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Abstract 

 
One of the main reasons for the International Accounting Standards Board (IASB) to adopt 

the balance sheet approach seems to have been to get away from all the inconsistent 

applications of the conservatism principle that are so common under conventional accounting, 

leading to the creation of hidden reserves and excessive provisions. The current paper 

investigates how the conservatism principle is applied under IFRS, by examining three cases 

concerning loss carryforwards, development costs and construction contracts, related to three 

different standards (IAS 12, IAS 38 and IAS 11, respectively). An analytical distinction is 

made between consistent conservatism (consistent understatement of net assets) and 

temporary conservatism (changes in accounting estimates that temporarily understates net 

assets via the creation of hidden reserves which later may be reversed). The analysis shows 

that the lower emphasis of consistent conservatism under IFRS will be replaced by a greater 

emphasis on temporary conservatism. The numerical and empirical examples illustrate that 

the creation of temporary hidden reserves in order to smooth income are not just practices of 

past conventional accounting, but are practices built into IFRS. The paper also examines some 

management control implications of accounting conservatism under IFRS, by comparing one 

company that uses the same standards both externally and internally (capitalisation of 

development costs if certain criteria are fulfilled) with two companies that internally use a 

consistently conservative principle with regard to development costs (immediate expensing). 

The temporary application of the conservatism principle in the company capitalising 

development costs led to counterintuitive effects on performance measurement that had 

negative implications for the control and motivation of managers.  

 

Key words: Accounting conservatism, IFRS, Capitalisation, Development expenditure, Loss 

carryforwards, Zero-profit recognition 
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Accounting conservatism under IFRS 
 

1. Introduction 

Conservatism is a very problematic concept in accounting. Very few accounting theorists like 

the idea of systematically understating assets and overstating liabilities, recognising revenues 

too late and expenses too early.1 Still, conservatism has been, and perhaps still is, one of the 

most influential accounting principles in conventional accounting.2 The need for conservatism 

is often linked to a reliable reporting of past events, which implies that backward-looking, 

stewardship and the behaviour of auditors is emphasised. Auditors are not expected to get 

sued on the grounds of financial statements being too conservative. However, the purpose of 

modern accounting standards is primarily future-oriented, aiming to aid investors and other 

stakeholders in their decision-making. Accordingly, conservatism is not the governing 

accounting principle under International Financial Reporting Standards (IFRS). Financial 

statements under IFRS should be understandable, relevant, reliable and comparable, but 

without a conservative bias. This is also reflected in the accounting methods prescribed by the 

International Accounting Standards Board (IASB). For example, loss carryforwards cause the 

recognition of deferred tax receivables, development costs are capitalised and long-term 

contracts are treated in accordance with the percentage-of-completion method. However, the 

absence of the word conservatism in the international financial reporting standards does not 

imply that the conservatism principle is no longer applied.  

The first purpose of the present paper is to analyse how the conservatism principle is 

applied under IFRS. This will be done via an analytical examination of three cases relating to 

three different IFRSs: (i) judgment related to the recognition of deferred tax receivables 

pertaining to loss carryforwards (IAS 12), (ii) judgment regarding the capitalisation and 

impairment of development costs (IAS 38), (iii) judgment regarding the use of the percentage-

of completion method and the zero recognition method during the completion of construction 



 4

contracts (IAS 11). Examples from annual reports are also provided in order to illustrate that 

the numerical examples have real-world counterparts. In comparison with conventional 

accounting, IFRS focuses more on relevance which causes a greater reliance on judgment of 

probabilities and other accounting estimates. Therefore, it is argued that the three chosen 

situations can be viewed as typical of the IFRS approach to standard setting. In essence, the 

analytical examination suggests that the conservatism principle under IFRS will be applied in 

a temporary rather than consistent way. The temporary application of the conservatism 

principle (changes in accounting estimates) implies that profits will initially be understated, 

leading to the creation of a hidden (off-balance) reserve or to excessive provisions, followed 

by a subsequent overstatement of profits in later periods. This effect has been much examined 

in the research on the quality of earnings (see Healy and Wahlen, 1999), but it was described 

already by Paton and Littleton (1940).3 However, it is argued in this paper that IFRS is 

different compared to conventional accounting in the sense that the temporary applications of 

the conservatism principle are built into the IFRSs to a greater extent. The temporary 

application of the conservatism principle will therefore become an important characteristic of 

financial reports produced under IFRS. This has implications for users since the temporary 

application of the conservatism principle (a changed accounting estimate) has more complex 

effects on profit measurement compared to the consistent application of the conservatism 

principle (for example, the consistent expensing of R&D expenditure directly as incurred).  

When the conservatism principle is applied in a temporary way, some business activities 

will be treated conservatively (items and events not fulfilling probability requirements or 

other recognition criteria), while others will be accounted for in accordance with the IFRS 

benchmark treatment (items and events fulfilling probability requirements and other 

recognition criteria). In addition, some business activities will be consistently conservatively 

treated, just as under conventional accounting (expenditures pertaining to, for example, 
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research, advertising, education). This mix of accounting treatments may also have user 

implications. The second purpose of this paper is to compare the management control 

implications in companies choosing different internal accounting solutions regarding the 

capitalisation of development costs. One of the companies has a mix of projects, where some 

are capitalised and some are not, in accordance with the external financial accounting 

principles. The other two companies also have mixes of projects and capitalise the 

development costs in the consolidated accounts in accordance with IAS 38. However, in their 

financial statements used for internal purposes, all development costs are charged directly to 

expenses when incurred. In essence, the empirical examples indicate that there may be 

behavioural reasons from a management control perspective to stick to a conservative 

treatment in the internal accounts. Secondly, the empirical data indicate that the capitalisation 

criteria are of little use for internal management decision-making. 

In sum, the paper aims to show in what way accounting conservatism comes into play 

under IFRS. The IASB standards do not refer explicitly to the application of the conservatism 

principle, because it does not naturally fit into the IFRS theoretical framework. However, 

conservatism does not disappear just because it is not emphasised in the standards. 

Uncertainty must be handled someway by the standards and where there is uncertainty there is 

often conservatism. Moreover, conservatism is part of the culture of many accountants around 

the world today, and when IFRS is implemented by these accountants, conservatism may play 

a greater role than originally presumed by the standard setters. The current paper suggests, on 

the basis of the analytical examination of three cases, that the lower emphasis of consistent 

conservatism under IFRS will be replaced by an increased use of temporary conservatism. In 

addition, the paper illustrates that companies’ internal use of the IFRS mix of temporary and 

consistent applications of the conservatism principle may cause counter-intuitive 
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interpretations of the underlying business activities that may have negative effects on the 

controlling and motivation of managers. 

