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enhanCinG 
the ability 

to make 
aCCountinG 

JudGements

How cAn uSeRS pRopeRly Apply 
tHe IfRS conceptuAl fRAmewoRk 
foR fInAncIAl RepoRtIng to mAke 
Sound judgementS And ReSolve 
AccountIng ISSueS?

resolve
 The objective of the 

conceptual framework 
is to facilitate consistent 

and logical formulation of 
Ifrss as well as to provide 

a basis for the use of 
judgement in resolving 

accounting 
issues.

THe Malaysian Financial Reporting Standards (MFRS) 
framework which is applicable for entities other 
than private entities, is identical to the International 
Financial Reporting Standards (IFRS) in all respects 
other than the nomenclature. IFRSs are based on 
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UndersTand the economics 
of the phenomenon

IdenTIFy the relevant (i.e. 
the resource allocation 
decision-useful) information

IdenTIFy the relevant 
accounting requirements and 
make the judgements 
to apply them

ENhANCING ThE ABILITy TO MAkE ACCOUNTING JUDGEMENTS

The Conceptual Framework for 
Financial Reporting (Conceptual 
Framework), which addresses the 
concepts underlying the information 
presented in general purpose financial 
statements. The objective of the 
Conceptual Framework is to facilitate 
consistent and logical formulation of 
IFRSs as well as to provide a basis 
for the use of judgement in resolving 
accounting issues. 

Making significant judgements 
and estimates in applying the MFRS 
requirements can be a challenge. As 

part of MIA initiatives to enhance 
CFOs’ abilities to make such critical 
judgements, MIA recently invited 
Michael Wells, former Director of the 
IFRS Education Initiative, to deliver 
an evening talk titled ‘Developing 
CFOs’ Abilities to Make Accounting 
Judgements’ in Kuala Lumpur. To 
add value, the technical staff from 
the Professional Standards and 
Practices Division of MIA seized this 
opportunity to interview Michael 
Wells on his insights as to how the 
Framework-based approach could help 
preparers, auditors and regulators in 
applying, auditing and regulating IFRS 
requirements. 

What is the FRameWoRk-baseD 
appRoach anD hoW can it be useD 
in applying iFRs RequiRements? 

The Framework-based approach 
provides a cohesive understanding 
of IFRS, a basis for judgement in 
applying IFRSs, and a framework 
for continuously updating IFRS 
knowledge and IFRS competencies. 

Applying the Framework-based 
approach requires the following 
process:

• First, consider and understand 
the economics of the 
phenomenon (for example, 
transaction or event).

• Once the economic 
phenomenon is understood, 
then consider what information 
about that economics primary 
users (i.e., existing and 
potential investors, lenders and 
other creditors  who cannot 
demand information from 
the entity) would find useful 
in making decisions about 
providing resources to the 
entity (investing and lending 
decisions).

• Next, identify the relevant 
accounting requirements and 
focus on the judgements and 
estimates necessary to apply 
them.

It should be noted that not all IFRS 
requirements are principle-based. IFRSs 
provide both rules and principles. The 
distinction can be important because 
the mindset needed to apply a principle 
is different from that needed to apply a 
rule.  A principle has a clear objective 
designed to faithfully represent (in 
numbers and words) information about 
an economic phenomenon that has the 
potential to be most useful to primary 
users in making their own assessments 
of the entity’s possible future cash 
flows.  This mindset provides the 
focus for making judgements in 
applying a principle in the light of 
all relevant facts and circumstances.  
Rule-based requirements are, for 
example, exceptions to the principles 
(ie rules that override a principle) and 
as such cannot reflect faithfully the 
underlying economics.  Consequently, 
applying such rules requires a detailed 
knowledge of the specific rule rather 
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than an appreciation of the underlying 
economics.  However, when applying 
some rule-based requirements, 
understanding the reason for the rule 
might provide the lens through which 
judgements in applying that rule should 
be viewed. Accordingly, the Framework-
based approach is best suited to 
applying principle-based requirements.  
As the Framework-based approach 
involves understanding of the reasons 
for a rule, it is also helpful in developing 
a cohesive understanding of accounting 
requirements.

