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performance liabilities). In some of these cases, the most appropriate pricing source may be an exit
market or equivalent. In any case, it is necessary to identify, and adjust for, any differences between
the value-affecting properties of market-traded assets or liabilities and the asset or liability to be
measured on the measurement date.

Questions have been raised with respect to market accessibility, and some Standards state that it is
inappropriate to measure the market value of an asset or liability on the basis of a market that is not
accessible to the reporting entity. It is important to define carefully what is meant by market
accessibility and whether it may take different forms with different impl ications for accounting
measurement. Some have associatedaccessible market values with amounts that would be received or
paid to realize or settle immediately an asset or liability on a measurement date. Such amounts are not
market values if they are determined on the basis of pre-existing contractual prepayment provisions or
option exercise prices rather than open market transactions. There is no implication in the market
measurement objective with respect to expectations fo r realizing, settling, holding, or using any asset
or liability, beyond the general market expectation of highest and best use.

The possibility that different markets could exist with  different prices for identical assets or liabilities
seems inconsistent with the proposit ion that there can be only one market value for an asset or liability
on a measurement date. However, it is acknowledg ed that multiple markets for identical assets or
liabilities do exist, perhaps as a result of le gislation, regulatory re quirements, or licensing
arrangements that impose market access restrictions. This paper proposes that research be undertaken
on multiple market situations for seemingly identical assets or liabilities, the nature and causes of
price differences between them, and their im plications for market value measurement.

Transaction Costs

Transaction costs, defined as costs that market participants would not be expected to be compensated
for, do not affect market values. However, under an entity-specific measurement objective, such costs
might be added to the measure of an asset, or be deducted from the measure of a liability, on initial
recognition on the basis of individual entity expectations that differ from market expectations.

Conceptual Analysis - Reliability

The reliability of accounting measurements is based on three attributes: representational faithfulness,
neutrality, and verifiability. Of these, the basic underpinning is provided by representational
faithfulness. The appropriate starting point foran  analysis of the reliability of a measurement basis is
to examine what it purports to represent. Reliability is then assessed in terms of whether a
measurement basis is able to represent what it purp orts to represent. This paper proposes that, when
more than one measurement basis achieves an acceptable level of reliability, the most relevant of these
bases should be selected.

Limitations on measurement reliability result from measurement uncertainty, which exists when the
measure of an asset or liability on a measurement date could be a variety or range of different
reasonably possible or justifiable amounts. Two sources of measurement uncertainty are identified:

@) Estimation uncertainty, which involves estimate s about uncertain existing conditions or future
outcomes.
(b) Economic indeterminacy, which arises wh en the economic phenomenon to be measured

cannot be defined in sufficiently concrete terms  to permit valid quantification (that is, some
significant value-affecting property of an as set or liability is unknown and unknowable).

© IASCF 11
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It is well recognized and accepted that accounting measurement cannot avoid some degree of
estimation uncertainty. The reliability of an estimation should be judged on the basis of the facts and
the validity of assumptions on the measurement date, and not by the subsequent outcome.
It is important to distinguish estimation uncertainty from volatility.

A basic economic indeterminacy results from arbitrar y allocations or attributions. The problem arises
when a measurement basis requires the cost or valu e of an item to be allocated among two or more
assets or liabilities. This is known as the eone-to-manyZ attribution problem. It has been well
demonstrated that there can be no unique non-ar bitrary solution to a one-to-many or many-to-many
allocation.

This paper proposes that the ability to provide us eful disclosures about the measurement uncertainty

of a measurement basis is an important factor in as sessing its reliability. More specifically, it is

proposed that a measurement basis should not be considered unreliable solely because it has wide
range of measurement uncertainty, if relevant and reliable information can be provided that enables

users to understand the basis for the single po int selected and the nature and extent of the

measurement uncertainty.

Comparative Analysis of Identified Measurement Bases

Each of the identified measurement bases is examined in light of the preceding conceptual analysis.
The following general conclusions are proposed:

€) Fair value is the most relevant measure of an asset or liability on initial recognition.
The relevance of fair value is, it is reasoned, ba sed on it representing the essential properties of
market value. The objective of fair value measur ement is to reflect the market value of an asset
or liability on a measurement date. If there is no observable market value for the asset or
liability, the fair value objective is to estimate what the market value would be if a market
existed, taking into account any liquidity limitations. The paper proposes that assets and
liabilities should be measured at their fair value on initial recognition when fair value can be
estimated with acceptable reliability. (Some question whether assets or liabilities that are
acquired or incurred on the basis of earlier fixed-price contracts should be measured at their
fair value on initial recognition or on the basis of  their fair value on the inception of the earlier
contract. This issue is discussed.)

(b) The above conclusion as to the relevance of fair value does not fully resolve the measurement
issue, however, because the paper also concludesthat fair value cannot be reliably measured in
some common initial recognition situations. In such cases, it is proposed that a substitute be
selected that can be reliably estimated. The su bstitute selected should be the one that is most
consistent with fair value, and it should be applied on a basis that is as consistent as possible
with the fair value measurement objective. Substitute bases should be described and explained
in terms of what they are, and not purported to be fair value. A measurement that is
significantly dependent on enti ty-specific expectations that cannot be demonstrated to be
consistent with market expectations does not meet the conditions for being described as fair
value.

A Proposed Measurement Hierarchy on Initial Recognition

The proposed measurement objective on initial recognition is fair value or, when fair value cannot be
estimated with adequate re liability, the best substitu te for fair value. Based on the analysis of the
properties of fair value and alternative measurem ent bases, the following hierarchy is proposed to
implement this objective.

12 © IASCF
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Estimates of Fair Value — Levels 1 and 2

This paper proposes that the fair value of an asset or liability can be estimated with an acceptable level
of reliability on initial recognition when either of the following conditions is met:

Level 1, There is an observable market price for assets or liabilities that are identical or similar to the
asset or liability to be measured on or near the time of initial recognition, and reliable adjustment
consistent with market expectatio ns can be made for (i) any differences between the market-traded
assets or liabilities and the asset or liability being measured and (ii) any time difference.

Level 2 , Failing an observable market price meeting the conditions of Level 1, there is an accepted
model or technique for esti mating the market price of the asset or liability to be measured on initial
recognition, and all significant inputs reflect observable market prices or reliably measurable
phenomena that can be expected to be the basis of market participantse determinations within the
model or technique.

Substitutes for Fair Value — Levels 3 and 4

Level 3, Estimates of current cost: Failing the ability to estimate fair value with acceptable reliability
(that is, to meet the conditions of Level 1 or 2):

(€)) an asset should be measured on initial recognition at its current cost, provided that this
amount can be reliably estimated and can be reasonably expected to be recoverable; and

(b) a liability should be measured on initial recognition at its current consideration amount,
provided that this amount can be reliably estimated and can be reasonably expected to
represent the amount owed.

The paper proposes that current cost be interpreted to mean replacement cost when it is reliably
measurable. However, it is reasoned that replacement cost as a substitute for fair value will not be
capable of reliable determination for many assets on initial recognition. Failing the reliable
measurement of replacement cost, current cost woul d be reproduction cost, when reproduction cost
can be reliably determined. When the above cond itions for the use of cu rrent cost, or current
consideration amount, are not met, the paper proposes that historical cost is an acceptable substitute
when it can meet these conditions. It is furth er suggested that, for practical purposes, a reliable
historical cost measure of an asset or liability migh t be accepted in lieu of current cost on initial
recognition, absent persuasive evidence that a reliable measure current cost would differ significantly
from historical cost. The paper proposes that meth ods for attributing costs to assets or liabilities on
initial recognition be selected to be as consistent as possible with the fair value measurement objective.

Level 4 , Models or techniques that depend significantly on entity-specific expectations: If the
conditions of Level 1, 2, or 3 cannot be met, an asset or liability should be measured on initial
recognition on the basis of an accepted model or technique. To the extent that reliable market-based
data are unavailable, the measurement model or technique should use reliably estimable
entity-specific data that are not demonstrably inconsistent with  observable market expectations.

An important implication of the above measurement hierarchy is that, if none of the above
measurement alternatives can be applied, the basic re liability condition for the recognition of an asset
or liability has not been met.

The paperss analysis exposes a number of areas in which in-depth research is needed, and it makes some
recommendations for such research.
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INVITATION TO COMMENT

Comments are sought on any aspect of this Discussi on Paper. Answers to the following questions and
the reasons for those answers would be particularly helpful.

Comments should be submitted by 19 May 2006. All responses will be put on the public record unless
the respondent requests confidentiality. However, such requests will not normally be granted unless
supported by good reason, such as commercial confidence. If commentators respond by fax or email,
it would be helpful if they could also send in a hard copy of their response by post.

Comments should preferably be sent by email to ed.accounting@cica.ca or addressed in writing to:

Director, Accoun ting Standards
Canadian Accounting Standards Board
277 Wellington Street West, Toronto, ON M5V 3H2 Canada

Comments received will be analyzed by staff of the Canadian Accounting Standards Board. The analysis
and copies of responses will be provided to the IASB so that they may be taken into account when the
IASB proceeds to debate the issues and form its preliminary views.
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Questions

References to both the condensed version and main discussion paper are provided in the following
questions.

Q1.

Q2.

Q3.

Q4.

Q5.

Do you agree that the list of identified possible measurement bases (see paragraphs 33-51 of the
condensed version and paragraphs 69-74 of the main discussion paper) sets out the bases that
should be considered? If not, please indicate and explain any changes that you would make.

Do you agree with the working terms and defini tions, and supporting in terpretations, of each
of the identified measurement bases (see paragraphs 33-51 of the condensed version and
paragraphs 77-96 of the main discussion paper)? If not, please explain what changes you would
make. In particular, do you have any comments on the term «fair valueZ and its definition

(in light of the discussion in paragraphs 46-48 of the condensed version and paragraphs 88-93
of the main discussion paper)?

It is proposed that there are two fundamental sources of differences between the identified
bases for measuring assets and liabilities on initial recognition:

€) market versus entity-specific measurement objectives, and
(b) differences in defining the value-affecting properties of assets and liabilities.

(See paragraph 52 of the condensed version and paragraph 97 of the main discussion paper.)
This proposal and its conceptual implications are  the subject of chapters 4 and 5. Do you agree
that these are the fundamental sources of differences between asset and liability measurement
bases on initial recognition? If not, please in dicate the fundamental sources of differences you
have identified, and provide the basic reasons for your views. For any different fundamental
sources you have identified, please indicate how these might be examined and tested.

The paper analyzes the market value measurement objective and the essential properties of
market value.

€) Do you believe that the paper has reasonably defined the market value objective and
the essential properties of market value for financial statement measurement purposes
(see paragraphs 54-56 and 105-112 of the codensed version and paragraphs 99-110 and
236-241 of the main discussion paper)? If not, please explain why not, and what
changes you would propose, or different or additional considerations that you think
need to be addressed.

(b) Do you agree with the proposed definition of smarketZ (see paragraphs 55-56 of the
condensed version and paragraphs 107-110 of the main discussion paper)? If not, please
explain why you disagree, and indicate any changes you would make and any issues
that you believe should be given additional consideration.

(c) Do you agree with the fair value measurement objective as proposed, and its derivation
from the market value measurement objective (see paragraph 102 of the condensed
version and paragraphs 111, 228 and 229 of the main discussion paper)?

Do you agree with the definition and discussion of entity-specific measurement objectives
(see paragraph 57 of the condensed version and paragraphs 112-116 of the main discussion
paper) and their relationship to management intentions (see paragraph 58 of the condensed
version and paragraphs 117-121 of the main discussion paper)? If not, please explain why you
disagree.
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Q10.

16

Discussion Paper November 2005

Do you agree with the comparison of market and entity-specific measurement objectives
(see paragraph 59 of the condensed version and paragraph 122 of the main discussion paper)
and with the proposed conclusion that the market value measurement objective has important
qualities that make it more relevant than enti  ty-specific measurement ob jectives for assets and
liabilities on initial recognition (see paragraphs 60-61 of the condensed version and paragraphs
123-129 of the main discussion paper)? If not, please explain your views.

(a) It is reasoned that there can be only one market (fair) value for an asset or liability on a
measurement date (see paragraph 62 of the condensed version and paragraphs 131-138 of
the main discussion paper). Do you agree with this conclusion? If not, please explain why
you disagree.

(b) It is proposed that differences between apparent market values for seemingly identical
assets or liabilities on initial recognition may be attributable to:

0] differences between the value-affecting properties of assets or liabilities traded
in different markets, or

(i)  entity-specific charges or credits.

(See paragraph 63 of the condensed version and paragraphs 131-138 of the main
discussion paper). However, the paper notes the existence of multiple markets for some
assets and liabilities, and the possibilit y that they may be due to market access
restrictions that require further investigat ion (see paragraphs 74-82 of the condensed
version and paragraphs 95-109 of the main discussion paper).

Do you agree with these proposals, within the caveats and discussion presented? If not,
please explain why you disagree.

Do you agree that a promise to pay has the same fair value on initial recognition whether it is
an asset or a liability, and that the credit risk associated with a promise to pay enters into the
determination of that fair value with the same effect whether it is an asset or liability
(see paragraph 65 of the condensed version and paragraphs 142-147 of the main discussion
paper)? If you do not agree, please explain the basis for your disagreement.

The paper makes the following proposals with re spect to defining the unit of account of the
asset or liability to be measured on initial recognition:

(a) The appropriate individual item or portfolio unit of account on initial recognition is
generally the unit of account in which the reporting entity has acquired the asset or
incurred the liability (see paragraphs 67-70 of the condensed version and paragraphs
149-154 of the main discussion paper).

(b) The appropriate level of aggregation for non-contractual assets on initial recognition is
the lowest level of aggregation at which an identifiable asset is ready to contribute to
the generation of future cash flows through it s sale or use (see paragraphs 71-73 of the
condensed version and paragraphs 157-161 of the main discussion paper).

Do you agree with these proposals within the caveats and discussion presented? If not, please
explain why, and in what respects, you disagree.

It is suggested that, in many cases, the best market source on initial recognition is the market

in which the asset or liability being measured was acquired or issued. However, some
significant situations are noted in which a diffe  rent source may be appropriate, and research is
proposed into possible multiple markets (see paragraphs 75-82 of the condensed version and
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Q12.

Q13.

Q14.

Q15.

Q16.
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paragraphs 162-182 of the main discussion paper). Do you agree that the paper provides a
reasonable analysis of market sources and their implications on initial recognition? If not,
please provide reasons for disagreeing, and indica te any additional analysis or research you
would think should be carried out.

The paper concludes that transaction costs, as defined, are not part of the fair value of an asset
or liability on initial recognition (see paragraphs 86-87 of the condensed version and
paragraphs 193-200 of the main discussion paper). Do you agree with the proposed definition
of transaction costs? Do you agree with the above conclusion? If you disagree, please explain
your reasons and what you believe the implications of your different view would be for fair
value measurement of assets and liabilities on initial recognition.

Do you agree with the proposal that, when more than one measurement basis achieves an
acceptable level of reliability, the most relevant  of these bases should be selected (see paragraph 89
of the condensed version and paragraph 202 of the ma in discussion paper)? If not, please explain
why you disagree, and indicate how you would settle trade-offs between the relevance and
reliability of alternative measurement bases.

Do you agree with the two proposed sources of limitations on measurement reliability ,,
estimation uncertainty and economic indeterminacy , and supporting discussion
(see paragraphs 90-100 of the condensed version and paragraphs 204-216 of the main discussion
paper)? If not, please explain your view.

Do you agree that fair value is the most relevant measure of assets and liabilities on initial
recognition of assets and liabilities, and therefore should be used when it can be estimated with
acceptable reliability (see analyses of fair value and alternative bases in chapter 7, and
discussion of measurement date on initial reco gnition in paragraphs 179-180 of the condensed
version and paragraphs 410-415 of the main disc ussion paper)? If not, please explain why.

Do you agree that fair value is not capable of reliable estimation in some common situations on
initial recognition (see paragraph 104 of the co ndensed version and paragraphs 232-277 of the
main discussion paper)? More specifically, do you agree that:

(a) A single transaction exchange price should not be accepted to be equal to fair value
unless there is persuasive evidence that it is (see paragraphs 106-114 of the condensed
version and paragraphs 243-252 of the main discussion paper), and

(b) A measurement model or technique cannot be considered to achieve a reliable
estimation of the fair value of an asset or liability when the estimate depends
significantly on entity-specific expectations that cannot be demonstrated to be
consistent with market expectations (see paragraphs 115-118 of the condensed version
and paragraphs 263-268 of the main discussion paper)?

Please provide explanations for your views on these questions if they differ significantly from
the conclusions and supporting arguments presented in the paper.

Do you agree with the paperes analyses and conclusions with respect to the comparative
relevance and reliability of:

(a) historical cost (see paragraphs 120-137 of the condensed version and paragraphs 281-319
of the main discussion paper);

(b) current cost - reproduction cost and replacement cost (see paragraphs 138-154 of the
condensed version and paragraphs 320-361 of the main discussion paper);

(c) net realizable value (see paragraphs 1%-161 of the condensed version and paragraphs
362-375 of the main discussion paper);
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(d) value in use (see paragraphs 162-169 of the condensed version and paragraphs 376-392 of
the main discussion paper); and

(e) deprival value (see paragraphs 170-178 ofthe condensed version and paragraphs 393-409
of the main discussion paper)?

f Please provide reasons for any disagreements, and any advice you may have as to
additional analysis or research that you believe should be carried out.

The paper discusses substitutes for fair value when the fair value of an asset or liability cannot
be reliably estimated on initial recognition. Do you agree that, when other measurement bases
are used as substitutes for fair value on initial recognition, they should be applied on bases as
consistent as possible with the fair value measurement objective (see paragraph 186 of the
condensed version and paragraph 417 of the main discussion paper)? If not, please explain why.

Do you agree with the proposed hierarchy for the measurement of assets and liabilities on
initial recognition (see chapter 8)? If not, please explain your reasons for disagreeing and what
alternatives you might propose.

Do you have comments on any other issues or proposals, including th e proposals for further
research (see paragraph 189 of the condensed version and paragraph 441 of the main discussion
paper)? If so, please provide them.
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PART I: MEASUREMENT BASES PROJECT

Chapter 1 — Purpose of Project and Scope

Purpose and Importance

At the request of the International Accounting Standards Board (IASB), the staff of the Canadian
Accounting Standards Board (AcSB) has undertaken a preliminary investigation of
measurement bases in financial accounting. This research project is undertaken on the basis
of input from, and discussions with, members of the IASB and participating national standard
setters. However, its content has not been deliberated by the IASB or national standard setters.

Part | (chapters 1 and 2) addresses the basis forthe project as a whole. Part Il (chapters 3-8)
addresses the first stage of the project , measurement on initial recognition.

The purpose of the project is to identify, cons ider, and make recommendations with respect to,
issues related to the selection of an appropriate basis, or set of bases, for measuring assets and
liabilities recognized in financial statements.  The project is intended to provide the IASB and
national standard setters with a basis for initiati ng active projects to:

() revise and expand the measurement aspects of their conceptual frameworks; and
(b) improve the measurement requirements of their financial reporting standards.
The project may also provide insights on related disclosure matters.

In analyzing possible measurement bases and the ways in which they might be applied,
separately or in combination, the project will identify and evaluate the underlying objectives
of those bases and their key attributes.

What Does Measurement Encompass?
The IASBFramework for the Preparation and Presentation of Financial Statements states:

Measurement is the process of determining the monetary amounts at which the elements
of the financial statements are to be recognis ed and carried in the balance sheet and income
statement.  This involves the selection of the particular basis of measurement.Z
(paragraph 99)

Other conceptual frameworks go further to indicate that measurement also involves selecting
the monetary unit (encompassing the currency in which the monetary unit is to be expressed
and the translation of amounts denominated in  other currencies, and any purchasing power
adjustments to the monetary unit).

Measurement is necessary in financial a ccounting in the following circumstances:

(@) Initial recognition of an item in financial statements (with erecognitionZ defined in the
IASB Framework as f the process of incorporating in the balance sheet or income
statement an item that meets the definition of an element and satisfies the criteria for
recognition fZ (paragraph 82).

(b) Re-measurement of a previously recognized asset or liability, when events or
circumstances are considered to require it. Re-measurement may be considered
necessary, for example, to reflect recognized asset impairment, and to systematically
adjust the carrying amounts of certain assets and liabilities to reflect current values.

© IASCF 19
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For the purposes of this paper, the re-measurement of existing assets or liabilities
(sometimes referred to as «fresh-start measurements Z) is defined in the Glossary of terms in the
FASBes Statement of Financial Accounting Concepts No. 7, Using Cash Flow Information and
Present Value in Accounting Measurements (CON 7): sMeasurements in periods following initial
recognition that establish a new carrying amount unrelated to previous amounts and
accounting conventions.Z Re-measurements exclude changes in the carrying amounts of assets
or liabilities resulting from amortization or accr  uals. For example, the depreciation of the cost
of a fixed asset to its estimated residual value over its estimated useful life, 1 and the accrual of
interest on a monetary asset or liability carr ied on a cost basis, are not considered to be
re-measurements.

Why Do Standard Setters Need to Address the Bases of Measurement?

Existing measurement standards and practices are inconsistent, and a number of significant
measurement issues remain unsettled or have been dealt with unsatisfactorily. In particular:

(@) Certain standards permit a choice between fundamentally different measurement
bases. For example, IAS 1&roperty, Plant and Equipment and IAS 40 Investment Property
each permit entites to choose between cost-based and sfair valueZ based
measurement. 2

(b) Some items are accorded inconsistent measurement treatments in accounting
standards. For example, IASB and FASB standards differ on the measurement of
impaired assets, and there are conflicting treatments of financing costs in the
measurement of self-constructed assets under various sets of standards.

(c) Some standards reflect more or less arbitrary mixed measurement compromises
pending resolution of conflicting views on appropriate measurement bases, as in the
current standards on financial instruments and hedge accounting.

The lack of an agreed, coherent measurement theory has impeded the advancement of
accounting standards.

The measurement provisions in existing conceptual frameworks are limited and out of date.
The section of the IASB Framework entitled «Measurement of the Elements of Financial
StatementsZ is extremely brief, consis ting of three para graphs. It notes:

*The measurement basis most commonly adopted by entities in preparing their financial
statements is historical cost. This is us ually combined with ot her measurement bases.Z
(paragraph 101)

The IASBFramewotk lists four possible bases: historical cost, current cost, realizable (settlement)
value, and present value. Fair value is not included in this list, although it is used in several
IASB standards. Present value is listed as if it were a separate measurement basis in itself, rather
than a technique that can be used to estima te measurements under several different bases.
Paragraph 100 of the IASBFramework observes that: */A number of different measurement bases
are employed to different degrees and in va rying combinations in financial statements.Z
However, it provides no conceptual basis for determining when or under what circumstances a
particular measurement basis should be used.

20

A re-estimation of the residual value of a depreciable asset subsequent to initial recognition would presumably be a
re-measurement, however.

While IAS 16 uses the term sfair valueZ, the envisaged measurement may not be fully consistent with the concept of
fair value that will be developed in this paper.
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Conceptual frameworks in other jurisdictions have similar limitations, except that those of the
FASB and U.K. Accounting Standards Board (ASBare further developed in certain respects.
In particular:

(a) The FASB issued CON 7 in 2000. It provides a framework for using cash flow
information and the principles that it reasons should govern the use of present value,
both in measurements on initial recognit ion and when fresh-start measurements are
required. It concludes that the only objectiv e of present value in such measurements is
to estimate fair value (paragraph 25).

(b)  The ASBesStatement of Principles for Financial Reporting, issued in 1999, concludes that
different measurement bases will be relevant in different circumstances, and it
proposes that when a current value is ap propriate, the edeprival valueZ concept
(also known as the svalue to the businessZ concept) is most relevant (paragraphs 6.6-6.9).

