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OZET

Yuksek Lisans Tezi
TMS 23 Borglanma Maliyetleri ve TMS 2 Stoklar: Stardartlarin Tark

Vergi Usul Kanunu ile Karsilastiriimasi
Ahmet YAPAN

Dokuz Eylul Universitesi
Sosyal Bilimler Enstitlisu
ingilizce Isletme Anabilim Dali
ingilizce Isletme Yonetimi Programi

Son yillarda, kiresellame nedeniyle artan dgrudan yabanci yatirimlar
ve sermaye hareketleri, guvenilir ve kagilastirilabilir finansal tablolara olan
ihtiyaci artirdi. Bu ihtiyaci kar silamak amaciyla IASB, yuksek Kkaliteli ve
guvenilir Uluslararasi Muhasebe Standartlarint (UMSUFRS) hazirlayip,
yayinlamaktadir. Turkiye'de, Turkiye Muhasebe Standartlar Kurulu, (TMSK)
UMS/UFRS ile birebir uyumlu Tirkiye Muhasebe Standatlarini (TMS/TFRS)

olusturma stratejisi izlemektedir.

Isletmeler icin kiiresellgmenin etkilerinden bir tanesi de artan
rekabettir. Isletmeler bu sert rekabet ortaminin lstesinden gelélmek igin
makineler, techizatlar veya tesisler gibi yeni yatimlara ihtiya¢c duymaktadir.
Bu yatinmlarin finansmani genellikle yabanci kaynklarla saglanmakta, bu
durum ise borglanma maliyetlerinin  muhasebelgtiriimesinin  dnemini
artirmaktadir. Ote yandan stoklarin degerlemesi; stoklarin eksik ya da fazla
degerlenmesinin dg@grudan net geliri ve bodylece vergilemeyi etkilemesi
nedeniyle, her zaman muhasebenin 6nemli ve tagtmali konularindan biri
olmustur. Borclanma maliyetlerinin ve stoklarin degerleme ve vergileme
surecindeki bu o6nemleri nedeniyle, bu ¢agmanin amaci; TMSK tarafindan
yayimlanan Standartlardan ikisi; TMS 23 Borclanma Maliyetleri ve TMS 2
Stoklar Standartlarini ve bunlarin  hdkdmleri ile Vergi Usul Kanunu
cercevesinde Turkiye'de mevcut vergi ve muhasebe gylamalarini
karsilastirmall analiz yontemi izleyerek analiz etmektir.

Anahtar Kelimeler: 1)TMS/TFRS 2)Borclanma Maliyetleri 3)Stoklar 4) galeme



ABSTRACT

Master with Thesis
TAS 23 Borrowing Costs and TAS 2 Inventories: The @mparison of
the Standards with the Turkish Tax Procedural Law

Ahmet YAPAN

Dokuz Eylul University
Institute of Social Sciences
Department of Business Administration (English)

In recent years, with the increasing foreign directinvestments and
capital movements due to globalization, the need rfaeliable and comparable
financial statements has increased. So as to medist need, IASB formulated
and published high quality and reliable International Accounting Standards
(IAS/IFRSs). In Turkey, Turkish Accounting Standards Board (TASB) has
followed the strategy of setting Turkish AccountingStandards (TAS/TFRSs)
fully compliant with IAS/IFRSs.

One of the effects of globalization for entities isncreasing competition.
The entities need new investments such as machingdants or facilities to
overcome this severe competition. The financing dhese investments generally
done by external resources and this has increaselet importance of accounting
of borrowing costs. On the other hand, the valuatio of inventory has always
been one of the important and controversial issuesf accounting because
overvaluation or undervaluation of inventories influences directly net income
and so taxation. Because of this importance of théorrowing costs and
inventories in the valuation and taxation processhis study aims to analyze two
of the Standards that are published by TASB; TAS 238orrowing Costs and
TAS 2 Inventories and the differences between theiArticles and present tax
and accounting applications in Turkey based on TaRrocedural Law (TPL) by

following a comparative analysis method.

Key words: 1) TAS/TFRS 2) Borrowing Costs 3) Inventories 4)udion
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INTRODUCTION

The number of the entities that use accountingrimétion has increased
considerably with the globalization of capital metsk and rapid evolution of
international trade. This has created a need fodyming reliable and comparable
accounting information systems which has been alysit for setting global

accounting standards.

In a historical perspective, first, national acctig standards have been
developed but in time, stakeholders have underdioedact that these standards are
useful when all investment activities take placenational context; however, in a
rapidly globalized world where economies are muyudependent, these national
standards are not enough to meet their needs. foheréhe demand for high quality
accounting standards that are based on global atngurules, has increased
recently. This unavoidably led to a campaign tont@rize different national
accounting standards all over the world. Severgaizations and institutions such
as International Accounting Standards Board (IASBYyopean Union (EU) and
United Nations (UN) have involved in this proces$ lesarmonization or
standardization of accounting standards. Howev&BAwhich has formulated and
published high quality, understandable and enfdrleeglobal financial accounting
standards known as International Accounting Staida(lAS) and recently
International Financial Reporting Standards (IFRSyenerally accepted as the most

influential actor of this process.

Turkey, as a developing country, which wants talfall member of EU, in
order not to being different to the developments imternational accounting
environment, has conducted important studies caiggthe purposes of developing
accounting standards that are in conformity witlsMMkRSs. The efforts of Capital
Markets Board, the establishment of Turkish Accoyghand Audit Standards Board
and then Turkish Accounting Standards Board (TASE) some of the important
steps in this process. TASB which has public entigministrative and financial

autonomy, aims to develop national accounting stedgdthat are in favor of public



interest to achieve reliable, comparable and utaedable financial statements. Two
of these Standards that are issued by TASB areki§lurAccounting Standards 23
Borrowing Costs” (TAS 23) and “Turkish AccountingaSdards 2 Inventories”

(TAS 2). TAS 23 aims to establish rules for recagm (accounting of) borrowing

costs. TAS 2 aims to prescribe the accountingrreat for inventories. This study
aims to analyze deeply these two Standards anetéordine the differences between
the present tax and accounting applications in @yitkased on Tax Procedural Law

(TPL) and the Articles of the Standards by follogven comparative analysis method.

Our study consists of four parts. In the firsttpartheoretical basis for the
evolution of International Accounting Standards dnatkish Accounting Standards
is covered. Some important questions such as winydrazation of accounting
standards is crucial, should national accountiagddrds be harmonized to a global
level or left alone, should developing countries@dhe same accounting standards
as those used in highly developed countries or Idhemall and medium sized
enterprises be subject to the same standards matlatger ones, is discussed. The
institutions that are effective in the setting dblzal accounting standards are
mentioned. Importantly, obstacles to harmonizawwdnaccounting standards and
problems in the application of IAS (IFRS) by di#et countries are analyzed. In
addition to these, a comprehensive covering of diegelopment of Financial

Reporting Standards in Turkey is provided in thastp

In the second and third parts of our study, a daeglysis of TAS 23
Borrowing Costs and TAS 2 Inventories Standardeasle subsequently. In order to
provide the reader with a clear understanding ef Plaragraphs of the Standards,
comprehensive application examples are given isetlwo parts. Since, Turkey face
with the problem of the lack of education and psefenal training in line with the
TAS/TFRSs, the author of this thesis hopes thatstbdy will make a contribution

for both literature and accounting professionals.



In the fourth part of the study, the difference$wsen the present tax and
accounting applications in Turkey based on Tax &tacal Law (TPL) and the
Articles of the TAS 23 and TAS 2 is analyzed byidaling a comparative analysis

method.



FIRST PART

THE EVOLUTION OF INTERNATIONAL ACCOUNTING STANDARDS
AND TURKISH ACCOUNTING STANDARDS

1.1. The Definition and Objectives of Accounting $indards

Accounting is a service activity that provides wsédfnancial information
about economic entities to interested parties, sashmanagers, investors and
creditors. (Chasteen, Flaherty and O’Connor, 1298\ business enterprise has an
obligation to keep its capital providers informedoat the entity’s performance,
condition and prospects. In other words, the bgsing accountable to its investors
and creditors but in fact it is also accountabletteers who provide resources or an
environment in which to operate, such as employagsjernments and the
community at large. (Alfredson et al., 2005:NQwadaysacademicians use the term

of “stakeholders® rather than “stockholders” to reflect this issue.

In recent years with the growing level of globapitalized markets and rapid
evolution of international trade, the number of gleothat use accounting
information has unavoidably increased. (Duman, 20Q7Indeed, global investors
need reliable, understandable and comparable imfttom if they are to make
efficient capital allocation decisions. (Brouwef03: 4) This need of producing
more reliable and comparable accounting informasigsiems and practices led to

setting accounting standards.

Accounting standards that are developed from adewyprinciples are the
rules that manage accounting applications and papa of the financial statements

and financial reports.

Young (2003: 621describes “accounting standard-setting” as a psycas
exercise in sense-making, which constructs (at keasporarily) accounting facts by
including and excluding particular matters, tratisms and objects within the

! Stakeholders represent any group or individuals edn affect or is affected by the achievement of
the organization objectives. (Deaconu, Nistor aogaR 2009: 39)



financial statements. By the means of inclusion mi@asurement and disclosure,
importance and relevance are assigned to some renaitel objects; and through

exclusion, immaterial and insignificant issues @egermined.

In a historical perspective, the rules for whatdkof information should be
provided within the financial statements and repard the format that information
should take, have reflected differences among cmsnbut despite the existence of
differences, a mechanism for developing and adgtatounting standards had been
established in most countries. In some cases, @atdndetting has been the
responsibility of the public accounting professiaith enforcement of the standards
often achieved by law or government regulation. iRstance, accounting standards
are set by the private sector professional accoggtarganization in Austria, Brazil,
Canada, Sweden, Italy, the Netherlands, New Zeadarttl South Africa. In other
examples, standard setting has been the respatysibfl the government. For
example, there are government sponsored accousttimglards boards in Argentina,
China, France, Finland, Malaysia, Poland and Gre@dé&edson et al., 2005: 4in
some countries such as United States and Germagmyyate sector standard setter
has been established that is independent of thic@dzounting profession but these
are generally under close investigation of goveminbedies as in the example of the
relationship between Financial Accounting Standd&dard (FASB) and Securities
and Exchange Commission (SEC) in the United States.

In any way, national accounting standards have loseful for stakeholders
when all investment and other related economicvidies take place in home
countries but as mentioned above, in a rapidly alebd world in which
interdependence of the capital markets is unavtedatakeholders but especially
investment community and accounting professionizedl the need for and the
importance of an effort in the development of intgional accounting standards and

a common global accounting language.



1.2. The Importance of Setting Global (International) Aacounting
Standards

As Berber@lu (2002: 4-12) discuss substantial differences loarobserved
from one country to another in financial accountargl reporting practices due to
differences in legal environment, taxation systeet®nomic and cultural structures
and the level of economic development. As Zeghal &thedhbi (2006: 376)
emphasize, a particular country's choice of a $ipeset of accounting standards,
policies, and practices is the result of an intévacprocess among a number of
environmental factors. They quote from Cooke andlld@a@'s (1990) study
“Financial Disclosure and Regulation and Its Enmiment” that these factors could
be internal as well as external. They could incltai#ors such as economic growth
and the level of wealth, the level of inflationethducation level, the legal system
the country's history and geography, the finargyastem, the size and complexity of
business enterprises, the notoriety of the accogrmirofession, the development of
financial markets, sources of investment and fiirapcaccidents of histofyand the
predominant culture and language. They may aldodecthe existence of a colonial
link®, the presence of multinational enterprises, thaificant importance of foreign
investment and financing, the degree of openne$sréogn markets, the signing of

international agreements, and the presence ohitienal accounting firms.

2 There exist two main legal systems; common lawarde law. In common law countries (these are
Anglo-Saxon originated countries; The USA, The W(stralia..) the aim of financial reporting is a
fair representation of the financial situation loé ttompany. In the UK this is translated into “teunsl
fair view” concept. In code law countries (FranG&rmany and lItaly...) financial reporting is focdise
on compliance with the legal requirements and éswsl (Alexander, Britton and Jorissen, 2007: 35)

3 Company failure scandals especially in the USAhim 1920s and 1930s and in the UK in the 1960s
and 1980s, had a deep impact on financial repoitingese countries. In the USA the Securities and
Exchange Commission was established to contradistompanies, with responsibility to ensure
adequate disclosure in annual accounts. An ingrgasintrol over the form and content of financial
statements through improvements in the accountiagdsrd setting process has evolved from the
difficulties that arose in the UK. (Elliot B. andlibt J., 2009: 142)

4"“For instance in the South Pacific Zone; Fiji, PapNew Guinea and most other South Pacific Island
countries legal and accounting systems bear thé&sr@rtheir colonial experiences. In many cases
this legacy is English—Australian—New Zealand iigior (for example, Kiribati, Samoa and Solomon
Islands), though French (for example, New Caledomiad United States (for example, Marshall
Islands) influence is also marked in a small hundferations.” (Chand and Patel, 2008: 89)



Most countries fall generally into one of two gealegroups. In countries
such as France, Germany and Japan, businesses ti¢ai financial resources
largely from borrowing. In these countries, we gatlg observe small auditing
profession and tax domination of accounting ru{Bbes and Parker, 2004: 22) In
countries such as the United States, the Unitedgddm, Australia and the
Netherlands, businesses more often obtain financgdources from equity
transactions. These countries known as Anglo-S&mup are capital market and
shareholder oriented. (Delvaille, Ebbers and Chia@®5: 138)In these countries
accounting practices tend to be less conservatiderelatively independent of tax
rules; some private sector body usually respondtniestandard setting. (Chasteen,
Flaherty and O’Connor, 1998: 17)

The differences mentioned above can have dram#écte on the numbers
presented in the financial statements. For instatheefinancial crisis in late 1990’s
in Korea and the accompanying dramatic drop inggrifor Korean stocks focused
attention on this country’s accounting rules. (byjl#®., Libby P. and Short, 2001: 23)
The Asian Wall Street Journal reported the followindgdad it used the U.S.
accounting guidelines, Korea Telecom would havenak big hit in 1997; recording
a loss of 201 Billion won rather than 11 Billion wan net earnings it reported using
Korean guidelines. But it would have reported thettearnings bounced back to 388
Billion won in 1998, compared with the gain of 1BBlion won it reported using
Korean guidelines. The big difference is largelgdese of foreign currency swings,
which are reported differently in the U.S.” (Theids Wall Street Journal, 1999: 13)
Two other examples are that in 1993 Hoechst AGalede1.212 Million USD of
profits under the International Accounting Standanghile its gains calculated in
accordance with the US GAAP amounted only to 62Bidni USD. According to the
French accounting regulations, in 1996 the Eurm&sCompany registered a profit
of 202 Million FF, whereas according to the US GAA® profits surged to 1.021
Million FF. (Maliszewska and Maliszewski, 2008: 44)



As seen above, differences in accounting practreeng countries can be
observed due to political, social, economic andlldzases and can have dramatic
impacts. However, the globalizatbprocess leads the interdependence of markets
and companies and this unavoidably has increaseddémand for high quality
accounting standards which is based on global atoaurules. AdMaliszewska and
Maliszewski (2008: 41) states the deepening ofrmaigonal trade and services, the
increasing number of cross-border mergers and sitignis, the liberalization of
restrictions imposed on cross-border capital floave some reflections of this

process.

All these developments have led to a growing cagmpad harmonize the
different accounting standards all over the worid aver the last several years the
international accounting movement has gained mounenin 2001, the International
Accounting Standards Committee was reorganizedthdnternational Accounting
Standards Board. A major step occurred when theogean Union adopted a
regulation requiring most publicly traded EU comigano use the IFRS starting in
2005. Some non-EU countries have also replaced thetional standards with
IFRSs, while others like the United States haveliplybindicated their intention to
converge their standards with IFRSs. (Hines, 20®¥); As the IASB website

(www.iasb.org December 15, 2009)eclaresmore than 100 countries now require

or permit the use of IFRSs or are converging with international Accounting
Standards Board's (IASB) standards. Many smalleunicies have stopped
developing national standards altogether, relyimgead on IAS’s as their national
GAAP. Examples include Bahrain, Croatia, Cypruse thominican Republic,
Ecuador, Egypt (listed companies only); Haiti, Kepialta, Nepal, Oman, Panama,
Tajikistan, United Arab Emirates (banks only) anen€zuela. In China, some listed
companies must prepare IAS financial statementsni@stors while still preparing
Chinese GAAP statements for government purposeére@@on et al., 2005: 10)
Several other intergovernmental, regional or psitewl organizations too are

involved in attempts to harmonize or standardizeoanting standards. Market

® Someauthors argue that by globalization, the world basome a “global village”.



forces also contribute to harmonization the reasbmvhich will be clear in the
following paragraphs of this section.

