

1- When the economic benefit is expected to flow to the entity, the company must 

disclose the nature of contingent assets alongwith expected amount/benefit to be 

received in future. If not possible, the reason of so should be disclosed. 

2- If there exists dispute regarding above information, the nature of dispute in general 

should be disclosed alongwith reason of non-disclosure of information. 

 
 

7.11 DISCLOSURE OF CONTINGENT LIABILITIES 
The disclosure of contingent liability is required, but if the economic benefit involved are 

remote then no need to even disclose it. 

 

Once a contingent liability is recognized in the notes to the financial statements, it must be 

assessed at each reporting year. If at any time management if of view that it fulfills the 

criteria of provision (which was previously not met) then management has to recognize it 

as provision.  

 

Disclosed the contingent liabilities with brief description on the: 

1- Expected impact on financial statements 

2- Uncertainties involved regarding timing & amount of outflows. 

3- Reimbursement if any. 

Contingent liabilities with remote outflows do not need discourse. 

 

7.12 SUMMARY 
1- A provision is recognized in the financial statements only when; 

a- there exists a present obligation as a result of a past event and  

b- it is expected that economic benefit will flow out to the company to settle the 

obligation and  

c- the amount of obligation is measurable reliably. 

2- Provision must be based on best estimates. 

3- Provisions must be reviewed annually and any increase and decrease should be 

recorded immediately in the financial statements. 

4- Provisions only be utilized against the purpose for which it is created. 

5- Examples of provisions may include onerous contracts, restructuring provisions, 

warranties, refunds and site restoration. 

6- Contingent liabilities are required disclosure in the financial statements only. 

7- A contingent asset is an asset which arises on the past event but its existence is 

confirmed on the occurrence or non-occurrence of future event, however, it is expected 

that future economic benefits will flow to the entity but the amount if not certain. 

8- Contingent assets are also required disclosure only. 
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7.13 COMPREHENSIVE EXAMPLES 
The Chief Financial Officer of an IT based company while preparing the financial 

statements of the year came to know the following matters that should be settled in the light 

of IAS 37. 

1- While installing a TV screen of Management Information System (MIS) in an office 

of one of its customer, the TV screen got a big crake due to mishandling by labor. In 

this regard customer has lodged a complaint, and company is accepting the fault on 

the part of labor, therefore, company is in negotiation with customer and it is 

expected that the cost of Rs. 500,000 will have to be paid by the company for 

settlement of complaint. 

1. As the company was installing TV screen from third party, and under the terms and 

conditions, in case of any damage that third party will be responsible for 

reimbursement of damages to the customer. Therefore, third party will reimburse the 

damages of Rs. 500,000 to the company.  

2. It is the policy of company to create 2% provision for bad debts on its credit sales. 

As per record of credit sales provision amounting of Rs. 200,000 is created in the 

financial accounts but as per practice of last 1 year management is of view that RS. 

80,000 will be sufficient to cater the bad debts. 

3. One of the software engineer of the company has lost its hard drive in client office 

while completing one of its assignment. In this regard, engineer has lodge a 

complaint to the company office that he has lost his personal hard drive while 

completing one of his assigned assignment, therefore, company should pay him the 

cost of the hard drive plus damages amounting to Rs. 150,000 as the hard drive 

contained some important data. However, company’s management is of opinion to 

pay petty amount for hard drive only because he was on duty at the time of lost of 

his hard drive. However, it is primarily his reasonability to look after his precious 

items. Management is quite certain that engineer will be convinced on this 

arrangement.   

 

Solution: 

1. The liability is existed and amount is also known with certainty, therefore, full 

amount should be recognized as a liability in balance sheet and expensed out in Profit 

& Loss account. 

 

2. As the management of the company is certain regarding the reimbursement, 

moreover the contract with XYZ Ltd also support the reimbursement, therefore, asset 

could be recognized and offsetting is not allowed. 

 

3. Closing balance of provision on account of repair maintenance is Rs. 120,500 and it 

is recorded as provision in the financial statements and movement in the opening and 

closing balance will be charged to the Profit & Loss account. 

 

4. No need to record even disclose anything in this regard, as the compensation cost is 

petty (not material) and chances of payment of damages almost zero 
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Example No. 2 
ABC Ltd company is a construction company, is sued by one of its customer during the current 
year ended on 31-12-2015 for selling his damaged house. Legal advisor of the company is of 
opinion that court will order against the company as the contract clause with the customer 
support the claim and defects are due to negligence on the part of labor of the company.  
 
At 31-12-2015 the legal advisor of the company estimates the settlement cost worth  
Rs. 850,000. 
 
 However, the case has not settled till 31-12-2016, legal advisor re-assess the claim and 
concluded the settlement cost would be Rs. 1,150,000. 
 
Again, the case is not settled during the year ended on 31-12-2017 and legal advisor re-
assess the amount again and recommend Rs. 750,000 as settlement cost. 
 
Finally, during the year ended on 31-12-2018, the compensation paid by the company is 
Rs. 950,000 to the customer on the order of Court. 
 
Required: Suggested treatment as per IAS-37 at the end of December 2015, December 
2016, December 2017 & December 2018. 
 
Solution 

Provision at 31-12-2015

Debit Credit

Expense 850,000    

Provision 850,000 

Provision at 31-12-2016

Debit Credit

Expense 300,000    

Provision 300,000 

Record the increased amount only.

Provision at 31-12-2017

Debit Credit

Provision 400,000    

Expense (credit side of P&L) 400,000 

Record the decrease in provision only.

Provision at 31-12-2018

Debit Credit

Provision 750,000    

Expense 200000

Cash/Bank 950,000 

Settlement entry.
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INTRODUCTION 
 

 

The IAS 38 deals with the issues which an entity face while recognizing and measuring 

intangible assets in its accounts. Along with tangible assets, the tangible assets are also a 

mean of inflow of economic benefit to an entity. Therefore, irrespective of the nature of 

assets, all intangibles should be recognized, measured and presented in the best possible 

way in the financial statements.  However, the intangible assets don’t have the physical 

substance, therefore, the accounting of intangibles is different from the tangible assets.  

 

 

OBJECTIVES 
 

The IAS 38 describes the; 

1- recognition and measurement criteria for an intangible asset. 

2- disclosure requirements of intangible assets. 

 

 
 

 

Exhibit No. 8.1: Different types of Intangible Assets 

  

Intangible 
Assets

Brands

Copy Rights

Patents
Trademarks

Goodwill
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8.1 SCOPE 
The IAS 38 is applicable on all the intangible assets except those which are discussed and 

treated in other IASs. The list of intangible assets which are not covered under the scope 

of IAS 38 are as follow: 

1- Intangibles dealt in IAS 2-Inventories. 

2- Deferred tax assets as detailed in IAS 12: Deferred Tax 

3- Leases as per IAS 17: Leases 

4- Assets dealt as per IAS 19: Employee benefits 

5- Financial Assets treated as per IAS 32: Financial Assets-Presentation, IFRS 10: 

Consolidated financial statements, IAS 27: Separate Financial Statements and IAS 

28: Investment in Associates and Joint Venture. 

6- Goodwill related to Business Combinations IFRS 3: Business Combinations 

7- Intangible Assets falls under the scope of IFRS 4: Insurance contracts, however, 

disclosure requirement of IAS 38 will apply on these assets. 

8- Non- current assets held for sale under IFRS 5. 

9- Assets which are covered under IFRS 15: Revenue from contracts with customers. 

10- Assets covered in IFRS 6. 

 
8.2 KEY TERMS 
1- Asset 

An asset is defined as 

“A resource controlled by the company as a result of past events and from which the 

future economic benefits are expected to flow.” 
 

Resource is anything, it could be intangible or tangible. 
 

Controlled by company, controlled is a term which is used to refer the state when 

an entity has a right to use that resource. Either it is owned or not. 

 

Expected Future economic benefit are expected to flow means to generate cash 

or cash equivalent for the entity. 

 

2- Intangible Asset 

 The IAS 38 defines the intangible asset as  

“An identifiable, non-monetary asset without physical substance.” 

 For an asset to be recognized as an intangible asset following conditions need to be met 

i- Identifiable: it should me separable from other assets of the business. 

ii- Non-monetary asset: Non-monetary assets are those whose carrying amount 

could be vary from time to time due to change in economic conditions.  They 

do not have fixed amount all the time.  Moreover, it also needs to fulfill the 

criteria mentioned in the definition of asset. 

iii- Without physical substance: They lack physical existence.   
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As an intangible also fulfills the criteria of tangible assets, therefore, some 

explanation on the definition of intangible asset is below: 

i- Control 
Control refers to the state when an entity has powers to use or direct the use of the 

asset for the benefit of the entity and it can also restrain the others from doing so. 

