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Introduction

Measurement is a core issue of financial accounéind reporting
today. International Accounting Standards BoardS@) and national
standard setters in particular countries deal thigissue.

The following main issues of the measurement iarfial accounting
are discussed at present:

= convergence of approaches to the fair value measumebetween
the US GAAP and the IFRS;

= using the fair value measurement on initial recobgniand further
at a balance sheet day (there is an assumptionlirron&te
historical costs measurement completely);

= possible changes in measurement approaches in ethed pof
crisis.

There are two measurement concepts standing agaicistother:

1. Historical costs (based on entity specific measergm and
impairment recognition)

2. Measurement which reflects present economic canditat the day of
measurement:

= the fair value measurement; and
» an entity specific measurement:
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- current cost — reproduction cost and replacemestt co
- netrealizable value,

- valuein use,

- deprival value.

In financial accounting there are two important neots when assets
and liabilities need to be measured:

» on initial recognition; and
= at a balance sheet day.

In these points an entity specific measurement ofaia value
measurement can be used.

Historical costs

Historical costs are based on the measurementsetsaand liabilities
at purchase price (costs) that were incurred at rttmenent of the
purchase. These costs decrease only if an asgep#&red. An asset is
impaired when its carrying amount exceeds its reme amount (in
accordance with IAS 36). Assets impairment is basedn entity specific
measurement.

Measurement reflecting present economic conditionat the day of
measurement

Such measurement is based on periodical revaluatiagsets (and in
some cases also liabilities) at least at a balaheet day.

The fair value measurementis based on market prices fulfilling the
following definition: “Fair value — the amount farhich an asset could be
exchanged, or a liability settled, between knowéstie, willing parties
in an arm’s length transaction.” This requires tthet assumptions as to
how the asset can be used are those adopted atlket, rather than the
“entity specific” beliefs of the current owner.

An entity-specific measurementobjective looks to the expectations
of the reporting entity which may differ significénfrom those implicit
in a market price. Any measure of an asset orlitghhat differs from its
market value must be based, explicitly or implgitbn entity-specific
expectations that differ from those of the market.
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Measurement in IFRS — nowadays

The International Financial Reporting StandardsS@\ 2008) lead in

an increased extent to use the fair value measurteme

The arguments for the departure from the histormadts base at

balance sheet date are as follows:

1)

2)

3)

Low information potential of historical cost

The first argument can be found especially indhgse of investments
and financial instruments where historical costgehlaw information
capacity which has been criticized mostly by exéraosers of
accounting information.

Physical capital maintenance

The second argument against the application efhilstorical costs
base is a hidden aspect of physical capital maames erosion. The
recognition of expenses that are determined by itféation

undervalued historical costs of consumed assetgdiigher profit
and its complete distribution to owners can leaad tisability of an
enterprise to finance the full reproduction of itgpurhere is a clear
requirement not only from external users of accogninformation

but also from the management of an enterprise toartiefrom

historical costs with the goal to recognize thefiprat the moment
when the physical productive capacity is maintainBue subject of
distribution can only be the profit recognized asesult of revenues
matched with the expenses measured at current meakees that
cannot cause physical capital maintenance ero&ohin this case,
the enterprise should rather use replacement donstead of fair
values that cannot reflect the conditions in wtited enterprise works.

Objectivity and comparability of measurement

The third argument for the fair value measuremerihe objectivity

and comparability of such fair value measuremeat i not based on
individual conditions reached at the initial rectigm of assets or
liabilities.

The consequences of the above mentioned factors imé&noduced

into the IFRS as a required measurement whichatsfigresent economic
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conditions at the day of measurement — especiallylmlance sheet day.
The IASB prefers the fair value measurement to éndéity specific
measurement in the IFRS.

Many IFRS are based on the fair value measurenuertept.

The fair value is either an equal alternative ® lirstorical costs (e.g.
IAS 16 — Property, plant and equipment, IAS 38 tarigible assets), or it
is a preferable or demanded measurement basdA8&.¢l0 — Investment
property, IAS 32 and IAS 39 - Financial instrumentdS 41 -
Agriculture).

But most of these standards use the fair value unea®nt method
only at a balance sheet day. On initial recognitiesets and liabilities are
measured usually at costs.