1.2.1. The Definitions of Harmonization and Standatization

Harmonization or standardization has been definestveral studies as:

Murphy (2000: 475)by quoting from (Van Hulle, 1989)states that
harmonization is the coordination of pre-existindes of a different and sometimes

conflicting nature.

“Harmonization is a process of increasing the comgtality of
accounting practices by setting bounds to their rdegof variation.
Standardization appears to imply the impositionaomore rigid and
narrow set of rules. However, within accountingggé two words have
almost become technical terms, and one cannot upbn the normal
difference in their meanings. “Harmonization” isveord that tends to be
associated with the transnational legislation entar from the
European Union, “standardization” is a word ofterssociated with the
International Accounting Standards Committee.” (Esband Parker,
2004: 66)

“Standardization advocates the setting out of ridtasaccounting
for similar items in all countries. Harmonizatios liess radical in that it
allows for some different national approaches brdvgles a common
framework so that major issues will be dealt withsimilar ways across
national borders. As efforts to improve comparaypiliof financial
statements have increased, these two approaches bame closer
together.” (Elliot B. and Elliot J., 2009: 142)

“Standardization generally means the impositionaofigid and
narrow set of rules, and may even apply a singédird or rule to all
situations. Standardization does not accommodateoma differences
and, therefore is more difficult to implement im&tionally.
Harmonization is much more flexible and open; ieslmot take a one-
size-fits-all approach, but accommodates nationéfiecences and has
made a great deal of progress internationally et years.” (Choi,
Frost and Meek, 2002: 291)



“Harmonization is a process. Harmony is a statachviwill also be referred
to as a level. When the degree of concentratiorafoaccounting method increases
the state of harmony increases and harmonizatienokaurred.” (Murphy, 2000:
475)

As can be seen above, although there exist sonferatites with the
meanings of standardization and harmonization afoasting standards, most
academicians use these words interchangeably gsstw the difference slight.
Standardization is more related to setting globadoanting standards set and a
global financial reporting language. Harmonizatiess radically refers more to a
process of increasing the comparability of accawgnpractices and lower degree of
variation internationally. | will also use thesens interchangeably in the following

parts of this study.

1.3. Who Puts Pressure for Global Accounting Standds

The pressure for international harmonization comesly from -creditors,
investors and financial analysts who use the firnstatements in their multi-
purpose decision making process; -companies opgratultinationally (in fact, in a
highly globalized world, with increasing competitjcalmost all companies over the
world seek for international trade opportunitiesjnternational accountancy firms
and unavoidably -tax authorities (government). gbal is to have a coherent set of
accounting standards and practices that providenstand international decision
makers with a relatively homogenous informationduet which is comparable and

reliable.

1.3.1. Creditors and Investors

Creditors and investors have become increasingbtriited that the financial
statements of companies in different countries cafe compared. (Hines, 2007:
24) Especially, after the Asian Financial Crisis durthg late 1990’s, investors and
creditors have started to emphasize more on thebiigly of the financial statements

and financial reporting procedures of the countiresvhich they intend to invest.
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(Ozkok, 2000: 87)They also need confidence in the soundness of tidktirag.
(Nobes and Parker, 2004: 74) By the establishmegtabal accounting standards,
increased credibility of domestic capital marketsfareign capital providers and
potential foreign merger partners and increasedilaifity to potential lenders of
financial statements from companies in less deweelamuntries will be beneficial to
investment community. (Alfredson et al., 2005:1&)eed, informed investors are an
important ingredient of liquid and stable capitarkets. (Lewitt, 1998: 79)

1.3.2. International (Transnational) Companies

In an increasingly interconnected world, the operet of international
corporations are transnational. In addition moreé mnore investing takes place on a
global level. (Hines, 2007: &or thesdarge companies seeking capital worldwide,
their location no longer played a significant roleéhe choice of the accounting rules
or principles to be applied in their annual acceuMuch more important was the
fact that these companies wanted to make an ampedhe international capital
market. (Alexander, Britton and Jorissen, 2007:A#)ough the leading companies
still have a strong national home base, for manypamies especially from smaller
countries like Switzerland or Scandinavia, the inmguace of the home market is
almost eligible. For example, the 1998 net saledakia in its Finland home market
have been only 3.5 percent of total sales. (Gebh2@®0: 1) As Nobes and Parker
(2004: 74)states, for multinational companies the advantagdsarmonization is
obvious. The great effort of financial accountambs prepare and consolidate
financial statements would be much simplified iatetments from all around the
world were prepared on the same basis. The appmfisreign companies for
potential takeovers would also be greatly fac#itatMultinational companies would
also find it easier to transfer accounting stafiiirone country to another. Nobes
especially stress on the fact that if accounting lba made more comparable and
reliable, the cost of capital should be brought ddoy reducing the risk of investors.
As discussed in a research monograph preparedrbgt3tnd Gray (2002: 51-72)

there are higher levels of compliance for compabesed outside United States, for
instance Switzerland and China, possibly becaus¢hef need to do more to
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overcome perceptions relating to their traditiomational accounting models and to
be viewed as acceptable to the international imvest community. For the
companies operating in these countries, convettiigRS is often a costly and time
consuming process but many of them are discovettiag conversion improves
access to capital, reduces the cost of raisingtalapnd increases shareholder
relations. (Alp and Ustiinga2009: 683, with reference to Hansen, 2007)

1.3.3. International Accounting Firms

Big international accounting firms support and prgssure for harmonization
process too, owing to the fact that this will faaile their work on international basis

and reduce their costs especially within the lalgants.

1.3.4. Tax Authorities

Internalization of accounting standards takes stpfpom tax authorities too
for several reasons. First of all, tax authorites more easily detect harmful transfer
pricing practices of companies that operate tramsmaly and by the way they can
prevent tax evasion. Moreover, the authorities oamwe easily determine the tax

responsibilities of foreign investors.

1.4. Criticisms of International Accounting Standads

Despite, the growing campaign for the establishnoérglobal international
accounting standards and a common financial regptanguage by the interested
parties (stakeholders), which evaluated deeply alpavagraphs, | should emphasize
that there have existed some criticisms of glolm@ioanting standards too. It has
been claimed that accounting, as a social scidra= puilt-in-flexibility and that its
ability to adapt to widely different situationsase of its more important values. It
was doubted that international standards could Ibgibfe enough to handle
differences in national backgrounds, traditions awbnomic environments. In
addition to this some observers have argued thatnational accounting standard

setting is essentially a tactic of the large in&ional accounting service firms to
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expand their markets. Moreover, several authotedthat adoption of international
standards may create “standards overload”. Corposatmust respond to an ever-
growing array of national, social, political andoaomic pressures and are hard to
put comply with additional complex and costly imational requirements. (Choi,
Frost and Meek, 2002: 293)

The debate whether the harmonization (standardizair internalization) of
accounting standards is necessary may continueeimear future. Some arguments
against harmonization have merit. However, increasvidence shows that the goal
of international harmonization of accounting, distire, and auditing has been so
widely accepted that the trend towards internatidvamonization will accelerate.
Indeed as Choi, Frost and Meek (2002: 28f)ue that national differences in the
underlying factors that lead to variation in acdmgy disclosure and auditing
practice are narrowing as capital and product miarkecome more international.
Increasing number of companies is deciding thaueeof International Accounting
Standards is in their interest even if it is nojuieed. It has been argued that a
common set of practices will provide a “level playifield” for all companies
worldwide. (Murphy, 2000: 471) Many countries allamempanies to base their

financial statements on IAS and some require it.

To conclude this title | want to say that efforts dchieve international
accounting harmonization have experienced sevetalat debates. Should national
accounting standards be harmonized to a globall leveleft alone? Should
developing countries adopt the same accountingdatde as those used in highly
developed countries? Should small and medium sergerprises be subject to the
same standards with the larger ones? In the faligwections of this part, | will try

to focus on some of these debates.

1.5. The Debate over the Adoption of IAS/IFRSs by &veloping
Countries and the Factors Affecting This Process

The adoption of IAS by developing countries hasagisvbeen the subject of
controversy in accounting literature. AccordingZeghal and Mhedhbi (2006: 375)
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two schools of thought exist. The first supporte thdoption of international
standards in the developing countries because mazaton of international

accounting enhances the quality of financial infation; it improves the

comparability of accounting information in the imtational milieu; it facilitates

financial operations on an international scale, d@imds contributes to a better
globalization of capital markets. Zeghal and Mhed@006: 375) by quoting from

Wolk, Francis, and Tearney (1989argues that international accounting
harmonization is beneficial for developing courdrigecause it provides them with
better-prepared standards as well as the besttywaicounting framework and
principles.

The second school of thought insists that conatdmsr of each country's
specific environmental factors is necessary whéeabéishing a national accounting
system. Talaga and Ndubizu (1988jessed that a country's accounting principles
must be adapted to its local environmental conastioln fact, the accounting
information produced according to developed coastraccounting systems is not
relevant to the decision models of less-developmehiries. These arguments, and
others, have led some authors to strongly oppasadbption of IAS by developing
countries. (Zeghal and Mhedhbi, 2006: 375)

There exist several studies that emphasize on #dlceors affecting the
adoption of IAS by developing countrieZeghal and Mhedhbi (2006: 373-386)
researched factors that are capable of influenttiegadoption of IAS. In applying
logistic regression to a sample comprising 64 dgialy countries, they concluded
that education level, existence of a financial megriand cultural membership are
factors that are positively and significantly tiedthe adoption of IAS. No significant
relationships are found, however, for economic dghownd external economic
openness. According to their results, they condutthat developing countries that
enjoy the highest literacy rate, that have a wsialglished capital market and that
belong to an Anglo-American culture are the mostivated ones to adopt IAS. In
another study, Adhikari and Tondkar (1992: 75-98pmed a multivariate cross
national approach to study the relationship betwemvironmental factors and the
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accounting disclosure requirements of stock excasmydifferent countries. Among
severally selected factors which have generallynecoc origin, they found a
positive relationship between the size of equityrket (the level of market
capitalization) and the level of disclosure requieats as they expected. According
to this result, the greater the size of equity regrihe more developed and rigorous
disclosure requirements. However, contrary to thepectations, no significant
relationship was found between the degree of ecandavelopment and the level of
disclosure requirements. According to the authong reason for the insignificance
of this relationship may be that the degree of eoun development (and other
factors such as cultural, business and regulatoxranments) is more useful in
explaining variations in disclosure practices agguirements among countries with

marked differences in the level of economic deveiept.

1.6. International and Regional Institutions Working on Setting of
IAS/IFRSs

Many international bodies are involved in the psscef harmonization or
standardization of accounting standards. These ingleded organizations that may
not be closely related to accounting such as UniNatons and Organization for
Economic Cooperation and Development (OECD). Howeviternational
Accounting Standard Board (IASB) (previously Intaional Accounting Standards
Committee, IASC) and European Union are generalbepted the most influential
actors. The contribution of these bodies is desdritelow.

1.6.1. International Accounting Standards Committee Foundation
(IASCF)
1.6.1.1. Establishment and Aim

As thelASB website (www.iasb.orddecember 15, 2009) explains The IASC
Foundation is an independent, not-for profit prevaector organization working in

the public interest. Its principal objectives are:
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- to develop a single set of high quality, undersédohel, enforceable
and globally accepted international financial réjpgr standards
(IFRSs) through its standard-setting body, the IASB

- to promote the use and rigorous application oféhsiandards;

- to take account of the financial reporting needs ewherging
economies and small and medium-sized entities (S)\iasl

- to bring about convergence of national accountitandards and

IFRSs to high quality solutions.

The governance and oversight of the activitiedeutaken by the IASC
Foundation and its standard-setting body rests wghTrustees, who are also
responsible for safeguarding the independence ef IKSB and ensuring the
financing of the organization. The Trustees ardiplybaccountable to a Monitoring
Board of public authorities.

1.6.1.2. Organizational Structure

IASCF consists of four main bodies; Trustees, Bp&tandard Advisory
Council (SAC) and International Financial Reportifigerpretations Committee
(IFRIC).

1.6.1.2.1. Trustees

As the IASB website (www.iasb.argDecember 15, 2009) explains the
IASCF comprises twenty-two Trustees who promotewloek of the International
Accounting Standards Board (IASB) and the rigorapplication of IFRSs but are
not involved in any technical matters relating be tstandards. This responsibility

rests solely with the IASB.

Trustees are appointed for a renewable term ottiiears. Each Trustee is
expected to have an understanding of, and be sendgd, international issues
relevant to the success of an international orgdioz responsible for the
development of high quality global accounting semd for use in the world’s
capital markets and by other users.
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The main responsibilities of Trustees are to apptie members of the
Board, the Standing Interpretations Committee &edStandards Advisory Council,
to monitor IASB’s effectiveness, to raise its funtts approve IASB’s budget, to
have responsibility for constitutional change. ¢fdader, Britton and Jorissen, 2007:
42)

Uysal (2006: 104)criticizes the composition of Trustees as it has no
egalitarian or democratic origin, and Trusteesinslaf being based on continently
differentiated membership is not fair as the catah is too simple. Moreover, the
claim of having diversity in the background of mer# does not reflect a
composition that deeply questions present applinatiand supports different point

of views.

1.6.1.2.2. International Accounting Standards Board

Before focusing on the International Accountingrg@rds Board we shall
first say some words about its predecessor; Intema Accounting Standards
committee. (IASC)

Prior to the establishment of the IASB, internaéibaccounting standards
were set by the IASC. As early as 1966, the pradess accountancy bodies in
Canada, the United Kingdom and the United Statesated the Accountants
International Study Group (AISG) to develop compigeastudies of accounting and
auditing practices in the three countries in thpehthat their respective accounting
standards board would work towards the harmoniratioany differences. In 1972,
at the tenth World Congress of Accountants in Sydmeth the proposal of AISG
countries and with the support of Australia, Frarf@@ermany, Japan, the Netherlands
and Mexico, together the nine countries agreednm IASC, and in 1973, the IASC
opened its doors in LondofAlfredson et al., 2005: 7yhis body existed from 1973
to 2001, and its membership consisted of majorgzxibnal accounting bodies from
around the world.
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The IASC’S objectives were (IASC Constitution)

- To formulate and publish in the public interest@atting standards to be
observed in the presentation of financial statemantd to promote their
worldwide acceptance and observance.

- To work generally for the improvement and harmotnzeaof regulations,
accounting standards and procedures relating to ptiesentation of

financial statements.

As Murphy (2000: 472¥tates by quoting from Epstein and Mirza (198®
IASC's progress can be seen as taking place wititee phases, (1) 1973-1988,
development of a common body of standards; (2) 1985, the
comparability/improvements project; and (3) 19982, the core standards project.
The early development years were devoted to eshaibj and codifying a set of
international standards. The comparability projeas the result of criticism
regarding the numerous alternatives allowed by tASC standards. The
comparability project resulted in the revision & 4&tandards. The core standards
project has been encouraged by the IOSCO. Thetefbbithis program focus on the
development of high quality standards, which coblel used for cross-border

reporting

Although it was productive, the IASC suffered from number of
shortcomings and the IASC voted to dissolve itseitl to be replaced by the
International Accounting Standards Board. Some geed shortcomings of the
IASC were (Alfredson et al., 2005: 7)

- full-time workload but only a part-time board

- lack of convergence of IASs and major national GA#Ktr 25 years of
trying.

- need for broader sponsorship than is provided by #tcounting
profession.
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- shortage of resources, especially budgetary

- weak relationships with national standard setters

Recognizing these problems, in 1998 the commitegab a comprehensive
review of the IASC’s structure and operations. Titeaiew was completed in 2000.
The main recommendations of the structure revieavsaown below: (Alfredson et
al., 2005: 14)

- The large, part time IASC should be replaced bgnalker and essentially
full-time International Accounting Standards Board.

- The new IASB should operate under a broad-basedCI&8undation
(IASCF) with trustees representing all regionshaf world and all groups
interested in financial accounting.

- The new IASB should have a Standards Advisory CibUuSAC) to
provide counsel to the board.

- The SIC should continue in a slightly modified foes the International

Financial Reporting Interpretations Committee. (IER

After some debate, the proposals received rapidvaddspread support. In
May 2000, the IFAC unanimously approved the restmirng. The Constitution of
the old IASC was revised to reflect the new strrestu

The establishment of the IASB addressed and impraygon all the issues
mentioned above. Membership was expanded, the bwdgeincreased, more full-
time staff members were added and an effort wasem@d establish better
relationships with the different national standsetters. (Hines, 2007: 9)

While it was in existence, the IASC issued 41 séadsl, called International
Accounting Standards (IAS). The International GAARes passed by the IASC
were incorporated by the IASB. These rules remaieffect unless superseded by
subsequent IASB Standards. (Hines, 2007: 9)
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Having emphasized on IASC, predecessor of IASB, mevcan focus on

International Accounting Standards Board.