However, intangible assets do not have physical existence, therefore, it is difficult to 

control them. 
 

For example: expense incurred on staff training, though it could be capitalized as 

trained staff is more productive than non-trained, but you cannot restrict the staff 

from leaving the entity, you do not have control over them, therefore, it is not an 

intangible asset. 
 

ii- Future Economic Benefit 

Economic benefit could be of two types; 

a- Entity can generate cash or cash equivalent, or 

b- Entity can reduce cost. 
 

iii- Identifiable 

As per IAS 38 an asset is said to be identifiable only when following criteria is met: 

1- Separable: An asset is said to be separable, it means it could be sold out, 

exchanged or rented out independently by the entity. 

2- Arise from some contractual or other legal right. 
 

iv- Without Physical Existence 

It is difficult to identify those assets 

which do not have physical 

existence. Sometimes the intangible 

assets are associated with like some 

software on disc/floppy, in such 

cases judgment is required and the 

judgment is based on the 

significance of element which one is 

most important. 

 

 

8.3 RECOGNITION OF AN INTANGIBLE ASSET 
The IAS 38 has defined certain criteria for an intangible asset to qualify for recognition in 

financial statements of an entity. It is clear that not every intangible asset is recognized, the 

decision of recognition is dependent on the criteria prescribed by this standard. 

1- Recognition Criteria 

 Intangible asset is only allowed to recognize when it fulfills following conditions: 

i- “It is probable that economic benefits specifically attributable to the asset will 

flow to the entity, and 

ii- The cost of the asset is measurable reliably.”  

 

Exhibit No. 8.2: Characteristics of Intangible 

Assets 
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 While estimating the economic benefits which are expected to flow to the entity, the 

management must considers the all favorable and unfavorable conditions prevailing 

at that time. The assumptions and grounds on which estimates are based should be 

reasonable and justifiable. 
 

2- Measurement of an Intangible Asset 

 Initial recognition will be made at cost. The cost of an intangible is comprised on 

followings: 

i- The Purchase Price: Purchase price is the actual cost paid by the entity, 

includes the taxes but excludes the discount/rebate if any, and 

ii- Other direct attributable costs, involved directly in the preparation of asset 

in the use. This includes 

a- Professional fees  

b- Cost of testing etc. 

 

3- Costs to be excluded while measuring the cost 

i- Advertisement cost 

ii- Administration cost 

iii- When an asset is ready and awaiting for deployment, the costs incurred on that 

asset. 

iv- Redeployment cost of an asset. 

v- Operating losses from operations. 

 

Example No. 8.1    
ABC Ltd has developed a customized software for automating some processes. The cost 

includes as follow: 

  Rs.   
1- Purchase price of the software 1,000,000    
2- Discount given by vendor 10% 100,000    
3- Training cost 100,000    
4- Testing of automated processes 50,000    

     

     

Required: Calculate the cost of the software to be capitalized in the books of accounts 

of ABC Ltd. 

     
Solution:    

     

 Purchase Price 1,000,000    

Less: Discount Received (100,000)   

Add: Testing cost 50,000    

 Total Capitalized amount 950,000    
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4- Some Points Related to Cost 
i- If payment of price is deferred due to some circumstances beyond the normal 

business credit terms, then cash price is treated as cost and reaming amount 
which is over and above the cash price is treated as finance charges and 
expensed out in the Profit & Loss account. 

ii- When an intangible asset is acquired in business combination, then fair value 
at acquisition date is treated as cost but if it is not known then comparable market 
values of the same intangible asset will be taken for measurement purpose. 
However, when useful life is finite, then its fair value is measurable reliably. 

iii- If an intangible asset is inseparable or no active market is existed for the 
transaction of such assets, in such cases fair value is not measurable. 

iv- When intangible asset is acquired in exchange of another asset, and the 
acquired asset is of such nature that its fair value is neither known nor 
measurable, then carrying amount of the asset which is exchanged is the cost 
of the acquired asset. However, for this purpose carrying amount will be 
calculated in the same way as in IAS 16. 

 
8.4 ACQUISITION OF INTANGIBLE ASSETS 
There are different ways by which an entity can acquire intangible assets, these are as 
follow: 
1- Purchased of intangible asset separately independently 
2- Acquired while exchanging assets 
3- Entity can acquire it by means of Government grant 
4- Internally developed 
5- Acquired due to business combinations 
 
The IAS 38 has set rules for recognition and measurement of intangible asset in all specific 
ways of acquisition as discussed above. The specific rules are discussed as follow: 
1- Purchase of Intangible Separately 
 Intangible asset is measured at price paid, this price reflects the expected benefits 

that entity will drive from the use of that intangible asset. It includes; 
i- Purchase price: Gross amount payable less discount/ rebate. 
ii- Other incidental expenses: all those direct costs which are mandatory to incur 

to make asset ready for its intended use. 
 

 Any subsequent expenses over it will not part of the cost, rather expensed out 
immediately. 

 
 If the payment of purchase price is deferred due to any reason, then cash price will 

be taken for measurement purpose and any over and above expense will be treated 
as interest expense. 

 
2- Intangible Acquired in Exchange of Assets 

When an intangible asset is acquired by exchange of an asset, then fair value at the 
date of exchange is the cost of the acquired asset, exception to this rule is as follow: 
i- When exchange does not has commercial substance, then, it is not possible to 

measure the fair value. 



142 
 

ii- When the fair value of asset acquired and asset exchanged both is not 
measurable reliably.  

iii- However, if carrying value of the exchanged asset is known, then the carrying 
amount of exchanged asset is the fair value of the asset acquired. 
 

3- Government Grant Intangible Asset to the Entity 

Sometimes, Government grants the intangibles, either on subsidized rate or free, then 

such assets will be measured: 

i- At fair value initially, or 

ii- Nominal/subsidized amount paid to purchase the intangible plus any other 

direct incidental expenses which are solely incurred to make the asset ready 

for intended use.  

 

4- Subsequent Expenditure on the Intangible Assets 

Usually subsequent expenditures incurred on the assets are expensed out, but 

sometimes these could be capitalized. This IAS states that subsequent expenses could 

be capitalized only and only if it is measurable, attributable to the asset and enhance 

the value of asset. However, in case of intangible such subsequent expenses are 

hardly qualify to be capitalized because of following reasons: 

i- Addition or replacement is not possible in case of intangible 

ii- The nature of subsequent expenses is to maintain the cash inflows expected to 

be derived from the use of intangible asset and not to qualify for the definition 

of intangible asset.   

iii- Sometimes subsequent expenses are not charged to any specific asset rather 

they charged to the business as a whole. 

 

So instead of capitalizing any subsequent expenditure, it is more appealing to 

expense them out through Profit & Loss account. 

 

5- Internally Generated Intangible Assets 

These are generated by the company by its normal business operation or own efforts. 

It is difficult for an entity to identify an internally intangible asset because it is 

difficult to identify it and also not possible to measure its cost. 

 

The IAS 38 prohibits the recognition of internally generated intangibles, like; 

i- Goodwill 

ii- Brands 

iii- Mastheads 

iv- Publishing titles 

v- Customer lists 

 

The reason of non-recognition is that these are not independent and based on the 

business operations as a whole. However, if any above intangible asset is acquired 

by paying cash/price separately then it will be recognized. 
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6- Other Internally Generated Intangible Assets Measurement 

1- Research & Development Cost 

i- Research Cost 

The expenditure incurred on research will be 

expensed out immediately, because during 

research, entity is not sure about the successful 

completion of asset.  
 

Example is research to gain new knowledge, the 

aim is to get new knowledge but not to generate 

future expected cash inflows. 

 

 Example No. 8.3 
1- ABC Ltd has incurred following expenses during current financial year Rs. 

200,000 on the production of design of a new product, however, it is still not 

complete and it is expected that company will spend 2 more years to complete 

the design and development of prototype for testing purpose 
  

2- Rs. 500,000 spend on the testing of internally generated intangible asset (a 

software), this software will reduce the cost of production to 30% and 

company is implementing this software with immediate effect. 
 

Required: Suggest treatment of above expenditure incurred during current 

financial year as per IAS 38? 

Solution 

1- 
Rs. 200,000 is the Research Cost and expensed out in income statement for the year. 

This cost is totally research based because it is still incomplete and future 

benefits are not known. 

2- Rs. 500,000 is the Development Cost and should be capitalized. 

This cost is the development cost because it ensures the future economic benefit 

by reducing the cost of production of the company. 

 

ii. Capitalization of Development Cost 

  Development cost can be capitalized, when 

following conditions are fulfilled: 

a- Feasibility Report: When feasibility 

report shows that the project is 

technically sound and can be 

completed. 

b- Development & use of project: The 

management has intentions to 

develop, use or sell the asset. 