The paper is organised as follows. The next section includes a review of earlier research 

on issues dealt with in the paper. Section 3 presents an analytical examination of the impact of 

conservatism under IFRS in three different cases related to IAS 12, IAS 38 and IAS 11, 

including examples from annual reports. Section 4 presents three empirical examples 

concerning the capitalisation of development expenditures in three listed companies. Section 

5 includes a discussion of the implications of the results and some concluding remarks. 

 

2. Prior research on accounting conservatism 

 

2.1 Some historical background 

Although the concept of conservatism plays an important role in accounting, it has never been 

possible to fully incorporate it in normative accounting theory. Paton and Littleton (1940) 

started out with the intention to build a framework where accounting theory was “conceived 

to be a coherent, coordinated, consistent body of doctrine” (ibid., p. ix). Their view on 

conservatism was that it should not be part of the framework, but an attitude to be added when 

interpreting the accounting numbers (ibid., p. 128): 

 
“…it may well be noted that conservatism in stating the assets…is not a principle to guide 
calculations of net income, but a rule of caution in interpreting the results of accounting 
measurements made according to a coherent body of doctrine.” 
 

However, although the framework of Paton and Littleton could be said to have shaped 

conventional accounting as we know it, their idea that conservatism should only be a “rule of 

caution” applied by users for interpretational purposes was never acknowledged in practice.  

For example, Sterling (1967) argued that whenever conservatism clashes with a conventional 
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accounting principle (for example, the valuation of inventory at the lower of cost or market or 

simply at historical cost), there is a preference in practice for the more conservative policy.  

For researchers in the normative accounting tradition, the application of the conservatism 

principle has often been seen as a-theoretical. Hendriksen’s (1982, p. 81) view is a good 

example of this: 

 
“The general constraint of uncertainty has served as a basis for the traditional accounting 
concept of conservatism. As it is generally stated, the concept of conservatism is not a postulate 
of accounting, nor should it be one of the constraints. But in its operational form, it serves as a 
constraint to the presentation of data that may otherwise be reliable and relevant.” 
 

The normative accounting research tradition went out of fashion in the 1970s, but its views on 

conservatism seemed to be taken up by the standard setters. Although the Accounting 

Principles Board (1970) acknowledges conservatism as “a modifying convention of financial 

accounting”, the Financial Accounting Standards Board (FASB) does not mention 

conservatism as one of the elements of useful information. Thus, just as in Paton and Littleton 

(1940), conservatism is not part of the theoretical framework, but still part of accounting 

practice.4 

 

2.2 Conservatism under IFRS 

In the IASB Framework for the Preparation and Presentation of Financial Statements, 

originally published in 1989 by the International Accounting Standards Committee (IASC) 

and adopted by the IASB in 2001, the income statement approach that had prevailed for so 

long in conventional accounting was replaced by the balance sheet approach. The principal 

concern of accounting was no longer to be “…the periodic matching of costs and revenues” as 

advocated by Paton and Littleton (1940, p. 7), but to define, recognise and measure assets and 

liabilities appropriately. If this was done properly, revenues could be measured as increases in 

assets (or decreases in liabilities) and expenses as decreases in assets (or increases in 

liabilities). If fair values are available, these will generally be considered to be the most 
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appropriate measures and the conventional principles of realisation, matching and historical 

cost will no longer apply. Furthermore, the application of the balance sheet approach, with a 

preference for fair values, leaves little room for the concept of conservatism. The widespread 

use of conservatism in accounting practice, in terms of income smoothing and the creation of 

hidden reserves, probably played a major role as a rationale for IASC/IASB when choosing its 

theoretical standpoint (see Ernst & Young, 2005, p. 1). However, although the IASB 

Framework is based on a theoretical perspective where there is little room for conservatism or 

conventional accounting principles at first sight, the framework is not fully consistent. For 

example, the matching concept should still be applied, but:5 

 
”…the application of the matching concept under this Framework does not allow the recognition 
of items in the balance sheet which do not meet the definition of assets or liabilities.”  
 

                         IASB Framework, paragraph 95   
 

With regard to conservatism, prudence is actually mentioned as one of the qualitative 

characteristics that makes financial statement information useful to users.6 However, as in the 

above quotation regarding matching, a reservation is added, which makes the paragraph 

difficult to interpret:7  

 
“The preparers of financial statements do, however, have to contend with the uncertainties that 
inevitably surround many events and circumstances, such as the collectability of doubtful 
receivables, the probable useful life of plant and equipment and the number of warranty claims 
that may occur. Such uncertainties are recognised by the disclosure of their nature and extent 
and by the exercise of prudence in the preparation of the financial statements. Prudence is the 
inclusion of a degree of caution 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 understated. However, the exercise of prudence does not 
allow, for example, the creation of hidden reserves or excessive provisions, the deliberate 
understatement of assets or income, or the deliberate overstatement of liabilities or expenses, 
because the financial statements would not be neutral and, therefore, not have the quality of 
reliability.”  
 

                      IASB Framework, paragraph 37 
 

The views on conservatism presented in this paragraph are first, that less conservatism can be 

solved by increased disclosure and, secondly, that preparers should include a degree of 

caution in the exercise of judgment under conditions of uncertainty. In the standards, this will 
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often be expressed in terms of particular probability judgments and other specific accounting 

estimates. The analytical examination in Section 3 focuses on this exercise of judgment. 

 

2.3 Accounting conservatism: Some conceptual issues   

As mentioned above, the normative accounting research tradition went out of fashion in the 

1970s. It was replaced by the positive accounting tradition, which focuses on the actual 

demand for accounting principles and accounting methods (Watts and Zimmerman, 1979), 

measured primarily with reference to the extent to which they are value relevant for the 

determination of stock prices. Put very simply, if conservatism is a concept much used in 

practice, although not appreciated in normative accounting theory, it is probably demanded by 

the users and should be part of a positive accounting theory. The concept of conservatism has 

gained much interest both in theoretical and empirical research in the positive accounting 

research tradition, particularly since the special session of the American Accounting 

Association (AAA) meeting in 1993.  

From a theoretical point of view, conservative accounting can be viewed as the case 

where reported net assets are expected to be lower than market value in the long run (Feltham 

and Ohlson, 1995). According to this view, historical cost accounting will be characterised as 

conservative since positive net-present-value investments will be reported on the balance at 

less than their fair values. Penman and Zhang (2002) advocate a more restrictive view, 

suggesting that conservative accounting denotes a biased application of historical cost 

accounting (balance sheet values are below unbiased historical cost-carrying values), for 

example, the immediate expensing of R&D costs. Both Feltham and Ohlson (1995) and 

Penman and Zhang (2002) describes conservatism by referring to the balance sheet. For 

example, Penman and Zhang (2002, p. 238) write: 

 
“By conservative accounting we mean choosing accounting methods and estimates that keep the 
book values of net assets relatively low”.   
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However, profits will also be affected by conservative accounting, but the effects on profits 

will vary depending on the circumstances. The basic effect of conservatism on profits was 

acknowledged already by Paton and Littleton, with regard to the use of the lower of cost or 

market rule (1940, p. 128): 

 
“The focal point in conservatism is dividend policy, and there is no evidence that use of the 
‘cost-or-market’ is an effective means of insuring proper care and caution, year by year, in the 
declaration of dividends. This need not be surprising when it is recalled that the amount by 
which income is understated in one year through the application of ‘cost-or-market’, as 
compared to the use of cost, is in effect added to the showing of income in the following 
period.”   
 