As the IASB websitdwww.iasb.org December 15, 2009) explains the IASB

is the independent standard-setting body of theCASundation. Its members

(currently 15 full-time members) are responsibleth® development and publication
of IFRSsincluding the IFRS for SMEs and for approving Ipretations of IFRSs as
developed by the IFRIC. All meeting$ the IASB are held in public and webcast. In
fulfilling its standard-setting duties the IASB lmvs a thorough, open and
transparent due process of which the publicatioooofsultative documents, such as
discussion papers and exposure drafts, for pubtiimneent is an important
component. The IASB engages closely with stakelmsldeound the world, including
investors, analysts, regulators, business leadersiunting standard-setters and the

accountancy profession.

Differently from the procedure to be a member instees which is based on
geographical representation; the main qualificafmnappointment to the board is
competence in profession and expertise interndtimagkets and businesses. (Uysal,
2006: 99)

The Board’s main responsibilities are (IASB Consiin)

- to develop, in the public interest, a single set gh quality,
understandable and enforceable global financiabwaating standards
that require high quality, transparent and comparanformation in
financial statements and other financial reportinchelp participants in
the world’s capital markets and other users maka@uic decisions;

- to promote the use and rigorous application ofé¢rsiandards; and

- to bring about convergence of national accountingndards and

International Accounting Standards to high quadmjutions
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The process of producing a new IFRS is similar e process of some
national accounting standard setters. Once a r#eddtandard has been identified, a
steering committee is set up to identify the reteéviasues and draft the standard.
Drafts are produced at varying stages and are erpospublic scrutiny. Subsequent
drafts take account of comments obtained during exgosure period. The final
standard is approved by the Board and an effed@te agreed. (Elliot B. and Elliot
J., 2009: 142)

Donnelly (2007: 119-121argues that between 2000 and July 2005, the IASB
transformed itself from a collegial, private intereassociation dominated by
accountants in common law countries and with caatper links to other
professional associations to a hierarchical, cémé international organization
producing standards sanctioned by a number of giesuregulators at the national,
regional and international levels. It therefore hasignificant and global impact on

the way that company information is made public.

We can see some reflections of the increasing itapoe and influence of the
IASB as a leader organization in setting globabaating standards. For instance, in
2002, the IASB and the Financial Accounting StaddaBoard (FASB) of United
States launched the Short-Term Convergence Pr@scpart of the Norwalk
Agreement to cooperate on bringing standards cltsgather. Later, in 2006, the
IASB and the FASB agreed a Memorandum of Understgn@ioU) that described
a programme to achieve improvements in accounttagdards, and substantial
convergence between IFRSs and US generally acceptedunting principles
(GAAP). The MoU was updated in 2008, and in Novemd@09 the two boards
issued a further statement outlining steps for detimy their convergence work by
2011.(www.iasb.org December 15, 2009)

Moreover as IASB websit@www.iasb.org December 15, 2009) states, in
2008, the IASB and the Accounting Standards Bodrdapan (ASBJ) published a
MoU, known as the Tokyo Agreement, which descritvedk to achieve substantial
convergence between IFRSs and Japanese GAAP by 2tk In 2009 the
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Japanese Business Accounting Council (BAC), a kdyisary body to the
Commissioner of the Japanese Financial Servicesn®dgdFSA), approved a
roadmap for the adoption of International Finan&aborting Standards (IFRSSs) in

Japan.

Most recently, at their September 2009 meetingittstiurgh, US, the Group
of 20 Leaders (G20) reaffirmed their commitment dgtobal convergence in
accounting standards, calling on ‘internationaloarding bodies to redouble their
efforts to achieve a single set of high qualityplgll accounting standards within the
context of their independent standard setting E®ceand complete their

convergence project by June 20fdww.iasb.org December 15, 2009)

1.6.1.2.3. International Financial Reporting Interpetations Committee
(IFRIC)

As the IASB website(www.iasb.org December 15, 2009¢xplains, The
IFRIC is the interpretative body of the IASB. ThERIC comprises 14 voting

members appointed by the Trustees and drawn frovarity of countries and
professional backgroundsFRIC meetings are open to the public and webdast.
developing interpretations, the IFRIC works closslth similar national committees

and follows a transparent, thorough and open doeegs.

IFRIC’s responsibilities are t¢Alfredson et al., 2005: 17)

- interpret the application of International FinamdReporting Standards
(IFRS’s) and provide timely guidance on financiaperting issues not
specifically addressed in IFRSs or IASs, in the teseh of IASB
framework, undertake other tasks at the requetsteoboard.

- publish draft interpretations for public commentiaonsider comments

made within a reasonable period before finalizingrgerpretation

® IFRIC members comprised mostly of technical pagrie audit firms but also include preparers and
users. (Epstein and Mirza, 2005: 5)
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- report to the board and obtain board approvalif@ interpretations.
1.6.1.2.4. Standards Advisory Council (SAC)
As the IASB website explaingwww.iasb.org December 15, 2009) The

Standards Advisory Council (SAC) is the formal advy body to the IASB and the

Trustees of the IASC Foundation. It is compriséd wide range of representatives

from user groups, preparers, financial analyst@demics, auditors, regulators,
professional accounting bodies and investor grotipg are affected by and
interested in the IASB's work. Members of the SAE appointed by the Trustees.

The membersare supposed to serve as a channel for commuoridagitween
the IASB and its wider group of constituents, tggest topics for the IASB’s
agenda, and to discuss IASB proposals. (Epsteirvarad, 2005: 5)

The Council meets three times a year to adviséAB& on range of issues,
including the IASB’s agenda and work programme. B4« also provides advice
on single projects with a particular emphasis is mactical application and
implementation issues, including matters relatingekisting standards that may
warrant consideration by the International FinandReporting Interpretations

Committee.

Some authors claim that SAC has no effective imiteeon the work of
IASB. For instancePonnelly (2007: 119-1213tates that weak SAC influence over
the Board has disappointed a number of its membérsIASB constitution requires
there to be at least 30 members on the councifitgbn a variety of viewpoints
about the desirability and impact of measures pe@dy the Board, and to suggest
new ones where this is deemed necessary. Despite the SAC lacks
institutionalized point of view non-financial repiolg issues, such as director

statements (also known as management commenta@€ying the company’s

" The SAC consists of about 40-50 members, nominatetheir personal (not organizational)
capacity, but are usually supported by organizatiehich have an interest in international reporting
(Epstein and Mirza, 2005: 5)
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treatment of so-called stakeholder issues relatngmployees, the community and
the company’s long-term strategy. This is con&deas surprising by the author
given the IASB’s aim and intent to move into thigea of reporting standards as a

means of improving corporate governance througisparency.

1.6.2. International Federation of Accountants (IFAC)

As the IFAC website(www.ifac.org December 18, 2009) explains The
International Federation of Accountants was founaledctober 7, 1977 in Munich,
Germany at the 11th World Congress of Accountants.

The IFAC has a full time secretariat in New Yorldaamomprises an assembly
of the same accountancy bodies as belong to th€.IAS work includes the setting
of international guidelines for auditing, ethicglueation, management accounting
and organizing the international congress every fi®ars. (Nobes and Parker, 2004
81)

IFAC was established to strengthen worldwide antancy profession in the
public interest by:

- developing high quality international standards awpporting their
adoption and use;

- facilitating collaboration and cooperation amorsggnitember bodies;

- collaborating and cooperating with other internaicorganizations; and

- serving as the international spokesperson for ¢oeuntancy profession

The relationship between the IASC and the Inteomadi Federation of
Accountants (IFAC) is one which causes much coofusind some tension. Both
these difficulties can be overcome by recognizingt the IASC is an accounting
standard setting body and IFAC represents the atapoay profession. The

relationship worked well when this difference wasderstood and sometimes
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worked badly when one or other organization attehdb usurp the other’s role.
(Cairns, 1997: 332-333)

Crucially, in a historical perspective, the IASCdali-rAC agreed a set of
mutual commitments under which IFAC recognized IASC as the sole body
having the responsibility and authority to issureit$ own name, pronouncements on
international accounting standards with full auityorThis has been an important

step for the IASBs acceptance as the leader ohgkdrounting standards setter.

1.6.3. International Organization of Securities Comissions (I0OSCO)

IOSCO is the representative body of the world’susiies markets regulators,
including the SEC in the US and about 100 similgaaizations. As emphasized in
different sections of this study high quality fircgad information is crucial to the
operation of an efficient capital market. Howewdifferences in the quality of the
accounting policies among countries led to inedficies between markets. As
regulators of capital markets, IOSCO members hagérang interest in financial
reporting that is relevant, reliable, complete &nathsparent. (Alfredson et al., 2005:
8)

From the early 1990’s, IOSCO took an active roleeimcouraging and
promoting the improvement and quality of IAS’s. IOS rather than establishing
financial reporting standards itself followed aipglof support for the IASC efforts
to set international accounting standatdsl995, IOSCO and IASC formally agreed
to work on a program of core standards that cowddubed by publicly listed
enterprises when offering securities in foreignigdictions. This agreement was
described as a milestone. Although there were stefieiencies of the agreement in
disfavor of IASC, the one possible success forl&&C was the acknowledgement
that the IASC, and not IOSCO, should be responsibiethe interpretation of
International Accounting Standards. (Cairns, 195-346)
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The substance of the July 1995 agreement betweelA8C and the IOSCO
is that:

- The 10SCO technical committee had agreed that #W8CI work
programme will result, upon successful completiam, International
Accounting Standards comprising a comprehensive ser of standards;

- Completion of comprehensive core standards thataeceptable to the
technical committee will allow it to recommend erskment of
International Accounting Standards for cross bomféerings and other

foreign listings.

In May 2000, IOSCO recommended that its membemnipéne use of IASs
by multinational issuers for cross-border offerirmgl listings. This is accepted as a
major step for the elimination of the necessity tfee multiple reporting. (Elliot B.
and Elliot J., 2009: 148)

All these IOSCQO’S cooperation efforts with the IAS6d then IASB and its
endorsement of the IASB’s efforts are indicativetloé growing support for the

establishment of generally accepted Internatiora@ofinting Standards.

1.6.4. European Union

The EU’s strategy on accounting harmonization nyaibhsed on the
accounting directives and the demands of some ofels big companies to issue
their securities and raise capital on internatiovegbital markets. The accounting
directives have done much to improve and harmofirzancial reporting in the
European Union. (Cairns, 1997: 306-307) The marectives were the following

ones.

- Fourth Council Directive of 25 July 1978 on the aaihaccounts of

certain types of companies (78/660/EEC),
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- Seventh Council Directive of 13 June 1983 on cadatdéd accounts
(83/349/EECQC),

- Council Directive of 8 December 1986 on the annaatounts and
consolidated accounts of banks and other finandratitutions
(86/635/EEC)

- Council Directive of 19 December 1991 on the annaetounts and

consolidated accounts of insurance undertaking${41EEC)

The adoption of these directives was a remarkatdp s the process of
financial reporting harmonization, as they broughbut a certain level of financial
statements comparability. However, they had som&dlas a tool of harmonization
too. First of all, directives have some technicafidencies. (Ustiinda 2000: 51)
Moreover, the preparers tried to preserve too nteaditional national solutions and
they did not come up with common rules for all twuntries. (Maliszewska and
Maliszewski, 2008: 44-45A further problem is that compliance with the direes
has been insufficient for those larger companieghvivish to access international
capital markets(Cairns, 1997: 307Moreover, the legislation process in the EU is
long and complicated; hence, once accepted, teetoies were not amended before
2001.

In the 1990's Europe’s big companies faced soméiculties in
internationalizing their financial reports. Thereasvsome disagreement on the
accounting standards and other requirements whiohld be met in such reports.
This problem has been experienced especially farpemies which wished to list
their securities or raise capital in the Unitedt&aEuropean companies realized that
traditional national approaches to financial rejpgrtis inadequate in the face of
demands of globalization and this led the capitatkets increase their pressure on
national and EU bodies for accounting reforms amd €onvergence with

international financial accounting standards.

With the increasing pressure coming from businesgrenment and capital

markets, The EU bodies recognized that the Accogriiirectives which provided
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accounting rules for limited liability companies menot, in themselves, sufficient to
meet the needs of companies raising capital onntieenational securities markets.
There was a need for more detailed standards ta iheeneeds of business
environment. (Elliot B. and Elliot J., 2009, 148)

The European Commission initially sought to persuatie American
Securities and Exchange Commission (SEC) to supgpertmutual recognition of
European financial statements prepared in accoedaith the directives but the
SEC was firmly opposed to such an idea. The ordjistec option open to the EU
was to lend its full support to the adoption ofelmational Accounting Standards as

the mutually acceptable standards of accountingdesalosure. (Cairns, 1997: 309)

In this way, the approach to financial reportirggrhonization in the EU has
changed. The IAS (and later the IFRS) was appragetthe basis of standardization.
The Regulation No. 1606/2002 of the European Radra and of the Council of 19
July 2002 on the application of international actg standards was a true
landmark in the process of financial reporting dtadization. According to this
regulation, all the companies, whose securitiesteaded on a regulated market
within the EU, are obliged to prepare their cordatied financial reports in
conformity with the IFRS starting from 2005. Theeditives also regulate matters
that are outside the scope of the IFRS, includivgrhanagement commentary and

the audit of financial accounts. (Maliszewska araliszewski, 2008: 45-46)

Although the applications and the impacts are dbfieand the processes vary
in speed, in the big countries of Europe; Francern@any and ltaly; the
internalization of financial reporting has acceledaconsiderably especially as a
result of the European Regulation requiring theliappon of IFRS for consolidated
accounts of listed companies in 2005 that menticdmal/e. (Delvaille, Ebbers and
Chiara, 2005: 138)

On the other hand, despite all these encouragingla@ments toward

convergence of accounting standards in Europeaa, zs1Chand and Patel (2008:
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85) states the EU has encountered a number otulifeés in their drive towards

convergence. The major obstacles are the diffeeencéhe systems of developing
and enforcing compliance with accounting standaass] the various cultural and
economic disparities that exist in the respectigantries of the European Union.
Moreover, there exist uncertainities about the llegansequences of IFRS
implementation on different concepts and computaticelated to enterprises (such
as dividends, employee participation and incenjivielvaille, Ebbers and Chiara,
2005: 143)Therefore,as McCreevy (2006)tated in IASCF Conference in 6 April
2006:

“European Union, in the short term, shall focus two key
issues: The first one is to ensure a stable platféor existing IFRS, so
the new standards can be down and prove their wamththe second one
to solve any problems of application or enforceméat ensure
consistency in the standards throughout the EU.”

1.6.5. United Nations (UN)

United Nations interested in the accounting develepis especially from
1970’s and its studies on accounting standardgfiaadcial reporting mainly based

on the activities of multinational companies. (Wstés, 2000: 49)

UN founded an Intergovernmental Working Group opétts of International
Standards of Accounting and Reporting (ISAR). ISA&S created in 1982 and is the
only intergovernmental working group devoted tocagting and auditing at the
corporate level. Its specific mandate is to promibie harmonization of national
accounting standards for enterprises. ISAR accaingdi its mandate by discussing
and promulgating best practices, including thos®memended by IASB. In recent
years, ISAR focused on important topics that tHeeobrganizations were not yet
ready to address, such as environmental accour(@igi, Frost and Meek, 2002:
291)
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1.6.6. Organization for Economic Development and GCoperation
(OECD)

As the OECD website (www.oecd.o@ecember 18, 2009) explains, OECD

brings together the governments of countries cotedhito democracy and the
market economy from around the world to supportasoable economic growth,
boost employment, raise living standards, mainfaiancial stability, assist other

countries' economic development and contributedavth in world trade.

The Organization provides a setting where govertsn@ompare policy
experiences, seek answers to common problems, ifidegbod practice and

coordinate domestic and international policies.