‘Development cost is the cost

of the process which begins

with the implementation of the

decision to produce a new or

improved product or to

employ a new or improved

method and ends with the

commencement of formal

production of that product or

by that method’.



144 
 

c- Usable or Saleable asset: The 

asset which is going to be 

developed is useable and saleable 

for the entity. 

d- Future Economic Benefit: It is 

expected that the entity will drive 

economic benefits from the use of 

asset. 

e- Resources are available: 

Enough resources are available to 

complete the asset. 

f- Measurable Expenditure: the 

expenditure incurred on the 

development of asset is 

measurable reliably.  

 

 All of the above conditions are mandatory to 

comply for any development expenditure to 

be capitalize. If any of the above condition is 

not fulfilled the expenditure will be expensed 

out and will not be capitalized.  

 

ii- Accounting Treatment of 

Development Cost 
 Initial Measurement is always at the cost that is the total expenditure incurred on the 

intangible from the date when it fulfils recognition criteria. So, all the expenses 
incurred in prior periods are not capitalized but expensed out.  

 
 Again the calculation of cost is the same as discussed earlier, though, the purchase 

price is zero, but the other directly attributable costs become part of the cost. This 
includes; 
a- Expenses on account of services or 

material used 
b- Salaries of human resources used 

directly to generate the intangible 
asset. 

c- Any other directly attributable expenditure. 

  

 However, followings are not considered, while determining the cost of intangible 

assets: 

a- Selling and Administrative Cost 

b- Initial operating losses 

c- Previous cost incurred which were expensed out. 

d- Training expenditure. 

 

 

Exhibit No. 8.3: Development 

phase of Internally Generated 

Intangible Asset 
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 Example No. 8.4 
 ABC Ltd is a newly registered software company has been awarded a contract to 

deliver a customized software to all branches of XYZ Ltd across the country. The 

expected cost to complete the project is Rs. 2 million, however, ABC Ltd being a 

newly registered company has not enough financial resources to finance the contract. 

However, ABC Ltd has arranged loan facility from a commercial bank to sponsor 

the project. 

 
ABC Ltd has incurred following expenses on Research & Development activities of 

the project: 

1- Salaries paid to the technical staff of the project Rs. 275,000. 

2- Develop a sample software of Rs. 500,000. 

3- Incurred additional expense of Rs. 200,000 on the revised software and make 

it ready to use. 

4- Rs. 200,000 on test of prototype without Air conditioned to ensure the 

compatibility. 

5- Conference of engineers was conducted to launch the product and expense 

incurred on the conference RS. 100,000. 

 

Required: Treatment of above costs in the light of IAS 38. 
 

 

Solution.         
1- Rs. 275,000 - should be capitalized.       

 

Salaries of Engineers should be capitalized because Engineers are directly 
involved in the development of design and prototype. 

2- Rs. 500,000 - Sample developed Duct should be capitalized.      

 

Direct material used to produce the duct (as sample) should be part of cost 
and must be capitalized. 

3- Rs.200,000 - revised developing procedure cost should be capitalized.    

 

Again it is necessary to make the duct ready for its intended use. Therefore, 
it must be Capitalized. 

4- Rs. 200,000 - Testing cost should be capitalized       
 It is testing cost should be capitalized.       
5- Rs. 100,000 - Conference cost should not capitalized.      

 It is not a development cost and must be expensed out.       
 

7- Intangible Assets as a Result of Business Combinations 

 An intangible asset acquired due to business combination is usually qualifies the 

recognition criteria, because entity is quite sure that economic benefit will flow to 

the entity, furthermore, the fair value at the date of acquisition is measurable reliably. 

Hence, an intangible asset which is acquired by business combination is recognized 

as an asset. 

 Examples are trademark, customer lists etc. 
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8- Research & Development Cost of In-Process Project: 

i- At the time of acquisition 
 The IAS 38 does not support the recognition of internal research and development 

cost as an asset, however, in case of acquisition of controlling interest in another 
entity, the in-process research & development projects will be recognized as an 
intangible assets and only presented in consolidated financial statements, when; 
a- Fulfill the conditions of assets (conditions mentioned in the definition of 

assets), and 
b- Identifiable separately (independent). 

ii- Subsequent expenditure: Any subsequent expenditure will only be recognized as 
an asset if it fulfill the criteria of internally generated intangible assets otherwise it 
will be expensed out in the income statement. 

 

 Example No. 8.5 

A Software house is developing a new software to generate some specific reports. 

Company has already incurred Rs. 800,000 in previous year and expensed it out. In 

current year, total expense to date is Rs. 600,000 out of which Rs. 400,000 are 

incurred before the software met the recognition criteria for intangible asset. 

Required: The total amount to be capitalized in respect of Software. 

Solution 
The company will recognize it as an intangible asset at a cost of RS. 200,000, being 

the expenditure incurred since the recognition criteria were met. The Rs. 1,200,000 

incurred before this should not form part of the cost of the intangible asset recognized 

in the statement of financial position rather expensed out as Research Cost. 

 

8.5 SUBSEQUENT MEASUREMENT OF INTANGIBLE ASSETS 
Initially intangibles are measured at cost but later on IAS 38 describes two methods to 
measure intangibles are as follow: - 
1- Cost Model 
2- Revaluation Model 
 

The method used will be applicable on all the assets of the same class. All the assets of 
same category will be measured on the same model, different models are not applicable. 
This mean if one copyright is valued at cost model then all copyrights should be measured 
at cost model. This is not possible to value one copyright at cost and other one on 
revaluation model. 
 
1- Cost Model 
According to cost model an intangible asset is measured at the purchase price plus other 
direct incidental expenses excluding any rebate/discount if any and less accumulated 
depreciation and impairment loss, if any. 

Carrying amount  = Cost  

 Less: Accumulated Amortization   

 Less: Accumulated Impairment Loss (if any) 
 

Exhibit No. 8.4: Cost Model 
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2- Revaluation Model 
This model is same as for tangible assets mentioned in IAS 16: Property, Plant & 
Equipment, however, the key difference is the existence of active market. An intangible 
asset is only revalued, when an active market of that asset exists. However, in practical 
such active market of intangible asset is very rare.  
 
Revaluation model states that “an intangible should be measured at fair value at the date 
of revaluation less any subsequent accumulated amortization and accumulated impairment 
loss if any.” 
Carrying amount  = Fair Value at the date of revaluation  

 Less: Accumulated Amortization   

 Less: Accumulated Impairment Loss (if any) 
 

Exhibit 8.5: Revaluation Model 
 

i- Timings of Revaluation 
 The frequency of revaluation of the intangible is dependent on the instability of the fair 

value. If an intangible is supposed to be more unstable then revaluation should be made 
on annual basis so that the fair value at which intangible is presented in financial 
statements should be more accurate. However, if the active market of the intangible 
asset does not exist then fair value fluctuations are might not be occurred or 
insignificant, in such case there is no need to revalue that particular intangible asset. 

 

ii- Accounting Treatment of Revaluation  
 Due to revaluation, if the fair value of the intangible asset is increased, then following 

steps are needed to be carried out to eliminate the accumulated depreciation of the 
intangible before the revaluation. 

 

 Step No. 1: The 1st step is to debit the amortization account with full amount of 
accumulated amortization and credit the Intangible asset account. General entry 
would be as follow: 

 Debit……………… Accumulated Amortization A/c……………..XXX 
 Credit………………Intangible Asset A/c……………………..…..XXX 
  
 Step No. 2:  Increase the balance of Intangible Asset to the revalued amount. 
 Debit…………..….  Intangible Asset a/c……………….…………XXX 

Credit…………..…..Revaluation Surplus A/c…………………… XXX 
 

An intangible asset is removed from the face of financial statements only when it is sold 
out or amortized fully. 
 

As per IAS 38 when an intangible asset is derecognized, its revaluation surplus will be 
transferred to the retained earnings. When fair value of an intangible asset is increased, its 
amortization is also increased. This increase is called incremental amortization. 
Incremental amortization is the difference between the 
a- Amortization cost calculated on new fair value (revalued amount), and 
b- Amortization cost calculated on previous value (fair value before revaluation). 
 
In this case, increment amortization is transferred from revaluation surplus to retained 
earnings on yearly basis.  
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8.6 AMORTIZATION OF INTANGIBLE ASSETS 
Key factor is the useful life of the intangible asset over which its cost is amortized. There 

are two possibilities base on useful life: 

1- Intangible Assets with Finite Useful Life: when 

an entity can assessed the period over which the 

intangible asset will generate economic benefits. 

2- Intangible Assets with Indefinite Useful Life: 

when it is expected that intangible asset will 

generate economic benefits over a long period of 

time and the period is not measurable. 
 