Since conservatism will sometimes decrease profits, sometimes increase profits and 

sometimes leave them unchanged, it is difficult to define the impact of conservatism on 

profits.  

In capital markets research, the difference between the balance sheet effect of 

conservatism and the income statement effect of conservatism are referred to as unconditional 

versus conditional conservatism, respectively. This is due to the work by Basu (1997), where 

what was later to become known as conditional conservatism was described as the practice of 

reducing profits in response to “bad news”, but not increasing profits in response to “good 

news” (see Ryan, 2006, for a recent literature review). The definition of conditional 

conservatism has proved to fit the purposes of empirical capital market studies well, but in 

these studies conservatism needs to be proxied by variables such as nonoperating accruals 

(Givoly and Hayn, 2000), an earnings-return metric (Basu, 1997) or the market-to-book ratio 

(Beaver and Ryan, 2000). These proxies will include more than just conservatism.  

Another way of evaluating the impact of conservatism on profits (and net assets) is to 

make a distinction between consistent conservative accounting and temporary conservative 

accounting.8 The former refers to the case when, for example, R&D expenditures are always 

charged directly to expenses as incurred instead of being capitalised and amortised. Net assets 

will be consistently understated, while profits will be understated at the beginning of the 
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project and overstated during the subsequent years (for a single project). For a balanced 

portfolio of projects, profits will be the same as if the R&D expenditures had been capitalised 

and amortised. The temporary conservatism case refers to when changes in estimates and 

accounting methods temporarily reduce profits and creates hidden (off-balance) reserves or 

excessive provisions which later may be reversed. This could refer to, for example, 

restructuring reserves or depreciation estimates.  

In sum, conservative accounting has a balance sheet effect (low net asset value) and a 

dynamic income statement effect that will depend on the circumstances. For the purposes of 

the current paper, conservatism will be examined in a relative sense (see Penman and Zhang, 

2002, p. 240). That is, when comparing two accounting treatments, the treatment that 

generates a lower value of net assets will be classified as more conservative, and vice versa. 

The conservatism principle is defined as choosing the most conservative treatment when 

several possible accounting treatments are possible (see Sterling, 1967). A distinction will be 

made between a consistent application of the conservatism principle and a temporary 

application of the conservatism principle. The former means that a particular business 

activity, say the investment in a brand via advertising, is treated the same way every period 

(i.e. expensed), leading to a consistent understatement of net assets (compared to 

capitalisation) and varying effects on profits over time (compared to capitalisation). The latter 

refers to the case when accounting estimates change over time, leading to the creation of 

hidden (off-balance) reserves or excessive provisions that may later be reversed.   

 

3. Analytical examination and empirical examples 

This section includes an analytical examination of how the conservatism principle is applied 

under IFRS. This will be done by analysing three cases concerning loss carryforwards 

(Section 3.1), capitalisation and impairment of development costs (Section 3.2) and the use of 
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the percentage-of completion method and the zero-profit recognition method during the 

completion of construction contracts (Section 3.3). The cases are related to three different 

IFRSs (IAS 12, IAS 38 and IAS 11, respectively). Each case is analysed by using a numerical 

example and illustrated by using an annual report example. 

 

3.1 Loss carryforwards (IAS 12) 

IAS 12 became effective on 1 January 1998. Paragraph 34 in IAS 12 states that: 

 
“A deferred tax asset shall be recognised for the carryforward of unused tax losses…to the 
extent that it is probable that future taxable profit will be available against which the unused tax 
losses…can be utilised.” 
 

According to conventional accounting, before the issuing of IAS 12, deferred tax assets with 

regard to loss carryforwards were not recognised on the balance sheet due to the uncertainty 

of whether or not future taxable profit would be earned. The IAS 12 accounting method for 

loss carryforwards will increase net assets and thus represents a less conservative accounting 

treatment compared to conventional accounting.  

One of the words used in paragraph 34 is probable, which is further explained in 

paragraph 36, saying that the probability assessment should be based on the consideration of 

four criteria: (i) whether the entity has sufficient taxable temporary differences relating to the 

same taxation authority and the same taxable entity that can be used against the loss 

carryforwards, (ii) whether it is probable that the entity will have taxable profits before the 

unused tax losses expire, (iii) whether the unused tax losses result from identifiable causes 

which are unlikely to recur, and (iv) whether tax planning opportunities are available to the 

entity that will create taxable profit in the period in which the unused tax losses can be 

utilised. 

In paragraph 35, it is also emphasised that an entity that has a history of recent losses 

must be particularly cautious to recognise deferred tax assets and must provide additional 
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disclosures. In sum, the probability criteria are qualitative criteria, which will be subject to 

subjective judgment.9 Paragraph 34 also prescribes that deferred tax assets should be 

recognised to the extent that it is probable that future taxable income will occur. This may at 

first sight be interpreted as an expected-value calculation, but it refers in fact to a binary 

outcome. Thus, if the loss carryforward amount is 100 and the probability of future taxable 

income is 5%, the book value of the deferred tax asset will be zero, not 5. However, if the 

probability of future taxable income is 95%, the book value of the deferred tax asset will be 

100, not 95. Finally, paragraph 37 states that entity shall reassess unrecognised deferred tax 

assets at each balance sheet date. 

 

Numerical example 

A company has assets of 300, liabilities of 200 and equity of 100 as the opening balance year 

1. The profit before tax year 1 is -50. The expected profit year 2 is zero and +50 year 3. The 

tax rate is 30%. Assume that the profit before tax equals cash flows and that apart from that, 

all assets and liabilities except those related to the loss carryforwards in the example, stay the 

same over the three years. 