The concepts statements of the FASB and ASBcited above seem to be espousing different
measurement bases, at least in respect of re-measurements, although the frames of reference
for the two statements are somewhat different.

Scope

The focus of this preliminary investigation is on essential primary issues, with deferral of what
are considered to be second order issues to later stages of analysis or for consideration in other
projects. With this in mind, this preliminary investigation does not deal with:

€) changes in the purchasing power of the monetary unit, i.e., inflation/deflation effects
(although consideration will be given to the relative abilities of different measurement
bases to reflect the effects of specific price changes);

(b) the implications of different measuremen t bases for reporting financial performance ,,
this is the subject of a separate joint pr oject of the IASB and FASB (although the
implications of asset and liability measurement for reporting income will be
considered, recognizing that some measurement bases are premised in part on certain
income recognition and capi tal maintenance concepts);

(c) foreign currency translation issues;

(d) income tax issues (in other words, to simplify the analysis in this paper, it is assumed
that there are no income taxes);

(e) issues unique to particular industries; or

()] assets and liabilities arising from non-armes length transactions. 2

Standards related to the above topics may well require some reconsideration depending on the

outcome of the analysis of measurement bases?

The term enon-armes length transactionsZ used in this paper is intended to be generally consistent with the term
erelated party transactionsZ as de fined in accounting standards of, for example, the IASB and FASB.

Not-for-profit activities in the private sector, public sector or government are also not included within the scope of

this project since IASB standards are not designed to addre ss them. The activities of government business entities do
fall within the scope of the project because IASB standards are applicable to such entities ( Preface to International
Financial Reporting Standards, paragraph 9).
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Recognition and Measurement Interdependencies

This project addresses measurement bases for assets and liabilities that are recognized in financial
statements. It does not deal with when assets or liab ilities should be recognized initially or when
re-measurement of existing assets or liabilities sh ould take place. It also does not address the
basis for measuring amounts required in su pplementary financial statement disclosures,
although some of the discussion may be pertinen t to that issue. Rath er, the question of what
is an appropriate measurement basis is considered to arise when accounting standards require
initial recognition or re-measurement.

However, there are significant interdepende ncies between recognition and measurement that
cannot be ignored. In particular, one of the criteria  for recognition of an asset or liability is that
othe item has a cost or value that can be measured with reliabilityZ (IASB  Framework,
paragraph 83(b)). The conceptual frameworks of national standard setters contain a similar
condition. One might be tempte d to argue that, since measurem ent reliability is a condition
for recognition, it falls within the ambit of recognition concepts and principles rather than
within this project to address measurement bases for assets and liabilities that have been
recognized. This argumentis not convincing, however, because reliability is clearly an essential
consideration in assessing possible measurement bases. Thus, measurement reliability, and its
interdependent implications for recognitionand  measurement, are considered to be within the
scope of this preliminary investigation.

In addition, there are some significant in consistencies between certain of the possible
measurement bases and existing recognition concep ts and standards. Two such inconsistencies
are:

(@) A number of conceptual frameworks hold that the recognition of an asset (liability)
should be dependent on it being probable that associated future benefits (sacrifices)
will flow to (from) the entity. ° Under the fair value measurement basis, the probability
of future benefit (sacrifice) enters into the determination of fair value.

(b) There may be questions relating to reconciling recognition and measurement
principles when an agreed measure of the re coverable amount of an asset is less than
its carrying amount but standards for recognition of impairment delay the recognition
of that lower value.

While this investigation of measurement bases wi Il not address when assets or liabilities should
be initially recognized or re-measured, it will  note apparent inconsis tencies between existing
recognition criteria and measurement bases, and make a preliminary assessment of their
possible implications for measurement and recognition.

Stages of the Project

The preliminary investigation will proceed in stages. The first stage involves analyzing
alternative bases for measurement on initial recogn ition of assets and liabilities, which is the
subject of Part Il of this paper. Subsequent stages will analyze alternative bases for
re-measurement of existing assets and liabilities when accounting standards require
re-measurement, and will include consideration of measurement upon the recognition of asset
impairment.

Stage 1 is to be completed and the results considered before subsequent stages are undertaken,
because the results of the analyses under Stage 1 could have important implications for
re-measurement.

5

22

See, for example, IASBFramework, paragraphs 83, 85, and 91.
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Some Considerations Relating to Measurement on Initial Recognition

Significance of Issues

Some may believe that there are few substantive issues regarding measurement on initial
recognition of assets and liabilities. They ma y expect that different measurement bases, for
example, historical cost and fair value, are likely to yield the same or very similar values on
initial recognition.

In fact, there are significant circumstances in which material differences can arise.
For example, suppose that an enti ty constructs a plant for whic h it determines the historical
cost to be 1.5 million, while its fair value is determined to be 1.0 million. If these are both
known and verifiable amounts, which basis (historical cost or fair value) might be reasoned to
be the more appropriate measurement? Of course, the choice of possible measurement bases
here is not this simple. Could it depend, for example, on whether the entity believed it could
recover the 1.5 million historical cost from its future operations and, if so, what should be the
basis for determining this recoverable amount at the time of initial recognition? Further, how
defensible is the cost determination of 1.5 mill ion? Certainly, there are significant questions
in theory and practice related to defining the basis of cost measurement on initial recognition,

for example, the treatment of:

€) interest on debt financing (and perhap s also on the cost of equity capital),

(b) construction inefficiencies (or efficiencies) and what they should be measured against,
and

(c) the basis for overhead allocations.

There are also significant issues relating to the definition of the fair value measurement basis
that could result in questions ab out the 1.0 million amount in the example above. Should it be
an estimate of its market entry value; if so, sh ould this include the amounts of transaction costs
(for example, legal costs, taxes, and real estate commission charges) that would have to be
incurred by the buyer in a purchase transaction?  Alternatively, should the objective of the fair
value measurement basis be to estimate the market exit value, that is, the market selling price
for the plant at the time of its initial recognition? (And what are the sources of differences
between entry and exit values?) Each of these possibilities has advocates, and existing
standards and the thinking supp orting them differ substantiall y on a number of these basic
matters.

Relationship to Re-measurement

While it has been agreed that it is most productive to focus first on measurement on initial
recognition, there is not a clean division be tween initial measurem ent and re-measurement.
The adoption of particular measurement bases on initial recognition might limit or preclude
some alternatives on re-measurement. As a possible example, if fair value were to be
determined to be the most relevant measurement basis on initial recognition, it might be
difficult to justify the relevance of anothe r basis (say, current cost) on re-measurement.
Therefore, any conclusions reached with respec t to measurement on initial recognition are
necessarily tentative and subject to reassessment when their potential implications for
re-measurement are considered.
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Measurement of Asset Impairment

Alternative bases of measuring impaired as sets belong in analysis of re-measurement.
The measurement of asset impairment is closely connected with measurement on initial
recognition of assets, in that impairment could exist virtually simultaneously with initial
recognition, and it will be seen that recoverable amount determinations serve as a check on
some measures of asset value on initial reco gnition. However, since recoverable amount
measurements on asset impairment involve si gnificant additional issues, they are best
addressed as part of the re-measurement stage.

Analytical Approach

A comprehensive analysis of possible measurement bases requires both a deductive
(stop downZ) and an inductive (sbottom upZ) analysis . Both facets of this analysis are based in
large part on inputs received from, and exchanges of views with, members of the IASB and
participating national standard setters. ©

Deductive Analysis

The project staff has received papers, conceptual frameworks, background and reference
materials from the staffs of the IASB and participating national standard setters that they
believed should be studied in assessing measurement bases. The project staff has also
considered issues relating to measurement that have been addressed in recent standards and
proposals of the IASB and national standard se tters. Accepted framework concepts provide the
basic point of departure, particularly the decision usefulness objective of accounting, the
qualitative characteristics of useful financia | information, and concepts of sassetsZ and
sliabilitiesZ (see the analysis of these concepts in developing criteria for evaluating
measurement bases in paragraphs 28-54).

Inductive Analysis

The AcSB project staff also received information on existing standards and practice on
measurement from the IASB and each participating national standard setter. These standards
were analyzed to help in:

€) ensuring identification of major measurem ent approaches and attendant issues as well
as important differences in thinking and the possible bases for them; and

(b) establishing a basis for testing whether and how alternative measurement approaches
could be applied to typical situations.

This paper concludes that a deductive (top down) approach is most useful in developing
conceptual theories and hypotheses concerning the various possible measurement bases.
The inductive analysis is expected to serve primarily as a sreality checkZ on the conceptual
analysis and tentative working co nclusions derived from it. It is emphasized that the inductive
analysis of current standards has not been ca rried out in great depth in this preliminary
investigation, but only in so far as to try to id  entify major issues that need to be addressed.

6

24

These were national standard setters that had a liaison rela tionship with the IASB at the inception of this project.
These were standard setters in Australia, Canada, France, Germany, Japan, New Zealand, the United Kingdom, and the
United States.
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Terminology

Different terms have been used in various jurisdictions to describe the same measurement
bases, and certain terms (such as fair valueZ) have been defined in somewhat different words.
Some of these definitions are dated, in that they do not reflect developments that have been
recognized in the definitions used in some juri sdictions. Appendix A sets out a glossary of
significant terms and definitions us ed in this paper. One objective of this paper is to propose a
common set of terms and definitions that are  consistent with the un derlying measurement
bases and supporting concepts.

© IASCF 25



28.

29.

30.

31.

32.

Discussion Paper November 2005

Chapter 2 — Criteria for Evaluation

An evaluation of possible measurement bases requires an agreed set of criteria that can be
applied to each basis. Without agreed criteria for evaluation, any comparison of measurement
bases will be unfocused and less likely to achiev e consensus around a particular basis or set of
bases. The same set otriteria must be applied to all of the bases to obtain a useful result.
The criteria should be independent of the various measurement bases to be evaluated, in order
to minimize any bias in the evaluation. Accordingl v, the first step in the analysis is to establish
evaluation criteria.

This paper proceeds on the basis that these crit eria should be developed from, and be consistent
with, the objectives for financial reporting, qual itative characteristics, and definitions of the
elements of financial statements that are cont ained in the existing conceptual frameworks of
accounting standard setters. The conceptual frameworks of the IASB and national standard
setters were designed to provide the founda tion for the development of sound accounting
principles and standards for recognition, meas urement, presentation, and disclosure. Thus,
these conceptual frameworks should provide th e primary source of criteria for evaluating
measurement bases. The IASB and participating national standard setters have adopted similar
objectives for financial reporting, qualitative  characteristics of useful financial information,
and definitions of the elements of financial statements. Primary reference will be made to the
IASB Framework, but reference will be made to the fr ameworks of national standard setters
where they provide additional information or are  further developed in some respects that have
implications for measurement. ’

Key Aspects of Conceptual Frameworks

Objectives of Financial Reporting

The frameworks begin with a statement of the objectives of financial reporting. The IASB
Framework, in common with those of participating na  tional standard setters , identifies decision
usefulness as the primary objective. Paragraph 12 states:

*The objective of financial statements is to provide information f that is useful to a wide
range of users in making economic decisions.Z

The basic objective of decision usefulness is generally defined to give prominence to usefulness
for predictive purposes, and to feedback value in relation to predictive purposes (see following
discussion on relevance). However, all frameworks also mention a stewardship objective.
The IASBFramework (paragraph 14) observes that:

eFinancial statements also show the results of the stewardship of management, or the
accountability of management for the resource s entrusted to it. Those users who wish to
assess the stewardship or accountability of mana gement do so in order that they may make
economic decisions; these decisions may include, for example, whether to hold or sell their
investment in the entity or whether to  reappoint or repl ace the management.Z

FASB Statement of Financial Accounting Concepts No. 2, Qualitative Characteristics of Accounting
Information (CON 2), emphasizes that:

f decision making and stewardship are in terrelated accounting objectives. Indeed, the
stewardship role of accounting may be viewed as subordinate to and a part of the decision
making role, which is virtually  all encompassing.Z (paragraph 28)

7

26

See Appendix B, Note on Conceptual Frameworks, for a comparative analysis of certain aspects of the conceptual
frameworks of the IASB, Australia, Canada, New Zealand, the United Kingdom and the United States.
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Stewardship has come to be defined in broa d terms. FASB Statement of Financial Accounting
Concepts No. 1,0bjectives of Financial Reporting by Business Enterprises (CON 1), observes:

Management of an enterprise is periodically accountable to the owners not only for the
custody and safekeeping of enterprise resources but also for their efficient and profitable

use and for protecting them to the extent po ssible from unfavorable economic impacts of
factors in the economy such as inflation or de flation and technological and social changes.Z
(paragraph 50)

Qualitative Characteristics

Qualitative characteri stics are the attributes that make the information provided in financial
statements useful; they give information decision usefulness. The IASB Framework states that
the four principal qualitative characteristics are understandability, relevance, reliability, and
comparability. The frameworks of participating national standard setters identify the same
fundamental qualities, although there are some differences between these frameworks in how
the attributes of these qualities are developed and described (see Appendix B).

Understandability

It is considered essential that financial st atement information be understandable by users.
However, it is emphasized that:

*For this purpose, users are assumed to have a reasonable knowledge of business and
economic activities and accounting and a willingness to study the information with
reasonable diligence.Z (IASB Framework, paragraph 25)

Relevance

Financial information is considered to be relevant f when it influences the economic
decisions of users fZ (IASBFramework, paragraph 26). Paragraphs 46-57 of the FASBes CON 2
elaborate on this characteristic. In particular, CON 2 describes relevance in the following
terms:

*To be relevant to investors, creditors, an d others for investment, credit, and similar
decisions, accounting information must be ca pable of making a difference in a decision by
helping users to form predictions about the outc omes of past, present, and future events or
to confirm or correct expectations.Z (paragraph 47)

Thus, relevance is generally considered to encompass two fundamental dimensions - predictive
value and feedback value. The frameworks of some national standard setters consider
timeliness to be an important attribute of relevance. 8

PREDICTIVE VALUE

The IASBFramework states in part:

*The economic decisions that are taken by users of financial statements require an
evaluation of the ability of an entity to genera te cash and cash equivalents and of the timing
and certainty of their ge neration.Z (paragraph 16)

eInformation about the economic resources cont rolled by the entity and its capacity in the
past to modify these resources is useful in predicting the ability of the entity to generate
cash and cash equivalents in the future.Z (paragraph 16)

8

The IASBFramework also indicates that timeliness is an important attr  ibute, but sets it out as a general constraint on
relevant and reliable information (paragraph 43).
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To say that accounting information has predictive value is not to say that it must itself be a
prediction. Paragraph 28 of the IASB Framework notes: *To have predictive value, information
need not be in the form of an explicit forecast.Z Paragraph 48 of CON 2 further observes:
eInformation about the present status of ec onomic resources or obligations or about an
enterprisees past performance is commonly a basis for expectations (CON 1, paragraph 42).7Z
FASB Statement of Financial Accounting Concepts No. 5, Recognition and Measurement in
Financial Statements of Business Enterprises (CON 5) goes on to emphasize that:

*A statement of financial position does no t purport to show the value of a business
enterprise [footnote omitted] but, together  with other financial statements and other

information, should provide information that is useful to those who desire to make their
own estimates of the enterpri sees value.Z (paragraph 27)

FEEDBACK VALUE

Paragraph 27 of the IASBFramework and corresponding material in other frameworks discuss
the confirmatory role of financial information. CON 2 states:

eInformation that was not known previously about a past activity clearly reduces
uncertainty about its outcome, and inform ation about past activities is usually an
indispensable point of departure for attempts to foresee the consequences of related future
activities.Z (paragraph 52)

Reliability

eInformation has the quality of reliability when it is free from material error and bias and can
be depended upon by users to represent faithfully that which it either purports to represent or
could reasonably be expected to represent.Z (IASBFramework, paragraph 31)

Reliability may be considered to have three interrelated aspects: °

(a) Representational faithfulness , the cor respondence of a measure with the economic
phenomenon that it purports to represent.

(b) Neutrality ,, freedom from bias.

(©) Verifiability ,, knowledgeable and independent observers (including auditors) would
concur as to, for example, the amount resulting from applying a particular
measurement basis, within a reasonable degree of precision.

REPRESENTATIONAL FAITHFULNESS
CON 2 states:

*Representational faithfulness is corresp ondence or agreement between a measure or
description and the phenomenon it purports  to represent. In accounting, the phenomena to
be represented are economic resources and obligations and the transactions and events that
change those resources and obligations. [footno te omitted] Clearly, much depends on the
meaning of the words spurports to re presente f. Z (paragraphs 63 and 64)

28

These three aspects are explicitly stated in some frameworks, for example in those of the FASB and the Canadian
Accounting Standards Board, but are set out in somewhat different terms in some other frameworks (see Appendix B,
Note on Conceptual Frameworks). The IASBFramework identifies «faithful representationZ and eneutralityZ and adds
esubstance over formZ (included by others in representational faithfulness), and eprudenceZ and scompletenessZ
(included by others as part of the concept of neutrality). The IASB Framework does not specifically identify
sverifiabilityZ, but it does mention freedom from material error as an element of reliability.
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CON 2 illustrates that statement by referring to potential allocation difficulties in determining

the cost of acquiring assets, observing that: *Thu s, it may not be certain that the cost for the
asset in the enterprisees records does faithfully represent its costZ (paragraph 65). Supporting
explanations also emphasize that:

(a) Information is representationally fait hful only when it is free of deliberate
misrepresentations and measurements based on the form rather than the substance of
an item.

(b) Amounts need not be determined with perfect precision and accuracy to be
representationally faithful; a well-based estimate is often suitable for the purposes of
financial statement users. 1°

NEUTRALITY

In assessing neutrality, the co ncept of prudence (or conservatism) needs to be put in context.
*Prudence is the inclusion of a degree of cautio n in the exercise of the judgements needed in
making the estimates required under conditions of  uncertainty, such that assets or income are
not overstated and liabilities or expenses are not understatedZ (IASB Framework, paragraph 37).
However, it is emphasized that the exercise of prudence does not permit the deliberate
understatement of assets or overstatement of liabilities, because the financial statements
would then not be neutral. Neutrality also en compasses completeness, that is: To be reliable,
information in financial statements must be complete within the bounds of materiality and
costZ (IASEFramework, paragraph 38).

Comparability

Comparability is: *The quality of information that enables users to identify similarities in and
differences between two sets of economic phenom enaZ (CON 2, Glossary of terms). The IASB
Framework states that users must be able to compare financial information of an entity through

time and between different entities (paragraph 39).

Economic Purposes and Their Embodiment in “Assets” and “Liabilities”

Elements of financial statements are the buildi ng blocks with which fi nancial statements are
constructed. The presumptio n is that to meet the above objectives and qualitative
characteristics of useful financial informat ion, financial statements should provide
information about the economic resources (assets) and the claims to those resources (liabilities
and equity). The focus of this project is on eassetsZ and -liabilitiesZ because these are the
primary subject of accounting measurement. ! The IASBFramework (paragraph 49) defines
these elements as follows:

*An asset is a resource controlled by the entity as a result of past events and from which
future economic benefits are expected to flow to the entity.Z

*A liability is a present obligation of the enti ty arising from past events, the settlement of
which is expected to result in an outflow from the entity of resources embodying economic
benefits.Z

The effects of alternative measurement bases on reported income and equity will also be taken
into account.

10

11

See commentary in the IASB Framework, paragraphs 33-35; CON 2, paragraphs 63-76; andStatement of Principles for
Financial Reporting, paragraphs 3.9-3.14.

Equity is treated as a residual. The IASB Framework defines equity as sthe residual interest in the assets of the entity
after deducting all its liabilitiesZ (paragraph 49(c)).
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The conceptual frameworks for financial reporting are founded on presumed economic
purposes of business entities. Itis presumed that, for financial reporting purposes, the primary
purpose of business entiti es is to create wealth, 12 which is expressed in terms of money and is
ultimately conceived as comma nd over cash, or claims to expected future cash or
cash-equivalent flows. Thus, an entity may be pr esumed to invest in assets, regardless of their
form, for the future net cash-equivalent flows that they can be expected to generate. 13
The FASBes CON 1 recognizes this in observing:

*People engage in investing, lending, and sim ilar activities primarily to  increase their cash
resources. The ultimate test of success (or failure) of those activities is the extent to which
they return more (or less) cash than they cost. [footnote omitted]Z (paragraph 38)

*Business enterprises, like inve stors and creditors, invest cash in noncash resources to earn
more cash.Z (paragraph 39)

Although investors and creditors are generally interested in net cash-equivalent flows of the
entity as a whole, 1* those amounts are the aggregate of a number of individual cash-equivalent
flows related to individual assets and liabilities, or related groups of assets and liabilities,
within the entity.

Thus, information on the amounts (value), ti ming and uncertainty of cash-equivalent flows is
considered to be the primary focus of financial accounting. A consequence of this is that
~assetsZ (economic resources ultimately reflecting expected direct or indirect cash flows or
cash-equivalent benefits) and sliabilitiesZ (prese nt obligations reflecting expected outflows of
economic resources, ultimately cash or cash-equivalent outflo ws) are the basic subject matter
of financial accounting measurement. Since it is the cash-equivalent expectations attribute of
assets and liabilities that is the primary focu s of business activities, it seems appropriate to
conclude that this attribut e should be the primary focus of accounting measurement. 1°

A focus on cash-equivalent expectations is not intended to imply that the appropriate basis for
measuring individual assets and liabilities is ne cessarily an exit value such as net realizable
value. The relationship between the expected cash-equivalent flows of an entity as a whole, or
of business segments, and the contribution of individual assets and liabilities to those flows is

a complex issue that is discussed in subsequent chapters of this paper.

Concepts of Capital and Capital Maintenance

Most conceptual frameworks include some disc ussion of alternative concepts of capital and
capital maintenance (see, for example, IASB Framework, paragraphs 102-110). The relationship
between capital maintenance concepts and possibl e bases for measuring assets and liabilities
needs to be clearly understood. The concept of capital maintenance adopted for financial
accounting purposes defines how netincome is to be determined . From a capital maintenance

12

13

14

15

30

Business entities create wealth through the production and sale of goods and the provision of services. The various
means of creating wealth do not affe ct this purpose of business entities.

Assets may contribute in various ways, directly or indi rectly, to an entityss future net cash-equivalent flows.
For example, some assets may be acquired for resale, others to add directly to the production of goods for sale, and
others to reduce cash outflows that would otherwise be re quired, for example, by reducing the cost of operations.

This generalization is not true in all cases. For example, some creditors with security in terests in specific assets or
groups of assets may be more interested in the cash-equivalent flows associated with those assets than the
cash-equivalent flows of the entity as a whole.

This is not to say that an entityes balance sheet can capt ure all information about its expected future cash or cash
equivalent flows.
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perspective, net income is the increase in the repo rted value of an entityes net assets in a period
after any provision necessary to maintain its ca pital. The basis for measuring capital to be
maintained determines the basis for distinguishing return  on capital (net income) from return

of capital.

The evaluation of alternative capital maintenance concepts as a basis for determining net
income to be reported is outside the scope of this paper. However, the selection of a basis for
measuring the assets and liabilities of an entity has implications for the measurement of capital
to be maintained, and different measuremen t bases have different capital maintenance
attributes. For example, the IASB Framework notes that:

*The physical capital maintenance concept requires the adoption of the current cost basis of
measurement. The financial capital maintenance concept, however, does not require the use of a
particular basis of measurement. Selection of the basis under this concept is dependent on the
type of financial capital that the entity  is seeking to maintain.Z (paragraph 106)

Thus, it is important to consider any capi tal maintenance implications of particular
measurement bases. In addition, conclusion s reached on appropriate asset and liability
measurement bases may require some changes to existing conceptual framework discussions
of capital maintenance.