 

Exhibit No. 8.6: Amortization process 

 

1- Finite Useful Life of Intangibles 

 When life of an intangible is finite, its amortization will be spread over its entire life 

in a systematic manner.  

i- Start & End date of Amortization 

  Amortization will start to charge on the intangible asset when the management 

of an entity decided to use it for its intended purpose (for which it is acquired 

or generated). However, it ends on the date of sale or amortized fully 

whichever comes earlier. 

ii- Method of Amortization 

 Amortization method used is dependent on the pattern of flow of economic 

benefits to the entity. If it is not known, then straight line method is calculation 

of amortization. 

 

 

 

Amortization 

In what 

manner? 
On what 

amount? 
How long? 

Cost – Residual 

amount 
Useful Life 

Straight Line or 

else 

"Amortization is an accounting 

term that refers to the

process of allocating the cost

of an intangible asset over a

period of time."
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iii- Residual Value 

 While calculating the amortization, the residual value should be deducted from 

the cost of the intangible asset. If residual value is not known, it should be 

treated as Zero, however, in following cases residual should be calculated: 

a- Third party committed to purchase the asset at the end of its useful life 

b- The active market exists or is expected to be existed at the end of useful 

life of intangible asset, and its residual value can be determined on the 

basis of active market trading. 

iv- Review of Amortization Period and Method 

 Entity must review the amortization period and method at least at each financial 

year end and if management is of view that there is a change with respect to 

a- Useful Life: the carrying amount will be amortized over the revised 

useful life. 

b- Method: the carrying amount of the intangible asset is amortized over 

the remaining useful life. In case of change in method, the accounting 

estimates are involved which are revised with effect from the date of 

change without retrospective effect. 
 

2- Infinite Useful Life: 
 When the entity assessed that the intangible asset has indefinite useful life then; 

i- There is no need to amortize the intangible asset, but 
ii- Conduct the impairment view on annual basis, however, if there are 

indicators of impairment loss then such review can be conducted more 
frequently. 

 

 Useful life of the intangible asset must be assessed annually to review that indicators 
still support the indefinite useful life of the asset. If there is a change, then carrying 
amount of the intangible asset at the date of change must be amortized over the 
identified useful life of the asset. 

 
Example No. 8.6 
ABC Ltd has capitalized the expense of Rs. 500,000 in relation to a brand Z. It is 
expected that the demand of this product is expected to be high in coming 3 years 
after that it could be zero. Therefore, management is of view that the products should 
be produced by company in next 3 years are 500,000 units, 200,000 units and 
100,000 units based on expected demand. Sale price per unit is Rs. 20. 
 

Required: How to amortize the development cost in above scenario in the light of 

IAS 38. 
Solution: 
As the useful life of the intangible asset is known that is 3 years, now management 
has 2 options for charging amortization in next 3 years 
1- Based on production/sale 
2- Straight line method. 
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It is on the discretion of management to decide the best method for amortization of 
intangible asset. 

Amortization year wise based on production  Rs. 
Year 1 500,000 current year Units/800,000 total units x 500,000 

capitalized cost 312,500 
Year 2 200,000 current year Units/800,000 total units x 500,000 

capitalized cost 125,000 
Year 3 100,000 current year Units/800,000 total units x 500,000 

capitalized cost 62,500 

 Total cost to be amortized    500,000 
      

Amortization year wise based straight line method Rs. 

Year 1 Rs. 500,000 capitalized cost/ 3 useful life   

 

166,667 

Year 2 Rs. 500,000 capitalized cost/ 3 useful life   166,667 

Year 3 Rs. 500,000 capitalized cost/ 3 useful life   166,667 

 Total cost to be amortized    500,000 

 
8.7 DISPOSAL OF INTANGIBLE ASSETS 
The method to recognize the gain or loss on the disposal of the intangible assets is the same 

as that of tangible assets mentioned in IAS 16: Property, Plant & Equipment. 

 

Gain or loss is calculated by subtracting the carrying amount (Cost less accumulated 

amortization) from Sale proceeds. 

 

Gain = Sale proceeds > Carrying amount 

Loss = Sale proceeds < Carrying amount. 

 

 

Exhibit No. 8.7: Disposal of Intangible Asset 

  

Disposal of Intangible Asset 

Sales Proceed MINUS Carrying 

Amount 

Gain 

Sales Proceeds > 

Carrying Amount 

Loss 

Carrying Amount > 

Sales Proceeds 
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Example No. 8.7 

ABC Ltd has purchased a brand at a total cost of Rs. 1,200,000 and it is expected that it 

will generate cash flows for the company over the next 15 years.  However, at the end of 

3rd year from the date of purchase, XYZ Ltd makes an offer to ABC Ltd for the purchase 

of that brand in Rs. 1,000,000.  

Required: Should ABC Ltd sale this brand at the offer of Rs. 1,000,000/-.  
 

Solution:        
As there is gain on the sale of brand, therefore, ABC Ltd should accept the offer of XYZ 

Ltd. 

     Rs.   

 Sale Proceed          1,000,000    

Less: Carrying amount of the brand (W-1)         (960,000)   

 Gain on the sale of brand               40,000    
 

 Working No. 1 (W-1)  Rs.   

 Cost of the intangible asset         1,200,000    
Less:  Accumulated Depreciation for 3 years         (240,000)   

 (1,200,000/15x3)         

 Carrying amount at the end of 3rd years           960,000    

 
8.8 DISCLOSURE REQUIREMENT 
1- All classes of intangible assets must be disclosed in the financial statements and 

within class, there should be bifurcation of internally generated or acquired 

intangible assets separately. 

2- The useful life whether finite or indefinite must be disclosed for all the intangible 

assets. 

3- In case of finite useful life, the amortization rate used should be disclosed. 

4- In case of indefinite useful life, the reasons and justifications in support of indefinite 

useful life of the intangible must be disclosed. 

5- When intangible assets are material individually, then disclosure of followings of all 

the material intangible assets are required: 

i- A description of the intangible asset 

ii- Carrying amount at reporting date 

iii- Remaining useful life (amortization period) 

 

6- The total of research & development cost that is expensed out during the year must 

be disclosed in the notes to the financial statements. 
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8.9 SUMMARY 
1- An intangible asset is an identifiable, non-monetary asset without physical existence. 

2- An intangible asset is only recognized when it is expected that future economic 

benefits will flow to the entity and its cost is measurable reliably. 

3- Identifiable means, it can be sold or rented out independently and has arisen from 

some contractual or legal rights. 

4- Intangible assets are measured at cost plus other direct attribute costs. 

5- IAS 38 describes the two models for measurement 

a- Cost model: initial cost less accumulated amortization less accumulated 

impairment loss. 

b- Revaluation Model: fair value at the date of revaluation less accumulated 

amortization less accumulated impairment loss. 

6- Revaluation model is only applicable when active market of intangible assets exist. 

7- If the useful life of an intangible asset is finite, then its cost is amortized over its 

useful life in a systematic manner. The amortization charged should be in accordance 

of the benefits received. If none of the basis is available, use the straight line method. 

8- Intangible assets could be generated by; 

a- Acquisition of intangible asset 

b- Internally generated intangible asset 

c- Government grant intangible asset 

d- In exchange of another asset 

9- Larger companies spend money on the research and development and generate 

internally intangible assets. 

10- Research is the process of gaining new knowledge and it is charged directly to the 

Profit & Loss account. 

11- Development is the use of knowledge gained and it can capitalized when it meets the 

following criteria mentioned in the IAS 38: 

a- Technical Feasibility 

b- Management’s ability to sell or use the intangible asset 

c- Availability of funds to complete the development of asset 

d- Expected economic benefits will flow to the entity 

e- Expenditure is measurable reliably. 

 

12- If Research & Development phases are not separable, treat the whole as research 

phase and expensed out it in Income Statement. 
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8.10 COMPREHENSIVE EXAMPLES 
Example No. 1 

ABC Ltd has following Research & Development projects under process during current 

financial years: 

        

Project No. 1: Started and completed last year and cost capitalized was Rs. 500,000. This 

project will reduce the production cost and expected savings in coming 5 years is as 

follow: 

 Year Savings in production cost     

 1 Rs. 100,000      

 2 Rs. 200,000      

 3 Rs. 400,000      

 4 Rs. 300,000      

 5 Rs. 100,000      

 Total Rs. 1,100,000      

        
Project No. 2: Started last year and following expenses were incurred  

1-  Equipment of Rs. 200,000 (useful life of the equipment is 5 years) 

2-  Other expenses Rs. 100,000. 

 

However, the project will not be completed during the current financial year. 
        
 

Project No. 3: Started last year but completed in current financial year. Expenses of Rs. 

200,000 were expensed out last financial year and total ecpenses incurred during current 

financial year are Rs. 400,000. 