As related to international accounting standardsCD does not see itself as
a standard setter but as a platform that promatésrnialization of accounting
standards and financial reporting language. Witlalpa to this stand, similar to UN
position, it acts as an observer in the processntrnalization of accounting
standards. (Ustiinga2000: 50)

1.7. Road blocks to Convergence: Obstacles to Harmiaation of
Accounting Standards and Problems (Controversies) ni the
Application of IAS (IFRS)

There have existed some obstacles to the harmamzatf accounting

standards and establishing a global reporting lagguMoreover, some problems

have been experienced during the implementatidA®$ and currently IFRSs.
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1.7.1. Differences in the Functions, Regulations dn Practices of

Accounting Systems within Countries

To begin with, differences in the socio-economiodiions of accounting led
to differences in the process of regulatiés. stated in the preceding sections of this
study in common or case law countries such as UB& Australia, details of
accounting regulation are delegated to governmeg@hcies such as SEC which in
turn might delegate their authority to a private@mting standard setting body such
as FASB. In countries with a tradition of code |d@r,instance France and Germany,
commercial law and tax law contain detailed accimgntules® The legislative
bodies in those countries have been reluctant kegdie authority to the private
standard setting bodies that were set up only tBcenFrance and Germany. Both,
the French and the German Accounting Standards Giees do not have the
ultimate power to issue accounting rules but havask for governmental approval.
Thus, legislators and governments in those coungiie determined to retain control

of the process of accounting regulation. (Gebh&@®0: 1-2)

There exist large differences between the accogmimactices of different
countries too, emphasized before in this study. iRetance, Countries of North
American Free Trade Agreement (NAFTA) and membeainties of EU have
accepted different accounting standards. NAFTA tes have accepted United
States Generally Accepted Accounting Principles GB3P). USGAAP is rule
based and this is the most significant feature thtiers it from IAS or IFRS.
Therefore, it has prepared too detailed. On therdtland, as mentioned before, EU
zone follows IASBs IFRS. (Yalkin, Demir D. and Deri, 2008: 59)

1.7.2. Nationalism
Another significant obstacle is nationalism. Thisaymshow itself in an

unwillingness to accept compromises that involvanging accounting practices
towards those of other countries. This unwillingnesay exist on the part of

8 Ciftci and Erserim (2008: 235) points out the idiffties of these countries in transforming thaix t
based accounting systems to information based atiogusystems.
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accountants and companies or on the part of statesmay not wish to lose their
sovereignty. (Nobes and Parker, 2004: 88) Gebhardt(2000: 1-2) states, it is
difficult to imagine that legislators or standarekters of other countries delegate

authority to a body dominated by another country.

1.7.3 Technical Problems

Ayangzlu (2007: 106) points out the technical problemtatesl to the
standards. She claims that the increasing complexit the standards creates
difficulties especially for the emerging and dey@hg economies. For instance, fair
value concept that is referred in many standardsugh a useful and modern
approach to disclosure of financial statementsjaseasy to be calculated in the
economies lacking efficient markets. In such a cas¢hematical calculations in
order to achieve fair value requires an advancedl lef information and technical
expertise that cannot be seen always in emergiogoedies compared to developed
ones. Moreover, translation of the standards tonal languages creates problems

for countries that are not accustomed to an advhlesel of accounting practices.

1.7.4 The Problem of Unfamiliarity

As Nobes and Parker (2004: 68) and Chand and &@8: 87-90) argue the
lack of strong professional accountancy bodies ames countries blocks to
convergence too. Lack of a well-defined and comgmsive set of accounting
standards and an active independent regulatorcibitdte the implementation and
enforcement of accounting standards in some casthas created the problem of
unfamiliarity. This problem of unfamiliarity has been experiencgebater in
countries where the IAS approach is very differbotm the domestic tradition.
These countries face a larger problem in termsaofilfarization which has to be
overcome through training courses and the avaitgtof technical support. (Abd-
Elsalam and Weetman, 2003: 80-8he standards tend to provide limited guidance
on applying the principles to specific transactioAgcountants are not given a

specific road map to use when applying the primsiplo real world situations.
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Instead they are encouraged to use professiongimedt to apply the general rules
to their particular circumstances. (Hines, 2007) T® use such a judgement,
accounting professionals need a high level of eitutaand competence in
profession. However, because of fhek of experienced professional accountants,
lack of education and professional training in lingth the IFRSs or similar
standards; this process of familiarization will mpsobably be expensive. (Chand
and Patel, 2008: 87-90) In many developing coustaeemerging markets, where
the supervisory body of the capital market is rtobrey, the relative cost of non-

compliance might be less than the cost of compéianc

1.7.5. Implementation and Enforcement

In addition to these, as Chand and Patel (2008:s&fkks some countries
adopt IFRSs to gain instant respectability or tves@s a politically correct substitute
for their own accounting standards without provigdireporting incentives and
employing mechanisms to enable compliance withettetandards. Therefore one
cannot be sure that harmonized accounting standaodgd lead to harmonized
accounting practices and comparable financial tspor

Finally, | shall state that it should not be fdtgo high quality standards
implemented in a defective manner will not resalthigh quality financial reports.
Without adequate enforcement, even the best adogurgtandards will be
inconsequential. (Alexander, Britton and Joriss20Q7: 42)Therefore, in order to
facilitate convergence, an effective enforcementhaaism is necessary. Adequate
enforcement, as stated precedingly, requires arotreg things, a reasonable supply
of qualified and experienced accountants and, itapdy, well-established
accounting profession and regulatory systems. (Chad Patel, 2008: 90)

One more (possibly the most critical one) contrel issue in the
internalization of accounting standards is the eogence of United States GAAP
and IASBs IFRS. Because of the importance of tHgest, it is mentioned in a

separate section below.
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1.8. IASB IFRSs and US GAAPs Convergence

United States has a strong tradition of Generdbcepted Accounting
Principles that these principles are followed byngnaleveloping countries and
emerging markets but accounting scandals such esEWorldCom, Adelphia and
Tyco that have experienced in recent years showatl S GAAP has some
deficiencies t00.ibis and Ozkan, 2006: 30)

As mentioned in different parts of this study, metional GAAP prepared by
IASB is principles basédn contrast to U.S. GAAP which provides a listspcific
rules to apply in given accounting situations. B@ndards concentrate on general
principles derived from a conceptual framework. @02 article in the CPA Journal
illustrates this point: Principles-based accounfmgleases is addressed in six IASB
pronouncements and one Interpretation. In conttdss, GAAP related to lease
accounting is addressed in 20 Statements, nine FHA&Bpretations, 10 Technical
Bulletins, and 39 EITF Abstracts. (Hines, 2007: 10)

As Hines (2007: 6) states, in the foreign policgrex, the United States has
always accustomed to use unilateral initiative poder and the trend is not different
in accounting developments. For many years, Théedrtates has been so cautious
about joining a binding global accounting schemat ih does not have unilateral
power to influence or set its own accounting ruldader the current U.S. GAAP
system, all accounting standards are promulgatetl.y organizations, with the
ultimate authority residing in a U.S. governmergragy. A private U.S. organization,
FASB, issues standards but the Securities and Bgeh@ommission retains ultimate

authority.

° By following a principles based approach, IASsdtém include only a limited amount of guidance
for applying general principles to typical transags, encouraging professional judgement in
applying the general principles to other transadtitypical to an entity or industry. 1ASs also te¢ad
include qualitative principles (a lease is a fimal&ase if its term is for the major part of theremmic
life of the asset) rather than quantitative guitkdi (a lease is a finance lease if its term is @75
more of the estimated economic life of the leasep@rty) (Alfredson et al., 2005: 6)
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However, by the increasing demand and pressure @apital markets for
globally harmonized accounting standards and filmhnmeporting language, by the
negative effects of accounting scandals that USemaipced and by the increasing
acceptance of IASB and its IASs (IFRSs) especiblythe EU; United States
authorities on accounting standards that is FASB3C increased their interest on
IASB work. Indeed, The IASB and FASB attempted Yoid conflicts and promote
similarities where they can. They signed “The NdkwAgreement” in October
2002. In September 2002, they launched the Shari T@onvergence Project as part
of the Norwalk Agreement to cooperate on bringitagndards closer together.

Before, there was an obligation of SEC that congsawhich prepare their
financial statements according to IAS/IFRS mustonede the number of their
earnings and equity with US GAARIbis and Ozkan, 2006: 32)his reconciliation
was costly to prepare and led to companies publishin effect two different
operating results for the year, which was not abvesll accepted by the market.
(Epstein and Mirza, 2005: 7) This obligation wdmrdoned in November 2007
which is an important step in the US GAAP and IkRS8vergence.

On February 2006, a Memorandum of UnderstandingUMbetween the
FASB and the IASB was issued, entitled “A Roadmap donvergence between
IFRSs and US GAAP 2006-2008”. The FASB and the 1A$Beed on the following
guidelines regarding their approach to converggmogram:(Alexander, Britton and
Jorissen, 2007: 60)

- Convergence of accounting standards can best bevachthrough the
development of high quality, common standards tives.

- Trying to eliminate differences between two staddahat are in need of
significant improvement is not the best use of B#A&SB’s and IASB’s
resources- instead; a new common standard shouldebeloped that
improves the financial information reported to isigs.

- Serving the needs of investors means that the Boalobuld seek

convergence by replacing weaker standards witimgéostandards.
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In addition to these developments in August 208 Seclared the roadmap
related to the final adoption dFRS. (Celik, 2009)Indeed, by 2008 a number of
projects were completed. For example, the FASBedsiew or amended standards
to bring standards in line with IFRS, for exampl@dopted the IFRS approach to
accounting for research and development assetsradgn a business combination
(SFAS 141R), in others the IASB converged IFRS with GAAP, for example the
new standard on borrowing costs (IAS 23 revised) sggment reporting (IFRS 8),
and proposed changes to IAS 12 Income taxes. Fopéniod of 2009-2016 the
intention is for the development of agreed stanslaodcontinue with a view to US
companies being permitted on a phased basis téF&&® for their financial reports
by 2011 and for all companies to be able to doys@016. (Elliot B. and Elliot J.,
2009: 153-154)

However, as Brouwer (2005:5) argues this rosy pectf cooperation is not
the full one because the FASB works in a speciéitomal legal framework, while
the IASB does not. Equally, both have what thegnt&nherited” GAAP. The FASB
also has a tradition of issuing very detailed ssadsl that give bright line audit
guidance, which are intended to make compliancetrabreasier and remove
uncertainities. Moreover, the litigation environrh@nthe US also makes companies
and auditors reluctant to step into areas whergegomknts have to be taken in

uncertain conditions. (Epstein and Mirza, 2005: 11)

The definition and calculation of income is anothmportant controversial
issue between IASB and FASB. The FASB examines gdmnn the financial
position of the company (assets and liabilitied)ilevthe IASB looks at earnings and
expenses. This means that the book value of fiahmgrivatives could improve
company accounts under American standards, butundér IAS. American law
makers underlined their continued belief in thee#Bability method in the
Sarbanes/Oxley Act of 2002, despite the role ofvdéwes in company collapses.
(Donnelly, 2007: 119-121)
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For the intention of all US companies be able t® ERS by 2016, Elliot B.
and Elliot J. (2009: 154) emphasize on the unaatiawhether the target date can be
achieved because attention might be diverted tawardreview of fair value
accounting® and there might be a political pressure on the $Gnembers in

Congress to delay mandating the use of IFRS foctifSpanies.

To sum up this section, important steps have bakentin the road to the
convergence of US GAAP and IASB IFRSs. SEC Commissis expressed support
for reasonable process to allow US companies tolkR& in 2008. However, as
mentioned above, there exist some conflicting issta®. Indeed, Hayn (2009)
claims “smoke is rising” by quoting several speeché will not be bound by the
existing roadmap that's out for public comment.” g Schapiro, SEC
Chairwoman; January 2009) “If you are going to hglabal standards, we need the
U.S., but it can’t go indefinitely. We've been canging for seven years. We have a
timetable to finish in 2011. It's designed to fiese major economies-Korea, Japan,
Canada, and India-who are converging that year.h@le to finish this year.” (Sir
David Tweedie, IASB Chairman, August 2009) As cam &een from these
statements, the developments in 2011 will give akear understanding of the future
of this long convergence story.

1.9. The Debate over the Adoption of InternationaFinancial Reporting

Standards for Small and Medium Sized Enterprises

Small and medium-sized entities are estimated ¢owat for over 95 per cent
of all companies around the world. For examplehinitthe EU countries, in the
United Kingdom, in the late 1990s SMEs accounted8f® per cent of companies
filling accounts and 50 per cent of non governnenployment. (Evans et al., 2005:
25, with reference to Dugdale et al., 1998) Germiaay a traditionally even larger
and more influential SME sector than the UK. Inyitand Spain, in 1990, SMEs
made up 99.96 per cent of the total number of mssirentities, and accounted for

% |n November 2008, The US Congress gave SEC theofitihto suspend the use of fair value
accounting. (Hayn, 2009)
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82.84 per cent and 91.9 per cent, respectivelgngbloyment. (Evans et al., 2005:
25, with reference to Paolini et al., 1999)

For a long time IASB has been criticized for making into account this
importance of SMEs; it has been generally claimfeat tnternational Accounting
Standards (IAS) and International Financial Repgrtstandards (IFRS) have been
developed mainly for the financial reporting reguients of large and listed
enterprises! (Di Pietra et al., 2008: 2&Vhether these are suitable for the reporting
needs of SMEs has been questioned. In fact, in maagtries and regional bodies,
there exist different accounting applications @héintial reporting) for SMEs. For
instance, within the EU, these entities are sulifgceporting regimes which provide

differing degrees of exemptions. (Di Pietra et2008: 29)

Despite of the existence of the arguments in fafodifferential reporting,
there are also arguments against for differengpbrting. The main arguments for
differential reporting are undue burdens and dispriionate costs for SMEs, less
complex transaction$and less need for sophisticated analysis of higglyregated
information for SMEs as well as perceived lack elevance of statutory accouhits
to the main user groups and finally easier tramsinf SMEs to full IFRSs. The
arguments against differential reporting are thenaed for universalit¥, the need
for comparability and reliability, the fear of malg smaller companies “second class

citizens” and the risk of the creation of a twa-tecounting profession.

' Indeed, IAS GAAP has sought applicability, in geiéo all enterprises, in all types of economy.
(Alexander and Archer, 2004: 1.05)

12 Financial statements of larger companies reflemtencomplex transactions and data and these are
used by a larger set of users and for a widerfsgeasions than SME accounts which creates a need
for more extensive disclosures. However this dagsapply to SMEs, whose stakeholders have other
means of access to internal information. (John Hedlas, 2000 and Harwey and Walton (1996)
quoted by Evans et al, 2005: 28)

'3 Although some argue that statutory financial stetets are a useful source of information for
management purposes for small companies, in getihenalwere not considered as useful for decision
making. John and Heleas (2000) states that: “Vewy bf the owner-managers have a proper
understanding of the contents of statutory accountéey often take the view that statutory accounts
are of no practical use for decision making andegorto use management accounts and a cash flow
forecast.” (Evans et al., 2005: 29)

* Some academicians argue that different rulesifterdnt entities may lead to different true anit fa
views.
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Despite of the existence of stated negative argtsndhere is a widely
accepted idea that a simplified, self-containedo$etccounting principles that takes
into account SMEs stakeholders needs is cruciaEgstein and Jermakowicz (2007:
38) states this perceived need for a standalone satnglified standards has become
increasingly manifest in recent years. FASB fotanse worked on a development
of such a streamlined group of financial reportiaguirements. In another example
United Kingdom within this decade successfully ierpented Financial Reporting
Standards for Smaller Entities (FRSSE).

Not being indifferent to these developments anthwhe concern that if
regulation of SMEs left under the control of othmgulators, it might not be
consistent with the IASB’s Framework or with IFRESB, in 2003, voted to
develop specific standards for SMEs. These stasdard intended to reduce the
costs of preparing financial statements for SMEd fatus on user needs. In June
2004, the IASB Discussion Paper “Preliminary Views Accounting Standards for
Small and Medium-Sized Entities” was published. sThincluded the Board’s
preliminary views and raised specific questions iasdes relating to whether special
standards for SMEs would be required. Commentshan Riscussion Paper were
invited to be submitted by 24 September. (Evard.ef005: 23) 117 organizations
and individuals commented on this Discussion Pafjdre IASB set up a
subcommittee of the Board which made recommendati@sed on a review of the
responses to the Discussion Paper. It concludddthibee was a demand for SME
standards and that the Board should therefore de\al Exposure Draft and On 15
February 2007 the IASB issued an Exposure Draft)(BDa proposed IFRS for
Small and Medium-Sized Entities. Together with tdmft two other documents
were published: Basis for Conclusions on the Expodfiraft IFRS for Small and
Medium-Sized Entities and the Draft Implementatidnidance IFRS for Small and

Medium-Sized Entities.
When responding to the Discussion Paper and thgodtire Draft, some

interested parties have not supported the appriakem in the development of IFRS

for SMEs. According to them, rather than simplyammlining existing standards, the
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IASB should have taken a user-based, more condepiproach in creating

differential accounting for SMEs. They argued thta differences between large
public companies and SMEs should have been incaigdrinto the conceptual

framework. (Epstein and Jermakowicz, 2007: 38) Eheopean respondents to the
draft mainly emphasized on the fact that the stahdies not really take into

account stakeholders specific to SMEs and theidsie@eaconu, Nistor and Popa,
2009: 39) Similarly Di Pietra et al., (2008: 30Catst that:

“To satisfy cost-benefit considerations, modifica not only of
disclosure, but also of the recognition or measwenprinciples in IFRS
might be required. Therefore, the standards for SMiBould not be
based on the concepts and principles in the IASBmework and
existing standards. Instead, suitable concepts &or international
reporting framework for SMEs should be developedtlmn basis of
further research.”