To illustrate, the Framework-based 
approach can be useful in making 
accounting judgements with regards to 
a number of current issues such as:

a. Depreciation of 
oil palm trees

Understanding the economics: put 
simply, depreciation aims to reflect 
the consumption of an asset’s service 
potential.  When using the revaluation 
model, depreciation for a period 
reflects the current economic value of 
the item consumed through using it 
in that period.  When using the cost 
model, depreciation for a period is 
an allocation of specified accumulated 
costs representing the consumption 
of the item by using it in that period.  
Faithfully representing such economic 
consumption as depreciation (a 
principle) in accordance with IAS 16 
Property, Plant and Equipment requires 
a number of judgements including:

i. identifying significant 
components of an item, when 
the consumption pattern of one 
or more significant components 
differs materially from the 
consumption pattern of its 
other components;

ii. determining the depreciation 
method that most faithfully 
represents the pattern in which 
the item’s future economic 
benefits are expected to be 
consumed by the entity;

iii. estimating the item’s useful life; 
and 

iv. estimating an item’s residual 
value.

If the economic value of oil palm 
growing derives solely from the fruits 
harvested from the palms, it follows 
that the quantum of harvestable fruit 
that a palm is expected to produce 
is its service potential.  Consequently, 
the units of production method of 
depreciation on the basis of the most 
representative measure of the quantum 
of fruit expected from a palm should 
faithfully represent the consumption of 
such service potential.  In other words, 

the quantum of fruit produced in a 
period as a proportion of the expected 
total fruit production from the palm 
over its remaining useful life (including 
the current year’s harvest), should 
provide a meaningful reflection of the 
proportion of the oil palm’s service 
potential consumed in the current 
period.  Applying that proportion to 
the carrying amount of the oil palm 
would provide a relevant measure of 
such consumption in the period that can 
be faithfully represented.

At least each financial year-
end management must update its 
depreciation judgements. For an 
oil palm grower using the units of 
production method of depreciation, this 
would involve primarily updating the 
estimate of the quantum of harvestable 
fruit expected from the palm in the 
future.  Any change therein, if not the 
correction of a material prior period 
error, is a change in an accounting 
estimate accounted for prospectively 
(another principle) in accordance with 
IAS 8 Accounting Policies, Changes in 
Accounting Estimates and Errors.

Because depreciation is designed to 
reflect economic consumption, oil palm 
growers are well placed to make the 
necessary judgements to depreciate 
their plantations.  They typically forecast 
and periodically update their forecasts 
of the expected yield from their palms.  
Moreover, because it is fundamental to 
the economics of their business, they 
understand well the plantation specific 
environmental and other factors that 
result in yields varying significantly 
between plantations.  

Depreciation of an asset begins 
when it is available for use (i.e. when it is 
in the location and condition necessary 
for it to be capable of operating in the 
manner intended by management).  
When using the units of production 

understandinG 
the eConomiCs: 
put simply, 
depreCiation aims 
to refleCt the 
Consumption of 
an asset’s serviCe 
potential. 
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method of depreciation, oil palm growers 
should experience little difficulty in 
determining when depreciation should 
start because they forecast the expected 
quantum of all future harvests including 
the initial smaller harvests.

Those growers that choose to 
use the revaluation model for their 
plantations will provide users with 
relevant information about the 
economic value of their plantations 
consumed through use in the period 
(depreciation) separately from the 
economic effects of price changes in 
the period (revaluation increases and 
decreases).

b. fair value measurement 
of agricultural proDuce 
growing on the tree

Fair value has a clear measurement 
objective: the price a market participant 
would pay for an asset in an orderly 
transaction under current market 
conditions at the measurement date (a 
principle).

IAS 41 specifies fair value less costs 
to sell measurement for agricultural 
produce attached to a bearer plant (for 

example fruit attached to an oil palm) 
because it reflects the economics that 
after further growth and ripening the 
fruit is expected to directly increase 
the expected cash inflow from its sale.  
Fair value measurement reflects market 
expectations of the growing fruit in its 
current location and condition.  That 
measurement could be visualised as the 
market price increment for an oil palm 
plantation because of the existence of 
fruits growing on its trees.  However, 
because observable market prices for 
harvested fruit are usually available, 
they provide an observable input that 
is a useful starting point from which to 
measure the fair value of fruit attached 
to a tree. By measuring hanging fruits 
at fair value less costs to sell, entities 
provide decision-useful information 
that reflects a market measure of the 
future cash flows expected from the 
fruits. Oil palm growers are well placed 
to make the judgements necessary 
to adjust from the market price of 
fruits at their principle market to the 
fruits hanging on their trees.  Those 
adjustments (biological transformation, 
environmental risks, harvesting costs, 
transport costs, etc.) are fundamental 
to their business.

can you explain the Role oF 
consistency in pRinciple-baseD 
stanDaRDs?