Only IAS 41 — Agriculture and IAS 39 — Financiasiruments require
the fair value measurement on initial recognitidn.IAS 39 demands the
fair value measurement of financial instrumentsaital recognition. If a
purchase price of a financial asset differs from fidur value, a gains or
losses caused by this transaction are recognized.

The fair value measurement on initial recognitiomdps a significant
change into accounting. IAS 41 — Agriculture regsithe application of
the fair value in measuring biological assets frima point of initial
recognition and at each balance sheet date. The damand is required
for the agricultural products measurement at thietpaf their harvest.
The historical costs base is completely diminishidds approach seems
to be an indicator of future progress within th& 8=

Possible future — a target formulated before finanial
crisis

The IASB published the discussion paper “MeasurénBases for
Financial Accounting — Measurement on Initial Reutgn” (IASB
paper) in November 2005. The IASB paper proposat dh assets and
liabilities should be measured at their fair value initial recognition
when the fair value can be estimated with an aetdtreliability
(CASB, 2005). This approach brings a significardaraie into accounting.



DvorakovaD.: Historical Costsversudrair ValueMeasuremerit Financial
Accounting.

What are the reasons for a departure from the ro@sisurement on
initial recognition?

Two most important criteria for the selection of pegpriate
measurement base are the following:

= reliability, and
= relevance.

The reliability of accounting measurements

According to the IASB paper the reliability of aceding
measurements is based on the following three at&# representational
credibility, neutrality and verifiability. | assuntlat it is the verifiability
that can cause practical problems.

The relevance of measurement base

The IASB paper compares the market and the erntigific
measurement objectives. A market measurement tgftee price in an
open and active competitive market, it reflects katiexpectations. On
the contrary an entity-specific measurement is dbasethe expectations
and preferences of the management of an enterprise.lASB paper
proposes that a market value based measuremeitiobjhas important
qualities that make it more relevant than entitgesfic measurement
objectives on initial recognition. A measurementiclihreflects market
expectations and conditions is more relevant fmoanting information
users than a measurement based on the expectathidngreferences of
the management of an entity. | suppose that thiglasion is in many
cases debatable, especially as far as non finaasssgts. The application
of a market value based measurement may resulhanuse of more
models based on subjective management decisiorsmifedhe market
price of most non financial assets and liabilite@gnot be detected. In
many cases an entity-specific measurement provydeater predictive
information than market measurements, that do mfteat specific
managerial intentions and therefore the entity-fjgemeasurement can
be more relevant for the users of accounting in&dirom.

The IASB paper also demonstrates that all the otheasurement
bases different than fair value directly or indibgdncorporate entity-
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specific measurements. This is the main reasoadplying the fair value
in measuring assets and liabilities on initial ggaton.

The fair value of the consideration given or reedi\(costs) for an
item will often represent the fair value of thenitext the date of initial
recognition. However, there are many cases wheriaihevalue and the
historical cost may differ significantly precisedy the moment on initial
recognition.

The IASB paper is only the first part of the pladn&SB project
aimed at measurement. The second part of thisgirejeneasurement on
a balance sheet date — could probably continueherséame base. The
measurement on a balance sheet date will most lpisoba based on the
fair value. Such measurement approach brings af losks especially in
the case of a non financial assets measuremen@gpieation of the fair
value measurement on initial recognition in IAS 41Agriculture, as
introduced above, is a precedent for other non nird assets
measurements. Some problems concerning an apphaaitithe fair value
measurement of biological assets and agriculturabdyction can be
relevant, after certain generalization, for othen rfinancial assets, for
which the requirement of the fair value measurement initial
recognition is completely new.

To begin with it is necessary to accomplish an ysislof IAS 41
measurement approach and to compare them with frog®sed in the
IASB paper. The approach to measurement in IAS ifférgl from the
approach to IASB paper in two points:

* in the setting of measurement hierarchy, and
= in the approach to transaction costs.