Cost/Benefit Constraints

The IASBFramework states that: «The benefits derived fr om information should exceed the cost
of providing itZ (paragraph 44). Other framewor ks contain similar statements. All frameworks
note the difficulties of balancing costs and benefi ts, and acknowledge that this is substantially
a judgmental process. Both benefits and co sts may vary considerably, depending on the
circumstances and the nature of the asset or li ability being measured. Although the process of
balancing costs and benefits is subjective and particularly difficult to do, it is clearly an
important criterion in evaluating measurement bases.

In considering cost/benefit constraints, it is important to identify the various types of costs and
who bears them, and the various ty pes of benefits and who enjoys them. Most of the costs of
providing financial information fall initially on the entity, 16 while the benefits are received by
both the entity and external users of the information. In particular, the users of financial
statements derive a primary benefit of fina ncial information in making and confirming
predictions. The costs to entities are generally more directly observable and quantifiable than
benefits, but this does not mean that these benefits are less im portant. For example, improved
financial information for users that reduces information uncertainty and increases decision
usefulness can have a substantial economic benefit in reducing the cost of capital of business
entities, and perhaps in contributing to improving the credibility of capital markets. As well,
consideration should be given to possible effects of alternative accounting measurements on
the costs of analysis and interpretation of financial information. 17

Summary of Criteria

In summary, the primary criteria for evaluating possible measurement bases, derived from the
conceptual frameworks, are:

@) Decision usefulness

16

17

Of course, such costs ultimately fall on the owners (shareholders) of the entity because they reduce an entityes
reported income and thus have implications for the value of the business.

Paragraphs 133-144 of CON 2 discuss these and other costs andenefits that should be take n into account, at least in
general terms, in evaluating alternative measurement bases.

© IASCF 31



55.

56.

57.

Discussion Paper November 2005

(b) Qualitative characteristics of useful information
€ Understandability
€ Relevance ,, predictive value, feedback value, timeliness
€ Reliability ,, representational faithfulness, neutrality, verifiability
€ Comparability
(c) Concepts of assets and liabilities

€ How the expected cash-equivalent flow attribute of assets and liabilities is
measured

(d) Cost/benefit considerations

Limitations of Framework Concepts

The above financial reporting objectives, qualitative characteristics, and definitions of
elements establish the agreed fundamental qualities of useful financial information.
They narrow the rationally acceptable possibilities, but they are not sufficient, in themselves,
for achieving agreement on a single measurement basis or on how to choose between different
bases in different circumstances. The inability of conceptual frameworks to resolve
measurement issues has been observed earlier, in paragraphs 8-11. The following statement in
the Preface to the IASB Framework strongly suggests that that Framework is not intended to
resolve measurement issues: *This Framework has been developed so that it is applicable to a
range of accounting models and concepts of capital and capital maintenanceZ (last sentence of
the final paragraph).

More specifically, existing framework objectives would appear to be capable of different
interpretations in support of different measurem ent bases. For example the predictive value
of a fair value measurement is premised on the capital marketes expectations to achieve the
market rate of return for equivalent risk at the measurement date, while a value in use
measurement is based on managementss intentio ns and expectations. A rigorous assessment
of these competing interpretations requires refe rence to economic theories and evidence of
user needs beyond what is specifically addressed in the above conceptual framework objectives
and concepts. Aswell, the conceptual fram eworks all acknowledge that qualitative
characteristics can be in conflict in particular  circumstances. For example, what scores high on
relevance may score low on reliability. The fram eworks comment on the need for trade-offs but
provide little indication of how much weight should be given to individual factors 8 or other
guidance on making trade-offs.

Some may think that framework objectives an d supporting concepts are out of date in some
significant respects, and should be readdressed. It is, however, beyond the scope of this project
to attempt this. Nevertheless, it seems important to assess what seminal developments have
taken place since these framework concepts were put in place that may enrich the evaluation
of measurement bases in financial accounti ng within the general context of existing
framework foundations.

18 The Australian and U.S. conceptual frameworks place more emphasis on the relevance and reliability of financial
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information, relative to understandability and comparab ility, whereas the IASB, Canadian, New Zealand and U.K.
frameworks consider all four characteristics as essentially parallel considerations.
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External Changes and Developments

The following paragraphs summarize major areas of recent change and development that have
significant implications for accounting measur ement theory and practice. The changes and
developments have tended to apply more directly or more readily to financial assets and
liabilities than to non-financial assets and liabilities.

Present value theory has been extended and applied more widely in measuring assets and
liabilities. CON 7 has made a particularly important contribution in this area, as have studies

of some other standard setters (in particular, the ASB 1997 Working Paper, Discounting in
Financial Reporting). There are now many examples of the application of present value concepts
in accounting standards. However, such standards vary in their application of present value
concepts (in the basis for the esti mation of cash flows and the de termination of interest rates).
With the exception of CON 7 in the United States and, to a limited extent, the ASB Statement of
Principles for Financial Reporting, the relationship of present value principles to possible
measurement bases has not been addressed in conceptual frameworks.

Global capital markets have emerged and contributed to advances in finance theory and
practice relating to pricing assets and liabilities, and attendant risks (for example, option
pricing and its applications to employee stock options, and the concept of real options).
In addition, developments in capital markets have featured the creation of increasingly
sophisticated derivatives and other instruments, as well as financing and business
arrangements, to isolate and parcel out particular risks. This has forced accounting standard
setters to try to adapt or redevelop traditional accounting recognition and measurement
approaches, which have proven to be inadequate in dealing with these phenomena. These
efforts, in turn, have highli ghted the need to un derstand better and define the logical
connections between accounting and the finance and capital market pricing and risk
management concepts, and the economic objectiv es that have led to the creation of these
instruments and arrangements.

More specifically, extensive work has been undertaken on the fair value measurement of
financial instruments, wi th particular reference to underlying principles and models derived
from capital markets and finance theory. 1° There has been a growing body of empirical
research into the information value of fair va lue measurements relative to cost and other
measurements.2°

Increasingly, statistical probability theory ha s been integrated into accounting measurement
(for example, in the use of expected valueZ probability-weighted estimates in accounting for
liability provisions).

Advances in computer and information technology have enabled rapid and cost efficient
processing of masses of data and complex calculations. These advances have in turn enabled,
for example, measurement modeling that could no t have been contemplated in practice a few
years ago.

19

20

See, for example, FASB, Preliminary Views, Reporting Financial Instruments and Certain Related Assets and Liabilities at Fair
Value, 1997; IASC Steering Committee on Financial Instruments , Accounting for Financial Assets and Financial Liabilities,
1997; and Joint Working Group of Standard Setters, Draft Standard and Basis for Conclusions — Financial Instruments and
Similar Items, 2000; and sources cited therein.

See American Accounting Associationes Financial Accounti ng Standards Committee, *Response to a Discussion Paper
Issued by the IASC/CICA Steering Committee on Financial In struments, *Accounting for financial Assets and Financial
LiabilitieseZ, Accounting Horizons, March 1998, pages 90-97. This paper overviews empirical research and conceptual
research on the relevance and information value of fair value measurement of financial instruments, and includes
references to specific studies.
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These developments do not seem to be inconsistent with the above-noted conceptual
framework objectives and qualitative characteristics, or the essence of the above-noted
definitions of eassetsZ and slia bilitiesZ. Rather, they should help enlighten and focus the
application of these basic conceptual framework criteria, summarized at paragraph 54, to the
evaluation of alternative measurement bases. In so doing, these broader dimensions in respect
of present value, finance, capital markets, and statistical probability may help to overcome the
limitations of existi ng conceptual framework objectives and supporting concepts.

Summary — Basis for Analysis

This paper evaluates possible measurement bases against the conceptual framework criteria noted in
paragraphs 28-54 interpreted in light of the existing knowledge of the areas of development referred to
in paragraphs 58-63.
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PART Il: MEASUREMENT ON INITIAL RECOGNITION

Chapter 3 — Possible Bases for Measurement on Initial Recognition

Defining Initial Recognition

Recognition is defined in the IASB Framework as ethe process of incorporating in the balance
sheet or income statement an item that meets the definition of an element and satisfies the
criteria for recognition fZ (paragraph 82). It is beyond the scope of this paper to address the
criteria for recognition. Rather, its purpose is to consider the measurement of assets and
liabilities when accounting standards determine that they should be initially recognized
(see paragraph 13). Itis, however, important to set out certain presumptions with respect to
what constitutes initial recognition for measurement purposes. In particular, presumptions
are necessary with respect to:

(@) the relevant measurement date for assets (liabilities) that are acquired (incurred) on the
basis of earlier contracts, and

(b) the distinction of measurement on initial  recognition from re-measurement in respect
of assets that take time to construct.

With respect to (a), entities commonly enter into agreements to purc hase assets, or incur
liabilities, at some future time. For example, suppose that an entity enters into a contract on
January 1 to purchase a truck for 1000 cash, with delivery of the truck and payment of the
amount to be made on March 1. Putting aside consideration of whether the contract should be
recognized on January 1, it may generally be presumed that the truck will be initially
recognized at as an asset by the entity on March 1, and that the asset should be measured as of
that date. However, some argue that, although the truck is not recognized as an asset on the
balance sheet until March 1, it should be measured as of the earlier contract date. This could
result in a different amount if prices chan ge between the two dates, depending on the
measurement basis chosen. This argument canno t be fully addressed until basic measurement
concepts and alternative measurement bases have been identified and analyzed. The following
analyses will presume measurement as of the date that an asset or liability is initially
recognized, and the possibility and implications  of measurement as of an earlier contract date
will be considered at the end of chapter 7.

With respect to (b), a question of distingu ishing measurement on initial recognition from
re-measurement arises when assets are developed over a period of time, that is, require some
time and effort to plan, develop, acquire components, construct, install, test, and generally put

in a position to contribute to ge nerating future cash flows throug h sale or use. For the purposes
of this paper, einitial recognitionZ is  considered to include this time period.

Possible Bases of Measurement on Initial Recognition

Identified Alternatives

An extensive body of literature exists on possible asset and liability measurement bases and the
underlying objectives of each. Much of this literature was developed twenty-five or more years
ago in response to dissatisfaction with conventi onal historical cost accounting in the face of
inflation and widespread price changes. For the most part, this literature predates the
developments noted at paragraphs 58-64. While there has been much debate and disagreement
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on the merits of different measurement bases, there seems to be general agreement on what
the broad alternatives are. This paper proceeds on the basis that, for the purposes of
measurement on initial recognition, they are the following:

(@) Historical cost

(b) Current cost

(c) Reproduction cost
(d) Replacement cost
(e) Net realizable value
) Value in use

(9) Fair value

(h) Deprival value

This list of alternative measurement bases has been developed on the basis of a general
knowledge of the above-noted accounting lite rature, and consideration of the measurement
sections of existing conceptual frameworks and various papers and publications indicated by
the IASB and participating national standard setters. 21

Present Value

Present value does not appear on this list because it is not a measurement basis in itself. Rather,
it is a measurement technique that can be applied to make estimates under several of the above
measurement bases. The present value measurement technique is very important because it
provides the mathematical structure for valuing ex  pected future cash flows, taking into account
the time value of money and attendant risks.  Since the cash-equivalent expectations attribute
of assets and liabilities is a primary focus of accounting measurement (see paragraph 48), the
present value measurement technique provides a framework for evaluating how this attribute
may be incorporated within different measurement bases.

Possible Combinations of Measurement Bases

Some may believe that different measurement bases are appropriate in different
circumstances, or may advocate measurements that mix attributes of two or more of the above
bases. The conceptual and practical foundations for these beliefs will be considered as part of
the analysis of the alternative measurement bases.

Deprival Value

Some do not consider deprival value to be a separate measurement basis, but rather a decision
rule for selecting between three of the abov e measurement bases (replacement cost, net
realizable value, and value in use). However, deprival value is based on an overarching theory
of management behaviour that, it may be argued , adds an important dimension that integrates
the three bases into a distinct measurement approach. This paper considers deprival value
following an examination of the fundamental properties of each of its component
measurement bases.

21 The IASB and participating national standard setters were each asked to provide papers and references to publications

36

that they believed should be considered in addressing me asurement objectives in financial accounting. The sources
that were specifically considered are listed in Appendix D, List of References.
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Other Combinations of Measurement Bases

No other comprehensive measurement frameworks combining two or more of the above
alternative measurement bases have been identified.

Identified Alternatives Defined

Although there appears to be general agreement on the broad measurement bases listed in
paragraph 69, a review of accounting standards of the IASB and national standard setters and
other prominent accounting literature indicates that there are variations in terminology and
definitions, and that some of these measurement bases are open to somewhat different
interpretations. Inconsistent or loose usage of terms may obscure important issues and
differences of view. It is therefore important to agree on common terminology and definitions.

A primary objective of this paper is to provide an informed basis for improving and conforming
the essential terms and definitions of th e IASB and national standard setters.

Following are the working terms and definitions  adopted for the purposes of this paper for each
of the above measurement bases. For the most part, these terms and definitions are based on
those currently being used in IASB standards, with the modifications and interpretative
comments that are noted and explained below. The modifications are made primarily to
improve clarity or to remove redundancies and inconsistencies. Significant identified
differences in terms and definitions appearing in the literature of na tional standard setters
have been taken into consideration as discussed below. The following definitions provide the
basis for the analysis of the comparative attributes of alternative measurement bases in
subsequent sections of this paper.

Historical Cost

Historical cost: Assets are recorded at the fair value of the consideration given to acquire them
at the time of their acquisition. Liabilities are recorded at the fair value of the consideration
received in exchange for incurring the obligations at the time they were incurred.

This is based on the definition of <historical costZ in the IASB Glossary and the IASB  Framework
at paragraph 100(a), with the following changes:

@) The IASB definition states: *Assets are recorded at the amount of cash or cash
equivalents paid or the fair value of the consideration given f.Z It is proposed that the
words ecash or cash equivalents paidZ are redundant because the amount of cash or
cash equivalents paid should always equal the fair value of consideration given.

(b) The IASB definition states: eLiabilities are recorded at the amount of proceeds received
in exchange for the obligation.Z The words «amount of proceedsZ are replaced by fair
value of the considerationZ in order to be more precise and consistent with the
definition of historical cost for assets.

(c) The IASB definition goes on to add: -... or in some circumstance s (for example, income
taxes), at the amounts of cash or cash equivale nts to be paid to satisfy the liability in the
normal course of business.Z This phrase has been omitted from the above definition
because it seems to be describing an expected value measurement rather than one that
is consistent with the historical cost objective.
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This definition is similar to  definitions currently used by national standard setters. However,
some aspects of it appear to be open to different interpretations. For the purposes of this paper,
the above definition is adopted on the basi s of the following interpretative comments:

(@)  “the fair value of the consideration given”. Most definitions reviewed contain words to this
effect. However, some standard setterse definitions (for example, New Zealandes)
indicate that the historical cost of an asset is the accumulation of costs that can be
attributed to the asset, which can include allocations of costs (for example, fixed asset
overheads) that were incurred some time in the past. A number of accounting
standards and practices are consistent with this latter interpretation, which seems
difficult to reconcile fully with the view that the historical cost of an asset should be
the fair value of the consideration given at the date that the asset was acquired. This,
and certain other differences in views as to how the historical cost measurement basis
should be interpreted, will be examined in chapter 7.

(b) “to acquire”. It is assumed that this should be interpreted to encompass all possible
means of asset acquisition, including by cash or cash-equivalent exchange transactions,
installation, construction, or development.

()  Amortization and impairment adjustments. The term shistorical costZ is assumed to be the
amount before any adjustments for impairment or amortization of interest or
depreciation. If an asset or liability amount is intended to include such adjustments, its
description will be appropriately modified, such as ¢historical cost less accumulated
depreciationZ.

The term historical cost basisZ has someti mes been used to encompass measurement methods
that do not meet the definition provided above. For example:

@) carrying liabilities of uncertain amount (provisions) at the present value of the
currently expected amount required to settle the obligation rather than the proceeds
originally received (there may be no proceeds received in respect of some provisions);
and

(b) writing assets down below cost (or amortized cost) to reflect impairments.

Depending on the nature of the differences from historical cost, the resulting bases are often
described in such terms as smodified historical co stZ, slower of cost and marketZ, or as a smixed
measurement basisZ. Various modifications of th e historical cost basis will be considered in
analyzing the comparative attributes of alternative measurement bases in chapter 7 of this
paper.

Current Cost - Reproduction Cost and Replacement Cost

Reproduction cost (of an asset): The most economic current cost of replacing an existing asset with
an identical one.

Replacement cost (of an asset): The most economic current cost of replacing an existing asset with
an asset of equivalent productive capacity or service potential.

IASB standards had defined replacement cost as ¢f the current acquisition cost of a similar
asset, new or used, or of an equivalent productive capacity or service potentialZ (IAS 15.13). 22
This is commonly known as scurrent costZ.  Current cost is defined for the purposes of this paper

22

38

IAS 15 was withdrawn with effect from January 1, 2005, with the result that, as of that date, the term is no longer
defined in IASB standards.
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as the most economic cost of an asset or of its equivalent productive capacity or service
potential. This definition embodies reproduction cost and replacement cost, which are usually
separately defined in the authoritative literature of other standard setters:

(@) sthe current acquisition cost of a similar a sset, new or usedZ is commonly referred to as
sreproduction costZ, and has been more pr ecisely defined as ethe current cost of
replacing an existing asset f with an identical oneZ. 23 The above working definition
adds the words emost economicZ. This is proposed to make it consistent with the
accepted definition of sreplacement costZ, and to distinguish it from the historical cost
measurement objective on initial recognition. For reasons discussed in paragraph 321,
the fair value of consideration given for an asset (its historical cost) will not necessarily
equal the most economic cost to reproduce it on initial recognition.

(b) ethe current acquisition cost f of an equivalent productive capacity or service
potentialZ is usually referred to as ereplacement costZ. This amount is normally
considered to be the lowest or most econom ic cost at which the equivalent productive
capacity or service potential could be obtained on the measurement date. 24

Some sources refer to «depreciated replacement cost/reproduction costZ. This is not considered
a separate measurement basis, and the term is no t used in this paper. Rather, the concepts of
sreplacement costZ and ereproduction costZ are presumed to factor in any diminution in
amount that would result from wear and tear and obsolescence.

The liability equivalent of replacement and repr oduction cost is not defined in IASB standards,
and the project staff is not aware that it has been defined in the authoritative literature of
national standard setters. One author reasons th at it is appropriately defined as the scurrent
consideration amountZ. 2> This may be presumed to be the fair value of the consideration that
the owing entity would have received if the liability had been incurred by it on the
measurement date. This is th e concept that is assumed for the purposes of this paper.

Net Realizable Value

Net realizable value (of an asset): The estimated selling price in the ordinary course of business less
the estimated costs of completion and the es timated costs necessary to make the sale.

This is the definition in the IASB Glossary, from IAS 2.6 and IAS 2.7. Itis defined in similar terms
by other standard setters and in other authoritative literature. It has sometimes been described
as enet selling valueZ and +net market valueZ. While not explicit in the above definition, it is
presumed to be a current value, that is, the value on the measurement date. Again, the
equivalent liability definition does not seem to have been formally defined in accounting
literature, but it is pr oposed that it may be defined as the estimated amount that would be
incurred in the ordinary course of business to be released from the liability on the
measurement date plus the estimated co sts necessary to secure that release.

Value in Use

Value in use (of an asset): The present value of estimated future cash flows expected to arise from
the continuing use of an asset and from its disposal at the end of its useful life.

23
24

25

SeeKohler’s Dictionary for Accountants, 6th edition.

For example, IASB Agenda Paper 3 Measurement - A Review of Alternatives, June 2001, authored by Andrew Lennard and
Geoffrey Whittington, defines replacement cost as sthe most economic cost that an entity would incur in replacing
the service potential of an asset at the balance sheet date.Z

Andrew Lennard, Liabilities and how to account for them: an exploratory essay, especially paragraphs 22-32.
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This is the definition in the IASB Glossary, from IAS 36.5. Other standard setters and accounting
literature generally use this term and define it essentially as above. This definition does not
state whose expectations should be the basis for determining value in use. Based on its use in
standards and practice, it seems generally to be presumed that the objective is to reflect the
reporting entity manage mentss best estimates of future cash flows. 26 However, the value in use
measurement basis seems often to be interpre ted in terms of discou nting these management
estimates using rates that reflec t current market assessments of the time value of money and
risks commensurate with those of the asset?’ This interpretation will be further examined in
chapter 7 of this paper. Value in use has been conceived in authoritative literature only in the
context of assets. However, some have suggested that the liability equivalent is the present
value of estimated cash flows e xpected by the reporting entity s management to be paid to
satisfy a liability. One author has described th is as the scost of performanceZ measure of a
liability. 28

Fair Value

Fair value: The amount for which an asset or liability could be exchanged between
knowledgeable, willing parties in an armes length transaction.

This is the existing IASB definition that is consistently used in its standards (see the IASB
Glossary), with one change. The IASB definition states eor a liability settledZ, whereas the
definition above defines fair value in terms of the amount for which either an asset or a liability
could be exchanged. This change avoids the implication that the fair value of a liability is
necessarily the amount for which it could be settled , that is, its exit value. In other words, this
paper adopts a working definition of the fair value measurement basis expressed in neutral
terms as the amount that could be exchanged fo r an asset or liability, without seeming to be
limited to an exit, as opposed to an entry, market price.

The above definition is generally consistent with how the term «fair  valueZ has been defined
and used in most standard setting jurisdictions:

@) It is consistent with the definition in the ASBes FRS 7, Fair Values in Acquisition
Accounting, as: ethe amount at which an asset or liability could be exchanged in an
armes length transaction between informed and willing parties, other than in a forced
or liquidation saleZ See also the Canadian Accounting Standards Boardes definition:
sthe amount of the consideration that would be agreed upon in an armes length

transaction between knowledgeable, willing parties who are under no compulsion to
act2°

(b) The definition of fair value in the Glossary of Terms in CON 7 is neutral in allowing for
either an exit or entry value interpretation: «Fair value of an asset (or liability): The
amount at which that asset (or liability) coul d be bought (or incurred) or sold (or settled)
in a current transaction between willing parties, that is, other than in a forced or
liquidation sale.Z However, recent FASB deliberations on fair value measurement seem

26

27
28
29

40

This is explicit in the Australian Accounting Standards Boardes definition of value in use. See, for example,  Impairment
of Assets, AASB Exposure Draft, Basis for Conclusions, paragraph 19.

See, for example, IAS 36, paragraphs 55-56.
Andrew Lennard, Liabilities and how to account for them: an exploratory essay, paragraphs 27 and 32.
See, for example, CICA Handbook, Financial Instruments — Presentation and Disclosure, paragraph 3860.05(f).
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likely to result in defining fair value as an exit measurement objective. 30 The issues
relating to defining fair value as a neutral exchange value or an exit value are addressed
in chapter 5.

The definitions in paragraph 90 go beyond that of the IASB in specifying parties that are sunder
no compulsion to actZ or tran sactions that are eother than in a forced or liquidation saleZ.
It is presumed for the purposes of this paper that these qualities are embodied in the words of
the above IASB-based definition that refer to the amount that could be exchanged between
swilling parties in an armes length transactio nZ, on the presumption that willing parties at
armes length can be under no compulsion to act other than in their own self interest and that
an armes length transaction between willing parties excludes a forced or liquidation sale.

There would seem to be acceptance among accounting standard setters that the objective of fair
value measurement is to represent the market value of an asset or liability at the measurement
date. If there is no observable market price at the measurement date for the asset or liability to
be measured, the fair value object ive is to estimate what the market price would be if there were
a market.3! This paper accepts that fair value embodies this market value measurement
objective. The market value measurement obje ctive, and the attributes of competing market
forces that define it, are examined in a late r section of this paper (see paragraphs 99-110).