Required:       
Suggest treatment as per IAS 38 in the financial statements of the company.   
 

Solution         
         
Project No.1        
Total Savings during next 5 years  1,100,000       
Capitalized expense 500,000       
 

Expenses will be capitalized in proportion to expected savings as detailed below: 

Year Expected savings Amortization cost 

1 100,000 45,455 

2 200,000 90,909 

3 400,000 181,818 

4 300,000 136,364 

5 100,000 45,455 

Total 1,100,000 500,000 
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Project No. 2 

The expenses are the part of Research Cost and must be expensed out in the income 

statement, as the project has not been completed and there is no expectation that it will 

generate cash flows for the company. 

 

Project No. 3 

The expense incurred during current financial year will be capitalized because in current 

year it is confirmed that project will generate economic benefits for the company. However, 

last year expense will not be reinstated as the asset fulfills the criteria of recognition in 

current year. 
 

Example No. 2  

The detail of transaction of ABC Ltd for  the year 2018 are as follows    
1- ABC Ltd has acquired the net assets of XYZ Ltd of Rs. 95,000, the detail of assets 

is as follow: 

 
  Book value  Fair value    

 
Particulars  Rs.  Rs.     

Goodwill   5,000  5,000     

Fixed assets  40,000  50,000     

Other net assets  30,000  25,000     

 Total      75,000  80,000    
 

 

2- Management came to know that recoverable amount of Goodwill at year end is  

Rs. 10,000. 

 

3- ABC Ltd has developed an intangible (brand) and spent Rs. 5,000 during the current 

financial year. This asset is having useful life of 5 years and is not included in above 

calculations.  

Required:         

Reflect the above transactions in the financial statements of the ABC Ltd.   
 

Solution         
1- The value of Goodwill at the time of acquisition of XYZ Ltd is Rs. 10,000 and not 

Rs. 5,000. Working is as follow: 

 Consideration paid as cost of acquisition           95,000     

 Fair value of the net assets without Goodwill 75,000     

 Difference will be Goodwill  20,000     
 Remember: Goodwill is the difference of consideration paid and fair value of the 

assets acquired. 
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 Impairment Loss is Rs. 10,000 will also be recognized. Working is as follow: 

 Fair value of Goodwill   20,000     

 Recoverable value of Goodwill at year end (10,000)    

 Impairment Loss       10,000     
  

2- Rs. 5,000 should be capitalized and Rs1000 will be charged in the Income 

Statement. Keeping in mind that full amortization in the year of recognition and 

nothing at the year of disposal or de-recognition. 
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INTRODUCTION 
 

 

This IAS basically deals that how to recognize and measure the leases arrangements 

between the parties. Many companies acquire assets and use them in operational activities 

without actually owning them. Initially companies were using off balance sheet financing 

method for presenting lease arrangements, however, such practices distorted the true and 

fair presentation of financial statements. To avoid such practices, IAS 17 was introduced 

that describes the recognition and measurement criteria for lease transactions. 

 

 

OBJECTIVES 
 

The objectives of IAS 17 are; 

i- to discourage the off-balance sheet financing practices 

ii- appropriate accounting policies for lessor and lessee; and 

iii- disclosure of necessary information in relation to lease. 
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9.1 SCOPE 
This IAS is applicable on al lease except followings 

i- Lease agreements either to explore for or use minerals, oil, natural gas and similar 

non-regenerative resources; and 

ii- Licensing agreements with respect to motion picture films, video recordings, plays, 

manuscripts, patents and copyrights. 

iii- Investment properties under lease arrangement deals in IAS 40- Investment Property.  

 
9.2 KEY TERMS 
1- Lease: An agreement that conveys the right to use an asset for an agreed period of 

time in exchange of consideration.” 

 

 A contract/agreement will only be considered as lease agreement if it gives the other 

party right to use the specific identified asset over a time period against 

consideration. 

 

 Lease also covers the hire purchase contracts only if the provisions of contract allow 

the hirer to purchase the asset that is being hired upon satisfying certain conditions.  

 

2- Lessor: A lessor, in simple words we can say, he is the title holder of the asset, which 

is leased out to the lessee under an agreement and in return receives compensation 

from the lessee. 

 

3- Lessee: A lessee is a person/company who makes either lump sum or periodic 

payments (fixed amount after passing fixed time period on repeated basis) to the 

lessor in return for the right-of-use an underlying asset. Underlying asset means the 

subject asset of the agreement, around which whole lease arrangement revolves. 

 

4- Types of Lease: The lease is classified as follow 

1. Finance Lease 

2. Operating Lease 

 

5- Finance Lease: “A lease that transfers substantially all the risks and rewards of 

ownership of an asset to the lessee.” Ownership of the underlying asset needs not 

necessarily be eventually transferred to the lessee. 

 

6- Operating Lease: A lease which is not a finance lease. 

 

7- Lease Term: “Lease term is the duration over which lease agreement is enforceable 

on both parties i.e., lessor & lessee.” 
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8- Minimum Payments: “Minimum payments are the total payments which are made 

by the lessee to the lessor during the lease term.” 

 For a lessee, it is the amount payable under the lease agreement to the lessor, 

including any residual value. 

 

9- Economic Life: “Economic life is either:  

i- In terms of time period: It is the time period over which underlying asset is 

expected to be utilized economically, or 

ii- In terms of production: It is the number of production or similar units expected 

to be generated by the use of asset.” 

 

10- Useful Life: With respect to lease, useful life is the expected remaining life/period 

of asset starting from the date of lease agreement, irrespective of the lessee term over 

which the economic benefits from the assets will flow to the lessee/company. 

 

11- Guaranteed Residual Value: “It is for a lessee, it is guaranteed part of the residual 

value by the lessee or by a third party on behalf of lessee (it is the maximum amount 

which a lessee confirms to pay to the lessor in any event); and for a lessor, it is 

guaranteed part of residual value by the lessee or by a third party on behalf of lessee 

who are financially sound enough to discharge the obligations.” 

 

12- Unguaranteed Residual Value: It is that portion of residual value which is not 

realizable.  

 

13- Initial Direct Costs: “The cost which is necessary to incur to arrange a lease 

agreement. That means without incurring such costs, it is not possible for the lessor 

or lessee to enter into a lease agreement, except for such costs incurred by 

manufacturer or dealer lessors. “ 

 

14- Gross Investment in the Lease: “Gross investment in the lease is the aggregate of:  

i- the minimum lease payments receivable by the lessor under a finance lease, and 

ii- any unguaranteed residual value accruing to the lessor.” 

 

15-  Net Investment in the Lease: “Net investment in the lease is the present value of 

all the payments receivable under the lease agreement residual value at the end of 

lease term. “ 

 

16- Unearned Finance Income: “Unearned finance income is the difference between:  

i- the gross investment in the lease, and 

ii- the net investment in the lease.” 
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17- The Interest Rate Implicit in the Lease:  

 “The interest rate implicit in the lease is the discount rate that, at the inception of 

the lease, causes  

i- the aggregate present value of the minimum lease payments and the 

unguaranteed residual value to be equal to the  

ii- sum of the fair value of the leased asset and any initial direct costs of the lessor.” 

 

 It is the reconciliation factor which equate the present value of total payment under 

lease term including residual value of the asset to the fair value of leased asset 

including initial direct cost. 

 

18- The Lessee’s Incremental Borrowing rate of Interest: “The lessee’s incremental 

borrowing rate of interest is the rate of interest the lessee would have to pay on a 

similar lease or, if that is not determinable, the rate that, at the inception of the lease, 

the lessee would incur to borrow over a similar term, and with a similar security, the 

funds necessary to purchase the asset.”  

 

9.3 CLASSIFICATION OF LEASE 
The IAS 17 classified the lease into two categories,  

i- Finance Lease 

ii- Operating Lease 

 

The accounting treatment for both type of leases are different, therefore, it is necessary to 

decide the classification of lease agreement first. The margin line is the extent of transfer 

of risk & rewards of ownership of the underlying asset from lessor to lessee. If lessor is 

able to transfer the almost all risks associated with the asset or rewards which an asset can 

generate to the lessee, then it is called as finance lease, however, if it is evident that risks 

and rewards are still with the lessor and not passed on to lessee then it is an operating lease. 

The crux of the classification is the concept of substance over form.  

 

Substance Over Form: In lease agreement economic substance of the asset should be 

considered though its legal form is indicating, otherwise, so that transactions are reflected 

in its true picture. 

 

Transfer of Risks and Rewards 

i- Transfer: The transfer implies that asset is no more in the control of lessor as it is 

handed over to the lessee. 

ii- Risks: Risks associated with that asset are no more responsibility of the lessor, these 

are transferred to the lessee and now lessee is responsible to bear the losses or 

damages which are associated with that asset. Some example of risks are: 

a- Idle Cost: if the asset is idle due to low demand. 
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b- Technology obsolescence: Reduction in fair value due to technological 

obsolescence, or 

c- Repair maintenance cost. 