In addition to these comments European Commissi@huated the Draft as
insufficient for simplifying the life of EuropeanViEs. The commissioner McCreevy
(2007) in one of his speeches stated: (Di Pieted, @008: 29)

“We have repeatedly emphasized that accounting SWIEs
must be simple and reflect the nature of businesbsmall companies.
The feedback we have receive from Member States,Etlropean
Parliament and stakeholders is that current IASBfdis not simple
enough to be applicable for the bulk of SMEs in Eug¢ At this stage,
therefore, | do not intend to propose that the IAB&t be endorsed for
application in the EU.”

In relation to the issue of simplification anothemportant debate is the
threshold criteria that is technical determinatmnwhich entities are targeted in
these standards. The IASB in defining SMEs, prefleesemployee number criteria
and defines a typical SME would have 50 employklesvever, the Board used this
criterion as a guideline not as a quantified ses# for defining SMEs. Such a focus
helps the Board to decide the kinds of transactems conditions that should be
addressed in the IFRS for SMEs. However, studie® Isaown that in Europe the
average employment number of the SMEs is 4 whil€urkey the average number

of the employment among all the business entitse8,68 employees per entity.
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Therefore, some commentators in the process obnelpg to draft, emphasized that
it would be wrong not to consider the micro-sizeditees from the scope of these
standards. (Ozkaya, 2007: 98-99)

By evaluating these responds and criticisms toQttadt, IASB continued its
studies on the standards for SMEs and publishe® IfeiR SMEs at the end of June
2009. Although the criticism for a separate congabtramework for SMEs has not
been fully taken into consideration, IASB in linathwthe critics prepared a stand-
alone standard unlike the Exposure Draft that permitted the ubalbaccounting
policy options in full IFRSs mainly by cross-refece to the relevant IFRS. Despite
the existence of some exceptiththere is almost no cross references to full IFRSs
in the IFRS for SMEs. To avoid cross-referencimg, FRS for SMEs permits only
the simpler accounting policy; for instance thetam®del for property, plant and
equipment. (Fisher, 2009: 30) As the IASB websxel@&ns (www.iasb.orgJanuary
02, 2010) where full IFRSs allow accounting polidyoices, the IFRS for SMEs
allows only the easier option. For instance, naoopto revalue property, equipment,
or intangibles; a cost-depreciation model for i@t property unless fair value is
readily available without undue cost or effort; wworridor approach’ for actuarial
gains and losses.

Related to the threshold debate, IASB developatblfp accountability®’
criterion. According to this, the standard is u§sdSME entities that do not have
public accountability and publish general purpasarfcial statements for external
users. (Fisher, 2009: 30)

In responding the demands especially coming fradmd®mmission for more
simplification, IASB took some measures; for ingahe standard does not include

> The IFRS for SMEs is a self contained standaress than 230 pages. (www.iasb.org, January 02,
2010)

® The section dealing with financial instruments rpigs an entity to apply IAS 39 Financial
Instruments: Recognition and Measurement.

" An entity has public accountability if: 1- its dedt equity instruments are traded in a public marke
or it is in the process of issuing such instruméaitdrading In a public market; or 2- it holds essin
a fiduciary capacity for a broad group of outsidesone of its primary businesses. (Fisher, 20Pp: 3
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requirements relating to earnings per share, mtéinancial reporting and segment
reporting because they are generally not expectedbe relevant for SMEs.
Borrowing and development costs are expensed bypviag the cross references to
full IFRSs. However, the continuation of the undensling of IASB that all gains
and losses on financial instruments will be recpgdiin profit or loss, unavoidably
calls for the usage of fair value concept in sorases. This will probably create
difficulties especially for micro entities but thASB considered this difficulty to
some extent by establishing two different sectidealing with financial instruments:
Section 11: Basic Financial Instruments addressesidial instruments measured at
cost and Section 12: Other Financial Instrumenssids addresses more complex
issues, including fair value measurement and heddia micro entities generally do
not use advanced financial instruments, they wvaiitmue to measure their financial

instruments at cost as they have been accustomg@eigber, 2009: 30-31)

To sum up this section, | shall state that thexdded is available for any
jurisdiction to adopt, whether or not it has addgidl IFRSs. Each jurisdiction must
determine which entities should use the standak&BIs only restriction is that
listed companies and financial institutions shaudd use it. (www.iasb.orglanuary
02, 2010)

1.10. The Development of Financial Reporting Standads in Turkey

As mentioned before, with the increasing globaimaof capital markets and
the liberalization of world trade; the need for gwoing more reliable, transparent
and comparable accounting information systems asme and this need led to
setting accounting standards in national level fsd then harmonization of these
standards in global level. For Turkey, as a devatppountry, in order not to being
different to developments in international accoogtiand finance; to develop
accounting standards that conform to IAS/IFRSsusial. In fact, while considering
the efforts of being a member of European Uniomdé&armonious with IAS/IFRS
and enforcement of these standards have becomgainievfor Turkey. Therefore

several important studies have been made in rgeams in order to develop national
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accounting standards which are in compliance WAB/IFRS. These developments
and the nature of Turkish Accounting System ardyaed in a historical perspective

in the following paragraphs.

1.10.1. External Influence in the Turkish Accountig System

To begin with, | shall state that the developmenaacounting standards in
Turkey has been under the control and superviditineogovernment, and influenced
by the laws and applications transferred from west®untries where they have
considerable economic and political effects ondbentry’s legislations. (Ustiingda
2000: 52)In accounting practices, initially French legistetiand publications and
then German legislation and publications have ledfttive. By increasing relations
with United States (US) after 1950's; the effects WS system have been
experienced. In the recent years, by the increasifgts to integrate European
Union (EU) as a full member, EU and IASB regulatohave been followed.
(Baspinar, 2004: 46)

1.10.2. Legal Regulations

The accounting practices have been managed thrieggt regulations and
provisions in Turkey. The main regulations are legislations, Turkish Commercial
Code (TCC), Law of Capital Markets (legislationsdaBanking Law (legislations).
The first provisions in Turkey regarding accountiegd financial statements were
laid down in the TCC. Turkish Commercial Code, euatly in force, was entered
into force in 1956 and was substantially influenbgdContinental European Codes,
particularly Germany, Italy and Switzerland andréiere has been substantially
influenced by tax laws. (Curuk and Cooke, 2005:,288h reference to Tekinalp,
1992 and Mugan, 1995) Most of the provisions relateaccounting practices in this
code have become outdated. The Turkish CommeraialeGvas re-written and
issued as draft. | will emphasize on it in theduling paragraphs. In fact, the basic
law covering the accounting applications in Turkethe tax laws. The provisions in

tax laws aim to determine tax obligations of theegmrises and therefore all
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accounting practices have been carried out fopthpose of determination of tax.
(Ustindg and Alp, 2009: 689, with reference to Kiiciiks6zer995) The

accountants consider that they are responsiblerttoom to tax laws because of the
existence of comprehensive audits and effectivectears in case of failure to

comply with these provisions. (Karapinar, Aygkoand Bayirli, 2007: 14)

1.10.3. Initial Studies for the Development of Acamting Standards and

Uniform Chart of Accounts in Turkey

The first organization that introduced accountitapdards in Turkey was the
Capital Markets Board. (CMB) The standards werdiphéd in the Official Gazette
numbered 30064 and dated January 29, 1989 undéti¢hef “Seri: XI, No: 1, “The
Communiqué for the Rules and Principles Pertinenfinancial Statements and
Reports in the Capital Markets”. Curuk and Cook@0& 288) argue that the
European Union Fourth Council Directive has bedluémtial in the preparation and
content of this communiqué. This regulation couhdydoe applied on the publicly
held companies which were subject to the regulatioh CMB. Therefore these
standards could not be generalized but importatity paved the way for the
Uniform Accounting System. (Karapinar, Ayigga and Bayirli, 2007: 7)

In 1992, the Ministry of Finance organized a coneeitto establish the
accounting principles and a uniform chart of acd¢suhat would be used by all
companies. The Ministry published the committeejgort in a Communiqué on 26
December 1992 establishing the principles and tii@um chart of accounts to be in
effect starting 1 January 199Jstiind& and Alp, 2009: 687Yhe obligation of the
application of Uniform Accounting System has beeal@ated as a big step in the
standardization of accounting practices due to fdet that it was prepared as
compatible with the Fourth Directive similar to CMEommuniqué. 14
communiqués have been released and adapted umtWriting of this study. The
regulations have intended to provide fair accounfior operations and results of
companies. (Yalkin, Demir D. and Demir V., 2008) 59
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1.10.4. Turkish Accounting and Audit Standards Boed (TAASC)

Another important step in the adoption of interoa#il accounting standards
in Turkey was the establishment of Turkish Accougtand Audit Standards Board
(TAASC). It was founded according to a directiveepted by the board of directors
of Professional Chambers and Union of Chambersediif@d Public Accountants of
Turkey (TURMOB) on February 9, 1994. It conductés! studies concerning the
purposes of developing and issuing accounting staiscthat will provide a basis to
preparation and presentation of financial statemeot providing acceptance and
application of these standards in the country ahgroviding harmonization of
Turkish Accounting Standards with International égnting Standards. The board
had issued 19 standards during its operation peHadvever, these standards had
not been applied by entities, because TAASC didhawe any sanction power so as
to force companies to follow these standards. TAABE completed its activities by
the establishment of Turkish Accounting StandardarB. (TASB) (Yalkin, Demir
D. and Demir V., 2008: 63)

1.10.5. The Other Studies of the Capital Markets Bard and Banking
Regulation and Supervision Agency

Capital Markets Board after publishing “The Comnqud for the Rules and
Principles Pertinent to Financial Statements andoRs in the Capital Markets” in
1989, have continued its studies on accountingstas and in order to make capital
markets more reliable and transparent and incriesiseest of domestic and foreign
investors to shares of listed companies and conftsmhe European Union
regulation requiring for publicly traded EU compasito use the IFRS starting from
2005; CMB developed a study for the full harmon@abf the accounting standards
with the IFRSs. The opinions of the market act@gehbeen taken and at the end of
these efforts, “The Communiqué for the Accountintan8ards in the Capital
Markets” was published in the Reiterated Officiahz8tte numbered 25290 and
dated November 15, 2003. The communigué was enieffedce and so valid on the

first interim financial statements subsequent tmuday 01, 2005.(Karapinar,
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Ayikoglu and Bayirli, 2007: 7)T/he Communiqué included a complete set of 33
standards that are in harmony with IFRS. The cornegawhich are subject to the
Law of Capital Markets (except the companies inlihaking sector which have to
follow the rules of Banking Regulation and SupeapnsAgency) were obliged to
prepare the financial statements and reports witienframe of provisions that are
included in the Communiqué. At this point | shadint out that with these efforts of
CMB,; it is for the first time accounting practics informing the public have been
put on the agenda of Turkey. Astiindg and Alp (2009: 687mphasizes outside
the scope of regulations of the CMB, tax laws hbheen effective in accounting
practices and as mentioned before accounting hers faecticed for the purpose of
correct determination of the tax base. The said Bomqué and other studies of
CMB paved the way for an information based accogntinderstanding instead of

tax based accounting in Turkey.

Similar to CMB studies, Banking Regulation and &wjsion Agency
(BRSA) issued Communiqués for Accounting ApplicatiRegulations. These
Communiqués have included accounting standardscéordance with IAS/IFRS
determining the principles of preparation and pmé&siéon of financial statements and
reports for banking sector. International operai@ane huge in the banking sector
therefore application of accounting standards tbamform to IAS/IFRS is a
noteworthy development in Turkey. By the applicataf these standards in banking
sector, more reliable and transparent financiakstants have been provided since
2005. (Yalkin, Demir D. and Demir V., 2008: 63)

1.10.6. Turkish Accounting Standards Board (TASB)
Undoubtedly, the most important development in thdoption of
international accounting standards in Turkey was #stablishment of Turkish

Accounting Standards Board (TASB). It was estaklishased on the Supplementary
Article 1 of the Capital Market Law dated 15 Decemii999 numbered 2499 as
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amended by the law numbered 4§87he Board® as a related institution of Prime
Ministry has public entity, administrative and fneal autonomy. Its establishment
goal is to encourage the development of nationebwaating standards in favor of
public interest to achieve reliable, comparable amberstandable financial
statements. (Ustiingaand Alp, 2009: 689)As can be seen from the above
paragraphs, many different governmental institigisach as Ministry of Finance,
CMB and BRSA issued regulations that are relatecentities in their rule of
authority and this has created a multi-layered ceting in Turkish Accounting
System. In fact, the most important establishmemt @ TASB is to abolish this
multi-layered structure by developing accountirendards applicable to all entities.
In this aim, TASB has started to prepare a simgaifset of accounting standards for
small and medium-sized enterprises (SMEs), whiehparallel to the IASBs IFRS
standards for SMEs. Following the publication ofkish Accounting standards for
SMEs, it is expected that unity in accounting aggilons of SMEs in Turkey will be
ensured. (Ustiingaand Alp, 2009: 697) In the process to conformhe tules of
Basel Il, SMEs must apply international accountstgndards in order to provide
loans from banks. Therefore, the study of the TASBso important to prepare
Turkish SMEs to the changing structure of finandmghe world. By the application
of these standards SMEs in Turkey will more easilggrate with the global markets

because their financial statements will gain vafith the international markets.

Numerous countries national accounting standaodseb have been adopting
IFRSs; however, approaches used for convergender dgignificantly across
countries. Various approaches to converge or hamadnclude adoption of IFRSs

in their entirety, full adoption of IFRSs with timags, adoption of IFRSs with

8 TASB started its activities by holding its firstesting on 7 March 2002 and the related Board
resolution was published on the Official Gazette N¥726 dated 4 April 2002. “The Regulation on
the Principles and Procedures on the Operationshef Turkish Accounting Standards Board”
(Regulation) was published on the Official Gazélte 25404 dated 16 March 200dJstiindg and
Alp, 2009: 689)

9 The Board composed of nine members, one from eftte Ministry of Finance, the Ministry of

Industry and Commerce, the Council of Higher Edocatthe Undersecretariat of Treasury, the
Capital Market Board, the Banking Regulation angeSuision Board, the Commaodity Exchanges
and the Association of Chambers of Commerce, arul ftam the Union of Chambers of Self-
Employed Accountants, Financial Consultants andtifiget Financial Consultants of Turkey.

(Ustiindg and Alp, 2009: 689)
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amendments and additions to bring them in line wité local environment and
continuation with the local accounting standards$ inuharmony with the IFRS.
(Chand and Patel, 2008: 83) TASB has chosen tlaegir of setting financial
reporting standards fully compliant with IFRSs. $etting financial reporting
standards fully compliant with International Finalc Reporting Standards
(IAS/IFRS), the TASB has followed the principle dfe official translation
procedure set out by the IASCF. An agreement cadhAggleement for the Waiver of
Copyright within Limited Territories (Waiver Agreamt)” was signed with the
Foundation providing the legal basis for this pwweo According to Waiver
Agreement, TASB publishes IAS-IFRS, integral partgshese standards and SICs-
IFRICs. (Ustiindg and Alp, 2009: 689-690JAS and TFR¥ issued by TASB are
published in the Official Gazette and so they agally regulated. (Karapinar,
Ayikoglu and Bayirli, 2007: 7)

1.10.7. Recent Developments

CMB, after the establishment of TASB as the unigtganization which has
the authority and power for the determination amgbliaations of TAS/TFRS,
followed a policy of helping the efforts of abolisg multi-layered accounting
structure in Turkey and issued “Seri XI: No: 29:.eT@ommuniqué for the Principles
of Financial Reporting Standards in the Capital h&s” that was published in the
Official Gazette numbered 26842 and dated AprR@)8. With this Communiqué it
became a must for the publicly held companies ¢pgre financial statements in line
with TAS/TFRS that are fully compliant with IAS/IFRR Similarly, Banking
Regulation and Supervision Agency (BRSA) accephedrégulation that the entities
subject to the Banking Law, must prepare finangtdtements in line with
TAS/TFRS that are fully compliant with IAS/IFRS froJanuary 1, 2007. (Aysan,
2008: 48-49)In the same way, Republic of Turkey Prime Ministigdersecretariat
of Treasury issued “The Communiqué for Financiap&teng in Insurance and
Reinsurance Companies and Retirement Companiehwiias published in the
Official Gazette numbered 26582 and dated July2087. By this Communiqueé it is

20 A grouping of standards published by TASB can tense Appendix 1.
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accepted for these companies in the insurance rsactase TAS/TFRS in their
accounting practices. (Ciftci and Erserim, 20080)2All these are very important
steps in the development of accounting standardbs aam integrated accounting

system in Turkey that are in harmony with the gl@m@ounting standards.