It is notable, however, that the definition of fair valueZ set out in paragraph 88 makes no
mention of the market value measurement objective. It might be contended that this objective
is implicit in the definition, reasoning that .k  nowledgeable, willing parties, in an armes length
transactionZ should be expected to arrive at the market price for an asset or liability. However,
the terms <knowledgeableZ, «willi ngZ, and sarmes lengthZ are open to interpretations for the
purposes of accounting measurement that ma y not be consistent wi th the market value
measurement objective. 3> Some have suggested that the market value measurement
objective should be made explicit in the term used to describe the basis, or in the definition.
More specifically:

(a) Some have suggested that the term fair valueZ be replaced by smarket valueZ, smarket
equivalent valueZ, or «fair market valueZ so as to be more clearly consistent with the
market value measurement objective. 33 Discussions with the IASB and national
standard setters at an early stage of this project indicated no support for replacing the
term efair valueZ.

30

31

32

33

The FASB Exposure Draft,Fair Value Measurement, proposed this neutral definition: Fair value is the price at which an
asset or liability could be exchanged in a current transaction between knowledgeable, unrelated willing partiesZ
(paragraph 4). However, it is understood that the FASB is now proposing to adopt an exit value definition in its
standard on fair value measurement.

CON 7 states, for example, that a present value estimate of fair value eshould attempt to capture the elements that
taken together would comprise a market price if one existed, that is, fair valueZ (paragraph 25).

The International Valuation Standards Committee, an orga nization comprising professional property valuation
associations around the world, describes sfair valueZ as an accounting term that «f is not necessarily synonymous
with Market ValueZ International Valuation Standards Committee, International Valuation Applications 1,
«Valuations for Financial ReportingZ, paragraph 5.3.3, in International Valuation Standards, Seventh Edition, London,
2005.

A term often used by valuators (also known as valuers) is fair market valueZ.  The International Glossary of Business
Valuation Terms defines fair market value as «the price, expresse d in terms of cash equivalents, at which property
would change hands between a hypothetical willing and able  buyer and a hypothetical willing and able seller, acting
at armes length in an open and unrestricted market, when neither is under compulsion to buy or sell and when both have
reasonable knowledge of the relevant factsZ (emphasis added). The International Valuation Standards Committee uses
the term smarket valueZ, defining it as sthe estimated amount for which a property should exchange on the date of
valuation between a willing buyer and a willing seller in an armes-length transaction after proper marketing wherein

the parties had each acted knowledgeably, prudently, and without compulsion.Z International Valuations Standard 1,
«Market Value Basis of ValuationZ, paragraph 3.1, in International Valuation Standards, 7th edition.
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(b) Some have suggested that the above definition of fair value should be replaced by a
definition that explicitly incorporates the market value measurement objective. 34
One possibility is:

The amount for which an asset or liability could be exchanged in a market in which
participants are knowledgeable, willing parties transacting at armes length.

These suggestions for replacing the term sfair valueZ and specifically incorporating the market
value measurement objective within its defini tion have not been adopted in this paper.
Itis presumed that the term and definition set out at paragra ph 88 should be interpreted to
embody the market value measurement objective.

Deprival Value

Deprival value: The loss that an entity would suffer if it were deprived of an asset. It is the lower
of replacement cost and recoverable amount on the measurement date, with recoverable
amount being the higher of value in use and net realizable value.

The term is not defined or used in IASB standa rds. The above definition is essentially that set
out and explained in the ASBes Statement of Principles for Financial Reporting, chapter 6, and is also
known as evalue to the businessZ.

The ASBesStatement of Principles for Financial Reporting also explains that the parallel basis for
liabilities is erelief valueZ (paragraph 6.9). Itis proposed that the relief value measurement basis
for a liability be defined as the higher of its current consideration amount and repayment
amount, with repayment amount being defined as the lower of the current cost of performance
and the current cost of release from the liability. 35

34 These include some members of the Canadian Accounting St andards Board, who believe that the term «fair valueZ is

35

42

a source of much misunderstanding. See also Appraisal Institute Response: Fair Value Measurements Exposure Draft,
September 7, 2004, submitted to the FASB, pages 4 and 7-8.

This reflects the conclusions in Andrew Lennard, Liabilities and how to account for them: an exploratory essay, paragraphs
32-33, except that the term erepayment amountZ is used in the place of ssettlement amountZ (the term used by
Lennard) to avoid potential confusion with differing meanings of the term ssettlementZ in authoritative accounting
literature. The Lennard essay also provides insights into the application of net realizable value, value in use and
deprival value concepts to liabilities.
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Chapter 4 — General Conceptual Analysis — Market versus
Entity-Specific Measurement Objectives

Approach to Conceptual Analysis
The conceptual analysis is set out in the following steps:

(a) Chapters 4 and 5 provide a general conceptual analysis of the proposed underpinnings
of measurement objectives that are fu ndamental to assessing what alterative
measurement bases purport to represent and, therefore, to assessing their relevance for
measuring assets and liabilities on initial recognition. 36 This paper proposes that there
are two fundamental sources of differences between asset and liability measurement
bases on initial recognition: (i) market versus entity-specific measurement objectives,
and (ii) differences in defining the value-affecting properties of assets and liabilities.
These two sources are examined along with their proposed implications for
measurement on initial recognition.

(b) Chapter 6 provides a general conceptual analysis of reliability. This involves identifying
and addressing the basic factors that limit how well measurements are able to
represent what they purport to represent.

Chapter 7 then analyzes each of the identified measurement bases. The general conceptual
analysis of chapters 4-6 provides the framework for considering the comparative merits and
limitations of each of the iden tified bases for measuring assets and liabilities on initial
recognition.

The analysis in chapters 4 and 5 proceeds on the assumption that assets and liabilities are
capable of reliable measurement on initial recognition under all identified measurement bases.
This simplifying assumption is made to fa cilitate consideration of the basic economic
properties of measurement alternatives without being distracted by reliability issues. Issues
relating to the abilities of measurement bases to meet the recognition condition for reliable
measurement are addressed in chapter 6.

Market versus Entity-Specific Measurement Objectives

Under the market value measurement objective, an entity looks to market prices of assets and
liabilities, which reflect market risk preference s and market expectations with respect to the
amounts, timing and uncertainty of future cash flows. An entity-specific measurement
objective looks to the expectations and risk preferences of management of the reporting entity.
These expectations and risk preferences may diffe r in some significant respects from those of
the market. 3 A measurement may be purely market based or purely entity specific.
Alternatively, some aspects of a particul ar measurement could be founded on entity
expectations and other aspects on market expectations (for example, a present value estimate
of the value of an asset might reflect entity ma nagementes estimates of the timing and amounts
of future cash flows discounted at market interest rates). Therefore, it is important to
determine whether, or in what respects, a measurement basis is founded on market or entity
expectations and risk preferences.

36

37

The term erelevanceZ is used in the following analysis in a general sense to incorporate the qualitative characteristics

of understandability, relevance, and comparability that have been described in paragraphs 35-39 and 45.

CON 7 uses the term eentity-specific measurementZ, which it explains «f substitutes the entityss assumptions for

those that marketplace participants would makeZ (paragraph 24b).
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100. A comparison of entity-specific and market value measurement objectives starts with the fact
that individual market participants have their own differing views and expectations about the
value of particular assets and liabilities at a given time. Market exchange transactions serve to
resolve the different expectations and risk preferences of individual entities into a single price
at any point in time. Itis importantto und erstand how market proces ses work to achieve this
resolution, because this helps in identifying the essential differences in the properties of
market and entity-specific measurement objectiv es. These properties may then be evaluated
against the criteria set out at paragraphs 28-54.

Market Value Measurement Objective

Market Prices and Efficient Markets

101.  Finance literature refe rs to the sefficient market priceZ, wh ich is usually defined as the price
that fully and without bias impounds all publicly available information. In an efficient market,
competitive participants will drive the market price of an asset to an equilibrium price that
reflects the expectation that the asset will earn the current available market rate of return for
equivalent risk. In other words, a buyer in an efficient market can expect to earn the current
market rate of return relative to the marketes assessment of the future cash flows and the risk
taken, no more and no less. 38 All assets and liabilities traded in efficient markets will have their
market prices determined on the basis of th is expectation, because any expectation of a
different return will be quickly arbitraged away. Suppose, for example, that publicly available
information indicates that a traded security is under priced, that is, that it will earn a return
that is superior to the current rate of return available in the marketplace for equivalent risk.

It can be expected that buyers will immediately enter the market to acqu ire that security, thus
bidding up the price until it reaches the equilibrium price at which it is expected to yield the
current market risk-adjusted rate of return.

102. In an efficient market the diverse expectatio ns and risk preferences of potential buyer and
seller interests are resolved into a single market equilibrium price. This equilibrium price will
reflect the marketes expectation of the highest and best use of an asset, in the sense that:

(a) parties who have higher private expectations of the value of the asset (that is, believe
that it is under priced) will have acquired it, and may have entered into contractual
commitments or options that will increase in value if the asset market price increases;
and

(b) parties who have lower private expectations (that is, believe that it is overpriced) will
have disposed of the asset, and may have entered into contractual commitments or
options that will increase in value if the asset market price declines.

103.  Of course, as events unfold and new information becomes available, participantse positions and
expectations will change, so that efficient market prices will be constantly adjusting towards
new equilibriums. In an efficient market, an itemes equilibrium price will reflect market
participantse collective assessment of all inform ation available in the marketplace at the time.

104. In efficient markets, capital is fungible an d moves between investment opportunities, so that
prices of all market-traded assets and liabilities reflect the same expected return for equivalent
risk at any given date. Again, any imbalances in market return expectations as between
different investments will be quickly arbitraged away.

38 gsee, for example, Stephen H. Penman, Financial Statement Analysis and Security Valuation, pages 70-71, for a brief
description of this efficient markets process.
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However, there are many cases in which assets and liabilities do not have observable market
prices in efficient markets, and not many markets are fully efficient. There is also substantial
evidence of sprice bubblesZ in which, in retrospe ct at least, it seems that even well-regulated,
open and active markets were deceived or did not fully impound available information. Many
asset and liability exchanges take place in ma rkets that are subject to some imperfections.

Some question the relevance of market prices for accounting purposes, given their
vulnerability to market imperfections and possible irrational behavior, particularly when
speculations lead to eprice bubblesZ. Some have advocated allowing adjustments to try to
reduce reported volatility and overstated, spec ulative market values. Such adjustments must
necessarily involve:

(@) taking a different view from that of the market, or

(b) instituting some arbitrary adjustment proces s, such as some averaging of market values
over some time period.

The former involves substituti ng an entity-specific measurement, and is therefore to be
evaluated in considering entity-spe cific alternatives to market value. With respect to (b), any
adjustment process, such as averaging, must ne cessarily be arbitrary and subjective. It results
in second guessing the market by substituting the results of the adjustment process for the
judgment of the marketplace. Some have conten ded that market prices tend to follow cyclical
patterns, but empirical evidence has generally supported the premise underlying markets
theory that market prices tend to follow a sran  dom walkZ, that is, that prices tend to move in
an unbiased manner in response to new information.

Essential Properties of Market Value

Based on the above analysis, this paper proposes that the market value measurement objective
is to reflect the price for an asset or liabil ity that would result from a competitive market
process. It is proposed, for the purposes of defining this objective, that smarketZ be defined as
follows:

A body of knowledgeable, willing, arm’s length parties carrying out sufficiently extensive
exchange transactions in an asset ot liability to achieve its equilibrium price, reflecting the
market expectation of earning or paying the market rate of return for commensurate risk on the
measurement date.

This is the price that would «clear the marketZ, that is, the price that would equate supply and
demand for the asset or liability on the measu rement date, assuming a body of knowledgeable,
willing, armes length buyers and sellers.

The proposed market value measurement objective has as its starting point a conventional
dictionary definition of emarketZ. Webster’s Encyclopedic Unabridged Dictionary of the English
Language (1989) includes this definition «f a body of persons carrying on extensive transactions

in a particular commodity.Z 32 This basic definition is expanded above to incorporate the above
market price equilibrium condition and the accepted qualities of sfair valueZ (that is, the
involvement of knowledgeable, willing, armes length parties).

The meaning to be ascribed to the word *knowledgeableZ in the definition proposed above is
central to understanding the market value measu rement objective. It is proposed that the
objective should be to reflect the price that would result in a market of willing armes length

parties who have access to publicly available information and expertise. Some may question

39 This is one of a number of definitions of smarketZ. The ab ove definition focuses on what constitutes a market, which
is to be distinguished from other common uses of the word, for example, to market (attempt to sell) a good or service.
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whether <knowledgeableZ should be defined inte rms of private information as well as publicly
available information, which has implications  for the treatment of information asymmetry.
Information asymmetry exists when some market participants have, or are thought by others
to have, information on the value of an asset or liability that is not available to other
participants. The concept of sknowledgeableZ and issues relating to information asymmetry
are further addressed in later sections of this paper (see, in particular, paragraphs 183-187 and
240 and 241).

There may also be questions as to what meaning to ascribe to the term eswilling armes length
partiesZ in defining the market value measurem ent objective. It is proposed that the term
presumes that the abilities and motivations of participants are determined by competitive
market conditions and their individual profit-maximization goals, risk preferences, and
expectations. The market value objective pr esumes that participants are not under any
compulsion to transact with other parties at disadvantaged prices as a result, for example, of
being under the control of another party, or being subject to insolvency conditions.

Fair Value in Relation to Market Value

The objective of fair value, as defined earlier in this paper (see paragraph 92), is to represent the
market value of an asset or liability on a meas urement date. If there is no observable market
price, the objective of fair value is to estimate what the market price would be if a market for
that asset or liability existed on the measur ement date. This objective requires careful
interpretation in respect of an asset or liability for which there is no observable market, as
defined above. This paper proposes that the fair value measurement objective in this case
should be to estimate the exchange price that would result from a body of knowledgeable,
willing, armes length parties carrying out su fficiently extensive exchange transactions to
achieve the equilibrium value for the asset or liability, given its liquidity limitations. Potential
limitations in reliably es timating fair value, thatis, in faithfully representing the fair (market)
value of assets and liabilities on initial recognition, are examined in chapter 7.

Entity-Specific Measurement Objectives

An entity-specific measurement of an asset or liability may differ from its market value because
of different expectations as to amounts or timing of future cash flows, different risk
assessments or preferences, or different discount rates. Any measurement of an asset or
liability that differs from its market value must be based, explicitly or implicitly, on
entity-specific expectations or risk prefer ences that differ from those of the market.
To illustrate:

€) Suppose that an entity recognizes a liability for warranties on the products it sells.
An entity-specific measure of the liability would differ from its market value if
management of the entity expects to service the warranties obligation at a lower, or
higher, cost than is implicit in the market price.

(b) Suppose that an entity recognizes an asset (for example, plant or equipment) at a
cost-based amount that is more or less th an its market value on the date of initial
recognition. Perhaps the entity constructed the asset itself at a cost that is more or less
than the amount for which it could have  purchased the asset in the marketplace.
Inthis case, the entity must be presuming recoverability from the assetes future
cash-generating activities that differs from the highest and best use expectation
implicit in the market price. For example, if the recognized amount exceeds market
value, then the entity may be expecting that it can achieve higher cash inflows than the
market expects, or perhaps it is content to ea rn a rate of return that is less than the
market rate of return for equivalent risk.
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CON 7 observes that an entity-specific alternative to a market-based measurement:

*f (a) adds factors that are not contemplated in the price of a market transaction for the
asset or liability in question, (b) inserts a ssumptions made by the entityss management in
the place of those that the market would make , and/or (c) excludes factors that would be
contemplated in the price of a market transa ction. Stated differently, each alternative
either adds characteristics to the asset or li ability for which marketplace participants will
not pay or excludes characteristics for which marketplace participants demand and receive
payment.Z (paragraph 31)

There are a number of reasons why the cash flows that an entity expects to receive from a
particular asset, or to pay on a particular liability, may differ from the amounts implicit in the
market price of the asset or liability. These include: 4°

@) The entityss management might intend a different use of an asset, or a different
settlement of a liability, than the highest and best use implicit in the market price.
As an example, an entityss management might intend to operate a property as a
bowling alley (and base its value on initial recognition on the present value of cash
flows that it believes will be generated from that business), while the marketplace may
consider its highest and best use to be a parking lot. Managementes different intentions
may be based, for example, on its belief that it has inside information or expertise that
is superior to that of other market participants.

(b) The entityes management might intend to manage a liability, such as a product
warranty, internally in the expectation that it will do so more efficiently than is
implicit in the market price.

(c) The entity might hold information, trade secrets, or processes that its management
expects will enable it to realize, or pay, cash flows that differ from those expected by
others in the marketplace.

(d) The entity might expect to be able to realize or pay amounts through the use of internal
resources. For example, an entity that manufactures materials that it uses in particular
processes may be able to manufacture those materials at a cost lower than the market
price charged to others. An entity that chooses to satisfy a liability with internal
resources may avoid the markup or anticipated profit charged by outside contractors.

Each of the items listed in the preceding pa ragraph represents an advantage or disadvantage
that an entity perceives that it has relative to others in the marketplace. Certainly, many
entities will have some advantages and disadvantages relative to others in the marketplace.
Only time will tell whether an  entityes expectations regarding fu ture cash flows will be realized,
including those attributable to  any additional, unrecognized intangible assets. The question is
whether, and if so when, an entityss expected advantages or disadvantages relative to market
values should be recognized and measured. In particular, should asset and liability
measurement on initial recognition reflect an en  tityss expected advantages or disadvantages
that are not factored into market prices, or should measurement reflect the marketes
expectations?

When an entity measures an asset or liability on initial recognition at its market value, any
entity-specific advantage or disadvantage relative to the market value will be reported in net
income as value added or lost in subsequent pe riods when it is recognized in the marketplace.
Marketplace recognition will be reflected in subs equent periods as realized gains or losses, or
as unrealized gains or losses if the market value of the asset or liability subsequently changes

40 The following discussion is based on that in CON 7, paragraphs 32 and 33.
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to recognize the advantage or disadvantage and the asset or liability is re-measured at that
value. In contrast, when an entity measures an asset or liability on initial recognition using an
entity-specific measurement, the entityss anticipated advantages or disadvantages are
embedded in the initial measurement of the asset or liability. In that case, the net income
reported in subsequent periods will be affected only to the extent that amounts realized or
settled on the asset or liability prove to  be different from its entity-specific value.

Management’s Intentions

Some believe that the measurement of assets or liabilities on initial recognition should be
consistent with managementes intentions for the use or realization of an asset, or with respect

to how a liability will be settled. Managementes intentions can lead to expectations that differ
from those implicit in the market value of the  asset or liability. For example, measurement of
a building on initial recognition at an amount in excess of its market value could result when
management intends to use the bu ilding for a purpose that it believes will yield superior cash
inflows, without a commensurate increase in ri sk, to those presumed in the expectation of
highest and best use implicit in the market value.

Some believe that measurements reflecting managementes intentions are more useful to
investors and creditors than market values. Argu ments made in support of this belief include:

(@) Management knows more about its busi ness than does the market generally.
An entity-specific measurement of assets and liabilities indicates what management
expects the present value of the entityss future cash flows to be, which some users of
financial statements believe is more helpful than market expectations in constructing a
valuation of that entity.

(b) Management would be held accountable relative to its own plans and expectations,
with the result that differences from its expectations will be reflected in reported net
income of periods subsequent to the initia | measurement of the assets and liabilities.

Others believe that accounting measurements based on managementes intentions are not as
useful as market values to investors and creditors. Arguments in support of this belief include:

€) The market value of an asset or liability impartially reflects the collective knowledge
and expectations of all market participants, rather than the knowledge, intent and
expectations of the reporting entity. The strength of the market value measurement
objective is that it represents the results of an open and active competitive market
process involving knowledgeable and willing armes length participants on the basis of
all publicly available information.

(b) Managements would be held accountable relative to impartial market values for assets
and liabilities that are comparable between entities and over time. In other words,
similar assets or liabilities will have similar market values on a measurement date.
In contrast, measurements of similar assets or liabilities based on managementes
intentions may be significantly dissimilar, reflecting differences in intentions and
expectations. Such measurements may change with changes in managementes
intentions even though no external economic event has occurred. It can be very

41 Both market-based and entity-specific measurement objectives could result in recognizing gains and losses on initial
recognition of an asset or liability. In other words, neither objective rules out the possibility of an entity acquiring an
asset or incurring a liability for consideration that is more or less than the measurement of the asset or liability on
initial recognition. However, the circumstances in which gains and losses arise on initial recognition, and their
amounts, could differ significantly as between market and entity-specific measurements.

48
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difficult or impossible for external users of financial statements to identify and
evaluate the effects of these differences on a measurement date in order to make valid
comparisons between entities and over time.

120. The exclusion of managementss intentions from accounting measurement under the market
value measurement objective should not be construed to be questioning managementse
rationality or good faith in exercising its discretion and judgment in making entity-specific
measurements. Supporters of entity-specific measurement objectives believe that rational
management behavioura | presumptions can provide an adequate basis for ensuring that
individual entity intentions  and expectations are within rationally justifiable bounds in
relation to current economic conditions and reso urces. This is, in part, a question of the
reliability for external financial reporting purposes of measurement bases that rely on rational
management expectations, a question that is co nsidered in assessing these bases in chapter 7.
Putting reliability considerations aside, the essential question in this section is whether an
entity-specific measurement objective, which reflects managementes intentions, could have
superior relevance to the market value meas urement objective in measuring assets and
liabilities on initial recognition for external financial reporting purposes.

121. In considering what role managementes intentions should play in accounting measurement, it
may be instructive to consider the extent to which it has been accepted or rejected in other
aspects of accounting, and any bases provided for this acceptance or rejection. The frameworks
of the IASB and some national standard setters do make some references to intentions and
expectations. However, the frameworks either do not specify whose intentions or expectations
should be applied, or they discuss intentions and expectations in a context that does not
provide direction on their role in accounting measurement. Some accounting standards either
require or permit entities to measure assets and liabilities on the basis of managementes
intentions or expectations, while others require or permit a market-based measurement.
There seems to be no reasoned conceptual bask justifying the apparently conflicting positions
taken in these standards. 43

42

42 Examples within the body of IASB standards include the requirement in IAS 37  Provisions, Contingent Liabilities and
Contingent Assets for an entity to determine a provision based on its best estimate of the expected future cash flows
required to settle the obligation, and the requirement in IAS 39  Financial Instruments: Recognition and Measurement for an
entity to measure certain financial assets and liabilities at fa  ir value (and the option to measure others at fair value).
There are other examples of both approaches in the standards of the IASB and national standard setters.

43 One prominent and controversial issue relating to fair value versus measures reflecting managementss intentions on
initial recognition of assets and liabilities is hedge accounting. See, in particular, the discussion of this issue in Joint
Working Group of Standard Setters, Draft Standard and Basis for Conclusions - Financial Instruments and Similar Items,
paragraphs 7.1-7.22.
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Comparing Market and Entity-Specific Measurement Objectives

The following table provides summary observations concerning the application of the criteria,
other than reliability, set out in paragraphs 28-54 to market and entity-specific measurement
objectives for assets and liabilities on initial re  cognition. These observations are intended to be
descriptive rather than evaluative; a preliminary evaluation is presented in paragraphs 123-130.

It is emphasized that consideration of the ge neral implications of reliability criteria in
paragraphs 40-44 is not reflected in the observations below but is addressed separately in

chapter 6.

Criteria

Market objectives

Entity-specific objectives

Stewardship (paragraphs 31-33)

Entity management is
accountable against the market
value of an asset or liability on
initial recognition. Gains or losses
will be recognized to the extent
that the market value of an asset
(liability) on initial recognition
differs from the amount that has
been paid to acquire it (received
on incurring it). The effects of any
entity-specific advantages or
disadvantages will appear as a
gain or loss only when they are
realized or reflected in market
value.