 

iii- Rewards: Rewards are the benefits generated by the underlying asset for the lessee. 

This will include the; 

a- Profits: profits earned by the assets 

b- Useful life: major part of economic life spend to produce goods for the benefits 

of the lessee. 

c- Potential gain on sale proceeds: when a lessee expects that fair value of the 

asset will rise in future and at the time of disposal of asset sale proceeds will 

generate gain. 

 
 

9.4 FINANCE LEASE 
As per this IAS, if any of the following conditions is applicable then it is a finance lease, 

however this list in not exhaustive 

i- Transfer of ownership: The title of the asset is passed from lessor to lessee at the 

end of the lease term. 

ii- Purchase option: Under the terms and conditions of lease, the lessee has 

right/option to purchase the underlying asset. In this respect the price has to be paid 

by the lessee for the purchase of asset is not the market price but lesser one. It is 

quite certain that lessee will purchase the asset as per terms. 

iii- Lease term should be of major part of economic useful life: The period over 

which lease agreement is enforceable should be comprised on major part (more than 

50%) of the economic useful life of the asset. 

iv- Present value of minimum lease payments equals to fair value of asset. 

v- Useable without major modification: The lessee is able to use the underlying asset 

without major modification. 

vi- Compensation of loss by lessee:  In case of cancellation of lease before the 

completion of lease term by the lessee, the loss will be the responsibility of lessee. 

vii- Gains or losses: Any gain or loss due to increase in fair value of residual value will 

accrue to the lessee. 

viii- Continuation of lease for a secondary term:  When under lease terms and 

conditions lessee has the right to continue or extend the lease term for a secondary 

term and pay rent less than market rate, the nit is considered as finance lease. 
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As said earlier, it is not an exhaustive list, if any condition which indicates that risks and 

rewards of the ownership of the asset are no more with the lessor then that means that lease 

agreement will fall under finance lease. 

 

 
 

Exhibit No. 9.1: Classification of a Lease 

 

Example No. 9.1 

ABC Ltd has entered into lease agreement with XYZ Ltd, underlying asset is the 

machinery having fair value Rs. 5,000 at 1-1-2018.  The lease will be effective from  

1-1-2018 for a period of 5 years. The annual lease payments are Rs. 1,000, however, lease 

is not renewable and implicit rate of return is 10%. 

Required: Discuss the classification of lease in following scenarios:  
1- The economic useful life of the machinery is 10 years and ownership of the 

machinery will be transferred to the XYZ Ltd at the end of the lease term.  
2- The economic useful life of the machinery is 5 years and ownership of the machinery 

will not be transferred to the XYZ Ltd at the end of the lease term.  
 

  

Yes 
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Solution: 

If any of the below conditions are fulfilled, it will be treated as finance lease  

 

Scenario 

1 

Scenario 

2 

i- Transfer of Ownership: Ownership of the asset is 

transferred to the lessee at the end of the lease term. Yes No 

ii- Purchase option: The lessee has an option to purchase the 

asset at amount which is less than its expected fair value at 

the date the option becomes exercisable and it is reasonably 

certain that the lessee will exercise this option.    

No No 

iii- Lease term should be of major part of Economic Useful 

life 
No Yes 

iv- Present value of Minimum lease payments equals to fair 

value of asset. 
Yes Yes 

v- Useable without major modification. No No 

 
9.5 CHANGES IN LEASE AGREEMENT AND ITS SUBSEQUENT 

EFFECTS 
The classification of a lease is determined from the terms and conditions of the lease 

contract. As the signing of lease contract is the first step, therefore, the classification is 

known from the beginning of the contract. Once the lease agreement has been implemented 

any change afterwards in the terms of the lease agreement with the consent of both parties 

is of such nature that it changes the classification of lease from the date of inception is 

treated as new lease from the date of change for accounting purpose. However, changes in 

estimates as change in value of residual amount will not be considered as new agreement 

for accounting purpose rather it treat as addendum to the original agreement. 

 

Example No. 9.2 
Under an operating lease arrangement an asset was transferred to the lessee over a lease 

term of 8 years. During 4th year, the provision of lease agreement was changed with mutual 

consent and now the asset will be transferred at the end of lease term. 

Required: How to record the change in provision in lease agreement? 

 

Solution: 
As the new provision will change, the classification of lease from operating to finance 

lease, therefore, it will be treated as new agreement with effect from the date of change. 

The change in classification will have no impact on last 3 years accounting treatment. 

 

9.6 THE CLASSIFICATION OF LAND AND BUILDINGS 
The useful life of the land is indefinite, so, it is only classified as finance lease only if its 
ownership is transferred to the lessee, otherwise it is treated as operating lease.  When a 
land is leased out alongwith building, then for accounting purpose, both (land are building) 
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should be treated separately. In most cases, buildings are classified as finance lease and 
lands are as operating lease.   
 

The minimum lease payments are allocated to both leases based on the fair values recorded 
in the lease agreement at the time of inception of lease. If basis of allocation of minimum 
payments is not reliable then treat the whole as a finance lease, unless, it is clear that both 
elements are fall under operating lease. However, in case of investment property held under 
IAS 40 and measured at fair value model then it will be treated as finance lease. 
 
In case of land, the substance must be examined carefully, as in some cases, legal title is 
not transferred but significant risks & rewards are transferred in such scenarios land is also 
treated as finance lease. 
 
Example No. 9.3 
A company is entered into 600 years lease of land and building both. However, the 
useful life of the building is 50 years. At the end of lease term, the title of land will 
not be transferred to the lessee. 
Required: Is it an Operating Lease? 
 
Solution:  
Though the title of the assets will not be transferred but risks and rewards of 600 
years have been transferred to the lessee that is a significant period and building is 
also covered its full economic life, therefore, it is treated as finance lease and not 
operating lease. Building and land both are classified as finance lease in the 
financial statements. 
 

9.7 LEASE IN THE FINANCIAL STATEMENTS OF LESSEE 
1- Finance Lease 

i- Initial Recognition of Finance Lease 
  On inception of lease, the lessee must book the asset and equal amount of 

liability at fair value or present value of minimum lease payments, whichever 
is lower.  The implicit rate in the finance lease will be used as discount rate. 
This rate is applied on the minimum lease payments and initial cost incurred 
necessary to enter into lease agreement by the lessor.  

 
  The use of discounting factor, presents the economic substance of the 

transaction in more accurate manner. When the major part of economic life 
which is more than 50% of the useful life of the asset is used by the lessee that 
means lessee has availed almost all benefits from the assets. Lease agreement 
is just a mechanism to finance the asset. 

 

ii- Subsequent Recognition 

  Annual lease payments made to lessor are divided into two parts 

a. Payment of principal amount (current liability) 

b. Finance charges (interest) 
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 Furthermore, depreciation will be charged to the leased asset as per company 

depreciation policy. However, if lessee is not sure about the transfer of title at the 

end of lease term, then depreciate the asset on the lease term or useful life of asset 

whichever is lesser. 

 

2- Accounting Treatment 

i- Statement of Financial Position 

  Asset: Asset under finance lease is recognized as a non-current asset 

  Liability: Liability for lease obligation (minimum lease payments plus initial 

direct cost) (lower of present value or fair value) 

 

ii- Profit & Loss Account 

  Depreciation: Recognize depreciation for the year as expense as per company 

policy. 

 

  Finance Charges: Recognize finance charges as expense. 

 

Journal Entries   
    
At the time of commencement of lease: Debit Credit 

    

Asset under Finance Lease XXX  
Liability under Finance Lease  XXX 

    
Depreciation at Year End: Debit Credit 

    

Profit & Loss Account (Depreciation) XXX  
Asset under Finance Lease  XXX 

    
At the time rental is paid:   

  Debit Credit 

Profit & Loss Account (Interest Expense) XXX  
Liability under Finance Lease XXX  
  Bank Account  XXX 

 

 Example No. 9.4 

ABC Ltd has entered into a finance lease agreement for a photocopier on 1-1-2018. 

The fair value of the photocopier is Rs.8,000/-. The lease term is 3 years non 

extendable without any option to purchase the photocopier at the end of lease term. 

The present value of total minimum lease payments is Rs.7,500/-. However, lessee 

incurred Rs.100 to start the lease. 
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Required: Calculate the amount of depreciation to be charged at the end of year 2018? 

Solution  
Initial recognition of photocopier at cost plus initial direct cost (Rs.7,500+ Rs.100) 

= Rs. 7,600 
 

The photocopier will be recognized at the present value of minimum lease payments 

plus initial direct cost Rs. 7,600 which is lesser than fair value of Rs. 8,000. 
 