 

{Insert Table 1 here} 

 

The numerical example (Table 1) shows that when conventional accounting (conservative 

practice) is applied (case 1A), the book value of equity will be understated, assuming that the 

loss carryforward has a positive value. With regard to profits, they will be understated in year 

1 (overstated loss in this case), but overstated in year 3, i.e. in accordance with the common 

impact of conservatism on profits over time (see Section 2.3). In case 1B, IFRS is applied 

under the assumption that it is probable from year 1 and onwards that future taxable profits 
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will be earned. In that case, the conservative bias in case 1A disappears and net assets are 

valued higher on the balance sheet. Accordingly, profits are not understated in year 1 and not 

overstated in year 3. However, the interesting cases, with regard to use of the conservatism 

principle under IFRS, are the cases 1C and 1D, where the probability judgments change over 

time. Case 1C shows that the changes of probability assessments will make net assets vary 

over time, sometimes in accordance with case 1B (year 1) and sometimes in accordance with 

case 1A (year 2). With regard to profits, case 1C shows one year in accordance with case 1B 

(year 1), one year in accordance with case 1A (year 3) and one year where there is no 

underlying profit and thus only the changed assumption is reflected (year 2). The 

interpretation is exactly the same regarding case 1D, except that year 1 corresponds with case 

1A and year 3 corresponds with case 1B. In sum, cases 1C and 1D reflect temporary 

applications of the conservatism principle (see Section 2.3), where a changed estimate year 2 

either generates a hidden reserve (case 1C) or reverses a hidden reserve (case 1D). An 

empirical example of this is provided below.   

 

Empirical example of Case 1C – Telecom operator “3” (the Swedish subsidiary) 

The telecom operator “3” started its investments in a Swedish 3G network in 2000, and has 

reported increasing net losses each year during the period 2000 to 2005.10 In 2004, the 3G 

services were launched on the market leading to the recognition of revenues of 1.75 billion 

SEK (about 0.19 billion euros), but the net profit was -1.3 billion SEK (about 0.14 billion 

euros). Up to 2004, deferred tax assets were recognised with regard to the loss carryforwards, 

but in 2005 the probability judgment changed and the deferred tax asset was derecognised, 

increasing the reported loss of 2005.11 Figure 1 shows an excerpt from Hi3G’s annual report 

2005: 
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{Insert Figure 1 here} 

 

The example from the telecom operator “3” (Figure 1) shows the impact of conservatism 

under IFRS during a year when the probability assumption changed (corresponding to year 2 

in case 1C). If “3” eventually succeeds in Sweden and generates future taxable profits, the 

company now has a hidden reserve of loss carryforwards. If conventional accounting had 

been applied, these loss carryforwards would overstate net profits as the loss carryforwards 

are actually used (year 3 in case 1C), but under IAS 12 it is more likely that the loss 

carryforwards will be reassessed earlier (paragraph 37), leading to an earlier positive impact 

on profits (year 2 in case 1D).  

 

3.2 Capitalisation of development costs (IAS 38) 

IAS 38 was first issued in 1998, followed by a revised version of the standard that applies 

from 31 March 2004. According to IAS 38 (Paragraph 57), intangible assets arising from 

development shall be recognised as assets given that a number of specific recognition criteria 

are met. For example, the company must show that it has the technical feasibility of 

completing the intangible asset so that it will be available for use or sale.12 From the date 

when all criteria are met (including also the definition criteria regarding intangible assets) the 

entity shall begin to capitalise the development expenditures incurred (paragraph 65).  

According to conventional accounting, before the issuing of IAS 38, the benchmark 

treatment of development costs in most accounting regimes was to charge them to expenses 

directly when incurred. The IAS 38 accounting method for development costs will increase 

net assets and thus represents a less conservative accounting treatment compared to the 

benchmark treatment in conventional accounting.  
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After recognition, the entity can choose either the cost model or the revaluation model. In 

the example below, the cost model will be applied.13 The cost model prescribes that 

(paragraph 74): “after initial recognition, an intangible asset shall be carried at its cost less 

any accumulated amortisation and any accumulated impairment losses”. Thus, during the 

period when, for example, a new product is developed, the development project will be tested 

for impairment according to IAS 36 and amortization will start when the new product is 

launched. The impairment test will include estimates of the future cash flows related to the 

development project (paragraph 33 in IAS 36).   

 

Numerical example 

A company starts capitalising a development project on January 1, year 1. The development 

expenditures amount to 25 each year during three years. Year 4, the new product is launched 

and the intangible asset is amortized over 5 years. Assume that the company has assets of 200, 

liabilities of 70 and equity of 130 on the opening balance sheet year 1. The net profit, 

excluding the impact of the development project, is 25 years 1 to 3 (per year) and 50 year 4. 

Tax effects are disregarded. Assume that the net profits equal cash flows and that apart from 

that, all assets and liabilities except those related to the development project in the example 

stay the same over the four years. 

 

{Insert Table 2 here} 

 

The numerical example (Table 2) shows that when conservatism is applied consistently in 

conventional accounting (case 2A), equity will be consistently understated compared to the 

less conservative practice under IFRS (case 2B). Profits in case 2A will be understated during 

the development phase and overstated after the product launch (applies to a single project). 
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However, in case 2C, where the estimates regarding the future benefits of the project changes 

over time, leading to impairment and impairment reversals, the impairment year 2 creates a 

hidden reserve that is reversed later on if the estimates improve. This is a temporary 

application of the conservatism principle that is built into the application of the cost model in 

IAS 38. 

 

Empirical example of Case 2C – Biacore 

Biacore is a global supplier of instruments used for the generation of data on protein 

interactions. Their customers include all of the global leading pharmaceutical companies. As 

from 2002, product development expenditures are capitalised in accordance with IAS 38. 

Before that, all development expenditures were charged directly to expenses. From 2005, 

Biacore applies IFRS, but that does not have any effect with regard to the treatment of 

development expenditures, since IAS 38 was implemented already in 2002.14 Figure 2 shows 

an excerpt from Biacore’s annual report 2003. 

 

{Insert Figure 2 here} 

 

When IAS 38 was applied for the first time during 2002, Biacore capitalised only a small part 

of its total R&D expenditures (see Figure 2).15 The capitalised product development was not 

amortized at all, since the products were not yet ready for launching (similar to year 1 in case 

2C). During 2003, a much larger amount was capitalised (see Figure 2), but still very little 

was amortized (still corresponding with year 1 in case 2C).16 Figure 3 provides an annual 

report excerpt that illustrates what happened during 2004 and 2005: 

 

{Insert Figure 3 here} 
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During 2004, Biacore continues to capitalise a significant share of its development 

expenditures, but Biacore also makes a major write-down (impairment charge) of the 

previously capitalised development costs (see Figure 3). The amortization is still very small 

(in sum, 2004 corresponds with year 2 in case 2C). The company includes the write-down 

among its other R&D expenses in the income statement (not reported as a “one-off” expense) 

and reports a net loss for 2004 of 4 MSEK.17 During 2005, Biacore reverses some of the 

write-downs made in 2004 (corresponds with year 3 in case 2C) and launches some of the 

products developed in earlier years, leading to a significant amortization amount (see Figure 

3; corresponds with year 4 in case 2C). In 2005, when Biacore made a reversal of a write-

down instead of a write-down, there was a substantial increase in net profit compared to 2004 

(+195 MSEK).18 The empirical example illustrates that as a company updates its estimates 

regarding future cash flows from capitalised development, there may be temporary effects of 

conservatism leading to the creation of hidden reserves that may later be reversed.  