Measurement hierarchy

The basis for an asset’s fair value recognitiogusted price in an
active market with biological assets or agricultyeduce, but only on
condition that the market with particular assetsgsexf an enterprise has
access to different active markets, it will use firece existing in the
market that is expected to be used. This base Her measurement
included in IAS 41 is also accepted in the IASBgrap
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If an active market does not exist, an enterprisestthe following
possibilities for the market price or market valdetermination, if
available:

= The most recent market transaction price on candithat there
has not been a significant change in economic mistances
between the date of that transaction and the balsineet date,

= Market prices of similar assets with an adjustnrefiecting the
differences between the measured asset and the=te,and

= Sector benchmarks such as the value of an orchamessed in
amounts of fruit (e.g. per export tray, bushelbhectare, and the
value of cattle expressed per kilogram of meat, etc

In some cases, if the market-determined price twevanay not be
available for a biological asset in its presentditbon, an enterprise uses
the present value of expected net cash flow froenadset discounted at a
current market-determined pre-tax rate in detenmgjits fair value.

The IAS 41 doesn't determine the hierarchy whiclousth be
respected when using alternative methods of thé&eharice or market
value determination. On the contrary the IASB pagetermines such
hierarchy. This hierarchy derived from a maximainahation of entity-
specific measurements.

The IASB paper proposes the following measureméaraichy on
initial recognition:

1. An entity should use an observable market priceswafh assets or
liabilities that are identical or similar to theim to be measured, but
with an appropriate adjustment to any differencetsvben the market
traded assets or liabilities and the asset orliiglbd be measured, and
with an appropriate adjustment to time differenaésing from the
time difference between a moment of trading and easurement
moment.

2. If the observable market price described in leveé acannot be
assessed, a model or technique for estimating @r&enprice of an
item to be measured on initial recognition is atedpAll significant
inputs into this model have to reflect observaldéevant market
preconditions.
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3. If the measurement methods in levels one and twoatebe used, an
asset should be measured on initial recognitiomtsaturrent cost
provided that this amount can be reliably estimatedi can be
reasonably expected to be recoverable.

4. If the conditions of levels 1, 2 or 3 cannot be nagt asset or liability
should be measured on initial recognition on th&saf an accepted
model or techniqgue. A measurement model should nesiably
estimated entity-specific data that are not sigaiftly inconsistent
with observable market information to the extentwhich reliable
market-based data are unavailable.

Transaction costs and anticipated cost of sales

The standard IAS 41 requires the measurement &fdiaal assets at
their fair value less estimated point-of-sale co$te point-of-sale costs
include commissions to brokers, dealers, leviesrdgulatory agencies
and commodity exchanges, and transfer taxes andsddihe point-of-
sale costs exclude transport and other costs reggess get assets to a
market. In compliance with the requirements in I4%, the costs
necessary to get assets to a market (transpos) @st excluded from the
fair value at the moment of its determination. Taie value is a market
value less transport costs and other costs negetsaget assets to a
market.

This method mixes the market and the entity-specifeasurement.
The fair value reflexes market conditions while émticipated transaction
costs (point-of-sale costs and costs necessargtt@sgets on market —
e.g. transport costs) reflexes future conditionsalé. This measurement
is not fully in accordance with the IASB paper whigxcludes whichever
intersection of an entity-specific measurement immoassessment of the
fair value and does not permit that future costeersary to get assets to a
market decrease fair value.

When | compared IAS 41 approach and the approadhdnlASB
paper | came to an assumption that the fair valeasarement problems,
when applying IAS 41, occur also in case of othar financial assets.

Some arguments against the fair value measurenoeept in the

case of non financial assets as it is presentdddnASB paper are as
follows:
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1. When an active market does not exist a fair valftenohas lower
degree of evidence and reliability. The estimatieethods of the fair
value on initial recognition (or at a balance shdstie) are based on
subjectively estimated entity-specific data. Inttbase it is better to
use historical costs. To determine a limit pointvaich the fair value
cannot be reliably assessed is also problematicabjective.

2. The gains achieved by the fair value measuremeherfwthe fair
value is higher than costs) should not be includeakt profit or loss
mainly in cases when the fair value is not avaddbl an enterprise in
the case of future sales of assets. Moreover, ixeel fassets are not
available for sale at all.

Partial conclusion

| suppose that the fair value measurement can lariteg of relevant
information for accounting information users butbiings higher risks
when the gains of the fair value measurement aladed in net profit or
loss of an enterprise, especially in case fair &#aheasurement of non
financial assets. From this point of view it wolld better to present the
fair value measurement information as alternatiiermation, e.g. in a
format of alternative income statement and balasie®et. Such form of
presentation can be useful for accounting inforamatisers and does not
bring risk of the physical capital maintenance enos

Can the current financial crisis change the approdt to
measurement in financial accounting?