As mentioned above TCC of 1956 has still beenarcd. Many of its
provisions related to accounting applications haeeome outdated. However, in
recent years with the increasing demand coming fibosiness environment, it was
re-written and issued as draft form. In the dradt @an see important provisions that
ensure a legal status to TASB and TAS/TFRSs. Aaegrtb the draft, entities must
apply accounting practices in the framework and MARSs in recording and
preparing their financial statements. (Yalkin, Demi and Demir V., 2008: 65)
Some academicians argue that when this new law £ame force integration will
occur in the financial statements of entities imkey. However, some others stated
their doubts for the effects of the new Turkish @oencial Code (draft) during the
application process. They argue that accountanisider that they are responsible
against tax legislations and the fact that no aeratment is made to the provisions
of the tax legislations that promote the use of TAIRS will be the most striving
obstruction against applicability of the standarfnistry of Finance has been
expected to make necessary changes to the taxatemis and uniform chart of
accounts in order to provide conformity with TASEBmancial Reporting Standards.
Making amendments to the TCC without changing twe legislations will not
provide an ideal system of harmonized accountiragtpres for all the entities in
Turkey and so will hinder the efforts of TASB indiprocess. (Karapinar, Ayigl
and Bayirl, 2007: 14)

1.10.8. Difficulties Faced During the Adoption of AS/IFRS in Turkey
In recent years by the efforts to adopt IAS/IFRS urkey, certain challenges

have been experienced for both the enterprisesgandrnmental bodies, for the
public in general. These challenges occur bothnguthe adaptation process and
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during the implementation stage. In the followirgyagraphs, | will try to analyze
the difficulties faced in this process.

1.10.8.1. Tax Based Accounting System of Turkey

International Financial Reporting Standards (IAR$) issued by IASB
mainly intend to meet the sound information neeflsngestors, creditors and
financial analysts. However, in Turkey, there is arcounting system for tax
determination rather than a system for informing tublic. (Gonen and durel,
2007) In recent years, with the great efforts of E&hd TASB, accounting practices
for informing the public have been put on the agenél Turkey. Now it is left to
Ministry of Finance to make efforts in order to tmm tax legislations especially
the Turkish Tax Procedural Law and Uniform ChartAsfcounts to TAS/TFRS
issued by TASB. This will promote a uniform accaogtsystem in Turkey. In
addition to these, the new TCC draft that makes SRRage for all entities an
obligation should rapidly come into force. Thisoise of the delayed responsibilities

of Turkish National Legislative Body.

1.10.8.2. Complexity of the Standards and Technic#édsues

As Alp and Ustiindga (2009: 690-691) and Gonen andgugel (2007)
emphasize the increasing complex structure of #RSE affect adversely their
adoption and implementation. As mentioned befoeeube of the new concepts such
as fair value, which is one of the main represargatof principle based accounting,
has created difficulties in Turkey too as many otkeuntries. Moreover, the
translation of international standards; becaugbteiise of lengthy English sentences
and use of terminology that is very difficult t@amslate; has been a challenge in the
adoption and implementation of the standards. TA®Bked in depth in this issue
and a glossary of terms had been prepared. To eenier use of consistent
terminology a working group composed of accountiagademicians and
professionals translated the glossary of terms.
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1.10.8.3. Knowledge Shortfall of Turkish AccountingProfession

As many developing countries, Turkey face with pneblem of thdack of
experienced professional accountants and professimaining in line with the
IFRSs. Indeed, introducing a system of continuerfgsisional education to prepare
professional accountants for adequate interpretatial application of the IFRSs is
an important requisite for the success of the harmadion process. (Chand and
Patel, 2008: 87T herefore, first of all, accounting programs in theversities should
be reassessed and necessary course adaptaticmdfoader understanding of the
standards for the students of the administrativeé @onomic sciences should be
made. (Aybga, 2002: 53) In fact, an integrated approach isessary with the
participation of universities, TURMOB, TASB and ettrelated parties in order to
overcome the knowledge shortfall on the standafdsnprehensive education and
training programs is needed. In fact, with a cdrsgcategy, TASB is working on
training programs in cooperation with professiooanizations of accountants and
universities in Turkey(Ustiindg and Alp, 2009: 691-692)

1.10.8.4. Enforcement

Despite the many existing problems we can clealythat Turkey realized
an important achievement in the adaptation of THRI$ compliant with IFRS but
in order to achieve a uniform and well working aatiing system, enforcement of
these standards is crucial too. Indeed, effectiworeement is essential for the
successful implementation of the standards. (Usiindnd Alp, 2009: 692)
Undoubtedly one of the required mechanisms forcéffe enforcement is auditing
mechanism. In Turkey, independent auditing is cdsgy for the companies of
public ownership, capital market establishmentswad as the banks and other
financial organizations. For other entities theseno such an obligation. The new
TCC draft imposes an independent auditing for o#reerprises. This will help the
establishment of uniformity in Turkish accountingdaauditing system. One existing
problem is the ongoing discussion about the auwthtdn for the issuance of the
audit standards between TURMOB and CMB. TURMOB katablished Audit

Standards Board and the Board has fully transltednternational Audit Standards
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into Turkish but the standards failed to be appliealt is claimed by TURMOB that
CMB has not been granted any authorization to makgilation in the fields of
international audit standards. However, CMB isstled “Communiqué for the
Independent Audit Standards in Capital Markets2@®6. (Karapinar, Ayikgu and
Bayirl, 2007: 14)

In order to achieve an effective audit system urk€y, this authorization

problem should be rapidly settled and the new TC&tdhat grants independent
auditing for all entities in Turkey should comeariorce.
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SECOND PART
TURKISH ACCOUNTING STANDARDS 23: “BORROWING COSTS”

In a rapidly globalizing world, business entitieed with severe competition
not only in national markets but also in internaéib markets. This unavoidably
requires new machines, plants, facilities; in sinew investments to entities’ assets.
These investments are financed by equities or ligreal financial resources. In
recent years the number of the companies that trésoexternal financing has
increased considerably because by this way compar@e benefit from some tax
opportunities and from the effect of financial leage. Such a situation undoubtedly
increased the importance of accounting of borroveiogys.

In Turkey, several important studies have beenemadorder to integrate
with the global economy and to conform to Intermiaéil Accounting Standards. In
order to achieve this aim Turkish Accounting StaddaBoard (TASB) has chosen
the strategy of setting financial reporting staadafully compliant with IFRSs. In
setting financial reporting standards fully comptiawith International Financial
Reporting Standards (IAS/IFRS), the TASB has fo#avihe principle of the official
translation procedure set out by the IASCF. Onethefse standards “TAS 23
Borrowing Costs” aim to prescribe the treatmentbofrowing costs incurred in

financing the acquisition, construction or prodantdf certain assets.
2.1. The Evolution of the Standard

In the first half of 28 century, business entities in developed countigs
as United States, considered the borrowing costscedly the interest expenses as
part of income statement and therefore expensest tbests rather than capitalizing
them. However, by the 1960’s with increasing contipet, investments became
important and so new assets are acquired or catetkuln this period companies
preferred to declare more income in order to getenbmrrowings and provide new
shares so as to meet increasing financing needa. rAsult, capitalizing borrowing

costs became a way of declaring more income foretiigies. However, there was
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any regulation that provides necessary principles ralles for the capitalization of
borrowing costs during these years. In order teeckhis gap, firstly, in United States
the “FAS 34 Capitalization of Interest Cost” wasused. In this Communiqué the
conditions in order to capitalize borrowing cosésvé been systemized. After that, in
1983, International Accounting Standards Commiit=eied “IAS 23 Borrowing
Costs” and revised it considerably in 1995. (Eato andilter, 2005: 205) Finally,
the IASB amended IAS 23 in March 2007 to converggh WS GAAP. The broad
principles of IAS 23 Revised are the same as ti$eAS 34 although the details
differ.

In our country, Turkish Accounting and Audit Stands Board issued “TAS
14 Borrowing Costs” in parallel with IAS 23. Theastlard would come into force
from 01.01.2000. After that, in order to fully igmate with global accounting
developments “TAS 23 Borrowing Costs” which is yulompliant with 1AS 23 was
issued by the Board in November 2005. The Stanwardd come into force for the
periods after 31.12.2005.

This Standard was updated by the following Commués in order to
respond the challenges and developments occurredntarnational Financial

Reporting Standards:

-  The Communigué Numbered 46 which was publishedhan ®fficial
Gazette numbered 26583 and dated July 15, 2007.

- The Communiqué Numbered 89 which was publishedha ®fficial
Gazette numbered 26966 and dated August 13, 2008.

- The Communiqué Numbered 114 which was publishethén Official
Gazette numbered 27068 and dated November 28, 2008.

2.2. The Aim and the Core Principle of the Standat

The aim of the standard is to establish rules éaognizing (accounting of)

borrowing costs. In relation to this aim, the cgrenciple of the standard is
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capitalization of borrowing costs that are direc#iifributable to the acquisition,
construction or production of a qualifying assedl aecognizing of other borrowing

costs as expense.

The standard sees the occurrence of financiatresgs as the costs that is
result of the financing function of the entitiedaherefore calls for recognizing all
borrowing costs as expense in the period theyrameried except the ones that are
directly attributable to the acquisition, constront or production of a qualifying
asset. (Sevilengil, 2003: 607)

Before the issuance of Communiqué numbered 4615r07.2007, the
capitalization of borrowing costs into the costaofjualifying asset is an “allowed
alternative treatment” under the standard, and “tenchmark treatment” is to
expense borrowing costs when incurred. After ttseidace of this Communiqué,
capitalization of borrowing costs that are direc#iifributable to the acquisition,
construction or production of a qualifying assetdrae a muét. If an asset is not a
gualifying asset and if the borrowing costs incdme order to acquire or construct it
then recognizing these costs as expense is a awst t

There are arguments in favor of capitalizatiodofrowing costs besides the
arguments that are against capitalization. Argumetitat are in favor of
capitalization mainly emphasize the fact that being costs form part of acquisition
costs. The borrowing costs that are the resulbefdecision of the acquisition of an
asset are not mainly different from other costg Hra often capitalized. (S6nmez,
2003a) The costs included in assets are matchedsagavenue of future periods.
This is an extension of the principle of periodici¥oreover, capitalization results in
better comparability between assets purchased anstracted. (Bekler, 2007) On
the other hand, arguments against capitalizatiomlgn@mphasize on the fact that
expensing borrowing costs causes better compa$dinancial position of the

business entities especially in time series analyZ&reuning, 2006: 178-179)

2 However, an entity is not required to apply thenftad to borrowing costs directly attributable to
the acquisition, construction or production of alifying asset measured at fair value, for exanaple
biological asset. (TAS 23. 4a)
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Moreover, some academicians argue that capitadizatf borrowing costs hinder
reporting of financing preferences of the entiiieshe operating results. According
to this thought, use of external financial resosrte a preference of the entities.
(Zaif, 1999: 107)

2.3. Definitions and Scope of the Standard

The standard is to be applied in accounting fordwing costs. The standard
applies only to borrowing costs relating to extérdparrowings and not to equity.
(Mirza, Orrell and Holt, 2008: 170) Therefore thtarsglard does not deal with the
imputed or actual cost of equity, including preéerrcapital not classified as equity.
(TAS 23.3)

Two important terms that have been widely usethenstandard was defined

clearly.

1- Borrowing CostsBorrowing costs include interest and other costarred

by an entity in relation to borrowing of funds. ®thcosts can be exchange rate

differences, commission and interest cost.
According to the standard borrowing costs mayude|

- interest expense calculated using the effectiveerést method as
described in TAS 39 Financial Instruments: Recagnit and
Measurement?

- finance charges in respect of finance leases répedm accordance with
TAS 17 Leases

- exchange differences arising from foreign currehcyrowings to the

extent that they are regarded as an adjustmenterest costs’

22 TAS 23 refers to the effective interest rate mdths described in TAS 39. The calculation includes
fees, transaction costs and amortization of distown premiums relating to borrowings. These
components were already included in TAS 23. (PratevhouseCoopers, 2008: 3)
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2- Qualifying Asset A qualifying asset is an asset that necessagitgd a

substantial period of tinféto get ready for its intended use or sale. Aceaydo this
definition financial assets and inventories tha¢ amanufactured, or otherwise
produced, over a short period of time are not fyiafj assets. If an asset is ready for

its intended use or sale when acquired, it is roptaifying asset too.

Depending on the circumstances, any of the folgwmnay be qualifying
assets: (TAS 23.7)

- Inventories: The standard refers to inventotied require a long time to
get ready to a saleable condition. For instanca,ddbmpany is distilling whisky that
must be allowed 10 years to mature, it shall rezzgit as a qualifying asset. (IFRS
Workbooks for Accounting Professionals IAS 23, 2086 Ships and aircraft being
built are also qualifying assets in line with thar®lard that emphasizes the period of

time that the asset will be ready for its intended or sale.

- Manufacturing plants: For instance, interestrgha relating to the financing
of petroleum fields and transport systems undeeldgwment are capitalized as part
of these investments. (Cairns, 1995: 661)

At this point, we must emphasize on the positibtaagible fixed assets in
the Standard. If a fixed tangible asset is readystontended use or sale when it is
acquired by an entity, since the time variableioéricing function do not exist, it

will be wrong for the entity to capitalize the bmning costs related to that asset. The

% This is a newly revised issue in the Standard.ofding to this, the gains and losses that are an
adjustment to interest costs include the interast differential between borrowing costs that wdagd
incurred if the entity borrowed funds in its furmsial currency, and borrowing costs actually inadirre
on foreign currency borrowings. Other differenchattare not adjustments to interest costs may
include, for instance, increases or decreaseseirfiotieign currency rates as a result of the chaimges
other economic indicators such as employment odymtivity, or a change in government. However,
in my opinion it is a deficiency of the standarditht does not clarify which method should be utsed
estimate the amount of foreign exchange differentbeé may be included in borrowing costs.
(PricewaterhouseCoopers, 2008: 12)

4 There is any bright line for determining the sabsial period of time. However, an asset that

normally takes more than a year to be ready for wdle usually be a qualifying asset.
(PricewaterhouseCoopers, 2008: 3)
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entity shall recognize the borrowing costs as egpen such a situation. However, if
the tangible fixed asset becomes ready to its d@eruse or saleable condition in a
substantial period of time, the acquisition or ¢angion of the asset will create a
cost position out of the entity’s operating actest In such a case the borrowing
costs related to such a qualified fixed asset dimltapitalized. (Sevilengul, 2003:
605-606) Because of this reason the Standard iotedly give the example of
manufacturing plant or power generation facilitycaslified tangible fixed assets.
However, according to Sevilengll (2003: 606) ocence of the investment cost
(carrying amount of the qualified asset) differgratcording to the usage of external
financing sources and equity financing constitiedeficiency of the capitalization
principle of the Standard. This deficiency can keroome by adding the opportunity
costs of the equity financing used in the acquitbr construction of the qualified
asset as part of the cost of that asset besidedvdhewing costs of external

financing.

- Power generation facilities

- Intangible assets: Intangibles such as capadlidevelopment costs and
other internally generated intangibles that meet rédcognition criteria of TAS 38
(IAS 38) may also be qualifying assets. (Alexarateat Archer, 2004: 4.04)

- Investment properties.

| shall note that the construction contracts #rat hold in TAS 11 are also
considered as qualifying assets. The determinatidhe amount of borrowing costs
to be capitalized in financial statements of thestaictor are based on the net
position of the contract after taking into accoany customer payments in respect of

the contract®

% |f the contract is in a net credit position durithg whole construction period (advances in exoéss
costs incurred), no costs are capitalized. Thetoacter has not incurred any borrowing costs, &s th
financing was provided by the client. The net posiin a contract may change over the construction
period from net debit to net credit or vice veiGapitalization is only required for those periodsenw
the contract is in a net debt position. (PricewataseCoopers, 2008: 14)
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Somebusiness entities feel difficult to understand toacept of qualifying
asset in the spirit of the Standard. They thinkt thesets that are expensive to
purchase are qualifying assets and capitalizatidsooowing costs related to these
assets are required. Their justification is tha torrowing costs relating to the
purchase of an expensive asset will be also gigteficant. Therefore, it would be
wrong on their thought to expense these costs. Meryeaot the price of the asset but
the period of time that an asset will be readyit®intended use or sale, determines
whether an asset is a qualifying one or not andhsoneed for capitalization for
borrowing costs. Such examples are generally obdem developing countries,
where the costs of borrowing are quite high comparether economies that prefer
equity financing. (Mirza, Orrell and Holt, 2008: Q)7

Example 1%°

Anatolian Inc. started to the construction of anofacturing plant that is
expected to be terminated in three years. Same aaynalso started to repair its
expensive power generation facility which is in.uBlis repair project is expected to
take one and half year.