Entity management is
accountable against its own
expectations, assumptions, and
intentions as they are reflected in
the measurement of assets and
liabilities on initial recognition.
An entity’s perceived advantages
or disadvantages relative to the
market will be reflected in that
measurement.

Understandability (paragraph 35)

Efficient markets concepts and
related capital markets finance
literature provide the framework
for understanding the economic
properties of the market value
measurement objective.

The understandability of
entity-specific measurements
depends on the adequacy of
information provided about
management’s intentions,
assumptions, and expectations,
and on how measurements are
derived from them.

Relevance (paragraph 36)

The ability to influence rational
economic decisions is based on
the decision usefulness qualities
noted below (predictive value and
feedback value), which in turn are
founded on the presumption that a
market value has economic
substance because it reflects the
results of open market forces
involving knowledgeable and
willing arm’s length participants
who have access to all publicly
available information at the
measurement date.

The ability to influence rational
economic decisions is based on
the decision usefulness qualities
noted below (predictive value and
feedback value), which in turn are
founded on the presumption that
an entity-specific value impounds
information known to
management at the measurement
date, including management’s
perception of advantages or
disadvantages accruing to the
entity that may not be known
publicly.

continued...
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Replacement Cost — Not a Measure of Value Received. As defined at paragraph 320, replacement cost
purports only to be a measure of the most econom ic cost that would be expended to obtain the
service potential or productive capacity of an asse t; it is not a measure of value received. Thus,
as with historical cost and reproduction cost, it cannot stand on its own as a measurement
basis, but must be subject to additional co nditions relating to asset recognition and
recoverability. In sum, replacement cost is mi ssing an important attribute that is represented
in fair value.

Most accountants seem now to accept that the replacement cost of an asset should be subject
to a recoverable amount ceiling. Many curren t cost advocates believe that the relevance of
replacement cost (and reproduction cost) should be evaluated within the context of deprival
value, which is analyzed in a subsequent section of this chapter. It should be recognized,
however, that a lower of replacement cost and recoverable amount measurement objective has
significant consequences for assessments of productive capacity capital maintenance.
The recoverable amount of an asset that is lo wer than its replacement cost cannot serve as a
measure that shows whether productive capacity is maintained. It may be reasoned, however,
that placing replacement cost within the deprival value framework enables a broader financial
operating capability interpretation of capita | maintenance (rather than physical productive
capacity) that does have relevance.

In summary, a measure of the replacement cost of an asset on initial recognition that differs
from its fair value is subject to the limitation s of entity-specific dete rminations of the most
economic cost of replacing the assetes service potential or productive ca pacity, and to the fact
that replacement cost is not a measure of value received.

A common answer to these criticisms of re placement cost as a measurement basis differing
from fair value is that the entity-specific concep t of replacement cost should be expanded to be
based on an expectation of rational management behaviour. The most economic cost to replace
an assetes productive capacity would then be determined on the basis of what a rational
manager should be expected to decide in the particular circumstances of the entity.
A well-defined rational management behavioura | framework would, it is argued, eliminate
unjustifiable entity-specific expectations. A ttention then turns to defining and evaluating
what should be considered to constitute rational management behaviour and how it may lead
to measurements that differ from fair value. The principal rational management behavioural
framework is deprival value, which is examined in a subsequent section of this chapter.

Liabilities
Paragraph 83 proposes that the current cost equivalent for a liability be defined as the fair value

of consideration that the owing entity would have received if the liability had been incurred on
the measurement date.

This proposed definition does not make any reference to the replacement of productive
capacity or service potential, because this would seem to be a property of assets rather than
liabilities. The literature on replacement cost measurement that focuses on the objective of
productive capacity capital maintenance has largely ignored the valuation of liabilities. Rather,
the primary concern with liabilities in this literature has been whether, and if so how, holding
gains and losses arising from measuring assets at their replacement cost should be allocated
between liabilities and equity. In summary, there would seem to be a lack of literature on
replacement cost per se that is helpful in addressing the measurement of liabilities.
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The definition of the current cost equivale nt for a liability proposed above appears to be
generally consistent with current cost objectives, with the caveat that it should be interpreted
in terms of what could be considered to be rational or smost economicZ within the entityss
circumstances. This current cost measure of a liability may rarely differ on initial recognition
from its measurement on an historical cost basis.

Current cost liability measurement suffers from  the same limitations as historical cost liability
measurement on initial recognition. These me asurement bases purport only to measure the
fair value of the consideration that was received (historical cost basis) or would be received
(current cost basis), which may have no relationship to the probable sacrifice necessary to
satisfy the liability. For example, no amount wo uld be provided for a liability that arises as a
result of a loss, such as may arise from a lawsuit, and there is likely to be no observable basis for
determining the fair value of consideration that would be received for incurring asset
retirement or post-employment benefit obligations. Further, a current cost liability provision,
such as a provision for warranties or asset retirement obligations, would be based on
entity-specific expectations, with consequent poss ible differences from fair value. For example,
an entity could decide to charge less than the market price for a warranty, and therefore receive
less consideration, presumably in the belief that it could service the liability at less cost than is
implicit in the market price.

In summary, the liability equivalent to replacem ent cost is not well de fined in the literature,
but can be reasoned to be:

€) missing the vital dimension of expected future sacrifice value, and

(b) subject to the limitations of an entity-specific measurement basis.

Summary — Conclusion on Relevance

This paper proposes, based on the foregoing analysis, that reproduction cost and replacement cost are
each subject to significant limitations in what they can purport to measure that render them less relevant
measurement bases than fair value on the initial recognition of assets and liabilities.

In summary, it is proposed that the above anal ysis provides a strong case for concluding that
current cost bases (reproduction and replacement cost) are of more limited relevance , that is,
they may be expected to have more limited information value and decision usefulness ,, than
fair value for measuring assets and liabilities on initial recognition in  all situations when fair
value can be reliably estimated. The above analysis is not exhaustive, however, and a more
extensive examination of reproduct ion cost and replacement cost against the criteria set out in
paragraphs 28-65 might reveal additional insights.

Some propose that an estimate of fair value may be based on replacement cost. This paper
proposes, in paragraphs 329-332, that the fair value of an asset embodies the essential
properties of replacement cost, but that the reverse is not necessarily the case. Thus, this paper

reasons that an assetes replacement cost should not be represented to be its fair value unless the
essential conditions of fair value can be demo nstrated to be met on the measurement date.

Current Cost as a Substitute for Fair Value on Initial Recognition

Relevance

It follows from the above conclusion that fair value should be used in preference to
reproduction and replacement cost for the measurement of assets and liabilities on initial
recognition when fair value can be reliably measured. The question is then whether one or both
of the current cost bases could be a more approp riate substitute for fair value than historical
cost when fair value is not reliably measurable on initial recognition. The current cost
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measurement objective may be reasoned to be more relevant than that of historical cost. This is
because historical cost purports to measure what was paid for an asset, or received for a
liability, while the current cost bases purpor t to measure the most economic amount that
rationally could have been paid or received on initial recognition. Thus, if current cost
amounts are reliably measurable and can be expected to be recoverable, they could be expected
to have more information value than historical cost on initial recognition.

In comparing the two current cost objectives, the replacement cost of an asset purports to
represent more than its reproduction cost, and th us is conceptually a more relevant objective.
It is important, however, to consider th e relationship between replacement cost and
reproduction cost. Some have proposed that the current cost of an asset should be defined as
the lower of replacement cost and reproduction cost. 113 It seems difficult to conceive of a
situation in which the reproducti on cost of an asset could be less than its replacement cost.
In the event that reproduction cost is lower than the cost of any other replacement
possibilities, then it would seem that it must be  the assetes replacement cost ,, that is, that the
most economic cost to replace the assetes service potential or productive capacity is the most
economic cost to reproduce it on the measurement date.

Thus, a relevance hierarchy of cost substitutes for fair value in measuring assets on initial
recognition may be set out. First preference is replacement cost, second preference is
reproduction cost, and third preference is historic al cost. It is stressed that, to qualify as
possible substitutes for fair value, these cost measures must be reliably measurable and
reasonable conditions relating to recoverabili ty must be met. An analogous relevance
hierarchy may be set out for liabilities, except that there is no liability equivalent to the
replacement cost of an asset (see paragraphs 343-3%). It must also be stressed that, to qualify
as a substitute for fair value, a current consid eration measure of a liability must be reliably
measurable and reasonably reflect the amount owing on the date of initial recognition.

Reliability Limitations

While the replacement cost objective can be r easoned to be more relevant than reproduction
cost or historical cost on initial recognition, there are serious problems with respect to its
capability for reliable estimation. As discussed in paragraphs 327, 336 and 337, these problems
stem from the replacement cost objective itself, sp ecifically from the lack of objective bases for
defining the most economic cost of replacing the service potent ial or productive capacity of
many assets in entity-specific contexts. These problems become acute when the existing service
potential or productive capacity of an asset may be most economically achieved by using
different assets from those owned by the entity ,, that is, when an assetes replacement cost
differs from its reproduction cost.

This paper proposes, based on the above analysis, that replacement cost determined in an entity-specific
context is generally not likely to be capable of sufficiently reliable estimation to be used as a substitute
for fair value in measuring many assets on initial recognition.

This proposed conclusion is subject to further study beyond the scope of this paper.
In particular, it is recommended that research  be undertaken into replacement cost valuation
techniques employed by professional valuator s to assess under what circumstances reliable
market-based and entity-specific estimates of replacement cost of assets on initial recognition
may be possible (see paragraph 275).

113 see, for example, Australian Accounting Standards Board, Staff Paper: Fair Value, Deprival Value and Depreciated Replacement
Cost, paragraph 18. This reflects the position taken by the Australian Society of Accountants and the Institute of
Chartered Accountants in Australia. See «Current Cost AccountingZ, in Guidance Notes on Statement of Accounting Practice
SAPs, as amended in 1978.
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The reproduction cost of an asset on initial recognition seems likely to be capable of reliable
estimation on an entity-specifi ¢ basis in some situations in which replacement cost will not be
reliably measurable. For example, the reproduction cost of some self-constructed assets may be
capable of reliable estimation on initial recognition, and may differ from historical cost. It s,
however, vulnerable to the same allocation problems as historical cost.

It is proposed that current cost be interpreted to be replacement cost when replacement cost is
reliably measurable, or failing its reliable measurement, to be reproduction cost when
reproduction cost is capable of reliable measurement.

Based on the above analysis, this paper proposes that the current cost of an asset, and the current
consideration amount of a liability, be used on initial recognition in preference to historical cost as a
substitute for fair value when:

(a) it is capable of reliable estimation, and

(b) it is reasonable to assume that it is recoverable (if an asset) or reasonably represents the amount
owing (if a liability).

When the above conditions for the use of current cost, or current consideration amount, are not met, it is
proposed that historical cost is an acceptable substitute on initial recognition when it is capable of
reliable measurement and it is reasonable to assume that the historical cost amount is recoverable (if an
asset) or reasonably represents the amount owing (if a liability). (See paragraph 316.)

Current cost will commonly equal historical cost on initial recognition, but it could differ
significantly from historical cost in some situ ations. Significant differences could arise, for
example, when the historical cost of a constructed asset requires the allocation of costs
incurred in past periods (see paragraph 310), and in respect of assets for which there are
significant pre-recognition costs that are no t recognized on the historical cost basis
(see paragraph 311). For practical purposes, historical cost might be accepted in lieu of current
cost as a substitute for fair value on the init ial recognition of assets and liabilities absent
persuasive evidence that a reliable measurement of current cost would differ significantly from
historical cost.

Parallel to the proposal in paragraph 318 with re spect to historical cost, it is proposed that the
current cost of an asset, and the current co nsideration amount of a liability, should be

determined on a basis that is as consistent as possible with the fair value measurement
objective. This would mean, for example, excl uding transaction costs (as defined in paragraphs
193-200).

Net Realizable Value

Relevance

Assets
The working definition of net realizable value (see paragraph 84) is:

The estimated selling price in the ordinary course of business less the estimated costs of
completion and the estimated costs necessary to make the sale.

In contrast with cost-based measurement bases (historical cost and current cost), net realizable
value is a measure of the benefit value of an asset. The question is whether it is the most
relevant measure of the benefit value of an asset on initial recognition.
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Current realizable value models have been strongly advocated over historical cost and current
cost models by a few prominent academics. ** They disagreed among themselves on some
fundamental issues, however, including what sh ould be the unit of account (that is, what
should be the level of aggregation of assets) and whether the objective should be to assume sales
in the ordinary course of business or on the basis of liquidation prices. Net realizable value, as
defined above, has generally been used in financial accounting in a rather limited role, being
largely restricted to lower of cost and recoverable value determinations.

One major reason why realizable value has been rejected as a general measurement basis is that
it results in seemingly unrealistically low values  for most productive assets such as plant and
equipment, and would often require large write-offs on the acquisition of such assets.

COMPARISON WITH FAIR VALUE

There appear to be two possible areas of difference between net realizable value and fair value:
(a) Focus of net realizable value on realization through sale.

(b) The dependency of net realizable value on entity-specific expectations.

Focus on Sale

Net realizable value is generally interpreted to presume realization through sale, rather than
through holding or using an asset. While the phrase in the definition eselling price in the
ordinary course of businessZ is presumably intended to avoid a forced or liquidation sales price,
the term net realizable valueZ is generally interpreted to preclude a value in use connotation.

In contrast, fair value reflects the price of an asset in what the market perceives to be its highest
and best use. The fair value of an asset is not its net selling price on a measurement date, if this
is not its highest and best use in the marketplace. For example, there may be no market
(as defined at paragraph 107) for a particular specialized non-contractual asset. This asset
might be saleable only as a non-specialized asse (with adjustment for the costs to remove its
specialization features) or for the scrap value of its components. Such determinations are not
relevant measures of this assetes fair value when its highest and best use in the marketplace can
be reasoned to lie in its use as a specialized assé in a revenue-generating process. See discussion
of this situation and related issues at paragraphs 260-262 and 269-275.

Net realizable value is reduced by costs that are estimated to be necessary if the asset is sold,
but that would not otherwise be incurred. It has been explained (see paragraph 199) that fair
value excludes transaction costs or penalties that would be incurred to sell an asset. If such
costs are avoidable, that is, they would not be in curred in the highest and best use of an asset
in the marketplace, then they would be recogniz ed only if the asset is sold and thus would be
an expense of the sales transaction. On the other hand, if certain exit costs are unavoidable,
that is, the entity is obligated to incur them to realize the fair va lue of an asset, then such costs
may qualify as liabilities and, if so, should be separately recognized as such. Netting such
liabilities against the fair value of the asse t would contravene the conceptual distinction
between assets and liabilities.

Entity-Specific Expectations

The net realizable value of an asset may generally be expected to differ from fair value by the
amount of transaction costs deducted in determin ing net realizable value, and by the extent to
which estimates of the costs of completion (if any) differ from the adjustment that the market

could be expected to make. In addition, the phrase sthe estima ted selling price in the ordinary

114 gee, for example, R. J. ChambersAccounting, Evaluation and Economic Behaviour, and Accounting for Inflation: Methods and
Problems, and R. R. Sterling, Theory of the Measurement of Enterprise Income.
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course of businessZ could be interpreted in an en tity-specific context that  is not consistent with
the fair value measurement objective. Thes e possible differences reflect the effects of
differences between entity-speci fic and market expectations.

The basic question thus again arises as to the comparative relevance of entity-specific and
market value measurement objectives. In this case, could entity-specific adjustments entering
into the determination of net realizable value be reasoned to have relevance not considered in
arriving at the tentative conclusion in chapter 4 (that the market (fair) value measurement
objective is more relevant than entity-specific objectives on the initial recognition of an asset)?
The above analysis and review of accounting standards and supporting literature on net
realizable value did not reveal any evidence or arguments that would give cause to change this
conclusion. This paper therefore proposes that fair value is more relevant than net realizable
value for measuring assets on initial recognition.

Liabilities
As noted in paragraph 85, the liability equivalent of net realizable value seems not to have been

defined and analyzed in accounting literature. Ho wever, it is proposed that it be described as
the release amount and defined as follows:

The estimated amount that would be incurred in the ordinary course of business to be
released from a liability on the measuremen t date plus the estimated costs necessary to
secure that release.11®

The focus on current release, and the inclusion of entity-specific transa ction costs, mirrors the
two areas of difference between net realizable value and fair value of assets addressed above.
Thus, the liability equivalent to net realizable  value is subject to the same types of differences
and relevance limitations as is the net realizable value of assets.

Summary — Conclusion on Relevance

This paper proposes, based on the above analysis, that net realizable value, and its liability equivalent, is
a less relevant measurement basis than fair value on the initial recognition of assets and liabilities.

Net Realizable Value as a Substitute for Fair Value on Initial Recognition

The question then is whether net realizable value could be an appropriate substitute for fair
value on the initial recognition of assets and liab ilities when fair value is not capable of reliable
estimation. This paper proposes that, as a substi tute for fair value, net realizable value should
be applied on a basis that it as consistent as possible with the fair value measurement objective.
This would mean:

(@) interpreting «the estimated selling price in the ordinary course of businessZ as a market
value measurement objective,

(b) excluding transaction costs (that is, adding them back to net realizable value), and
(c) interpreting «costs of completionZ within a fair value context.

The result would no longer be net realizable value. It would be an estimate of fair value, if it is
substantially based on information that is consis tent with market expectations. Alternatively,
an estimate of realizable value that is signif icantly dependent on enti ty-specific inputs could
be considered to be the best substitute for fair value in some situations. For example, it might
be determined that the closest substitute for the fa ir value of a work-in-process inventory

115 The term ereleaseZ is considered to include direct settlement with the creditor, effective settlement resulting from an
entity acquiring its traded debt instruments in the marketplace, and an arrangement under which a third party
assumes an entityes obligation.
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acquired as part of a business acquisition is to adjust the observable market price of the
finished good by an entity-specific estimate of the costs of completion. 1€ The question would
then be whether this measurement could be accepted to be a reliable estimate of the fair value
of the work in process, or whether its depe ndency on entity-specific expectations is so
significant that it should be tr eated and described as a hybrid measurement basis substitute for
fair value.

Thus, following from the above analysis, there is no role for net realizable value, as traditionally

defined, in the measurement of assets and liabilit ies on initial recognition. In other words, the

concept requires substantial reinte rpretation as a possible estima te of, or substitute for, fair
value on initial recognition.

Value in Use

Relevance

Assets
The working definition of value in use (see paragraphs 86-87) is:

The present value of estimated future cash flows expected to arise from the continuing use
of an asset and from its disposal at the end of its useful life.

COMPARISON WITH FAIR VALUE

The above definition simply expresses the pres ent value concept of an asset within the context
of a non-contractual asset that is used in a cash-generating process. The value in use
measurement objective is not clear from this de finition because present value is a technique
that can be applied to estima te amounts under several diff erent measurement objectives.
The essential question is: whose expectations shou Id be the basis of value in use measurements?

Market Expectations

If the objective is to apply the present value me thodology to estimate the fair value of an asset
(that is, to reflect market expectations), then value in use is indistinguishable from the fair
value measurement objective. Present value-based models for estimating fair value are at
Level 3 of the fair value measurement hierarchy of the IASB and FASB examined at paragraphs
257-275. The term svalue in useZ has not generally been used to describe present value-based
estimates of fair value.

Entity-Specific Expectations

The term evalue in useZ has generally been considered to be an entity-specific measurement
objective. From this perspective, the value in use objective is to measure the present value of
the estimated net cash in flows that the entity expects an asse t to generate. This measure could
differ significantly from the assetes fair value on initial recognition. In this context, value in

use is a separate measurement basis distinct from fair value and the other identified
measurement bases.

Value in use is essentially a forecast that reflects managementes expectations. Thus, if the value
in use measurement basis were to be adopted, assets would be restated on initial recognition
from their transaction amounts to managementss expectations of the present values of their
future net cash inflows. This present value of an asset would presumably generally reflect the
highest price that the entity would be prepared to bid for the asset in the marketplace on its

116 These adjustments would presumably include, if material, an estimate of the effects of the time value of money and a
profit margin, each determined on a basis as consistent as possible with the fair value measurement objective.
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acquisition date. Accordingly, the fair value of this asset, and the amount the entity actually
paid for it, could both be much lower than managementes estimation of its value in use on that
date. There would seem to be no external re ferents for value in use measurements, although
current accounting standards for value in use measurements (which have been restricted to
impaired assets) have attempted to place some boundaries on what it may be reasonable for an
entity to expect. 1/

In summary, the primary difference between the value in use and fair value measurement
objectives is that value in use has an entity-specific measurement objective, which amounts to
a forecast by entity management. Based on the above analysis, there would seem to be nothing
in the concept of value in use that would gi ve cause to overturn the general conceptual
conclusion, developed in chapter 4, that the market value measurement objective is of greater
relevance than an entity-specific objective on initial recognition of assets and liabilities.
In particular, a major concern with value in use is that it would result in capitalizing
management expectations on initial recognition,  with the likely consequence of reported gains
for many assets. Such measurements would seem to have no clear external referents without
the discipline of prices determined by market forces.

The relevance of value in use may be considered to be further limited because it gives
consideration only to an assetes in-use value, and thus gives no consideration to its value if sold,
other than at the end of its useful life. In addition, the definition of value in use identifies only
non-contractual assets that are for use in a bu siness. However, the concept could be extended
to contractual and other non-cont ractual assets. For example, a loan could be valued on the
basis of entity-specific estimates of the present va lue of the future cash flows the entity expects
to collect.

Value in use does not have support in accounti ng standards, or in authoritative literature or
practice, as a general measurement basis for assets on initial recognition. Its use has been
limited to a measure of the recoverable value of impaired assets, and it has been advocated as
a measure of recoverable value within the deprival value framework. Its role within that
framework is examined in the following section.

Liabilities

Value in use, as traditionally defined, has application only to assets. However, its liability
equivalent may be conceived as an entity-specifi ¢ estimate of the present value of cash outflows
expected to be incurred in satisfying an obligation. This has been described as the scost of
performanceZ basis 18 Certain liabilities, such as warranty obligations, could be measured on
this basis. As with an asset, the present value measurement of a liability will differ from fair
value to the extent that it reflec ts entity-specific expectations wi th respect to future cash flows
or the discount rate that differ from marketex pectations. Such entity-specific expectations can

be expected to be subject to th e same relevance limitations in relation to market expectations
discussed in respect of assets.

Summary — Conclusion on Relevance

This paper proposes, based on the above analysis, that value in use, and its liability equivalent, is a less
relevant measurement basis than fair value on the initial recognition of assets and liabilities.

117 see for example, IAS 36, paragraphs 30-57.
118 see Andrew Lennard, Liabilities and how to account for them: an exploratory essay, paragraphs 27 and 32.
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Value in Use as a Substitute for Fair Value on Initial Recognition

386. This paper proposes that the value in use measurement basis may be adapted to be an estimate
of fair value, or to be an acceptable substitute for fair value for some assets and liabilities on
initial recognition when fair value is not capable of reliable estimation. Such adaptation
involves applying the present value technique on a basis that is as consistent as possible with
the fair value measurement objective. This wo uld require using market data and assumptions
that are consistent with market expectations when such data and assumptions are available.
Certain presumptions may be made as to what should be considered to constitute rational
market expectations in applying the present value methodology. For example:

(@) the discount rate should be consistent with the market rate of return for equivalent risk
on the measurement date, except that the discount rate should not reflect risks for
which future cash flows have been adjusted,;

(b) estimates of expected future cash flows should reflect expected future levels of
inflation or deflation that are consistent  with those implicit in the discount rate;

(c) estimates of uncertain cash flows should reflect probability-weighted expected values
to the extent practicable; and

(d) estimates of expected future cash flows may be expected to be consistent with
reasonable extrapolations of past general economic and relevant industry experience in
the geographic areas in which the assets or liabilities are located, unless there is
convincing external evidence to support different expectations. 119

387. These presumptions are generally consistent with the guidance provided in CON 7. The FASB
Exposure Draft, Fair Value Measurements, summarizes the following possible sources of market
inputs:

*Market inputs shall be determ ined based on information that is timely, originated from
sources independent of the entity, and used by marketplace participants in making pricing
decisions. Examples of market inputs that may be used, directly or indirectly as a basis for
deriving other relevant inputs, include the following:

(a) Quoted prices (whether quoted in term s of completed transaction prices, bid and
asked prices, or rates), adjusted as appropriate f.