As the asset has to transferred back to the lessor at the end of lease term, therefore, 

for the calculation of depreciation lease term that is 3 years will be used (useful life 

is irrelevant in this scenario). 

Depreciation for the year  = Rs. 7,600/3     

    = Rs. 2,533     
 

3- Disclosure for Finance Lease 
 Following disclosures of finance lease are required to be made in the financial 

statements of lessee: - 
i. Carrying amount of assets at the reporting date. 
ii. Reconciliation statement between the total of minimum lease payments and 

their present values 
iii. The following breakup: 

a. Minimum payments payable within one year 
b. Minimum payments payable within 5 years 
c.  Minimum payments payable after 5 years 

iv. Contingent rents  
v. Expected minimum lease payments receivables under non-cancelable sublease 

agreements. 
vi. A general description on the major lease agreement. 

 

1- Operating Lease 
 Under operating lease, lessee recognized the minimum lease payments as expense in 

the Profit & Loss account on straight line basis over the entire lease term. However, 
based on lessee benefit if any other method is more appropriate then lessee can 
choose that method for recognition of operating lease.  

 

 Journal Entry 

   Debit Credit 

Lease Rental Expense XXX  

  Bank Account  XXX 
 
2- Disclosure of Operating Lease 

i. Total minimum lease payments payable 
a. Within one year 
b. After one year but not later than 5 years 
c. After 5 years 

ii. Total minimum lease payments receivables under non-cancellable sublease. 
iii. Expenses recognized on account of sublease, lease and contingent rents. 
iv. A general description on the significant lease arrangements. 
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Example No. 9.5 

Assuming that following are the non-cancellable operating lease arrangements that ABC 

Ltd has at the year end: 

1- A building for a term of 8 years. Annual rental payment is Rs. 200,000. 

2- A transport vehicle at the lease rental of Rs. 150,000 per annum for a term of Rs. 5 years. 

3- A production unit for a term 4.5 years at annual rental payment of Rs. 50,000. 

4- A photocopier at the gross rental payment of Rs. 30,000 for 10 months. 

Required: Disclosure of lease payments as per IAS 17? 

Solution        

As per IAS 17, the following disclosures are required 
        Rs. 

1- Lease payments due within one year 

(Rs. 200,000+ Rs. 150,000 + Rs. 50,000+ Rs. 30,000) 
430,000 

    

2- Lease payments due after one year and before five years 

(Rs. 200,000x4 + Rs. 150,000x4 + Rs. 50,000x3.5) 
1,575,000 

    

3- Lease payments due after 5 years 

(Rs. 200,000x3) 
600,000 

 

9.8 LEASE IN THE FINANCIAL STATEMENTS OF LESSOR 
1- Finance Lease 
i. Just like lessee, lessor also recognizes the lease on substance and not legal form. 
ii. Lessor must treat the leasing receipts as current asset (under the account head 

receivable). The amount recorded as receivable should be the net investment in lease.  
iii. The IAS 17 defined the net investment in the lease as “gross investment in the lease 

discounted at the interest rate implicit in the lease (present value of total minimum 
lease payments)”. 

iv. The interest rate implicit in the lease is the same as for the lessee and it includes any 
initial direct costs incurred by the lessor in the amounts receivable from the lessee. 
No need to treat the initial direct cost separately.  

v. The income receivable under a finance lease arrangement should be recognized 
based on “a pattern reflecting a constant period rate of return on the lessor’s net 
investment in the finance lease”.  

Journal Entries 

Commencement of Lease:  

  Debit Credit 

Net Investment XXX  

 Asset  XXX 

  Bank Account Payable XXX 

At the time rental is received:  

  Debit Credit 

Bank Account XXX  

 Interest Income XXX 

  Net Investment XXX 
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1- Disclosure of Finance Lease 

Following disclosure must be made in the financial statements of lessor 

i- A reconciliation statement between the present value of future minimum lease 

payment and gross investment lease due under finance lease. 

ii- The gross investment in the lease and future minimum lease payments with respect to 

a. Within 1(one) year 

b. After 1(one) year but before 5 (five) years 

c. After 5 (five) years. 

iii- In addition, a lessor should disclose any Unearned Finance Income, any 

Unguaranteed Residual Value of the financed leased asset that accrue (unguaranteed 

amount is the expected value of the leased asset at the end of its useful life) and 

contingent rents received during the period.  

iv- A lessor should also identify any provisions made for any expected bad debts on 

account of expected lease payments. 

 

2- Operating Lease 

i- In case of operating lease, lessor should recognize the asset in its statement of 

financial position according to the nature of leased asset. For example, if machinery 

is a leased asset it should be presented under non-current assets classified as 

Equipment & Machinery of statement of financial position. 

ii-  The depreciation will be charged on the leased asset in the same way as charged on 

the other assets which are not under any lease arrangements. The depreciation 

method is adopted should be in accordance with IAS 16. 

iii- Initial direct costs, which is born by the lessor should be included in the cost of asset 

and it is depreciated over the useful life of the asset in the same way cost of leased 

asset is depreciated. 

iv- The receipts earned by the lessor from lessee under operating lease will be credited 

to the Profit & Loss account on a straight-line basis over the entire lease term. 

However, IAS 17 allows to recognize the receipts on different systematic basis only 

when it depicts the flow of benefits derived by the use of asset to the lessee more 

accurately. 

Journal Entry 

  Debit Credit 

Bank Account XXX  
  Lease Rental Income XXX 

 

3- Disclosure by a Lessor for Operating Lease Arrangements 
i- A general description of the entity’s leasing arrangements. 

ii- The amount of contingent rents received in the period.  

iii- Future minimum receipts under non-cancellable operating leases in following 

periods 

a- within one year; 

b- within five years; and 

c- after five years. 
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9.9 SALE AND LEASEBACK TRANSACTIONS  
Many companies use sale and leaseback mechanism to meet the funds requirement and 

improve the liquidity ratio.  An entity may enter into an agreement to sell the asset, receives 

sales proceed and then lease it back and pays rentals for its use. So, at the end entity has 

lumpsum funds to meet the debts/obligations or can finance new projects. 

 

In such a scenario, it is required to identify the classification of lease, either it is a finance 

lease or operating lease. 

 

1- Finance Lease 

A leaseback of asset is considered to be finance lease only when the one party sells the 

asset and then purchase the same asset at the end of lease term or we can say when the 

buyer (lessor) under the lease transfers the risks and rewards to the seller (lessee). 

 

When leaseback of asset is classified as a finance lease. Then the gain on the disposal of 

the asset is deferred and amortized over the lease term in the profit and loss account. 

 Profit = Sales proceeds – Carrying amount of the asset disposed off 

 

Remember, only gains on the disposals are recognized. If loss is reported, that means the 

recoverable value of the asset is less than its carrying amount, then that is treated as 

impairment loss as per IAS 36. 

 

2- Operating Lease 

When the leaseback is classified as operating lease. Then seller of the asset derecognizes 

the asset from its books of accounts and record the operating lease expenses. 

Now there are three scenarios: 

i- Asset is sold at fair value of the asset 

ii- Asset is sold below fair value of the asset 

iii- Asset is sold above fair value of the asset 

i- When the sale price is equal to fair value of the asset (Sales value = Fair 

value) 

 When this is the case, it is treated as true sale and any loss or gain on the sale 

of asset is recognized in the Profit and Loss account immediately. 

ii- When sale value is less than fair value of the asset (sales value <fair value) 

 Now there are two possible situations 

a- Seller (lessee) sells the asset below fair value and afterwards pays the 

rentals to the buyer (lessor) at market rate. 

 

 In this situation, the gain or loss on the sale of asset is recognized 

immediately in the profit & loss account. It is assumed that the lessee’s 

asset was impaired one and its recoverable amount was less than its 

carrying amount. 
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b- Seller (lessee) sells the asset below fair value and afterwards compensate 

the loss by paying rentals lower than market rate. 

 

  In such situation, the loss on the disposal of asset is being compensated by 

paying lower rentals. Now, the loss is not recognized immediately rather it 

deferred over the lease term. 

 

iii- When sale value is higher than fair value of the asset (sale value>fair 

value) 

 In this scenario, the true profit which is the amount derived when the sales 

proceeds is equal to the fair value is recognized immediately in the profit and 

loss account and over and above gain is deferred over the lease term. 

 

Example No. 9.6 

ABC Ltd has entered into sale and leaseback agreement under operating lease 

for an asset. The asset was sold at fair value of Rs. 50,000 however the carrying 

amount of the asset is Rs. 45,000. The lease term is 3 years over which annual 

lease payment of Rs. 12,000 will be made. The annual rentals are based on 

market rate. 