When analyzing these two situations from borrowiogts perspective, we
can clearly see that the manufacturing plant ptdpdes a long period of time (three
years) to bring it for its intended use or saletlis plant is a qualified asset.
Therefore, borrowing costs related to the constvacof manufacturing plant shall
be capitalized. On the other hand, the power gépardacility though is an

expensive asset, is not a qualified asset bechadadility is already in use.

Some important terms are used in the Standarddéfined in some other
Standards. It would be helpful to clarify thesarterin understanding the statements
of this Standard. (Yukeiigerli and Wgurluel, 2008)

% This example is developed from Aslanertik (2009: 5
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3- Recoverable AmountThe recoverable amount of an asset or a cash-

generating unit is the higher of its fair valuesleosts to sell and its value in use.
(TAS 36)

4- Fair value less costs to sdtlis the amount obtainable from the sale of an

asset or cash-generating unit in an arm’s lengthstiction between knowledgeable,

willing parties, less the costs of disposal. (TAS 3

5- Value in uselt is the present value of the future cash flowseeted to be

derived from an asset or cash-generating unit. (B8)S

Example 2’

A business entity has a machine. If it sold, itMdoreceive 25.000 TL for it.
It has calculated that it is worth 30.000 TL to fxe¢le machine in the business. This
is the value it would give the business entity oitsrremaining economic life.

Therefore, the recoverable amount of the machi3€.800 TL.

2.4. Recognition

For TAS 23, the most important point is to defwwbether an asset is a
qualified one or not and the second crucial pomttd determine which of the
borrowing costs can be capitalized. (Aslanertik)206) Borrowing costs that are
directly attributable to the acquisition, constrant or production of a qualified asset
shall be capitalized as part of the cost of thaeasAn entity shall recognize other
borrowing costs as an expense in the period in lwitiencurs them. (TAS 23.8)
When borrowing costs are recognized as an expdhssg costs are expensed
regardless of how they are applied. (Mirza, Oraeldl Holt, 2008: 172) On the other
hand, so as to capitalize borrowing costs related qualifying asset, borrowing
costs can be measured reliably and it is probaide they will result in future
economic benefits to the entity. Borrowing costattdo not meet these conditions

2" The example is developed from IFRS WorkbooksAtrounting Professionals IAS 23 (2006: 7)
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shall be recognized as an expense too. When aty applies IAS 29 “Financial
Reporting in Hyperinflationary Economies”, it recizes as an expense the part of

borrowing costs that directly relate to that quatify asset can be readily identified.

Example 3:

Anatolian Inc. used a short term bank credit. W& £nd of the period the

entity learned that 1.500 TL interest expense wasuad.

The borrowing costs (interest expense) relateoattk credit are not directly
attributable to the acquisition, construction oodurction of a qualified asset and
therefore shall be expensed. According to this,pl@od end accounts shall be as

follows: 28

/
Financial Expenses  1.500
Bank Credits 1.500

/

Short Term Borrowing Expenses 1.500

Financial Expenses Applied..500

/
Financial Expenses Applied 1.500
Financial Expenses  1.500

%8 The names of the accounts are written accordiffth®oTurkish Uniform Chart of Accounts.
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/
Profit or Loss of the Current Period 1.500

Short Term Borrowing Expenses 1.500

| should emphasize on the point that as can be fsem this example, when
borrowing costs are recognized as an expense, din@ly be calculated on accrual

basis not on cash basis.

Example 4:(Aslanertik, 2009: 11)

Anatolian Inc. constructs a new manufacturing pldrat is planned to be
completed in two years. The necessary financingokeas provided by borrowing on
foreign currency. (Interest rate is 9% Blf the entity borrows in its own currency the
interest rate is % 12. In October 1, 2009 the emtibk a credit of 500.000 $. The
exchange rate at the day of borrowing is 1 $ = TL5 At the end of period
(31.12.2009) the exchange rate is 1 $ = 1.6 TL.r@foee the exchange loss
according to this transaction is

500.000 $ x (1.6 — 1.5) =50.000 TL

On the other hand the interest cost during the 22009 is:

500.000 x 0.06 x 1.58= 46.500 TL

Since the manufacturing plant is a qualified assebrding to TAS 23.5, the
exchange loss shall be capitalized. However, wet moisforget that the borrowing

costs shall include exchange differences arisiogfforeign currency borrowings to

the extent that they are regarded as an adjustmanterest costs.

29 For simplification simple interest rate methodised.

% The average exchange rate for the year of 208&én into account: (1.6 + 1.5) / 2= 1.55
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Anticipated Interest Cost: 500.000 x 1.5 x 6'£20.000 TL
Interest Cost : 46.500
Exchange Loss: 50.000

Therefore, the total borrowing cost is 96.500 Hccording to TAS 23,
Anatolian Inc. shall capitalize only 90.000 TL, tmemaining costs (96.500 —
90.000= 6.500 TL) shall be recognized as expense.

/

Investments on Progress 90.000

Financial Expenses 6.500
Banks 96.500

2.5. Capitalization of Borrowing Costs

2.5.1. Borrowing Costs Eligible for Capitalization

Borrowing costs that are directly attributableotataining a qualifying asset
are those borrowing costs that would have beendadoif the expenditure on the
gualifying asset had not been made. This is sttighard when funds are borrowed
specifically for the purpose of obtaining a par&wgualifying asset. In that case, the
amount of borrowing costs eligible for capitalipatias part of the cost of that asset
for the period are the actual costs of that bomgwiluring the period, less any
investment income from temporary investment of fimeds borrowed? (Alexander
and Archer, 2004: 4.05) Investment income arisesnwthe funds are drawn down

%1 For simplification, simple interest rate is taketo consideration.

32 At this point we must be careful that if an entilgs investment income on general borrowings, it
cannot deduct investment income from the borrowdogts available for capitalization because no
specific guidance is given about general borrowingkke specific borrowings. The funds invested
temporarily cannot be considered to be those froengeneral borrowings rather than from other
sources. (PricewaterhouseCoopers, 2008: 7)
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and temporarily invested pending their expenditarethe qualifying asset. The
amount capitalized is also restricted by the amainéxpenditures on the assets
which have been incurred. (Cairns, 1995: 662)

Example 5:

Anatolian Inc. decided to construct a new headeuastilding that would
meet the needs of rapidly growing company. The sgag financing needed for the
construction would be approximately 3 Million TLn brder to realize the project
Anatolian Inc. borrowed 3 Million TL from two masources. Financing means was

as follows;

- Bank term loans: 1 Million TL at % 5 a y&ar

- Institutional borrowings: 2 Million TL at % 6 a yea

In the first phase of the construction of the hpeter, there were idle funds
of 1 Million TL, which the company invested for @rpd of six months. Income
from this investment is 50.000 TL.

When analyzing this situation in line with TAS Zbrrowing Costs, we
should first decide whether the new headquartddimgj is a qualified asset and then
shall the borrowing costs related to this assetdtalized or expensed. To begin
with, the new headquarter building is an asset tiemessarily takes a substantial
period of time to get ready for its intended u§&$ 23.5) Therefore it is a qualified
asset. Then we can easily say that the borrowirsgsoelated to the building are
capitalized as part of the cost of the asset becthey will result future economic
benefits to the Anatolian Inc. and the costs cambasured reliably. (TAS 23.9)

Since the borrowings are particularly made for timancing of the
headquarter building the amount that must be dag@thin the first year can easily
be determined:

% For simplification simple interest rate methodised.
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= (1 Million TL * 0.05) + (2 Million TL * 0.06)
= 170.000 TL

At this point we do not forget the rule of the i&tard that the amount of
borrowing costs eligible for capitalization as peftthe cost of that asset for the
period are the actual costs of that borrowing dutime period, less any investment
income from temporary investment of the funds bwed. (TAS 23.12 and 13)

Therefore, the borrowing costs that can be capédlby Anatolian Inc are:

= 170.000 - 50.000
=120.000 TL

2.5.2. Capitalization Rate

As emphasized in TAS 23.11, in some cases it magiffieult to identify a
direct relationship between particular borrowingsd aa qualifying asset and to
determine the borrowings that could otherwise Hasen avoided. Such a difficulty
occurs, for example, when the financing activity af entity is co-ordinated
centrally. Difficulties also arise when a group siserange of debt instruments to
borrow funds at varying rates of interest, and $etitbse funds on various bases to
other entities in the group. Other complicationgsarthrough the use of loans
denominated in or linked to foreign currencies, wilee group operates in highly
inflationary economies and from fluctuations in leacge rates. As a result, the
determination of the amount of borrowing costs tua directly attributable to the

acquisition of a qualifying asset is difficult atite exercise of judgement is required.

When funds borrowed generally and used for theoqme of obtaining a
qualified asset, the amount of borrowing costsilgigfor capitalization shall be
determined by applying a “capitalization rate” ke texpenditures on that asset. The
capitalization rate shall be the weighted averdgl@e borrowing costs applicable to
the borrowings of the entity that are outstandingirdy the period, other than

borrowings made specifically for the purpose ofantihg a qualifying asset. The
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amount of borrowing costs that an entity capitalidaring a period shall not exceed
the amount of borrowing costs it incurred duringttperiod. (TAS 23.14)

Figure 1. Calculation of Capitalization Rate

(Borrowing 1* Intetd®ate) + (Borrowing 2 * Interest Rate) +.....

........ + (Borrowing n * Interest Rate)

Capitalization Rate:

Borrowid + Borrowing 2 +....+ Borrowing n

Borrowing Cost that is Capitalized: Expendituregtom Asset * Capitalization Rate

Source:Gengglu, 2007: 175

In some circumstances, it is appropriate to inclatleborrowings of the
parent and its subsidiaries when computing a wedlsiverage of the borrowing
costs; in other circumstances, it is appropriateeich subsidiary to use a weighted
average of the borrowing costs applicable to ite tmrrowings. (TAS 23.15)

Example 6:(Cairns, 1995: 665)

A business entity has three sources of borrowdhgsg 2010: a three year
loan of 5 Million TL with interest 8% a year, a tgear loan of 8 Million TL at an
interest rate of 6% a year, and a variable ratek lmserdraft. The two loans are
outstanding throughout the year, the average amofithe bank overdraft is 2
Million TL and interest on the overdraft in 2010380.000 TL.
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If the three year loan is a borrowing made spedlify for the purposes of
acquiring a qualifying asset, it is excluded frdme talculation of weighted average.

In such a case, the weighted average (capitalizasie) shall be as follows:

Outstanding Borrowing (TL) Interest for 2010 (TL)
Ten year loan 8.000.000 480.000
Bank overdraft 2.000.000 300.000
Capitalization Rate (480.000 + 300.000) / (8.000.6(2.000.000)= 7.8 %

Example 73*

Anatolian Inc. started to construct a new warehotisg will be used in
manufacturing activities. The construction is expdcto take 2 years to be

completed. The expenditures related to this wareholuiring 2010 is as follows:

Date of Expenditures Total Expenditures (TL)
January 1, 2010 20.000
January 31, 2010 15.000
March 31, 2010 30.000

November 30, 2010 30.000

December 31, 2010 5.000

Total 100.000

The borrowings of the Anatolian Inc. In 201(9s:

- Specific borrowing (this credit is taken for orthye purpose of using in the
warehouse construction)

% This example is developed from TESMER-e-USE EdanaXlotes ( 2009, 137-138) and Aslanertik
(2009: 14)

35 All of these credits are taken in 01.01.2010.
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Borrowing

Amount

Time to Maturity

Interest Rate

Credit A

40.000

2 years

% 10

- Borrowings for general purposes

Borrowing Amount Time to Maturity Interest Rate
Credit B 30.000 3 years % 8
Credit C 50.000 5 years % 6

According to this, the amount of borrowing costattrequires be capitalizing

and expensing can be calculated as follows:

Date of Expenditures Total Capitalization Average
Expenditures Rate Accumulated
(TL) Expenditures (TL)
January 1, 2010 20.000 12/12 20.000
January 31, 2010 15.000 11/12 13.750
March 31, 2010 30.000 9/12 22.500
November 30, 2010 30.000 1/12 2.500
December 31, 2010 5.000 0 0
Total 100.000 58.750

As can be seen from the above table, the experditnade by the company
for the construction is multiplied by capitalizatiorate and so the average

accumulated expenditures are calculated.

Now we must calculate the borrowing cost of thec#ic borrowing of the
entity:  40.000 * 0.10=4.000 TL

After that, we can calculate interest cost andgiveid average interest rate

related to borrowings for general purposes:
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Borrowings Amount (TL) Interest Rate Interest C@dt)
Credit B 30.000 % 8 2.400
Credit C 50.000 % 6 3.000

(30.000 * 0.08) + (50.000 * 0.06)
Weighted average interest rate: =%6.75

(30.000 + 50.00)

According to this, the borrowing cost that shalldagpitalized is 5.265 TL.:

40.000 (specific borrowing) x 0.10 = 0@0 TL
18.750 (gen. purpose borrowing) x 0.0675= 1.265 TL
58.750 5.265 TL

The total interest cost of the period is: (4.000.400 + 3.000=) 9.400 TL

According to this, (9.400 — 5.265=) 4.135 TL imt&lr cost shall be expensed
as the financial expenses of the period.

/
Investments on Progress 5.265
Financial Expenses 4.135
Banks  9.400

2.5.3. Excess of Carrying Amount of the Qualifying Asset over
Recoverable Amount

When capitalizing borrowing costs, there is a tisét the cost of an asset

may be inflated above its recoverable amount. (IFR&kbooks for Accounting
Professionals IAS 23, 2006: 7) However, the Stathdlres not allow the carrying
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amount or the expected ultimate cost of the qualifyasset exceeds its recoverable
amount or net realizable value. If such a situatoours, the carrying amount is
written down or written off in accordance with thejuirements of other Standards.
In certain circumstances, the amount of the wrdesd or write-off is written back in
accordance with those other Standards. (TAS 23.16)

Example 8: (Aslanertik, 2009: 18)

Anatolian Inc. has been constructing a power géloerdacility that will be
terminated in two years. It is a qualifying asdats it takes a substantial period of
time to get ready for its intended use or sale. ddreying amount of this qualifying
asset that included capitalized borrowing costi®00 TL. The recoverable amount
of the asset has been calculated as 38.000 TLenrdlated accounting period.
Therefore, according to TAS 23.16 impairment lds2.000 TL shall be recognized.

/
Impairment Lo&% 2.000

Provision for Impairment 2.000

2.5.4. Commencement of Capitalization

The capitalization of borrowing costs shall comoeen on the
“commencement date”. The commencement date fotategaition is the date when

the entity meets all of the following conditions:

- expenditures for the asset are being incurred,
- related to these expenditures borrowing costs eirggbncurred
- activities that are necessary to prepare the &ssie$ intended use or sale

are in progress.

% Turkish Tax Procedural Law does not accept thjsease in the issue of tax assessment. This will
be deeply analyzed in the fourth part of our study.
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The activities necessary to prepare the asseit§omtended use or sale
encompass more than the physical constructionec@siset. They include:

- Production or construction of the asset

- Technical or administrative work prior to the commoement of physical
construction

- Storage which is a part of a maturing process wéritories (Cairns, 1995:
667)

However, it must be careful that such activitieslede the holding of an
asset when no production or development that clsatigeasset’s condition is taking
place. For example, borrowing costs incurred wtlaled is under development are
capitalized during the period in which activitiedated to the development are being
undertaken. However, borrowing costs incurred whaled acquired for building
purposes is held without any associated developraetivity do not qualify for
capitalization. (TAS 23.19)

Expenditures on a qualifying asset include onlysthexpenditures that have
resulted in payments of cash, transfers of otheetasor the assumption of interest-
bearing liabilities. They do not include amountsichhhave not yet been paid and
which are not interest bearing liabilities. Morepvlee total cost of the qualifying
asset is reduced by any progress payments receimddiny government grants. The
net figure is the base cost on which borrowingstmagapitalized. (IFRS Workbooks
for Accounting Professionals IAS 23, 2006: 7)

2.5.5. Suspension of Capitalization
Capitalization shall be suspended during extenukibds in which active

development is interrupted unless that period meeessary part of the process for

the production of the asset.
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An entity may incur borrowing costs during an exted period in which it
suspends the activities necessary to prepare ahfassts intended use or sale. Such
costs are costs of holding partially completed tassind do not qualify for
capitalization. However, an entity does not norgnalispend capitalizing borrowing
costs during a period when it carries out substhnéchnical and administrative
work. For example, capitalization would be suspendering an interruption to the
construction of a bridge during very high waterdisy which are common in the area
where construction is taking place. However, céipadion of borrowing costs
should not be suspended when there is only a teanpalelay that is caused by
certain expected or anticipated reasons, such ds anasset is getting ready for its

intended use.