(b) Information about interest rates, yield cu rve, volatility, prepayment speeds, default
rates, loss severity, credit risk, liquidity, and foreign exchange rates.

(c) Specific and broad credit data and othe r relevant statistics (industry and other),
including a current publishe d index.Z (paragraph 12)

388. The adaptation of value in use to be as consistent as possible with the fair value measurement
objective means that it is no longer consistent with the traditional interpretation of value in
use. As a consequence, this paper proposes thatthe term svalue in useZ should not be used to
describe present value estimates that are estimates of, or subs titutes for, fair value , in order
to avoid confusion with the traditional en tity-specific understa nding of the term.

389. At the same time, these present value estima tes will not meet the conditions for faithfully
representing the fair value meas urement objective when significant market inputs are not
available so that estimates are significantly dependent on entity-specific data and expectations
that cannot be justified to be th e same as market expectations.120

119 |as 36 Impairment of Assets requires that svalue in useZ cash flow estimates be based on external evidence when
available, sets out certain rebuttable presumptions with respect to long-term projections, and requires the use of
market rates of interest to discount future  cash flows. See IAS 36, paragraphs 30-57.

120 see paragraphs 266-267 for discussion of the basis for this conclusion.
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Such present value estimates may, however, be the best possible substitute for fair value for
certain assets and liabilities for which neithe r reliable fair value nor reliable cost-based
measures are available. Examples include obligations in respect of defined benefit pension
plans and asset retirements, where there are typically no comparable market prices and no
observable transactions. These present value edimates may commonly be subject to significant
measurement uncertainty, but may be considered to be of acceptable reliability, if supported
by appropriate disclosures. 1?1 The challenge for standard setters is to develop specific
standards for present value estimates for these types of assets and liabilities that are as
consistent as possible with the fair value measurement objective, and meet reasonable
conditions for internal consistenc vy, neutrality, and verifiability.

In addition to estimation uncertainty, pres ent value estimation base s are subject to serious
indeterminacies in certain common situations. In particular, many no n-contractual assets do
not generate cash flows in and of themselves. Rather, they contribute along with other inputs
to cash-generating processes. Any attribution of the cash flows of a cash-generating process to
individual inputs must be based on arbitrary  one-to-many allocations. Therefore, if the
appropriate unit of account on initial recognition is considered to be the lowest level of
aggregation at which an identifiable asset is re ady to contribute to th e generation of future
cash flows (see paragraph 161), then it may be concluded that the present value of the cash flows
to be generated by an asset that is used with other assets in a cash-generating process is not
reliably measurable.

In summary, this paper proposes that:

(a) Value in use, defined as an entity-specific objective, is not an appropriate substitute for fair
value on initial recognition.

(b) However, a present value-based estimate of future net cash flows to be received or paid in respect
of an asset or liability may be an acceptable estimate of, or substitute for, fair value on initial
recognition, if the future cash flows and discount rate(s) can be reliably estimated and the
estimate is determined on a basis as consistent as possible with the fair value measurement
objective. When such an estimate is significantly dependent on entity-specific expectations that
cannot be justified to be the same as market expectations, it should be considered to be a hybrid
measurement basis substitute for fair value.

(c) The present value of future cash flows cannot be independently estimated, and therefore cannot
be reliably determined, for individual non-contractual assets that are used together with other
inputs in a cash-generating process.

Deprival Value

Relevance

Assets

Some believe that it is not sufficient to evalua te each of the identified measurement alternatives
as separate and independent bases. They argue that these bases should be considered in the
context of an overarching theory of the valu e of an asset to a business within a rational
management decision framework. The value of an asset to an entity is reasoned to depend on the
opportunities that are available to that entity for the use or sale of that asset. The appropriate

121 The only alternative may be non-recognition of the asset or liability, and it may be concluded that even an estimate
subject to significant estimation uncertainty is superior to non-recognition (which results in a zero value) if
appropriate supporting disclosures can be provided. See discussion of this issue at paragraphs 217-222, and in respect
of disclosures, at paragraph 268.
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measurement for an asset is then determined by the opportunity that a rational manager should

be expected to pursue in the entityss circ umstances. Measurement bases that assume
opportunities unavailable to the entity or that  do not make economic sense in the circumstances
are considered to be irrelevant. The ration al management measurement framework that is
commonly advocated is «deprival valueZ, also known as evalue to the businessZ.

394.  The working definition of deprival value (see paragraphs 94-95) is:

The loss that an entity would suffer if it we re deprived of an asset. It is the lower of
replacement cost and recoverable amount on the measurement date, with recoverable
amount being the higher of value in use and net realizable value.

395. The deprival value framework holds that the value of an asset to a business entity is the
economic loss that the entity would suffer if deprived of the asset. It is reasoned that the loss
to the entity could not exceed the most econ omic current cost to replace the productive
capacity or service potential of an asset. The upper boundary of an assetes deprival value is its
replacement cost because, when (as will usually be the case) an entity expects a return from the
asset in excess of its replacement cost, the entity will not lose that return since it can replace
the asset for a lower amount. 122 It is further reasoned that a rational entity will not replace an
asset when its recoverable amount is less than its replacement cost, because it does not make
economic sense to replace an asset that cannot be expected to recover its replacement cost.
In this case, if deprived of the existing asset, the entity stands to lose its recoverable amount.
Recoverable amount reflects two possibilities (opport unities) ,, the entity could sell the asset for
its net realizable value, or it could use the asset and achieve its value in use. A rational entity
can be expected to choose the alternative that yields the higher recoverable amount. Thus, the
recoverable amount to an entity is considered to be the higher of its net realizable value and
value in use. This chain of logic leads to th e decision rule set out in the definition and
illustrated in the following diagram.

Value to the business
= lower of

Y Y

Replacement Recoverable amount
cost = higher of

Y \

Net realizable

Value in use
value

122 5ome believe that there is an anomaly in the deprival value rational e if the replacement cost of an asset is
determined to be less than its net realizable value. They argue that the deprival value of an asset in this case should
be its net realizable value, so as to include the value of the eredevelopment optionZ. They reason that rational
management would sell the asset to real ize its net realizable value and then replace it at its lower replacement cost.
See Geoffrey Whittington, «Deprival Value and Fair Value: An Amendment and a Reconcil iationZ, Unpublished Draft
Paper, February 2003. Some others see this as a problem indefining an assetes replacement cost, arguing that the
replacement cost of an asset could never be rationally dete rmined to be less than its net realizable value. See, for
example, Australian Accounting Research Foundation, Accounting Theory Monograph 10,  Measutrement in Financial
Accounting, paragraph 21. This issue demonstrates an ambiguity in the entity-specific concept of replacement cost that
is illustrated in part by the pizza delivery vehicle example in paragraph 336.
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The deprival value decision framework is not intended to mean that particular entities will
necessarily make rational decisions in accordance with it. Rather, it holds that entities should
be accountable for measuring assets on the basis of this rational decision framework.

COMPARISON WITH FAIR VALUE

It is instructive to compare deprival value with  fair value, so as to understand when and why
deprival value can differ from fair value on the initial recognition of an asset. The relationship
between deprival value and fair value may be illustrated by an example. Suppose that:

(@) the fair value of an asset on initial recognition is reliably measurable, and is 100;

(b) transaction costs to acquire the asset are 5, in which case replacement cost may be
reasoned to be 100 plus 5 (i.e., 105); and

(c) transaction costs to sell the asset are 3, in which case net realizable value may be
reasoned to be fair value of 100 less 3 (i.e., 97).

From the market perspective, value in use is th e present value of expected future cash flows
reflecting market expectations, which is 100. Th e deprival value of an asset whose fair value is
reliably measurable may then be determined to be the lower of its replacement cost (in this case
105) and recoverable amount (in this case 100, being the higher of net realizable value of 97 and
the market equivalent of value in use of 100). Transaction costs to acquire the asset do not enter
into this measurement of deprival value becaus e they are not recoverable. Transaction costs to
sell the asset are not deducted because they will not be incurred under the highest and best use
of the asset.

Thus, an assetes deprival value is its fair value, if deprival value is measured on the basis of
market expectations. In othe r words, measured on the basis of market expectations, the
economic loss that an entity would suffer if deprived of an asset is its fair value. It may be
concluded then that deprival value could differ from fair value only when an entityes
management has different expectations from those that are implicit in the market price. Inthe
example above, if the entityss management believes that the value in use of the asset is more
than 100, say 150, then its deprival value will be equal to its replacement cost of 105 (because
its replacement cost will then be less than its recoverable amount). In this case, a replacement
cost that exceeds the fair value of the asset is justified under deprival value on the basis of
managementes expectation that the assetes value in use is greater than its fair value.

The basic question arises again ,, whether enti ty-specific measurements, in this case made in
the context of the deprival value framework, can be considered to be more relevant than fair
value for an asset on initial recognition. De prival value is subject to the entity-specific
limitations of each of its three measurement components (replacement cost, net realizable
value, and value in use) that have been demonstrated in preceding sections. There would seem
to be nothing in the theory of deprival value that mitigate s these limitations.
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Liabilities

400. The liability equivalent of deprival value has been referred to as erelief valueZ. 23 It has been
proposed in paragraph 96 that the relief value of a liability is the higher of the consideration
amount (that is, the fair value of the consideratio n that would be received if the liability were
incurred on the measurement date) and repa yment amount, with repayment amount being

defined as the lower of the current cost of perf ormance and the current cost of release from the
liability (see the diagram below).

Relief value to the business

= higher of
\ 4
Y Y
Consideration Repayment amount
= lower of
Y
\ 4 \
Cost of Cost of
release performance

401.  The relief value of a liability may be compared with its fair value with parallel results to the
comparison of the deprival value and fair value of an asset. It is, therefore, reasoned that relief
value is subject to the same li mitations in relevance in comparison with fair value as has been
demonstrated for deprival value.

Summary — Conclusion on Relevance

402. This paper proposes, based on the foregoing analysis, that deprival value (relief value) reflecting
entity-specific assumptions and expectations is a less relevant measurement basis than fair value on the
initial recognition of assets (liabilities).

403. The above analysis and proposed conclusion are not intended to suggest that the deprival value
(relief value) of an asset (liability) does not have relevance if it differs from fair value on initial
recognition. Rather, it is proposed that its relevance lies in its use for internal management
purposes, and possibly as the basis for supplementary information about managementes
expectations. Deprival value projects entity managementes expectations beyond the existing
value of an asset in the marketplace. It provides a rational decision framework for
managementes evaluation of the value of an asset to the entity, based on its expectations as to
the future outcomes of opportunities that are open  to it. Managementes evaluation of the value
of an asset is based on comparing managementes forecast of the present value of the future cash
flows to be achieved through the assetes use, managementes expectations of the most economic
cost to replace the assetes service potential, and the net proceeds that management would
expect to realize if the asset were sold. Such estimations may require sw hat ifZ projections, and
different estimates of deprival value might well  be made on the basis of different possible
scenarios. Such estimates may be invaluable to management in evaluating buy, replace, sell,

123 gee, for example, ASB Statement of Principles for Financial Reporting, paragraph 6.9.
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hold and use opportunities; for example, in as sessing the maximum amount that it should be
prepared to pay for an asset. Certainly, entity -specific valuations are essential to an efficient
market process, since market prices reflec t the competitive interaction of the diverse
expectations of buyer and seller interests.

External financial reporting purposes are fundamentally different from the above internal
management purposes. This paper proposes that the agreed purposes of financial reporting
(set out and analyzed at paragraphs 28-65) are best accomplished (for the reasons developed in
the general conceptual analysis in chapter 4) when assets and liabilities are measured on initial
recognition at their value in the marketplace, rather than on the basis of the expectations of
the entityss management. The value of assets and liabilities to an entity will ultimately be
determined by the outcome of market forces, so it is proposed that the most relevant measure
of an asset or liability on initial recognition is its value in the marketplace at that time.

In summary, it has been demonstrated that deprival value (relief value) is a measurement
framework that yields measurements that diffe r from fair value only when it is based on
entity-specific expectations that differ from m arket expectations. It is concluded, for the
reasons referred to above, that deprival value (rel ief value) is less relevant for external financial
reporting purposes than fair value in measuring assets and liabilities on initial recognition.

Deprival Value as a Substitute for Fair Value on Initial Recognition

When fair value is not reliably measurable on initial recognition, deprival value may be argued

to have merit as a rational decision framework for selecting between replacement cost (or its
possible reproduction cost and historical cost substitutes), net realizable value, and value in
use, for the following reasons:

(@) The rational management behavioural implications of deprival value overcome a basic
limitation of replacement cost standing on its own. Since the deprival value of an asset
is its recoverable amount when replacemen t cost exceeds recoverable amount, deprival
value can purport to be a measure of the assetes value as a source of future inflows of
economic benefits.

(b) Further, a fundamental problem with net realizable value as a stand alone
measurement of an assetes value as a sourceof future inflows of economic benefits ,,
that is, its focus only on realization through sale ,, is also resolved within the deprival
value framework. This is because, within deprival value, net realizable value is
considered to be a rational measure of reco verable amount only when it exceeds value
in use, that is, when it is rational to sell the asset.

(c) Similarly, value in use is considered to be the relevant measure of an assetes recoverable
amount only when it is rational to continue to use the asset.

Thus, deprival value can be reasoned to be of greater relevance than any of the three component
measurement bases taken by themselves.

The application of the deprival value decision ru le as a substitute for fair value, presumes that
estimates of each of the three component measurement bases are based significantly on
entity-specific expectations, that is, that none of them can be considered to be a reliable
estimate of fair value. The traditional concept of deprival value requires some reinterpretation

in this light, and in light of the preceding an  alysis of the three component measurement bases.
In summary, the following restatements of each of the three bases are proposed:

(@)  Replacement cost - current cost. Itis proposed that the term scurrent costZ be used in place
of ereplacement costZ, because it has been reasoned that replacement cost cannot be
expected to be capable of reliable entity-specific measurement for many assets. Current
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cost would be interpreted to mean replacement cost when it can be reliably measured,
but otherwise to mean reproduction cost when reproduction co st can be reliably
estimated. When current cost cannot be reliably measured, the fallback would be
historical cost, if it can be reliably measured. It has been further suggested that, for
practical purposes, historical cost might be accepted in lieu of current cost on initial
recognition of an asset, absent persuasive evidence that a reliable measure of current
cost would differ significantly from historical cost. The paper further proposes that
these cost bases be applied as consistently as possible with the fair value measurement
objective. Such application would result in excluding transaction costs (as defined),
and could result in other adjustments.

(b)  Net realizable value — realizable value. This paper proposes that applying net realizable
value on a basis that is as consistent as possible with the fair value measurement
objective would result in removing transaction and other exit costs that would not be
included in fair value, and could result in some other adjustments. The adjusted
amount will no longer be net realizable value. Rather, it will be either an estimate of
fair value or, when significant entity-specific inputs are required, it will be a hybrid
measure of an assetes sales price.

(c) Value in use — present value. This paper proposes that applying value in use on a basis
that is as consistent as possible with the fair value measurement objective will result in
a present value estimate that is no longer appropriately described as svalue in useZ.
Rather, it will be a hybrid present value substitute for fair value when it is significantly
dependent on entity-specific expectations that cannot be justified to be the same as
market expectations. Further, the present value of future cash flows cannot be reliably
determined for individual non-contractual assets that are used together with other
inputs in a cash-generating process. As a result, deprival value is subject to the unit of
account limitations of present value measurements. In other words, for current cost,
realizable value, and present value bases to be comparable for the same asset, the unit
of account must be at the lowest level of aggregation at which the present value of
future cash flows can be estimated, which is the smallest group of assets that generates
cash flows that are largely independent of cash flows generated by other assets.
This will commonly be a significantly larger unit of account than has generally been
considered appropriate for the measurem ent of assets on initial recognition.

A parallel analysis could be made of the relief value liability equivalent of deprival value.

Summary Proposal

Based on the above analysis, this paper proposes that, when the fair value of an asset cannot be reliably
estimated on initial recognition, the “deprival value” decision rule would, assuming each of the three
measurement basis components is capable of reliable determination, be restated to be:

the lower of current cost and recoverable amount, with recoverable amount being the higher of
realizable value and the present value of the future net cash inflows to be generated by the asset.

Current cost would be replacement cost, or failing its reliable measurement, reproduction cost. If current
cost is not capable of reliable measurement, historical cost would be considered an appropriate substitute
on initial recognition if it is capable of reliable measurement. Each of these measurement bases would
be applied as consistently as possible with the fair value measurement objective.

A parallel restated erelief valueZ decision rule could be set out for liabilities on initial
recognition.
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Measurement Date on Initial Recognition — Additional Considerations

It is emphasized that the terms of reference for this paper are that it not examine recognition
or re-measurement issues. Its scope is limited to measurement of assets and liabilities when
standards require their initial recognition (see paragraph 13). However, it has been observed
that there are significant interdependencies between recognition and measurement that
cannot be ignored (see paragraphs 14, 15 and 21).

A particular issue that has significant implications for evaluating measurement bases on initial
recognition relates to the selection of the measurement date on the initial recognition of assets
(liabilities) that are acquired (incurred) on the basis of earlier fixed-price contracts. This issue
was noted at paragraph 67 where it was stated that the analyses would be based on the
presumption that such assets and liabilities are measured as of the date of their initial
recognition, rather than as of the earlier contra ct date. Consideration of the basis for this
presumption and its implications has been deferred until after the basic measurement
concepts and alternative measurement bases have been addressed. The issue will now be
considered. The issue may be best understood by reference to an example:

Suppose that an entity enters into a contra ct on January 1 to purchase a truck for 1000
(which is its fair value at that date), which contract specifies that delivery is to be made
on March 1 on full payment of 1000 in cash. Suppose that the fair value of the truck
increases to 1100 on March 1.

This transaction has two co mponents , the contract to purc hase the truck entered into on
January 1, and the acquisition of the truck on March 1. The contract has a fair value of zero on
January 1, because the fair value of the truck equals the fair value of the consideration to be
given in exchange for it. 124 This paper does not address whether the contract should be
recognized, but if it is recognized, it would be measured on its initial recognition at its fair
value of zero. The truck would presumably be initially recognized on its acquisition on
March 1, when the entity obtains control of it. The paper would measure the truck at its fair
value on March 1, which is 1100. This would result in a gain of 100. If the contract had been
recognized at January 1, and initially measured and continually re-measured at its fair value,
the gain would be attributed to the contract and reflected in the period from January 1 to
March 1. If the contract is not recognized, the gain would arise on the acquisition of the truck
on March 1.

Some argue that, if the truck is not to be co ntinually re-measured at fair value, it should be
measured on its initial recognition (March 1) at its fair value on the date the price was
contracted (January 1), that is, at 1000. What is the relevance, they ask, of recognizing the
effects of price changes occurring during the contract period if they are not to be recognized
during the period in which the truck is carried as an asset?

On the other hand, it may be argued that it is more relevant for the truck to be measured at its
fair value on its acquisition date, because it does not become an asset of the entity that can be
used in its cash-generating activities untilthat  date. The gain then represents the consequences
of contracting at a fixed price prior to obtainin g the asset, and the entity has chosen to accept
the risks of fixing the price at the contract date. The entity may have negotiated different
terms, and it may be argued that reflecting a gain or loss on the contract provides useful
information about the results of the entityss contracting decisions, regardless of how the truck

is accounted for subsequent to its initial recognition.

124 Any implications of the time value of money and related risks are ignored for the purposes of this discussion.
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In summary, this paper presumes that assets an d liabilities should be measured as of the date
they are initially recognized, and it is impo rtant to appreciate th e implications of that
presumption. Certain of the arguments noted are interrelated with issues of recognition and
re-measurement which are beyond the scope of this paper. As aresult, it may be contended that
the paperss presumption of measurement as of the time an asset or liability is initially
recognized should be re-evaluated in future studies of recognition and re-measurement.
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Chapter 8 — A Synthesis and Some Consequential
Recommendations

The fundamental conclusion emerging from the pr  eceding analyses is that assets and liabilities
should be measured at their fair value on initial recognition when fair value can be estimated
with an acceptable level of reliability . This conclusion does not resolve the matter, however,
because fair value often cannot be estimated with acceptable reliability. Accordingly, it is
necessary to be able to determine:

@ when fair value can and cannot be estimated with an acceptable level of reliability; and

(b) when it cannot, what other measurement bases are of sufficient relevance and
reliability to serve instead.

This paper proposes that, in selecting a substitute measurement basis for fair value on the
initial recognition of an asset or liability, on e should select the reli able basis that is most
consistent with the fair value measurement objective, and apply it as consistently as possible
with this objective . If no appropriate measurement basis is sufficiently relevant and reliable,
then a basic condition for the recognition of an asset or liability (that sthe item has a cost or
value that can be measured with reliabilityZ) 12°is not met.

Judging Reliability — Some General Considerations

This paper proposes that the reliability of a measurement be judged in terms of whether it
faithfully represents what it purports to represen  t. The reliability of a fair value estimate would
be judged, in accordance with the proposals of this paper, in terms of whether it faithfully
represents the essential properties of market value on the measurement date. If a substitute
for fair value is used, because fair value cannot be reliably measured, the reliability of the
substitute would be judged in terms of whether it fait hfully represents what the substitute
basis purports to repres ent (which would be something less than what fair value purports to
represent).

There cannot be a fully objective basis for de termining whether a measurement basis is, or is
not, capable of reliable estimation. Rather, the determination is, necessarily, a judgment to be
made in the context of the circumstances of a particular asset or liability on a measurement
date. Nevertheless, the following general consider ations seem to be of importance in assessing
the reliability of estimates of fair value and possible substitutes for fair value on initial
recognition.

Disclosure of Measurement Uncertainty

This paper proposes that a measurement may be considered reliabl e, even when it is subject to
a wide range of measurement uncertainty, if th e nature and extent of the uncertainty and the
basis for selecting a single point measurement are capable of relevant and reliable disclosure.

Procedures and Controls

An entity can enhance the reliability of uncertain measurements by putting in place, and
documenting, a rigorous system of measu rement policies, procedures, and controls.
An appropriate system can improve representational faithfulness of uncertain measurements
by helping to ensure that all relevant factors are addressed and included, and can enhance the

125 | ASBFramework, paragraph 83(b).
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internal consistency of such measurements. It is proposed that measurement reliability should
be assessed on the assumption that entities develop and document appropriate measurement
policies, procedures, and controls.

A Proposed Measurement Hierarchy on Initial Recognition

The following discussion presumes that the asset or liability to be measured on initial
recognition has been fully defined, including its unit of account and other value-affecting
properties (see paragraphs 139-161).

Estimates of Fair Value — Levels 1 and 2

This paper proposes that the fair value of an asset or liability can be estimated with an acceptable level
of reliability on initial recognition when either of the following conditions is met:

(a)  Level 1 — There is an observable market price for assets or liabilities that are identical or similar
to the asset or liability to be measured on or near the time of initial recognition, and reliable
adjustment consistent with market expectations can be made for (i) any differences between the
market-traded assets or liabilities and the asset or liability being measured and (ii) any time
difference.

(b) Level 2 — Failing an observable market price meeting the conditions of Level 1, there is an
accepted model or technique for estimating the market price of the asset or liability to be
measured on initial recognition, and all significant inputs reflect observable market prices or
reliably measurable phenomena that can be expected to be the basis of market participants’
determinations within the model or technique.