The financial crisis can significantly change thepmach to
measurement in financial accounting. The clearlgftdd way to the
extended use of the fair value measurement in ¢iahmaccounting (e.g.
in IASB paper mentioned above) can be abandonesugpended. The
issue in the time of financial crisis is using faialue for financial
instruments. The reason for possible changes dmeilthe disintegration
of financial markets and the unavailability of tfer value of assets
(non—financial and also financial). A tendency tsEend the fair value
measurement and to use the entity specific measumteimstead can be
observed. This movement is obvious from the publisiopinions of
experts and relevant organizations and institutamfollows:
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The Securities and Exchange Commission (SEC) aed~thancial
Accounting Standards Board (FASB) issued “clartfmas” regarding the
rule, known as mark-to-market. The new directiieves companies to
value their assets according to their estimatedréutash flow, rather
than current market prices (Dougherty, 2008). SBQ finally decided to
permit alternative accounting methods to mark-tok®taccounting for
securities where no active market exists (SEC, R0OBhere are few
buyers for many of the assets on the books of il@nnstitutions,
especially mortgage-backed securities. That makesn t difficult to
value. The price uncertainty has driven their mavieue down as much
as 80 percent, threatening the solvency of manidan

At present this issue seems to be not only a questr financial and
accounting experts, but also for politicians. Magponomists, business
leaders and politicians are urging the modificattwnsuspension of fair
value accounting for lenders holding huge amouhthartgage-backed
securities that have no market. They said: “Theceph of fair value
accounting is correct and useful, but the applicatiuring periods of
crisis is problematic.” Some experts assume tha fair value
measurement deepens the financial crisis.

The IASB and the US Financial Accounting Standd&dard (FASB)
have a long-standing commitment to work togetheanninternationally
coordinated manner on improving financial reportsigndards. As part
of that commitment, accounting issues emerging fthe global crisis
will be considered by both boards. The boards éstednl an advisory
group comprised of senior leaders with broad irgteomal experience
with financial markets to assist in that importandcess (Financial Crisis
Advisory Group — FCAG) (IASB, 2009). The IASB an@&WBASB jointly
held public round tables to identify any accountisgues that might
require the urgent and immediate attention of tbards. It seems that
IASB and US FASB want keep the fair value for fio@hinstruments.

| think that it is necessary to ask nowadays:

= |s it right to use the fair value measurement se&sin periods of
an economic boom and distribute uncertain gain® frevaluation
of assets to owners and managers of firms, anddabasuch
measurement in the time of crisis when the faiugabf assets
falls down?
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= Is it correct to base financial accounting only ttwe fair value
measurement in the period of an economic boom witkaking
into account the uncertainty of market prices ahelirtfuture
movement?

Such questions and doubts are not new, but thetopieal at present
and should be heard.

Conclusions

There is not one easy way of measurement in fishretcounting.

Measurement which reflects present economic canditiat the day of
measurement is for accounting information usery weseful but it is

necessary to prevent the distribution of unrealigaths from revaluation
to owners. We should use both measurement appredtdie value and

entity specific value) in accounting to provide reat information to

accounting information users. Entity specific meament for non—

financial assets may be in some cases better giamalue measurement.
Fair value is more appropriate for financial ingtents.
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Historical Costs versus Fair Value Measurement in
Financial Accounting

Dana DVQRAKOVA

ABSTRACT

There are two important points in which in which weed assets and
liabilities measured in financial accounting: ontiat recognition and at a
balance sheet day. Many International Financial dRepy Standards
(IFRS) used the fair value measurement concept. rBost of these
standards use the fair value measurement methgdabial balance sheet
day. On initial recognition assets and liabilites® measured usually at
costs. The IASB presented the discussion paper $hteanent Bases for
Financial Accounting — Measurement on Initial Redbogn (2005)”
which proposed fair value measurement on initiaogmition for all
assets and liabilities. This article is aimed oseasment of risks arising
from extending fair value measurement using andssue of fair value
measurement in time of financial crisis.
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