Required: Treatment of Sale and Leaseback agreement in the light of IAS 17? 
 

Solution 
       

Sale price  Rs. 50,000     

Fair Value  Rs. 50,000     

Carrying amount Rs. 45,000     

As the sale price = fair value, therefore, gain on the sale of this asset will be 

recognized in the Profit & Loss Account immediately. 
 Gain/profit  = Rs. 5,000   

 (Rs. 50,0000 - Rs. 45,000)      

Rs. 5,000 will be credited in the Profit & Loss account immediately. 
 

 

9.10 SUMMARY 
1- Under a lease contract, one party transfers the asset in exchange of periodic or series 

or of payments to the other party over a specified time period (lease term). First party 

called lessor and second called lessee. 

2- The lease agreement is classified as either finance or operating lease. 

3- In finance lease lessor transfers the almost all risks associated with asset and rewards 

that will be generated by the use of asset to the lessee. Example: 

a. Lease term comprises of major part of economic useful life. 

b. Present value of total of minimum lease payments which are expected to be 

paid during the lease period is equal to the fair value of the asset. 
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4- If a lease does not fulfill the conditions of finance lease, it will consider as operating 

lease. 

5- When a lease agreement involved land and building both, then both will be treated 

on individual basis for accounting purpose. However, if property is an investment 

property and measured by the management at fair value model, then it will be 

considered as finance lease. 

6- Lessee accounting: In case of finance lease, lessee will record the non-current asset 

and lease liability of equal amount. Lower of fair value of the asset at the time of 

lease agreement or present of total minimum lease payments which are expected to 

be paid is the cost of the asset. Depreciation will be charged on the non-current assets 

as per depreciation policy of the company. 

7- Lease payments are divided into two portions, one reduce the liability of the lease 

payments and second one as finance charges. 

8- In case of operating lease, lease payments are expensed out directly using straight 

line method. The lesser of useful life or lease term will be taken in this regard. 

9- Lessor accounting: Receivables of amount equal to the net investment in lease and 

finance charges as income is recognized. 

10- While assets under operating leases are presented in the accounts of lessor and 

depreciated using the same policy of company for other similar assets. 

11- Initial direct cost is added in the carrying amount of asset and it is depreciated over 

the lease term. 

12- The accounting treatment of sales and leaseback transactions are depending upon the 

classification of lease.   

 
9.11 COMPREHENSIVE EXAMPLE 
Example No. 1 
The management of ABC Ltd needs some expert opinion from IFRS specialist with proper 

calculations that either it is better to purchase the production line or lease it. In this regard 

proposal from a financing institution is invited and being an IFRS specialist you are asked 

to evaluate the proposal and advise the best option to the company. 

 

The particulars of lease proposals are as follow: 

1- The fair value of the equipment is Rs. 600,000     
2- The lease term is 4 years with annual lease payment is Rs. 200,000.  
3- the lessee guarantee the residual value at the end of year is Rs. 20,000 

4- The repair maintenance charges will be born by the lessee.   
5- The implicit rate of interest is 15%.      
Required: Evaluate the lease proposal in the light of IAS 17.    



174 
 

Solution  
If the present value of Minimum Lease payments is equal or less than fair value of the 

equipment, then it is feasible for the company to lease the equipment and not to purchase it. 

      
 Rs. 

  

Minimum lease payments  820,000    
(Rs. 200,000 (annual rentals) x 4 years (lease term) + Rs.20,000 (Residual value)) 

    
Present value of minimum lease payments     Fig in Rs.  
Lease year Amount IRR Present value of Minimum lease payment   

1 200,000  15% = 200,000x1/(1+0.15)^1 = 173,913   

2 200,000  15% = 200,000x1/(1+0.15)^2 = 151,229   

3 200,000  15% = 200,000x1/(1+0.15)^3 = 131,503   

4 220,000  15% = 220,000x1/(1+0.15)^4 = 125,786   

 Total Present value of minimum lease payments 582,431   

 Fair value of the equipment  600,000   

 

As the Fair Value is greater than Total Present Value of Minimum Lease Payments, 

therefore, management decision to lease the equipment is acceptable. 

 

  Example No. 2 

ABC Ltd has acquired an asset cost Rs. 440,000 under Finance Lease on 1-1-2018. The 

lease term is of five years at an annual rental of Rs. 100,000 payable at the start of each 

year. The residual value at the end of lease is Nil. The implicit rate of interest is 10%. 

Required:         
1- Gross Investment in Lease   

2- Net Investment in Lease 
  

3- Unearned Finance Income 
  

4- Lease amortization schedule   

          

Solution         
1- Gross Investment in Lease = Annual lease payments x lease term + residual 

Value 

    = 100,000 x 5 + 0     

    =  500,000      

2- Net Investment in Lease = Present value of the Gross Investment in Lease 

  = 416,987 (Working No.1)   
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 Working No. 1        

 
Lease year Amount IRR Present value of Minimum lease payment 

  

 1/1/2018 100,000  10% =100,000x1/(1+0.1)^0 = 100,000    

 1/1/2019 100,000  10% =100,000x1/(1+0.1)^1 = 90,909    

 1/1/2020 100,000  10% =100,000x1/(1+0.1)^2 = 82,645    

 1/1/2021 100,000  10% =100,000x1/(1+0.1)^3 = 75,131    

 1/1/2022 100,000  10% =100,000x1/(1+0.1)^4 = 68,301    

 Total Present value of minimum lease payments   416,987    

          
3- Unearned Finance Income = Gross Investment in lease- Net investment in  

lease 
 

    = 500,000 - 416,987     

    = 83,013     
 

4- Amortization Schedule    

 Year 
Opening 

Balance 

Lease 

Payment 

Sub 

Total 

Finance Charges 

@ 10% 

Closing 

Balance 

 2018      416,987   (100,000)   316,987  31,699.00   348,686.00  

 2019      348,686   (100,000)   248,686  24,868.00   273,554.00  

 2020      273,554   (100,000)   173,554  17,355.00   190,909.00  
 2021      190,909   (100,000)     90,909  9,091.00   100,000.00  
 2022      100,000   (100,000)            -                           -                    -    

 

 

9.12 EXTRACTS OF IFRS 16 
1- IAS 17 has been replaced with IFRS 16 with effect from 1st January 2019.  

2- Objective of IFRS 16 is to describe the recognition, measurement, presentation and 

disclosure of lease agreements. 

3- IFRS 16 is not applicable on the followings 

a- Leases to explore for or use of minerals, oil, natural gas and similar non-

generative resources. 

b- Leases deal under IAS 49: Agriculture 

c- Service concession arrangements deal under IFRIC 12 

d- Lessee rights held under licensing agreements deals in IAS 38 

e- License for intellectual property as per IFRS 15. 
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4- This IFRS exempt the followings from the application of recognition of lease 

requirements 

a- Leases having less than 12 months’ lease term and an option to purchase the 

asset is not available to the lessee at the end of the lease, and 

b- Leases in which worth of underlying asset is low. 

 

5- Lease is basically a contract or agreement, under which one party authorizes the other 

party to use its specific asset for specified time period and in return pay some 

economic benefit. 

6- Control means lessee has exclusive rights to use by itself or directs any third par to 

the same asset on its behalf and drives economic benefits as much as possible. 

7- Classification of lease does not matter for Lessee. 

8- Once the lease agreement has been signed or commitment of both parties to the lease 

terms and conditions has been sought, the lessee recognizes the (i) right to use asset 

and (ii) equal amount of lease liability in the statement of financial position.  

9- Accounting by Lessee for right to use asset: If it is recognized  

a- At cost then it will be depreciated as per method given in IAS 16 for assets 

recognized at cost, or 

b- At revaluation model then again IAS 16 prescribed the depreciation method 

for revalued asset, or 

c- At fair value then IAS 40-investment property explains the accounting 

treatment. 

10- Accounting by Lessee for Lease Liability: Constant Interest rate is charged on 

lease liability for the calculation of interest. Total payment made on account of lease 

liability will divided into outstanding lease liability and interest payment.  

11- Accounting for Lessor: the accounting of lease for lessor is the same as discussed 

in IAS 17. 

12- Sale and Leaseback of Asset: In order to identity whether an asset is considered to 

be transferred or not in term of IFRS 16, the requirements of IFRS 15: Revenue from 

contracts with customers will be applied. If it fulfills the conditions specified in IFRS 

15, then seller (lessee) must recognizes the right to use asset in proportion to the 

carrying amount of right to use asset retained previously and gain or loss will be 

recognized only to the extent of right to use is transferred. 

13- However, if the right to use asset does not fulfill the conditions of IFRS 15: Revenue 

from contracts with customers, then such arrangement is accounted for as per IFRS 

9: financial liability, it will not be considered as lease rather a mechanism of 

financing. 
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