 

3.3 Zero-profit recognition for fixed-price contracts (IAS 11) 

The current version of IAS 11 was implemented in 1995. Paragraph 22 in IAS 11 states that  

 
“when the outcome of a construction contract can be estimated reliably, contract revenue and 
contract costs associated with the construction contract shall be recognised as revenue and 
expenses respectively by reference to the stage of completion of the contract activity at the 
balance sheet date”,  
 

In short, the quotation states that the percentage-of-completion (POC) method should be 

applied. In conventional accounting, construction contracts have been treated in accordance 

with the completed-contract (CC) method, where costs are viewed as assets and customer 

billing as liabilities until the contract is completed. Because the application of the POC 

method requires the company to make estimates, IAS 11 has also set up a number of criteria 
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regarding how to handle the uncertainty. I will focus here on the zero-profit recognition case, 

described in paragraph 32:  

 
“When the outcome of a construction contract cannot be estimated reliably… revenue shall be 
recognised only to the extent of contract costs incurred that it is probable will be recoverable.”  
 

This method is further discussed in paragraph 33: 

 
“During the early stages of a contract it is often the case that the outcome of the contract cannot 
be estimated reliably. Nevertheless, it may be probable that the entity will recover the contract 
costs incurred. Therefore, contract revenue is recognised only to the extent of costs incurred that 
are expected to be recoverable. As the outcome of the contract cannot be estimated reliably, no 
profit is recognised…” 
 

In conventional accounting, the uncertainty related to fixed-price construction contracts was 

consistently conservatively handled via the CC-method. The POC method provides more 

timely information regarding the work performed during the period. However, the uncertainty 

must still be handled and so IAS 11 prescribes that another method should be applied during 

the early phase of a contract if the uncertainty level is high, e.g. the zero-profit recognition 

(ZPR) method. The CC method is more conservative than the POC method in that net assets 

will be lower during the contract period (equal at the end of the contract). Under the CC 

method, profits will be understated during the contract period and overstated in the period 

when the contract is completed. The ZPR method is as conservative as the CC method in that 

it generates lower net assets compared to the POC method and understates profits. However, 

the ZPR method is never used for a whole project, but only for some early part of the project. 

When the uncertainty regarding the future outcome of the project is reduced, the POC method 

must be applied (paragraph 35). The numerical example below shows how this works. 

 

Numerical example 

A construction company signs a construction contract on January 1, year 1. The progress 

billings are 45 (year 1), 50 (year 2) and 15 (year 3), while the incurred costs are 40 (year 1), 

40 (year 2) and 20 (year 3). Assume that the company has no assets, no liabilities and no 
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equity as opening balance year 1. Tax effects are disregarded. Assume that the progress 

billings and the incurred costs equal cash flows. 

 

{Insert Table 3 here} 

 

The numerical example (Table 3) shows that when conservatism is applied consistently in 

conventional accounting (case 3A), equity will be consistently understated compared to the 

less conservative practice under IFRS (case 3B) until the contract is completed in year 3. 

Profits in case 3A will be understated during the first phase of the contract (years 1 and 2) and 

overstated during the year when the contract is completed (year 3). However, in case 3C, 

where the uncertainty of the contract outcome is assumed to be high in year 1, the company 

applies the ZPR method in year 1 whereafter it switches to the POC method in year 2 when 

the outcome is more certain. This is in line with the CC method year 1, as regards net assets 

and profits. If one would assume that the company has additional revenues, expenses, and 

profits, profit margins will actually be lower under the ZPR method during year 1 than under 

the CC method.19 Thus, the ZPR method as such is more conservative than the POC method. 

However, since the ZPR method is only applied temporarily, there will be a hidden reserve 

that is reversed when the transition from the ZPR method to the POC method is made (case 

3C, year 2). Again, it is an example where temporary conservatism has been incorporated in 

an IFRS. In this particular case, the temporary conservatism also has much impact on the 

interpretation of profit margins, since much of the revenues are still recorded early.  

 

Empirical example of Case 3C – NCC 

NCC is a Nordic construction company with its major operations in Sweden, Finland, Norway 

and Denmark. Since 1998, NCC applies the POC method for construction contracts in its 
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consolidated accounts. Prior to 1998, the CC method was applied. Figure 4 shows excerpts 

from NCC’s annual reports 2005 and 2004 regarding its use of the ZPR method.20  

 

{Insert Figure 4 here} 

 

The excerpts in Figure 4 show that case 3C in the numerical example is a case with significant 

real-world counterparts. Moreover, the excerpts (Figure 4) illustrate that IAS 11 provides 

management with some flexibility regarding when to apply the ZPR method and when to 

make the switch from the ZPR method to the POC method. Using the ZPR method gives an 

opportunity to increase profits and margins at a later point in time, provided that the project 

outcome turns out to be good.  

 

4. Management control implications of conservatism – Three empirical 

examples 

It has been argued above that the handling of uncertainty via estimates and probabilities, 

which is quite common in IFRSs, implies a temporary rather than consistent application of the 

conservatism principle. However, it must also be emphasised that many investments will still 

be consistently conservatively treated also under IFRS, such as investments in research and 

advertising. This section deals with cases where both the temporary and consistent 

applications of the conservatism principle are applied at the same time for the same entity. 

The empirical data are from three listed European companies (denoted Company X, Company 

Y and Company Z). Two of the companies (X and Y) are listed both in Europe and in the 

United States. With regard to the first company, Company X, the data was collected within 

the limits of an executive education programme for senior controllers, where the participants 

were asked to send in examples of accounting issues that caused internal communication 
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problems, to be dealt with in a forthcoming module of the programme. In the other two 

companies, the data was collected via research interviews with the chief accounting officer of 

Company Y and with the financial director of Company Z. 

 

Company X: Mixed applications of the conservatism principle 

One of the senior controllers at Company X described an issue that caused much trouble in 

the organisation where he worked.21 It concerned software capitalisation. Put somewhat 

simplified, the entity started to develop a software product in 2001 which was launched in 

2003. In 2002, the entity began to develop the second version of the product, to be launched 

in 2004. In 2003, the entity began to develop the third version of the product, to be launched 

in 2005. In 2004, the entity began to develop the fourth and final version of the product, to be 

launched in 2006. The amortisation period was 5 years. In 2006, the people in the R&D unit 

still worked with product development, but their work did no longer fulfil the criteria for 

capitalisation. At the same time, all of the four prior projects were amortized during 2006.22 

The effects could be described as in the numerical example below. 