For there to be an observable market price fo r an asset or liability, there must be a market.
Thus, itis necessary to define what constitutes a smarketZ, and when a market price for an asset
or liability can be presumed to exist. This paper has described the key attributes of a market
price (see paragraphs 99-110). These attributes provide the basis for the superior relevance of
fair value for accounting measurement purposes. At the root of these attributes is this accepted
premise: Competitive forces in a market will driv e the market price of an asset to the price that
brings the diverse expectations of knowledgeable and willing armes length participants into
equilibrium.  This equilibrium price reflec ts the marketss expectation of earning the
currently-available market rate of return for equivalent risk. 126 In a market, when the price of
an asset is not in equilibrium with current market expectations (that is, when there is a market
expectation that this price will yield an abnormal return), competitive market forces will result

in arbitrage transactions that will quickly bring the price into equilibrium.

Accounting literature has not defined smarketZ for the purposes of implementing the fair value
measurement objective. The following definition is proposed:

For the purposes of applying Levels 1 and 2, a “market” is a body of knowledgeable, willing,
arm’s length parties carrying out sufficiently extensive exchange transactions in an asset or
liability to achieve its equilibrium price reflecting the market expectations of earning or paying
the market rate of return for commensurate risk on the measurement date.

This proposed definition requ ires supporting guidance to en able reasonable and consistent
judgments to be made about whether various possible trading situations may be presumed to
meet the conditions of a market.

126 por simplicity purposes this explanation assumes that the ma rket transaction is in respect of an asset. A parallel
explanation can be set out for a liability.
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An observable market price may only be available for an asset or a liability that differs in some
value-affecting respects from the asset or liability being measured on the measurement date.
To qualify under Level 1, there would need to be a relevant and reliable basis for adjusting the
observable market price for such differences. This requires that a price adjustment reliably
reflect the adjustment that market participants co  uld be expected to make for the effect of the
differences.

Questions arise as to the fair value of an asset or liability when there is more than one market
with different quoted prices for that asset or liability on a measurement date. This paper
proposes that apparent differences in quoted market prices may be due to value-affecting
differences between the assets or liabilities traded on these different markets, or to
entity-specific costs that should be excluded from market prices. However, evidence indicates
that multiple markets for some assets and liabilities do exist after adjustment for these factors,
and that they may be the result of legal requirements or licensing arrangements that restrict
access to certain markets. The paper proposes that an in-depth study be undertaken into
apparent multiple markets with the objectiv. e of identifying and assessing the nature and
causes of those differences, so as to be able to address their implications for accounting
measurement purposes.

This paper proposes that the objective of fair value measurement is to represent the market
value on the measurement date of the asset or liability being measured. |If there is no
observable market value for the asset or liability on the measurement date, the fair value
objective is to estimate what the market value would be if there were a market, with
appropriate adjustment for any limitations in liqu idity. The objective of a fair value model is
to replicate reliably the process that markets could be expected to use to estimate the market
price of a particular asset or liability. Effective models are based on accepted market pricing
principles, including present value methodologies and concepts of probability and risk. There
are well-established models for measuring the fair value of many types of options and other
derivatives, as well as certain primary financial instruments such as loans receivable and
payable. In many cases, these pricing models have been developed by experts in finance and by
financial institutions for the purpose of creating  instruments for managing risks. There would
seem to be fewer prospects for developing reliab le fair value pricing models for non-contractual
assets that are inputs to revenue-generating processes. However, this paper proposes that
estimations of the fair value of property (including land, plant and equipment) based on
valuation techniques employed by qualified property valuators on the basis of generally
accepted valuation principles may meet the cond itions of Level 2 when sufficient market data
are available. This paper proposes that a project be undertaken by the IASB and national
standard setters with the International Valuation Standards Committee to examine its
standards and their application. This study wo uld have the objective of evaluating how and
when such valuations may be accepted to me et financial reporting measurement objectives
(see paragraphs 269-275).

The reliability of fair value estimates using models or techniques depends not only on how well
a particular model or technique replicates the market pricing process, but also on the reliability

of its data inputs. The material inputs to a fair value model or technique must reliably reflect
the estimates and assumptions that marketplace pa rticipants would use. In some situations,
proxies or assumptions may be established that are generally accepted not to unduly
compromise an estimation of fair value. In some other situations, the only recourse will be to
use entity-specific estimations and assumptions when there is insufficient information
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available about market expectations. There may be no effective basis for validating or refuting
whether such entity-specific expectations are a reasonable proxy for market expectations. Since
entity-specific estimates and assu mptions that do not coincide with market expectations are
inconsistent with the fair value measurem ent objective, this paper proposes that:

A measurement model cannot achieve a reliable estimation of the fair value of an asset or
liability when it is significantly dependent on entity-specific expectations that cannot be
justified to reliably represent market expectations.

Thus, it is proposed that measurement estimates that are significantly dependent on
entity-specific inputs should not be accepted as meeting the conditions of the proposed Level 2
for the estimation of fair value. However, th ere are situations in which the measurement of an
asset or liability on initial recognition is possible only by using models or techniques that rely
significantly on entity-specific estimates or assumptions that cannot be justified to coincide
with market expectations. These are addressed under Level 4 of the proposed hierarchy below.

There is a difference of degree only between adjusting an observable market price for
differences (Level 1) and using a measurement model that incorporates market-based inputs
(Level 2). Adjustments under Level 1 must have a supportable basis , that is, a supportable
model or technique , for estimating the adjustment that market participants could be
expected to make to an observable market price.

Substitutes for Fair Value — Levels 3 and 4

Level 3 — Estimates of current cost: Failing the ability to estimate fair value with acceptable reliability
(that is, to meet the conditions of Level 1 or 2):

(a) an asset should be measured on initial recognition at its current cost, provided that this amount
can be reliably estimated and can be reasonably expected to be recoverable; and

(b) a liability should be measured on initial recognition at its current consideration amount,
provided that this amount can be reliably estimated and can be reasonably expected to
represent the amount owed.

This paper proposes that current cost be inte rpreted to be replacement cost when replacement
cost is reliably measurable, or failing its reli able measurement, to be reproduction cost when
reproduction cost is capable of reliable meas urement. When the above conditions for the
measurement of current cost, or current consideration amount, are not met, this paper
proposes that historical cost is an acceptable substitute when it ca n meet these conditions.
It is further suggested that, for practical purp oses, historical cost measurement might be
accepted in lieu of current cost on initial reco gnition of an asset or liability absent persuasive
evidence that a reliable measurement of current cost is practicable and would differ
significantly from historical cost.

A cost basis should be applied as consistently as possible with the fair value measurement
objective. It is proposed that such applicat ion should result in excluding transaction costs
(as defined), and further study could lead to other adjustments.

Level 4 — Models or techniques that depend significantly on entity-specific expectations: If the conditions
of Level 1, 2 or 3 cannot be met, an asset or liability should be measured on initial recognition on the basis
of an accepted model or technique. To the extent that reliable market-based data are unavailable, the
measurement model or technique should use reliably estimable entity-specific data that are not
demonstrably inconsistent with observable market expectations.
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Asset and liabilities that may have to be measured at Level 4 on initial recognition may be
classified into two groups:

(@) Assets and liabilities that would fall into  Level 3, except that their cost basis amounts
cannot be expected to be recoverable, in respect of assets, or to reasonably represent
amounts owing, in respect of liabilities.

(b) Assets and liabilities that fail the conditions for fair value estimation and for which cost
basis amounts are not reliably determinable. Some assets and liabilities do not arise
from transactions involving cash or cash-e quivalent consideration. They may include
liabilities for asset retirement obligations, claims arising from lawsuits, liabilities
arising under defined benefit pension and other employee benefit plans, and some
stock-based compensation plans. These assets and liabilities may be measured on initial
recognition on the basis of present value estimates (see paragraphs 390 and 392).
Alternatively, assets and liabilities may result from basket purchases. For example,
work in-process inventories may be acquired as part of a business acquisition. In this
case, a hybrid realizable value estimate may be appropriate when the assetes fair value
cannot be reliably estimated (see paragraph 374).

The challenge for accounting standard setters is to develop standards for assets and liabilities
with these characteristics that enable making relevant and reliable measurements that are as
consistent as possible with th e objectives of fair value and are supported by appropriate

disclosures. Since these measurements do not meet the conditions for being described as fair

value estimates, they should be described in more limited te rms on the basis of the models or
techniques used and sources of significant data inputs.

Levels 3 and 4 are consistent with the restated deprival value decision rule proposed in
paragraph 408. Under that restated decision rule, when an asset cannot be reliably measured
under Level 1 or 2 on initial recognition, it would be measured under Level 3 at its current cost
unless its current cost is not reliably measurable or its recoverable amount is lower. When an
assetes recoverable amount is determined to be le ss than its current cost on initial recognition,
its recoverable amount would be estimated by reference to Level 4. If the application of
measurement techniques under Level 4 resulted in different realizable value and present value
amounts, then the most advantageous of the two amounts would be used. 127 A parallel
restatement of the relief value decision rule may be set out for liabilities.

A change would be made in the level of the hierarchy on which a measurement is based, or in
the techniques applied within a level, for a particular type of asset or liability when needed to
achieve the best estimate of fair value, or closes t substitute for fair valu e, on initial recognition.
Such a situation could arise, for example, as a result of the development of new markets, the
availability of improved valuation techniques, or changes in data availability, in respect of
assets or liabilities that are acquired or incu rred on a recurring basis by a reporting entity.
Since such changes would be the result of ch anges in circumstances or experience, or new
information, they are of the nature of changes in estimates. Accordingly, they would be
accorded prospective application, with disclosure of the nature of the changes and the reasons
for them.

The application of this hierarchy to the me asurement of assets that are considered to be
impaired requires additional analysis that is  beyond the scope of this paper. Measurement of
impaired assets is deferred to a later stage of this project.

127 This would be the higher of the two amounts, subject to adjustment for different unavoidable transaction costs.
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Non-Recognition — The Only Option When the Conditions of Levels 1-4 Cannot be Met

While this paper does not deal with asset an d liability recognition conditions, the implication
of the above proposed measurement hierarchy is that, if none of the above measurement Levels
can be applied, basic conditions for recognitio n of an asset or liability have not been met.

Future Research

A number of issues have been raised that require research beyond the scope of this paper.
The more significant areas in which further research is recommended are summarized as
follows:

€) This paper has focused on essential primary issues, with deferral for future study of
what are considered to be secondary issues (listed at paragraph 12).

(b) This paper proposes research into the nature and causes of different prices in different
markets for apparently similar assets and liabilities (paragraphs 137 and 182).
Particular reference has been made to the nature and bases of (i) restricted-access
markets and their implications for fair value measurement (paragraph 189), and
(i) differences in prices between entry (customer) markets and exit markets for demand
deposits (paragraphs 172 and 173) and for warranty and some other performance
obligations (paragraphs 174-177).

(c) This paper proposes further study of issues relating to defining the unit of account for
measurement purposes on initial recognition (paragraphs 148-161).

(d) There is a need for further theoretical and empirical research into finance theory and
market pricing principles and techniques, and into the conditions that may be
considered to define emarketZ for the purp oses of applying the market (fair) value
measurement objective (paragraphs 107-110, 236-239 and 277). Particular questions
include the minimum level of information and knowledge necessary for there to be a
market for an asset or liability (parag raphs 240-241), and the implications of
information asymmetry (paragraphs 183-187 and 265).

(e) The paper proposes that accounting measur ement principles may be improved by study
of the valuation theories, principles, standards and practices of professional valuation
disciplines (paragraph 275). In particular, it is proposed that research be undertaken
into replacement cost valuation techniqu es employed by professional property
valuators (paragraph 356).

()] The paper proposes that cost allocation bases literature and practices be re-examined
within the context of the fair value measurement objective on initial recognition
(paragraphs 318 and 319 and Appendix C).

In addition, further theoretical and empirical research into the information value of fair value
estimates in comparison with other measurem ent bases, and on how market participants
incorporate reliability into prices of assets and liabilities could be very helpful.
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Appendix A

Glossary of Significant Terms Used

The following terms and their definitions are reproduced from the body of the paper.

Asset: An asset is a resource controlled by the entity as a result of past events and from which future
economic benefits are expected to flow to the entity.

Current consideration amount (measure of a liability): The fair value of the consideration that the owing
entity would have received if the liability had been incurred by it on the measurement date.

Current cost (measure of an asset): The most economic cost of an asset or of its equi valent productive
capacity or service potential.

Current cost of performance (measure of a liability): The present value of estimated cash flows expected to
be paid to satisfy a liability.

Deprival value (measure of an asset): The loss that an entity would suffer if it were deprived of an asset. It
is the lower of replacement cost and recoverable amount on the measurement date, with recoverable
amount being the higher of value in use and net realizable value.

Efficient market price: The price that fully and without bias impounds all publicly available information.

Entity-specific measurement: A measurement of an asset or liability of an entity that is based on the
expectations of management of the entity.

Entry value: A measure of the amount for which an asset coul d be bought or a liability could be incurred.
Exit value: A measure of the amount for which an asset could be realized or a liability could be settled.

Fair value: The amount for which an asset or liability could be exchanged between knowledgeable,
willing parties in an armes length transaction.

Historical cost: Assets are recorded at the fair value of the consideration given to acquire them at the
time of their acquisition. Liabilities are recorded  at the fair value of the consideration received in
exchange for incurring the obligations at the time they were incurred.

Liability: A liability is a present obligation of the entity  arising from past events, the settlement of which
is expected to result in an outflow from the  entity of resources embodying economic benefits.

Market: A body of knowledgeable, willing, armes length parties carrying out sufficiently extensive
exchange transactions in an asset or liability to achieve its equilibrium price, reflecting the market
expectations of earning or paying the market rate of return for commensurate risk on the
measurement date.

Net realizable value (measure of an asset): The estimated selling price in the ordinary course of business
less the estimated costs of completion and the estimated cost s necessary to make the sale. It is
sometimes described as *net selling valueZ or snet market valueZ.

Recognition: The process of incorporating in the balance sh eet or income statement an item that meets
the definition of an element and sa tisfies the criteria for recognition.

Release amount (measutre of a liability): The estimated amount that would be incurred in the ordinary
course of business to be released from the liability on the measurement date plus the estimated costs
necessary to secure that release.
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Relief value (measure of a liability): The higher of current consideration amount and repayment amount,
with repayment amount being defined as the lower of  the current cost of performance and the current
cost of release from the liability.

Re-measurement (of existing assets or liabilities): Measurements in periods following initial recognition
that establish a new carrying amount unrelated to previous amounts and accounting conventions
(sometimes referred to as a sfresh-start measurement?).

Replacement cost (measure of an asset): The most economic current cost of replacing an existing asset with
an asset of equivalent productive capacity or service potential.

Reproduction cost (measure of an asset): The most economic current cost of replacing an existing asset with
an identical one.

Transaction costs: Incremental costs that are directly attributable to the acquisition, issue or disposal of
an asset or liability and, for the purpose of measurin g the fair value of the asset or liability, are not
recoverable in the marketplace on the measurement date.

Value in use (measure of an asset): The present value of estimated future cash flows expected to arise from
the continuing use of an asset and from its disposal at the end of its useful life. The term has generally
been used on the presumption that the objective is to reflect the reporting en tityes, rather than the
marketes, expectations.
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Appendix B

Note on Conceptual Frameworks

Paragraphs 30-54 of the paper summarize certain key aspects of the conceptual frameworks of the IASB
and national standard setters in developing evaluation criteria for measurement bases.
The frameworks are used for this purpose as they are; no attempt is made to evaluate the framewaorks.

In general, the published frameworks 128 correspond quite closely to ea ch other on those issues that

they address in common (some frameworks cover more issues than others). However, the frameworks
are not identical and some of the differences may be considered significant for some purposes. This
note highlights certain differences in those portions of the frameworks that have been used in the
paper as evaluation criteria for alternative measurement bases. 129 The following discussion does not
address all aspects of the frameworks.

B1. Decision Usefulness

All of the frameworks adopt as the objective of financial statements the provision of
decision-useful information. They all acknowledge that there is a variety of different types of
financial statement users with potentially differi  ng information needs. However, there is some
divergence on the question of whose needs should determine the content of financial
statements of business entities (some framew orks also encompass non-business entities).

@) The IASB framework lists a wide variety of potential users of financial statements, notes
that there are information needs common to all users, and concludes that the provision
of financial statements that meet the needs of investors will also meet most of the
needs of others that financial statements can satisfy. 130

(b) The Australian framework indicates that the objective of financial statements is to
provide information that is useful for making and evaluating decisions about the
allocation of scarce resources, which may suggest an investor/creditor orientation.
However, it also discusses a wide variety of types of financial statement users and states
that financial statements should satisfy the common needs of a number of types of
user. 131

(c) The Canadian framework mentions a wide variety of financial statement users but gives
primacy to the needs of investors and creditors. 132

(d) The New Zealand framework does not discuss different types of financial statement
users and, accordingly, does not address the question of whose needs should be the
focus of financial reporting. 133

128 The published frameworks discussed in this appendix are those of the IASB ( Framework for the Preparation and
Presentation of Financial Statements, or <FrameworkZ), Australia (Statements of Accounting Concepts, or *SACsZ), Canada
(Section 1000 of the CICA Handbook, denoted as *CICAZ), New Zealand Statement of Concepts for General Purpose Financial
Reporting, or «SCGPFRZ), the United Kingdom $tatement of Principles for Financial Reporting, or *SPFRZ) and the United
States Statements of Financial Accounting Concepts, or «<CONSZ).

129 This note is based in part on a commentary, An International Comparison and Evaluation of Financial Accounting
Concepts StatementsZ by Professor William R. Scott of the University of Waterloo, published in  Canadian Accounting
Perspectives (vol. 1, no. 2; 2002), and an unpublished paper discussed by the G4+1 group of standard setters, «Conceptual
Framework ComparisonZ (Agenda Paper 7 and attachments for the January 2001 meeting).

130 |ASBFramework, paragraphs 9-10.

181 sAC 2, paragraphs 16, 26

132 c|CA paragraphs 1000.11, .15.

133 SCGPFR, section 3.
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(e) The U.K. framework states that the objective of financial statements is to provide
information that is useful to a wide range of  users, but goes on to say that the objective
can usually be met by focusing exclusively on the information needs of present and
potential investors. This rebuttable presumption is based on the view that different
types of financial statement users with differing purposes have overlapping
information needs. 134

()] The U.S. framework lists a wide variety of potential users of financial statements but
specifies that the objective of financial reporting should be to satisfy investorse and
creditorse information needs. 13° The needs of other users will generally be satisfied by
the information provided for investors and creditors.

Although there are differences, a clear majority of the frameworks give at least greater weight
to the information needs of investors and credit ors. Either explicitly or implicitly, the
frameworks rely on the expectation that satisfying the needs of investors and creditors will
generally satisfy the needs of other financial statement users as well.

Predictive Value, Feedback Value and Stewardship

Although the language differs from one framework to another, there are relatively clear
statements in each one that identify both pred ictive value and feedback value as key aspects of
the decision usefulness of financial statement information. They are described as principal
aspects of the relevance of financial information.  To the extent that some of the frameworks
elaborate on these two aspects, they do not appear to introduce divergent views as to their
meaning. The frameworks generally distinguish  other aspects of decision usefulness, notably
stewardship information. Some frameworks focus more on what type of information should be
provided (financial position, performance, financing and investing activities, etc.) and less on
what the information would be used for.

Qualitative Characteristics of Financial Information

All of the frameworks identify the following four qualitative characteristics of financial
information: understandability, relevance, reliability and comparability. All of the frameworks
also introduce other factors and assumptions, such as materiality, timeliness, cost/benefit
considerations and going concern, that interact with the four principal characteristics or, in
some cases, form elements of one of the four characteristics.

The IASB, Canadian, New Zealand and U.K. frameworks present the four principal
characteristics as essentially parallel consider ations, even though no t necessarily of equal
importance. The Australian and U.S. frameworks place the four principal characteristics in a

more structured relationship to each other, and other factors, as follows:

@) In the Australian framework, relevance and reliability are designated as the primary
characteristics, dealing with the preparation of financial information. Comparability
and understandability are described as dealing with the presentation of financial
information. 136

(b) The U.S. framework characterizes relevance and reliability as being the primary
characteristics, but it also observes that it does not mean to assign priorities to the
various characteristics. Understandability is described as a user-specific quality that
stands between decision makers and the decision usefulness of information.

134 SPFR, chapter 1, principles and paragraphs 1.4-1.6, 1.10-1.11.
135 CON 1, paragraphs 30, 32.
136 SAC 3, paragraphs 7, 31, 36.
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Comparability is described as a secondary characteristic that interacts with relevance
and reliability. 137

All of the frameworks comment on the need to make trade-offs between characteristics.
The IASB, Canadian and New Zealand frameworks call for a balance to be determined in
specific circumstances through eprofessional judgmentZ. 138 The U.S. framework gives
precedence to relevance and reliability but indicates that trade-offs between those
characteristics will de pend on circumstances. 3% The Australian framework comments that
relevance and reliability may need to be balanced against each other but neither is ranked
above the other.1#? However, the U.K. framework gives primacy to relevance in any trade-off
between characteristics, 141 and goes on to state:

«f reliability is a hurdle to  be cleared (i.e. is the information sufficiently reliable?), not a
competition that has to be won (i.e. is this in formation the most reliable?). This means that
the approach to be adopted f will be the one that is the most relevant of those that are
reliable.Z

B4. Reliability of Financial Information

The frameworks exhibit some interesting variations in describing the component elements of
reliability. Each framework sets out a set of such elements, which may be summarized as
shown in Figure 1.

The following features of the frameworkse discussi ons of reliability are particularly noteworthy:

(@) All of the frameworks unequivocally state representational faithfulness as a separate
element, and often as the first one. IASB and Australian frameworks state substance
over form as a separate element, whereas the others view it as a feature of
representational faithfulness. Representational faithfulness appears to have effectively
the same meaning in all of the frameworks, even though expressed in somewhat
different ways.

(b) Neutrality, or freedom from deliberate bias, is common to all of the frameworks and
described in the same way.

(c) Prudence or conservatism feature in all of the frameworks. Inthe New Zealand and U.S.
frameworks they are discussed as subsidiary factors rather than principal elements of
reliability, but this difference of presentation alone does not appear to be particularly
significant. The various frameworks all distinguish between the necessity of prudence
in the face of uncertainty and the unacceptable practice of deliberately understating
assets and revenues and overstating liabilities and expenses.

(d) Completeness is considered important by all of the frameworks, but it is included in
them in a variety of ways. It does not appear that the differences would be significant
in the application of the frameworks.

137 CON 2, paragraph 33 and figure 1.

138 | ASBFramework, paragraph 45; CICA paragraph 1000.24; and SCGPFR, paragraph 6.1.
139 CON 2, paragraphs 33 and 90.

140 gAC 3, paragraph 7.

141 SPFR, chapter 3.
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Figure 1

Elements of Reliability

IASB Australia Canada New Zealand United United
1 2 3 4 Kingdom States
5 6
Representational X xp X X X X
faithfulness
Substance over form f f f f
Neutrality X X X X
(freedom from bias)
Prudence / X X¢ X h X i
conservatism
Completeness X xd g j
Verifiability a Xe X X
(freedom from error)

X denotes that an element is present in a conceptual framework.

— T -SQ "o a0 T

information.

OO WOWN =

Mentioned but not identified as a separate aspect of reliability.
Distinguished from «effective representationZ, an element of relevance.
Conservatism distinguished from prudence; only prudence considered an aspect of reliability.
Dealt with through the materiality test.

Emphasis on the role of audits.

Considered an element of representational faithfulness.
Considered an element of neutrality.