Although some rule-based 
requirements can be easier to apply, 
the information provided may not 
be decision-useful and reflective of 
the economics of the phenomenon.  
For example, if standards were to 
specify that all depreciable assets be 
depreciated on the straight-line method 
over five years to a nil residual value, 
no judgement would be needed to 
calculate depreciation.  However, such 
depreciation would not provide decision-
useful information because it is unlikely 
to reflect the consumption of the service 
potential of most depreciable assets.  In 
other words, the rule would not reflect 
the economics. Such rules would result 
in uniformity rather than comparability, 
as (in economics) the consumption 
patterns for even otherwise identical 
assets can vary significantly.  Moreover, 
taking into consideration the different 
legal systems around the world, rule-
based requirements would likely 
enable the structuring of contracts to 
achieve accounting that is different 
from its economics.  The power of a 
principle-based standard is that it fosters 
accounting that is consistent with the 
economics of the transaction or event.  
As set out above, the depreciation 
principle in IAS 16 aims to reflect the 
consumption of an asset’s service 
potential.  Consequently, that principle 
should result in comparable information 
that is relevant to investors in making 
their decisions about whether to buy, 
hold or sell shares.

For another illustration, consider the 
control principle that, consistently with 
the definition of an asset (a concept), 
is applied in identifying subsidiaries so 
that consolidated financial statements 
can faithfully represent the assets and 
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liabilities of a group and consequently 
its financial performance too.

If, instead of the control principle, 
a rule were to specify that a reporting 
investor must consolidate an investee 
when it holds more than 50% of its 
voting rights: 

• Consolidating an investee that 
the investor does not control 
would not faithfully represent 
the financial position of the 
group because the assets 
(and the liabilities) of the 
investee would be included 
in the consolidated financial 
statements even though the 
group does not control those 
resources.  

• Similarly, a faithful 
representation would not 
be achieved if a rule were to 
exclude from consolidation an 
investee under the control of 
the investor in which it holds 
less than 50% of the voting 
rights; resources of the group 
would be excluded from assets 
in its consolidated financial 
statements. 

Consequently, the control principle 
specified in IFRS 10 as the basis of 
consolidation consistently enables 
management to prepare consolidated 
financial statements that faithfully 
represent the economics of the group 
as a single economic entity.  However, 
applying the control principle requires 
judgement in taking into account all 
relevant facts and circumstances.

Do you think that the cuRRent 
DisclosuRes aRe suFFicient in 
Relation to the juDgements anD 
estimates maDe by management?

Paragraph 122 of IAS 1 Presentation 
of Financial Statements requires 
disclosure of the judgements, apart 
from those involving estimations, made 
in the process of applying the entity’s 
accounting policies.  Furthermore, 
paragraph 125 requires an entity to 
disclose assumptions and estimations 
made in the financial statements.  
Despite the obvious importance of these 
disclosures some regulators lament the 
insufficiency of the disclosures many 
companies are making with regards to 
these judgements and estimates in their 

financial statements.  This information is 
fundamental to the decision-usefulness 
of financial statements and hence, 
sufficient disclosures are critical.  The 
Conceptual Framework is clear that a 
faithful representation involves both 
numbers and words.  Moreover, for 
some items, a complete depiction 
entails explanations of significant facts 
about the quality and nature of the 
items, factors and circumstances that 
might affect their quality and nature, 
and the process used to determine the 
numerical depiction.

Preparers often use a ‘checklist 
approach’ when they deal with 
disclosures. They should assess the 
materiality of information and identify 
the significant judgements they made 
that warrant disclosures. 

hoW WoulD the FRameWoRk-
baseD appRoach be embeDDeD in 
the teaching oF iFRs?

The Framework-based approach 
can be used to develop capacity to make 
judgements.  Understanding the ‘why’ 
enables students to develop a cohesive 
understanding of IFRS and to develop 
the mindset needed to apply it.  As an 
educator, you have to first make sure 
the students understand the economics 
of a transaction or event before teaching 
them how to account for them.  Then case 
studies, with facts and circumstances 
that are unfamiliar to students, should 
be used to foster development of their 
ability to make accounting judgements.  
There is little to be gained by students 
memorising requirements when the job 
market seeks accountants with the skills 
to make the judgements necessary to 
apply those requirements. n

disclaimer: The views expressed in 
this article are those of the authors and 
not necessarily shared by MIA
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