 

Numerical example 

Assume that each investment in development cost is 50, distributed over two years and 

capitalised and amortised in accordance with the description above. Further assume that the 

yearly expensed development expenditure is 50 from 2006 and onwards. Tax effects are 

disregarded. Further assume that the company has assets of 200, liabilities of 70 and equity of 

130 as opening balance year 1. The net profit, excluding the impact on expenses of the 

development projects, is 50 year 2001, 70 during 2002-2004, 80 during 2005-2008, 70 during 

2009-2010 and 50 year 2011. Assume that the net profits equal cash flows and that apart from 
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that, all assets and liabilities except those related to the development project in the example, 

stay the same over the whole period (see Table 4).23 

 

{Insert Table 4 here} 

 

The numerical example (Table 4) illustrates the problem that Company X experienced (case 

4B). During 2005 and 2006, the underlying results improved (more sales of the software 

products), but according to the financial reports, profits decreased and the entity reported a 

loss during 2006. Neither the operating managers nor the employees could understand why 

this happened and it was very difficult for the controllers to explain, since the profit trend was 

counterintuitive. It occurs because neither the conservative principle (immediate expensing) 

nor the less conservative method (capitalisation and subsequent amortisation) is consistently 

applied. Thus, the judgment of whether or not a project is to be capitalised may have 

important implications for management interpretations in a real-world context. Expressed 

somewhat differently, the idea of applying the conservatism principle in a more flexible way 

(frequent judgments of probabilities and estimates during a long period of time), rather than in 

a consistent way can have undesirable internal consequences.  

 

Company Y: Consistent application of the conservatism principle 

Company Y invested much money in software development. Some of its basic ideas regarding 

performance measurement in the entities responsible for development activities was described 

as follows by the chief accounting officer. 

”With regard to development, the different [technical] system standards have much in common. 
and there is [certain hardware] that all technologies must use. So you have to make a certain 
amount of cost allocation, which means that when you then look at an entity after such 
allocations and conclude that it is underperforming you cannot just close it down because then 
the whole company is less well off…Thus, the model involves a number of levels, where you 
must think about what basis to measure people on. We have people formally responsible for the 
R&D related to particular products and to them, the product life cycle calculations are important. 
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And then we have about 80 managers responsible for development projects and they have 
project targets related to time and cost.” 
 

[Quotation from an interview with the chief accounting officer 
of Company Y, March, 2002, translated from Swedish] 

 
When IAS 38 was implemented, Company Y had to decide whether to use this standard in its 

internal accounting system as well. The chief accountant commented on this, as follows. 

 
”[The issuing of new financial reporting standards] is something that we had to react to. The 
question is really if we can stop [the standard setters] from destroying the management control 
system. What is the most important starting point – is it the management control system or the 
accounting system? They are linked together because if we change the accounting system, it 
affects the [management control system]. A good example of this is the new rule to capitalise 
development expenditures [IAS 38 was adopted in Sweden 2002], which we do not have to do in 
the individual accounts, but must do in the consolidated accounts. And we have thought about 
this and chosen not to capitalise development expenditures in operating entities, but letting them 
expense all their development expenditures each period. We then make an adjustment in the 
consolidated accounts in order to comply with what is externally required. We have made this 
choice, [in order] not to let our R&D units start thinking about capitalisations.” 

 
[Quotation from an interview with the chief accounting officer 
of Company Y, March, 2002, translated from Swedish] 

 

The quotation shows that company Y capitalised software development costs in accordance 

with IAS 38 in its consolidated accounts, but in the internal accounts it charged all 

development expenditure directly to expenses. This corresponds with case 4A in the 

numerical example and it should be noted that a consistent application of immediate 

expensing in this example generates an interpretation of the financial performance that is in 

line with the underlying profit development. It should also be noted from the quotation above 

that company Y faced a problem when a new standard was issued, with regard to whether or 

not the new standard should be allowed to influence the internal measurement system and 

thus the management control system. Differences between external and internal measurement 

systems may cause difficulties for executives who must use the external numbers when 

communicating with the stock market and other external parties. On the other hand, the mixed 

application of the conservatism principle may generate information that is difficult to interpret 

(case 4B). Company Y did not perceive any internal use of the capitalisation for the 

measurement of performance. For that purpose it was better to account for all the expenditures 



 25

as expenses in order to facilitate the profitability measurement from a product life cycle 

perspective. All development expenditures were internally considered to be investments, and 

capitalisation at a certain point in time would not be of any internal use. It was easier to keep 

track of these investments if they were all expensed.  

 

Company Z: Consistent application of the conservatism principle 

Company Z also invested a lot of money in development and some of the expenditures were 

capitalised according to IAS 38. The latter corresponded to a significant amount for Company 

Z, commented on as follows by the financial director (FD).24  

 
“We have a big item in our balance sheet of capitalized development expenditure…We have the 
valuation discussion [concerning this item] with the auditors [and]…in the board of directors 
every quarter. I don’t think anyone is particularly happy about this or fully understands it. I can 
understand the [underlying] logic…but it involves very difficult judgment.  
HOW DO YOU FOLLOW UP ON THIS? 
We make a sort of impairment test, but it is based on parameters that the auditors cannot really 
understand…we would prefer to charge everything directly to expenses.” 
 

[Quotation from an interview with the financial director of 
Company Z, June, 2004, translated from Swedish] 

 
The quotation shows that the capitalisation of development expenditures was viewed as a 

problem by the FD. To some extent this problem seemed to relate to the financial analysts’ 

views on the issue. The FD continued: 

 
“I can tell you that analysts, the first thing they do is to put this [amortization] back. Therefore, 
we also report the gross R&D expenses [shows a paper with numbers in two colours]. The blue 
numbers are gross amounts, ‘the spending’. The yellow is what is reported in the income 
statement. The difference is in the balance sheet.” 
 

[Quotation from an interview with the financial director of 
Company Z, June, 2004, translated from Swedish] 

 
The quotation shows that the FD believed that the financial analysts preferred a consistently 

conservative treatment of the development expenditures. The FD also commented on the 

internal treatment of the expenditure costs, as follows. 

 
“[The analysts] have no idea how much of our future development expenditures that will be 
capitalized and we don’t really know ourselves. Internally, we manage on the basis of the gross 
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amounts. You can’t say that you have achieved your EBIT because you put all R&D in the 
balance sheet. Forget it – you won’t get any bonus for doing that!” 
 

[Quotation from an interview with the financial director of 
Company Z, June, 2004, translated from Swedish] 

 
The quotation illustrates that, just as in company Y, direct expensing is applied in the internal 

accounts, despite the application of IAS 38 in the external accounts. From a management 

control perspective, the FD argues that the capitalisation is difficult to forecast and that the 

company wants to avoid managers to influence their results via development expenditure 

capitalisation judgments.  