Considered an «influenceZ on qualitative characteristics.
Considered a factor influencing repres entational faithfulness and neutrality.
Considered an element of both representational faithfulness and neutrality; also a factor in relevance of

IASB Framework, paragraphs 24-46.
SAC 3, paragraphs 16-30.
CICA, paragraphs 1000.21.
SCGPFR, paragraphs 4.9-4.12, 6.6 and 6.9.
SPFR, chapter 3, paragraphs 3.7-3.20.
CON 2, paragraphs 58-89, 91-110, 160.

(e) Verifiability is identified as a separate element of reliability by all of the frameworks
except the IASBes!*? The extent of verifiability for a particular item of financial
information can be assessed according to the dispersion of a representative number of
independent measurements of the underlying item being measured. The frameworks
generally distinguish verifiability from neutrality.

142 The IASBFramework mentions in its summary description of reliability (paragraph 31) that information is reliable
when it is «free from material errorZ, but it does not use the term sverifiabilityZ or discuss the issue.
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Elements of Financial Statements

All of the frameworks identify and define the elements of financial statements, generally in
similar ways, although there are some noteworthy differences. One of the differences
commonly observed is the distinction made in some of the frameworks, and not others,
between revenues and gains and between expensesand losses. This and some other differences
are not significant for purposes of evaluating alternative measurement bases.

The paper adopts the concepts of assets and liabilities, as defined in the frameworks, as
important evaluation criteria for alternativ. e measurement bases. Those two elements of
financial statements are common to all of the  frameworks, but they are not defined in the same
manner. The various definitions are set out in Figure 2 (next page).

The following points about the defini tions are particularly noteworthy:

@ The U.S. framework includes probability in its definitions of assets and liabilities, and
does not mention it in the recognition criteria (CON 5, paragraph 63). All of the other
frameworks define assets and liabilities without reference to probability, and include it
in the recognition criteria. As indicated in the footnotes to the U.S. definitions and
explained in commentaries on the U.S. framework, sprobableZ is meant in the broad
sense of sexpectedZ and is not intended to convey any sense of statistical probability.
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Figure 2

Definitions of Assets and Liabilities'+

entity as a result of past transactions or events
and from which future economic benefits may
be obtained.

Assets Liabilities
IASB An asset is a resource controlled by the entity |A liability is a present obligation of the entity arising
as a result of past events and from which future |from past events, the settlement of which is
economic benefits are expected to flow to the |expected to result in an outflow from the entity of
entity. resources embodying economic benefits.
Australia Assets are future economic benefits controlled |Liabilities are the future sacrifices of economic
by the entity as a result of past transactions or |benefits that the entity is presently obliged to make
other past events. to other entities as a result of past transactions or
other past events.
Canada Assets are economic resources controlled by an |Liabilities are obligations of an entity arising from

past transactions or events, the settlement of
which may result in the transfer or use of assets,
provision of services or other yielding of economic
benefits in the future.

New Zealand

Assets are service potential or future economic
benefits controlled by the entity as a result of
past transactions or other past events.

Liabilities are the future sacrifices of service
potential or of future economic benefits that the
entity is presently obliged to make to other entities
as a result of past transactions or other past
events.

United
Kingdom

Assets are rights or other access to future
economic benefits controlled by an entity as a
result of past transactions or events.

Liabilities are obligations of an entity to transfer
economic benefits as a result of past transactions
or events.

United States

Assets are probable!8 future economic benefits
obtained or controlled by a particular entity as a
result of past transactions or events.

8 Probable is used with its usual general
meaning, rather than in a specific
accounting or technical sense (such as that
in FASB Statement No. 5, Accounting for
Contingencies, par. 3), and refers to that
which can reasonably be expected or
believed on the basis of available evidence
or logic but is neither certain nor proved
(Webster's New World Dictionary of the
American Language, 2nd college ed. [New
York Simon and Schuster 1982], p. 1132).
Its inclusion in the definition is intended to
acknowledge that business and other
economic activities occur in an
environment characterized by uncertainty
in which few outcomes are certain
(pars. 44-48).

Liabilities are probable®! future sacrifices of
economic benefits arising from present
obligation322 of a particular entity to transfer assets
or provide services to other entities in the future as
a result of past transactions or events.

21 Probable is used with its usual general

meaning, rather than in a specific accounting
or technical sense (such as that in Statement
5, par. 3), and refers to that which can
reasonably be expected or believed on the
basis of available evidence or logic but is
neither certain nor proved (Webster's New
World Dictionary, p. 1132). lts inclusion in the
definition is intended to acknowledge that
business and other economic activities occur
in an environment characterized by
uncertainty in which few outcomes are certain
(pars. 44-48).

Obligations in the definition is broader than
legal obligations. It is used with its usual
general meaning to refer to duties imposed
legally or socially; to that which one is bound
to do by contract, promise, moral
responsibility, and so forth (Webster's New
World Dictionary, p. 981). Itincludes equitable
and constructive obligations as well as legal
obligations (pars. 37-40).

22

143 The definitions in the table are all quoted directly from the frameworks.
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(b) The IASB and Canadian frameworks define assets as resources that give rise to economic
benefits. The U.K. framework defines assets as access to economic benefits.
The Australian, New Zealand and U.S.frameworks define assets as the benefits
themselves. It is unclear whether these differences in the definitions could lead to
differences in what would be recognized or how an item might be described or
presented in financial statements.

(c) Similarly, the IASB, Canadian and U.K. frameworks define liabilities as obligations to
transfer economic benefits, whereas the Australian, New Zealand and U.S. frameworks
define liabilities as the future sacrifice of economic benefits.

It has sometimes been argued that the different definitions might lead to different conclusions
as to the most appropriate basis of measurement for assets or liabilities. 44 This paper takes the
position that the definitions were not intended to require the adoption of any particular
alternative measurement basis (or otherwise the conceptual frameworks would have so
indicated). Although the di fferences noted above could have consequences for certain
purposes, they do not necessarily lead to in consistent results in defining or evaluating
measurement bases. The most significant issue appears to be that noted in paragraph 15(a).
The U.S. conceptual framework defines assets and liabilities as probable future economic
benefits obtained or sacrificed, whereas market-b ased values factor the probability of obtaining
or sacrificing economic benefits into the meas urement of the asset or liability. In defining
assets and liabilities, the FASB uses the term sprobableZ only in the sense of sreasonably
expectedZ, and not in the sense of statistical pr obability, which is the sense in which it is used
in reference to market-based measurements.

Economic Purposes

None of the frameworks add much to the comments quoted in the paper from CON 1
concerning the presumed econom ic purposes of business enterprises. The U.K. framework
makes similar comments (paragraph 1.10) in explaining why the information needs of other
types of financial statement users will generally coincide with those of investors. Nothing in
this section of the paper appears to conflict with any of the frameworks.

Concepts of Capital Maintenance

The IASB, Australian, Canadian and New Zealand frameworks each discuss capital maintenance
concepts briefly and without specifying any particular approach. The U.K. and U.S. frameworks
specify the application of the traditional financial capital approach. 145 The Australian
framework does not include a statement de aling with measurement models, although
considerable work has been undertaken towards developing one.

Cost/Benefit Constraint

All of the frameworks mention th is constraint in discussing the qualitative characteristics of
financial information, and none  of them go beyond a general description of the trade-off
between costs and benefits.

144 see Andrew Lennard, Liabilities and how to account for them: an exploratory essay, paragraphs 74-82, which discusses and
rejects this argument.
145 SPFR, paragraphs 6.39-6.42; and CON 5, paragraphs 45-48.
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Other Matters

The foregoing discussion relates specifically to the features of the conceptual frameworks that
correspond to the basis of evaluation set out in pa ragraphs 28 to 54 of this paper. Some of the
frameworks contain little or no specific discussi  on of the measurement bases identified in this
paper, while others do. For example:

(@) The IASB and Canadian frameworks describe what measurement is, list some of the
measurement basis identified in this paper, and comment that historical cost is most
commonly adopted (IASB Framework paragraphs 99-101 and CICA paragraphs
1000.53-.54).

(b) CON 5 describes the application of exchange prices and current versus historical values
in general terms (paragraphs 88-90). CON 7 states: *The only objective of present value,
when used in accounting measurements at initial recognition and fresh-start
measurements, is to estimate fair value f (paragraph 25).

(c) The U.K.s framework (chapter 6) discusses some of the alternative measurement bases
identified in this paper and concludes th at current values are necessary in some
(specified) circumstances.

(d) The Australian framework does not include any positions on measurement issues,
although the Australian Accounting Research Foundationes Accounting Theory
Monograph 10 proposed a erelative current valueZ model that includes a version of the
svalue to the businessZ approach (deprival value for assets and relief value for
liabilities).

(e) New Zealandes framework (section 9) contains a discussion of measurement bases
similar to that in the IASB Framework, but goes on to express a preference for a
emodified historical costZ system that provides for re-measuring certain non-current
assets to current value (paragraph 9.9).

Conclusion

The elements of the six published conceptual frameworks incorporated into the evaluation
criteria for measurement bases exhibit a number of differences and variations. For the
purposes of evaluating alternative measurement bases, there do not appear to be any outright
conflicts or major differences in approach that would necessarily lead to different conclusions
under one framework from those under another.
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Appendix C

Some Considerations on Determining Cost
as a Substitute for Fair Value on Initial Recognition

Cl. Under Level 3 of the measurement hierarchy proposed in this paper, assets and liabilities would
be measured on initial recognition on a cost ba sis (current or historical cost) under certain
conditions when fair value cannot be estimated with acceptable reliability. In particular, it
seems likely that non-contractual assets that are self constructed or adapted for specialized use
would commonly be measured on initial recognition on a cost basis. This paper proposes that
methods for attributing costs to as sets and liabilities on initial recognition be selected to be as
consistent as possible with the fair value me asurement objective. It further suggests that
existing cost attribution standards and practices be re-assessed in the context of this objective.

Cc2. This appendix explores some possible implications of the fair value measurement objective for
re-assessing cost attribution standards and practices. Its purpose is not to resolve issues, but to
serve as a preliminary indication of possible lines of inquiry that, if considered to be potentially
fruitful, would require in-depth study.

Interest Capitalization

The Cost Perspective

C3. One of the fundamental questions of cost de termination is whether and, if so, how interest
should be capitalized on non-co ntractual assets that take some time to make ready for use or
sale. Three different views on interest capitali zation may be identified within the historical
cost basis:

(a) Some reason that interest on debt used to finance an asset during the period that it is
being made ready for use or sale is a necessary part of the cost to acquire it. 14

In their view, not capitalizing this interest would bias the measurement of the asset by
systematically understating its cost. Acceptance of this view gives rise to the following
measurement application issues:

(i)  Identifying those assets on which interest should be capitalized and when
capitalization should begin and end.

(iv)  Attributing liabilities to these assets. A number of different approaches to
attributing liabilities to assets have been put forward; in most cases, these are
subject to smany-to-many?Z allocation problems. 7

(v) Measuring the interest on attributed liabilities. Current standards require
interest to be determined on the historical cost seffective interestZ basis. It may
be reasoned that it would be more consistent with the fair value measurement
objective to capitalize interest on attributed liabilities at the market value of
interest for commensurate risk during the capitalization period. Capitalizing

146 FASB Statement 34 Capitalization of Interest Cost, takes the position that interest on debt should be capitalized as part of
the cost of certain qualifying assets during the period of time required to get them ready for their intended use.

147 FASB Statement 34 concluded that it is legitimate to capitalize an apportionment of interest on all debt outstanding
that might theoretically have been paid off were it not for the qualifying asset(s) under construction.
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interest on this fair value basis may also be argued to be more consistent with the
accepted objective of historical cost - to reflect sthe fair value of consideration
givenZ to acquire an asset at the time of its acquisition (paragraph 77). 148

(b) Some others believe that interest on debt is payable for the use of money for a period,
and should be recognized as an expense in that period. 149 They do not believe that the
cost of an asset should differ depending on how or when it is financed. This, they
reason, can seriously impair comparability between entities and over time within an
entity. Some oppose capitalizing interest on debt because, in their view, it confuses
financing and operating costs, and distorts operating profitability. 1°° Further, some
object to capitalizing interest on debt because it commonly requires arbitrary
allocations in attributing debt to partic ular assets (the many-to-many allocation
problems referred to in (a)).

(c) A third school of thought holds that intere st should be capitalized on the basis of a
broad concept of economic cost. Supporters argue that the objective should be to
record the full economic sacrifice incurred in  constructing an asset. In their view, this
sacrifice includes not only the interest on borrowing that is attributed to the asset, but
also any additional return forgone because the construction was undertaken.
The benefit of this return would, they reason, have accrued to increase equity in the
absence of the investment in the construction of the asset. The FASB accepted that such
sacrifice is part of the economic cost of the asset. However, it concluded in
Statement 34 that the capitalization of the return forgone is outside the
transactions-based historical cost model, because the cost would have to be imputed
rather than being the result of an exchange transaction. 1°! In support of this
conclusion, it may be argued that the return forgone does not fit within the definition
of historical costZ, because it is not sconsideration givenZ. However, others may argue
that the true measure of the fair value of consideration given to acquire an asset
includes a reasonable measure of any return forgone.

The Fair Value Perspective

The fair value of an asset whose benefits consist of future cash inflows can be expected to
increase at the available market rate of return as the time to the realization of its cash flows
grows shorter, all other things being equal. This is the simple consequence of the present value
principle in the marketplace, under which expected cash flows become more valuable (have a
higher present value) the closer they are to realization. This is evidenced by the fact that
investors in a competitive market expectto be compensated at the current risk-adjusted market
rate for deferring receipt of cash (in making a loan, for example).

148

149

150
151

See paragraph 310, which questions the representational faithf ulness of an historical cost measure of an asset that is
based on aggregating costs of inputs that were purchase d at various times in the past, and therefore may not be
representative of the fair value of consideration given at the time the asset is constructed.

IAS 23 adopts this position as its benchmark treatment (paragraphs 7-8). However, it permits, as an allowed
alternative, capitalization of eborrowing costs that are directly attributable to the acquisition, construction or
production of a qualifying asset fZ (paragraph 11).

See Stephen H. Penman Financial Statement Analysis and Security Valuation, 2001, page 280.

Nonetheless, some regulated public utilities in North America have capitalized a return on equity capital as well as
debt interest in respect of assets under construction, reason ing that their revenue rate base allows a return on equity
capital. See FASB Statement No. 71, paragraphs 15 and 82-84.
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This fair value return expectation has direct application to non-contra ctual assets that take
time to construct and make ready for use or sale. Such an asset requires investment of funds
for a period of time before the asset will be in a position to generate, or contribute to the
generation of, cash inflows. Thus, the assetss fair value on initial recognition 152 can be expected
to include the market return for forgoing the receipt of cash inflows for the period necessary to
make the asset ready for use or sale153 In other words, the market price for such an asset can
be expected to include compensation for the ti me value of money and attendant risks through
the construction period.

Capitalizing interest at the market rate of re turn on an asset that is under construction is
consistent with the seconomic co stZ approach described in paragraph C3(c), interpreted within
fair value measurement theory.

The fair value measure of intere st to be capitalized would be ba sed solely on the assetes recorded
value and risk during the period of construction. As a result, the amount capitalized would not
depend on how the asset has been financed.

It is emphasized that capitalizing interest at the market rate of return for an asset under
construction would not make a cost-based measurement under Level 3 of the proposed
hierarchy equivalent to fair value. The re sulting measurement woul d often differ from fair
value on initial recognition, because it would not reflect any effects of input price changes
during the construction period, nor would it reflect synergies that may result from combining
inputs in constructing the asset.  Further, the market rate of interest would be multiplied by
the accumulated costs of inputs used in constructing the asset, and therefore would not be a
true measure of the market return factor. Th e resulting measurement would, therefore, still
be a cost-accumulation basis substitute for fair value that has been extended to capitalize
interest on a basis that is as consistent as possible with how market participants could be
expected to price the interest effect.

The analysis to this point would seem to support a presumption that the fair value
capitalization of interest in measuring cost under Level 3 of the proposed hierarchy is more
consistent with the fair value measurement objective than the alternatives discussed in
paragraph C3. However, many may be uncomfortable with the result , in particular, that
capitalizing interest on this fair value basis will result in a credit to net income or directly to
equity during the period in which an asset is being prepared for use or sale. Is there a
convincing basis for recognizing this credit in net income? 154

In considering this question, it should first be observed that, if the market value of a self-
constructed asset is reliably meas urable on initial recognition, this market value will include
this gain. The recognition of this gain in net income or directly in equity necessarily follows
from adopting the fair value measurement basis on initial recognition. The gaines
recoverability is evidenced by the assetes market value on initial recognition.

152 This paper has defined «initial recognitionZ to include any  time period necessary to make an asset ready to contribute
to the generation of future cash flows (see paragraph 68).

153 Other market factors (for example, input price changes and changes in the expected cash flows to be generated by the
asset) may overwhelm the interest effect in some situations, but the market interest effect still occurs.

154 Some may argue that this is a question for consideration in a project on reporting comprehensive income, which is
beyond the scope of this paper. However, acceptance of the fair value measurement objective on initial recognition of
assets carries with it implicit acceptance for recognizing income from any gains that arise when the fair value of an
asset exceeds the amount paid for it.
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When the assetes fair value is not reliably measurable on initial recognition, substituting a cost
measure that capitalizes interest at the market rate of return results in a similar credit to net
income or directly in equity. In recognizing this gain, the entity is being given credit for the
estimated return that the market would expect to be paid for the time value of money and
attendant risks pertaining to the construction period. In this case, however, there will be no
reliable market value to establish the gaines recove rability. The use of cost as a substitute for
fair value under Level 3 of the proposed hierarchy is conditioned on it being reasonable to
expect that the amount is recoverable. However, since there is no reliable fair value for the
asset, this judgment must depend on entity-specific expectations.

Some may believe that an entity-specific expectation of recoverability is not a sufficient basis
for recognizing an increase in net income or a direct increase in equity on the initial
recognition of an asset. However, any capitalization of interest, even if restricted to interest on
debt financing, results in a credit to net income  or directly to equity. Whether the credit can
be offset against interest expense or is presented as a separate gain would not seem to be a
compelling reason in itself for rejecting an interest capitalization basis. Further, it may be
noted that all other attributions of costto a  self-constructed asset under Level 3 are subject to
the same entity-specific recoverability condit ion. If the measure of cost, including interest
capitalized at the market rate of return, is considered to be conceptually justifiable, the
assessment of recoverability would not seem to give rise to any additional issues that would
provide a compelling argument for excluding the interest component.

In summary, it is proposed, based on the above analysis, that the case for capitalization of
interest at the market rate of return ha s sufficient conceptual merit to warrant its
consideration by standard setters.

A logical extension of the principle of capitalizing interest at the market rate of return on assets
under construction may be contemplated with re  spect to accounting fo r assets subsequent to
initial recognition. Similar questions with respect to the effects of interest arise, for example,

in depreciating fixed assets that are expected to contribute to the generation of cash inflows
over a period of time. In other words, since cash flows to be received in the more distant future
are less valuable than those to be received in the nearer term, a logical case may be made that
depreciation provisions should reflect the effects of the time value of money. 1°°> Some have
advocated that accounting for depreciable assets would be substantially improved if present
value-based principles parallel to interest capita lization at market rates of return were applied

in determining depreciation. 1°® Capitalization of interestatth e market rate of return on assets
under construction is, in their view, just one  of the important implications of rational time
value of money principles for financial accounti ng. They believe that th ese implications should
be considered together in order to have a cohe rent, internally consistent, accounting model.

Transaction costs

Transaction costs, as defined at paragraphs 193-200, are excluded in measuring the fair value of
an asset or liability on initial recognition beca use market participants will not compensate the
acquirer or issuer for those costs. The recognit ion of transaction costs as expenses is, however,
inconsistent with the traditional concept of cost  -based measurement of an asset or liability on
initial recognition because transaction costs are gene rally considered to be part of the fair value
of consideration given or received in exchange for an asset or a liability.

155 CON 7 discusses sinterest methods of allocationZ at paragraphs 89-95.

156 5ee Ross M. Skinner and J. Alex Milburn, Accounting Standards in Evolution, 2nd ed., pages 198-205, and sources cited
therein, for a discussion of interest-adjusted depreciation.
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Acceptance of the fair value measurement ob jective on initial recognition seems to put the
traditional thinking on transaction costs in a different light. Under Level 3 of the proposed
hierarchy, cost would be used as a substitute for fair value when certain conditions are met.
One condition is that the measure of cost should be expected to be recoverable (in the case of
an asset) or to represent reasonably the amount ow ed (in the case of a liability). It is reasoned
that, since transaction costs are not recoverable in the marketplace, cost should be defined to
exclude them for the purposes of applying Level 3 of the proposed hierarchy. In other words, it

is proposed that when cost is used as a substitute for fair value on initial recognition, its
recoverability should be judged, to the extent possible, in terms of fair value (market)
expectations.

Government grants to acquire assets

In some countries, governments have provided various forms of grants to subsidize entitiese
investments in certain assets. For example, in a number of countries, government grants have
been used as incentives for entities to constr uct plant and equipmentin disadvantaged areas or
for certain manufacturing purposes. Accounting standards in a number of jurisdictions have
required such grants to be accounted for on the basis of the proprietary cost theory. On this
basis, such grants would either be netted against the consideration paid for the asset, to reflect
the net cost to the owner, or tr eated as a deferred credit to be amortized on the same basis as
the asset so as to achieve the same reporied net income as the net asset treatment. 1°7

Adopting the fair value measurement objective on initial recognition would result in quite a
different approach. The fair value of an asset on initial recognition would be affected by a
government grant only to the extent that the term s of the grant restrict use of the asset to less
than what would otherwise be its highest and best use in the marketplace, in which case market
participants could be expected to pay something less than the market price of an identical asset
with no restrictions on its use. (If, in additi on to restricting the use of the asset, the terms of
the grant imposed a liability on the entity, then such liability would be separately recognized
and measured on initial recognition.) Reported net income on initial recognition of the asset
would then include the grant received, the effects of any differences between the fair value and
cost of the asset and of any liability recognized. When fair value is not capable of reliable
estimation on initial recognition, then, in accordance with the hierarchy proposed in this
paper, a substitute measure applied as consistent ly as possible with the fair value objective
would be used. The best substitute may be cost, or a lower recoverable amount if restrictions
on the assetes use reduce its recoverable amount below cost. Depending on the circumstances,
such measurement of the asset on initial recognition could be quite different from the amount
resulting from simply netting  the grant against the asset.

Non-monetary exchanges

The general rule in financial accounting has been that non-monetary exchanges (barter
transactions) that are considered to have substanc e are to be measured at the fair value of the
asset acquired or the fair value of the asset gi ven up, whichever is more reliably measurable.
Reasoning within the fair value measurement objective, the fair value of the asset acquired
should be used when it can be estimated with acce ptable reliability. The fair value of the asset
given in exchange is at Level 3 of the hierarchy proposed in this paper, and would be used only
when the fair value of the asset acquired is not capable of reliable estimation. Of course, when
the two measures of fair value are the same, this is not a consideration. When neither the fair
value of the asset acquired nor of the asset given up is capable of reliable estimation on the date

157 see, for example, IAS 20Accounting for Government Grants and Disclosure of Government Assistance.
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of the transaction, and a reliable Level 4 measurement is not possible, then presumably the

asset acquired would be measured at the carrying amount of the asset given up. In that case,
no recognition would be given to a new initia | measurement, that is, the new asset would
simply be substituted for the asset given up.

Summary

This appendix suggests that some issues of traditional cost measurement may warrant re-
thinking in light of the proposed fair value  measurement objective on initial recognition of
assets and liabilities, and the proposed use of cost is as a substitute for fair value when the fair
value of an asset or liability is not reliably measurable on initial recognition. Four possible
areas for consideration have been identified and briefly discussed in this appendix, and there
may be others.
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