 

5. Discussion and Concluding Remarks 

Accounting conservatism appears to be a concept that is often referred to in connection with 

practical discussions regarding the accounting treatment of specific items and events. In 

meetings with preparers, users and auditors, you will often hear a discussion framed by how 

the conservatism principle has been applied, i.e. whether a conservative enough accounting 

treatment is applied. Normative accounting theorists and modern accounting standard setters 

have not assigned such an important role to the conservatism concept. Instead, conservatism is 

viewed more as an attitude that is inconsistently applied to all kinds of accounting issues, and 

thus not very suitable as a starting point for accounting theory. Accordingly, under IFRS, the 

conservatism concept has received a subordinate role in the conceptual framework. 

However, although conservatism is no longer emphasised in the financial reporting 

standards, the standards will still have to deal with the uncertainty that the company faces 

when preparing the accounts.  And where there is uncertainty there is often conservatism. 

Thus, the current paper aims to investigate how the conservatism principle is applied under 

IFRS, by examining three cases related to three different standards (IAS 12, IAS 38 and IAS 

11). In order to evaluate the impact of conservatism under IFRS, an analytical distinction is 

made, with reference to a discussion in Penman and Zhang (2002), between consistent 
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conservatism and temporary conservatism. The former refers to the case when an accounting 

treatment leads to a consistent understatement of net assets, for example, if R&D expenditure 

is always charged directly to expenses as incurred instead of being capitalised and amortised. 

The latter refers to when changes in estimates and accounting methods temporarily 

understates net assets via the creation of hidden (off-balance) reserves or excessive 

provisions, which later may be reversed.  

The examination of three cases related to loss carryforwards, development costs and 

construction contracts, showed that the application of temporary conservatism has been 

incorporated in the three standards reviewed (IAS 12, IAS 38 and IAS 11). Thus, although 

the consistent application of the conservatism principle is no longer viable in the three cases 

analysed in the paper, companies will instead apply conservatism when they make judgments 

regarding probabilities and other estimates. Moreover, since judgments are to be made every 

balance sheet date, it may become the ordinary course of accounting that every period some 

new off-balance reserves are created due to lowered estimates, while, at the same time, other 

off-balance sheet reserves are reversed due to improved estimates. The numerical and 

empirical examples illustrate that the creation of temporary hidden reserves in order to smooth 

income may not be just a practice of past conventional accounting, but a practice built into 

IFRS.   

The second purpose of the paper concerns the management control implications of two 

different internal accounting solutions regarding the capitalisation of development costs. 

Since top executives are publicly committed to accounting numbers prepared under financial 

reporting standards (such as IFRS), they will have an incentive to use the financial reporting 

standards throughout the whole company. Management accounting principles that deviate 

from the financial accounting principles, will force top executives to work out translations and 

adjustments between the management accounting principles and the financial accounting 
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principles. A numerical example was used to illustrate a practical situation perceived by a 

large listed company with a mix of development projects, where some were capitalised and 

some were not, all in accordance with the external financial accounting principles. The 

example showed that the mix of consistent and temporary conservatism, following from the 

application of the standard, generated a situation with counterintuitive interpretation of the 

underlying performance of the entity, i.e. the reported profits decreased although sales and 

underlying profits increased. The numerical example further showed that if consistent 

immediate expensing had been applied, the counterintuitive profit development would not 

have occurred. The two companies that chose to apply immediate expensing of the 

development costs in their internal accounts argued that capitalisation was of little use 

internally. One of the companies argued that this was because capitalisation was not applied 

to the whole development project, but only for a small part. This company evaluated the 

profitability of the development projects from a life-cycle perspective, in which the 

capitalisation of a particular phase did not contribute to the analysis. The other company 

argued that the capitalisation was difficult to forecast and that the company wanted to avoid 

managers to influence their results via development expenditure capitalisation judgments. 

The empirical examples described in the current paper shows that there is a risk involved 

when applying financial accounting principles internally. European listed companies are 

publicly evaluated on the basis of financial reports where IFRS is applied and this creates a 

strong pressure for companies to also implement IFRS in the internal accounting. However, 

IFRS was never intended as a basis for internal decision-making. The current paper shows 

that when a company makes investments in R&D, where some investments are capitalised 

and some are not, the information will sometimes be counterintuitive, not reflecting the 

underlying performance of the business. This may have negative consequences for the 

motivation and control of managers.  
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Notes 

1 According to Hendriksen (1982, p 83)): ”Conservatism is, at best, a very poor method of treating the existence 
of uncertainty in valuation and income. At its worst, it results in a complete distortion of accounting data.” 
 
2 Sterling (1967) observed that many academics and accountants are only moderately conservative, or anti-
conservative, when it concerns a theoretical discussion regarding accounting principles, but when it comes to the 
valuation of a specific asset, “…the recurrent phrase that something ‘is or is not conservative’ is almost 
inevitable” (ibid., p. 110). Although this article was published 40 years ago, this difference between theory and 
practice as regards the use of the conservatism concept still seems to be present. 
 
3 Current examples concern things like overestimating restructuring reserves (Moehrle, 2002) or temporarily 
lowering the estimates of bad debts or depreciation (Teoh et al., 1998). 
 
4 It should be noted that there is current research in favour of more conservatism, for example, Walker and 
Oliver (2005) who illustrate that the application of just one standard regarding the capitalisation of software for 
internal use, involves millions of options and they come to the conclusion that the principle that is simplest to 
apply and interpret is the immediate expensing of the expenditures related to internal-use software (licences, 
development, data checking and “maintenance”). 
 
5 Quotations from the IASB framework and from IAS 11, IAS 12, IAS 36 and IAS 38 refer to the IFRS 2006 
Bound Volume (IASB, 2006). 
 
6 Prudence is currently part of the reliability characteristic together with faithful representation, substance over 
form, neutrality and completeness. 
 
7 The inconsistencies in current conceptual frameworks are dealt with in an IASB and FASB joint project to 
develop a converged conceptual framework (see McGregor and Street, 2007). 
 
8 Penman and Zhang (2002, p. 238) makes a distinction between a conservatism effect that is “temporary, and so 
reverses later” and the application of “conservative accounting principles consistently without any change in 
accounting methods or estimates.”. 
 
9 The International Financial Reporting Interpretation Committee (2005) has considered whether to provide 
guidance on how to apply the probability criterion for the recognition of deferred tax assets arising from the 
carryforward of unused tax losses (and unused tax credits), but has decided not to. 
 
10 The company (Hi3G Holdings AB) is owned by Hutchison Whampoa Ltd (60%) and Investor AB (40%). 
 
11 Hi3G applies the Swedish adoption of IAS 12, named RR 9 and issued by the Swedish Financial Accounting 
Standards Council (Redovisningsrådet). 
 
12 The other criteria in paragraph 57 are the intention to complete the intangible asset and use or sell it, the ability 
to use or sell the intangible asset, to show how the intangible asset will generate probable future economic 
benefits, the availability of adequate technical, financial and other resources to complete the development and to 
use or sell the intangible asset and the ability to measure reliably the expenditure attributable to the intangible 
asset during its development. 
 
13 Ernst & Young (2006) presents some observations from a study of 65 large European companies 
implementing IFRS in 2005. Only one company in their sample used the revaluation model for any class of 
property, plant and equipment or class of intangible assets. 
 
14 Biacore applies the Swedish adoption of IAS 38 valid from 2002, named RR 15 and issued by the Swedish 
Financial Accounting Standards Council (Redovisningsrådet). 
 
15 The total R&D expenditure in 2002 was about 109 MSEK, but most of the expenditure was charged directly to 
expenses (about 104 MSEK) and only about 5 MSEK was capitalised. 
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16 The total R&D investment in 2003 was about 120 MSEK and about 65% of this expenditure was charged 
directly to expenses. The amortization period for developed products varied between 3 and 4 years, according to 
the annual report 2003.  
 
17 Before 2004, Biacore had reported positive net profits every year since 1994.  
 
18 It should be noted that there was a public bid offer for Biacore’s shares in 2005. The company was later 
acquired by GE Healthcare. 
 
19 Assume for example that the company had revenues, expenses and net profit from other operations amounting 
to 100, 95 and 5, respectively (profit margin=5.0%). Adding the construction project would not change these 
numbers under the CC method, but under the ZPR method the revenues, expenses and net profit would change to 
140, 135 and 5, respectively, lowering the profit margin to 3.6%. 
 
20 The numerical information regarding the application of the ZPR method that was included in the annual report 
2004 is no longer included in the 2005 annual report. Apart from that, the text is unchanged compared to 2004. 
 
21 The senior controller in company X who provided the information that the below example is based on has read 
the text in this article, including the numerical example, and has confirmed that it is an accurate description of 
what happened. 
 
22 It should be noted that the company referred to applies US GAAP, not IFRS, but with regard to the 
capitalisation of software the rules are similar, and the situation might just as well have taken place under IFRS. 
 
23 Please note that the numbers in the numerical example are fictive, but reflect the situation perceived by the 
entity in 2006. 
 
24 Capital letters are used to denote words spoken by the interviewer. 
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 O.B. Year 
1 

Year 
2 

Year 
3 

1A. Conventional accounting (no recognition of deferred tax asset)     
Assets 300 250 250 300 
Liabilities 200 200 200 200 
Equity 100 50 50 100 
Net profit  -50 0 50 
1B. IFRS (probable year 1 that loss carryforwards can be used)     
Assets 300 265 265 300 
Liabilities 200 200 200 200 
Equity 100 65 65 100 
Net profit  -35 0 35 
1C. IFRS (probable year 1 that loss carryforwards can be used, not 
probable year 2, but actually used year 3) 

    

Assets 300 265 250 300 
Liabilities 200 200 200 200 
Equity 100 65 50 100 
Net profit  -35 -15 50 
1D. IFRS (not probable year 1 that loss carryforwards can be used, but 
probable year 2 and actually used year 3) 

    

Assets 300 250 260 300 
Liabilities 200 200 200 200 
Equity 100 50 65 100 
Net profit  -50 15 35 
Table 1. Numerical example concerning loss carryforwards 
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 O.B. Year 
1 

Year 
2 

Year 
3 

Year 
4 

2A. Conventional accounting (immediate expensing)      
Assets 200 200 200 200 250 
Liabilities 70 70 70 70 70 
Equity 130 130 130 130 180 
Net profit  0 0 0 50 
2B. IFRS (recognition of asset over the whole period, amortization year 4)      
Assets 200 225 250 275 310 
Liabilities 70 70 70 70 70 
Equity 130 155 180 205 240 
Net profit  25 25 25 35 
2C. IFRS (recognition of asset year 1, impairment year 2, reversal of 
impairment year 3, amortization year 4) 

     

Assets 200 225 200 275 310 
Liabilities 70 70 70 70 70 
Equity 130 155 130 205 240 
Net profit  25 -25 75 35 
Table 2. Numerical example concerning development expenditures 
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 O.B. Year 1 Year 2 Year 3 
3A. Conventional accounting (CC method)     
Assets 0 45 95 10 
Liabilities 0 45 95 0 
Equity 0 0 0 10 
Revenues  0 0 110 
Expenses  0 0 -100 
Net profit  0 0 10 
Profit margin  0.0% 0.0% 9.1% 
3B. IFRS (POC method)     
Assets 0 5 15 10 
Liabilities 0 1 7 0 
Equity 0 4 8 10 
Revenues  44 44 22 
Expenses  -40 -40 -20 
Net profit  4 4 2 
Profit margin  9.1% 9.1% 9.1% 
3C. IFRS (ZPR method year 1, POC method year 2 and year 3)     
Assets 0 5 15 10 
Liabilities 0 5 7 0 
Equity 0 0 8 10 
Revenues  40 48 22 
Expenses  -40 -40 -20 
Net profit  0 8 2 
Profit margin  0.0% 16.7% 9.1% 
Table 3. Numerical example concerning construction contracts 
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 O.B. 2001 2002 2003 2004 2005 2006 2007 2008 2009 2010 2011 
4A. Conventional accounting (immediate expensing)             
Assets 200 225 245 265 285 315 345 375 405 425 445 445 
Liabilities 70 70 70 70 70 70 70 70 70 70 70 70 
Equity 130 155 175 195 215 245 275 305 335 355 375 375 
Net profit  25 20 20 20 30 30 30 30 20 20 0 
4B. Capitalisation followed by expensing (capitalisation of four projects with 
investments of 50 over two years, beginning 2001, 2002, 2003 and 2004 and 
amortized for 5 years following product launches 2003, 2004, 2005 and 2006. All 
expenditure of 50 per year from 2006 and onwards is charged to expenses as 
incurred) 

            

Assets 200 250 320 380 430 455 445 435 435 435 445 445 
Liabilities 70 70 70 70 70 70 70 70 70 70 70 70 
Equity 130 180 250 310 360 385 375 365 365 365 375 375 
Net profit  50 70 60 50 25 -10 -10 0 0 10 0 
Table 4. Numerical example concerning software development 
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Figure 1. Excerpt from Hi3G’s annual report 2005 (p. 27) 
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Figure 2. Excerpt from Biacore’s annual report 2003 (p. 33) 
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Figure 3. Excerpt from Biacore’s annual report 2005 (p. 42) 
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Excerpt from NCC’s annual report 2005 (p. 66) 

 

Excerpt from NCC’s annual report 2004 (p. 59) 

 

Figure 4. Excerpts from NCC’s annual reports 2004 and 2005 

 

 