2.5.6. Cessation of Capitalization

Capitalization of borrowing costs shall cease wisemstantially all the
activities necessary to prepare the qualifying takseits intended use or sale are
complete. (TAS 23.22) The term *“substantially alipplies to assets that are
complete apart from “minor modifications such as decoration of a property to the
purchaser’'s or user’s specification” or which ate/gcally complete even though
routine administration work might still continuehi$ is also meant to prevent an
enterprise from intentionally keeping the work am asset slightly incomplete in
order to continue the capitalization of borrowirgsts until the asset is sold, leased,
or put to use. (Alexander and Archer, 2004: 4.04)tiAs point we can make an
interpretation that the rule of the standard thaess of the carrying amount of the
qualifying asset over recoverable amount shall bbitem down or written off in
accordance with the requirements of other Standards probably prevent the

occurrence of such a situation.

Example 9(IFRS Workbooks for Accounting Professionals 1AE 2006: 8)

An entity builds ships. When the ships are reamlypé sold, capitalization

ceases, even if no buyer has been found. Anothéy é&n distilling whisky, which
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matures over 10 years. It is ready for sale buliemtcasks for a minor change in
packing that can be carried out in two months. His tcase, the product is
substantially complete before making the changpaicking, so capitalization shall

cease.

Example 10{Gokgen, Akgil and Cakicl, 2007: 215-217)

A business entity constructed a new manufactupiiagt. In order to make
this construction the entity got a long term ban&dd that would be repaid at the
date of maturity. At the end of the first year,@D TL and at the end of the second

year 30.000 TL interest expenses were accrued.

At the end of the second year the entity complétectonstruction of the new
manufacturing plant. The construction costs weoegaized as 500.000 TL. At the

end of the third year the 25.000 TL interest expemas accrued.

According to this, since the manufacturing platin asset that necessarily
takes a substantial period of time to get ready iferintended use, the entity

capitalized the borrowing costs.

- Inthe first year 20.000 TL interest expense wasiaed.
/

Financial Expenses 20.000
Bank Credits 20.000

Period-end records
/

Investments on Progress 20.000

Financial Expenses Applied  20.000

73



/
Financial Expenses Applied 20.000

Financial Expenses 20.000

- In the second year 30.000 TL interest expenseciziad.
/
Financial Expenses 30.000
Bank Credits 30.000

Period-end records
/
Investments on Progress 30.000

Financial Expenses Applied  30.000

/
Financial Expenses Applied 30.000

Financial Expenses 30.000

- Atthe end of the second year the constructiorbleasn completed.

According to this the amount that is accumulatedhia “investments on
progress” account is: 500.000 + 20.000 + 30.00(66.0 TL. At the end of the
second year this amount shall be transferred taritPIMachinery and Equipment”
account.

/
Plant, Machinery and Equipment 550.000

Investments on Progress 550.000
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- Inthe third year 25.000 TL interest expense is st

According to TAS 23.23 an asset is normally refaayts intended use or sale
when the physical construction of the asset is detapeven though routine
administrative work might still continue. At the cerof the second year the
construction of the plant has been completed ssaties of capitalization is required
on this date according to the Standard. After diaie the borrowing costs that would
occur shall be recognized as expense. Thereforadt@unts at the end of the third

year shall be as follows:

/
Financial Expenses 25.000
Bank Credits ZH0

Period-end records
/
Long Term Borrowing Expenses 25.000

Financial Expenses Applied 25.000

/
Financial Expenses Applied 25.000

Financial Expenses 286.0

When an entity completes the construction of difyirsg asset in parts and
each part is capable of being used while constrmatontinues on other parts, the
entity shall cease capitalizing borrowing costs wheompletes substantially all the

activities necessary to prepare that part fomitsnded use or sale. (TAS 23.24)

75



A business park comprising several buildings, eafchvhich can be used
individually, is an example of a qualifying asset fvhich each part is capable of
being usable while construction continues on offaets. An example of a qualifying
asset that needs to be complete before any parbearsed is an industrial plant
involving several processes which are carried mseiquence at different parts of the
plant within the same site, such as a steel A 23.25)

2.6. Disclosure

An entity shall disclose the amount of borrowirggts capitalized during the
period, and the capitalization rateised to determine the amount of borrowing costs

eligible for capitalization.

2.7. Transitional Provisions

When application of this Standard constitutes angle in accounting policy,
an entity shall apply the Standard to borrowinggoslating to qualifying assets for
which the commencement date for capitalizationnsoo after the effective date.
(TAS 23.27)

However, an entity may designate any date befoee effective date and
apply the Standard to borrowing costs relatinglt@aalifying assets for which the
commencement date for capitalization is on or dftat date. (TAS 23.28)

37 paragraph 26 refers to “rate” in the singular, iupractice, more than one rate may be used,
because different qualifying assets may be fundeditferent borrowings. This may occur because

subsidiaries are treated as financially autononamd have different capitalization rates or because
one qualifying asset is funded by specific borrgginwhile another is funded out of general

borrowings. (Alexander and Archer, 2004: 4.07)
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THIRD PART
TURKISH ACCOUNTING STANDARDS 2: “INVENTORIES”

The valuation of inventory has always been onénefdontroversial issues of
accounting because inventories, which are curressetd, represent generally
important amounts for most companies’ balance sheamtervaluation or
undervaluation resulting in distortions occurringreported net income and net asset
totals and so taxation may be underpaid or overpai@ddition to these, as Black
(2003: 100) states, an error in one year’s staghré has aknock-on effett in that
results of the succeeding year will also be disthrt

When we look to accounting history, we can obsenany examples of
manipulation of inventory values in order to createnore favorable impression.
Sometimes these resulted in big reported accoustiagdals. Some entities that are
in need of external financing may resort to inciegshe value of inventory at the
year-end so as to create a positive influence enctieditors’ evaluation of the
entity’s financial position. Some other entitiesymasort to decreasing the value of
inventory at the year-end in order to increase obgfoods sold and so decrease net
income and their tax obligations. Therefore, vatraof inventory is important and
should be on a consistent and reliable basis so @#id manipulation of net income
(profits) between accounting periods and complyhwihe generally accepted

accounting principles.

In Turkey, with the aim of prescribing the accongttreatment of inventories

and of providing proper valuation for them, the Kisin Accounting Standards (TAS)

% The inventories are current assets because thisjysthe following criteria for classification as
“current” set out in paragraph 66 of TAS 1 “Presg¢ion of Financial Statements”:

According to this paragraph; an entity shall clgsan asset as current when:

(a) it expects to realize the asset, or intendslioor consume it, in its normal operating cycle;

(b) it holds the asset primarily for the purposératiing;

(c) it expects to realize the asset within twehanths after the reporting period; or

(d) the asset is cash or a cash equivalent urlesasset is restricted from being exchanged or tased
settle a liability for at least twelve months aftiee reporting period. (TAS 1.66)
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2 “Inventories” which is fully compliant with IAS 2wvas issued by Turkish
Accounting Standards Board.

3.1. The Evolution of the Standard

Before emphasizing on the evolution of the TASI&/&éntories”, it may be
useful to say some words about the evolution of PA&cause as we stated before in
the various parts of this study, TAS and TFRSs tviiave been issued by Turkish

Accounting Standards Board, are fully compliantwitie standards issued by IASB.

IAS 2 “Inventories” was issued by the InternatioAzcounting Standards
Committee in December 1993. As th&SB website (www.iasb.orgJanuary 20,
2010) explains, it replaced IAS 2 “Valuation anc$antation of Inventories in the
Context of the Historical Cost System” which wagmrally issued in October 1975.
The Standing Interpretations Committee develope@-SIConsistency-Different
Cost Formulas for Inventories, which was issuedDecember 1997. Limited
amendments to IAS 2 were made in 1999 and 2008pfit 2001 the International
Accounting Standards Board (IASB) resolved thatStindards and Interpretations
issued under previous Constitutions continued tafy@icable unless and until they
were amended or withdrawn. In December 2003 theBlAsSued a revised IAS 2,
which also replaced SIC3.Today the only interpretation that refers to 1ASs2
SIC-32 Intangible Assets-Web Site Costs.

% In the second and third paragraphs of the Intrbdnf IAS 2, the Board states the reasons for
revising IAS 2:

“The International Accounting Standards Board deyad this revised IAS 2 as part of its
project on Improvements to International AccountBigndards. The project was undertaken in the
light of queries and criticisms raised in relatibmthe Standards by securities regulators, protesas
accountants and other interested parties. The divjes of the project were to reduce or eliminate
alternatives, redundancies and conflicts within 8tandards, to deal with some convergence issues
and to make other improvements.

For IAS 2 the Board’s main objective was a limitedision to reduce alternatives for the

measurement of inventories. The Board did not rsicen the fundamental approach to accounting
for inventories contained in IAS 2.”
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In Turkey, in order to attain global accountingvelepments TAS 2
“Inventories” which is fully compliant with IAS 2 &s issued by the Turkish
Accounting Standards Board in January 2005. Thadata would come into force
for the periods after 31.12.2005.

This Standard was updated by the following Commués in order to
respond the challenges and developments occurrednternational Financial

Reporting Standards:

-  The Communigué Numbered 38 which was publishedhan ®fficial
Gazette numbered 26136 and dated April 11, 2006.

- The Communiqué Numbered 78 which was publishedha ®fficial
Gazette numbered 26966 and dated August 13, 2008.

- The Communiqué Numbered 123 which was publishethén Official
Gazette numbered 27068 and dated November 28, 2008.

-  The Communiqué Numbered 131 which was publishethén Official
Gazette numbered 27104 and dated January 08, 20009.

3.2. The Aim and the Scope of the Standard

The first paragraph of TAS 2 states the objectofethe Standard as
prescribing the accounting treatment for inventriehe principal issue with respect
to accounting for inventory is the amount of castbie recognized as an asset.
Moreover, the Standard provides guidance on thermh@ation of the cost and
subsequent recognition of expense including writesd of inventory to its net
realizable value. The Standard also emphasizebeondst formulas that are used in

assigning costs to inventories.

In the second and third paragraphs of the Standarde types of inventories
that are outside the scope of the Standard and btpes of inventories that are
exempted only from the measurement requirementthén Standard have been

arranged.
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According to this, the Standard applies to alkeimwories, except: (TAS 2.2)

- work in progress arising under construction congramcluding directly
related service contracts;

- financial instruments; and

- biological assets related to agricultural actiatyd agricultural produce at

the point of harves?t

The inventories written in this second paragrapéd excluded from all
requirements of the Standard. On the other hamdSthndard does not apply to the

measurement of inventories held by: (TAS 2.3)

- Producers of agricultural and forest products, cadural produce after
harvest, and minerals and mineral products, toetttent that they are
measured at net realizable value in accordance wih-established
practices in those industries. When such invergagi® measured at net
realizable value, changes in that value are rezegnin profit or loss in
the period of the change.

- Commodity broker-tradets who measure their inventories at fair value

less costs to sell. When such inventories are medsat fair value less

% Since agricultural activity is subject to speci@nsiderations, IASB developed a separate IAS,
namely IAS 41 “Agriculture”. (TAS 41 is fully comiaint with 1AS 41.) This Standard defines
agricultural activity as “the management by antgntif the biological transformation of biological
assets for sale, into agricultural produce or exdditional biological assets.” A biological assetai
living animal or plant. Biological assets and tlmeduce derived from them cannot be measured using
the cost-based concepts that form the basis of AA@AS 2) The reason of this is that biological
assets are not usually purchased; they are borndemdlop into their current state. Therefore,
different accounting methods are necessary. Ferr#izison IASB developed different concepts in IAS
41 rather than usual cost-based concepts of measuatehat are used for assets. IAS 41 states that
biological assets shall be measured at their fainerless estimated costs of sale. (Elliot B. alidtE

J., 2009: 515-516)

“! Broker-traders are those who buy or sell commeslifor others or on their own account. The
inventories of these traders are principally aaqiwith the purpose of selling in the near futund a
generating a profit from fluctuations in price aoker-traders’ margin. When these inventories are
measured at fair value less costs to sell, theyarkided from only the measurement requirements of
this Standard. (TAS 23.5)
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costs to sell, changes in fair value less cossglicare recognized in profit

or loss in the period of the change.

As can be seen above, the third paragraph of tdred8rd establishes a clear
distinction between those inventories that arerelytioutside the scope of the
Standard which are described in the second paragnag those inventories that are
outside only the scope of the measurement requitenaod the Standard. Therefore,
the principles of measurement of inventories uAde$ 2, that is the lower of cost or
net realizable value, do not apply to inventoriesntoned in the third paragraph.
However, all other requirements of the Standardyaopthese inventories.

3.3. Definitions

Three important terms that have been widely usedhe Standard was
defined clearly again within the Standard. Accogdio this;

Inventoriesare assets:

- held for sale in the ordinary course of business
- in the process of production for such sale; or
- in the form of materials or supplies to be consunredhe production

process or in the rendering of services.

According to the paragraph 8 of TAS 2, inventormscompass goods
purchased and held for resale including, for exampierchandise purchased by a
retailer and held for resale, or land and othemperty held for resale. Inventories
also encompass finished goods produced, or wopkdgress being produced, by the
entity and include materials and supplies awaitisg in the production process. In
the case of a service provider, inventories incltiecosts of the service for which

the entity has not yet recognized the related reeen
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At this point | should note that supplies or miatisrsuch as stationery would
not be treated as inventories unless they are foeldale or are used in producing
goods for sale. The paragraph 8 of TAS 16 statas share parts and servicing
equipment are usually carried as inventory unlessd spare parts are expected to be
used during more than one period, or can be usigdrononjunction with an item of
property, plant and equipment. Therefore, we canclcmle that if spare parts are
consumed regularly during the production procelssy tare carried as inventory.
(Alfredson et al., 2005: 250)

Net realizable values the estimated selling price in the ordinary reeuof

business less the estimated costs of completiorth@ndstimated costs necessary to

make the sale.

Fair valueis the amount for which an asset could be exclngea liability

settled, between knowledgeable, willing partieannarm’s length transaction.

Net realizable value relies on the specific bussnef the firm that is the
subject of the financial statements. On the otlaadhfair value refers to the market,
rather than to individual contracts. Therefore, fiener is an entity-specific value,
the latter is not. Net realizable value for inver@® may not be equal to fair value
less costs to sell. For instance, such a case @y when a firm is supplying goods
to clients at contract prices that no longer maneinket prices. (IFRS Workbooks for
Accounting Professionals IAS 2, 2006: 3)

In writing this part of my study, | assume that theader has a general
understanding of cost accounting terms. Thereftbie explanation of these terms is
outside the scope of this part. However, sincas &dlways been a controversial issue
for even accounting professionals, | believe thatust be useful to clarify the terms

“cost”, “expense”, “cost of goods sold” and “losfat | will refer many times in

analyzing TAS 2 Inventories.
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A costis the value of assets given up, or to be giventomcquire other
assets. On the other hamdpenses the value of assets given up to generate revenu
In most cases, costs eventually become expensdactinsome become expenses
virtually at the same time as the costs are indurre such cases the terms cost and
expense can be used interchangeably. The distincdo be seen more clearly with
an example. Let’s consider a firm that buys salggpkes in bulk and uses them over
time. The cost of supplies is the value of assetengup to acquire inventory of
supplies. The expense for supplies will be the evadti supplies that are given up

(used) during a particular period of time. (AllemdaVioriarity, 1991: 21)

When products are sold, accountants by convenéfan to the cost of goods
sold. Thecost of goods solis the accumulated cost of the products givenaup t
generate revenues. In fact, since the transacticnselated to revenue production, a
more appropriate term might be expense for goolts &dllen and Moriarity, 1991.:
21)

As | mentioned above, in most cases costs evéytbacome expenses.
However, in some exceptional cases, assets ar@ gipefor nothing in return. In
these cases, the value of the assets given up lescaloss Therefore, in the above
example for instance, if some sales supplies arelessly destroyed, the firm will
have incurred a loss from destroyed supplies. (Adled Moriarity, 1991: 22)

3.4. Measurement of Inventories

According to TAS 2 Inventories shall be measurethatlower of cost and

net realizable value.

3.4.1. Cost of Inventories

An important issue in accounting for inventorisshe amount of cost to be

recognized as an asset and carried forward umtitetated revenues are recognized.
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The cost of inventories comprises all costs of pase, costs of conversion and other
costs incurred in bringing the inventories to the@sent location and condition.

3.4.1.1. Costs of Purchase

The paragraph 11 of TAS 2 states that the cosfsuothase comprise the
purchase price, import duties and other taxes (othan those subsequently
recoverable by the entity from the taxing authesl}j transport, handling and other
costs directly attributable to the acquisitionioighed goods, materials and services.
Trade discounts, rebates and other similar iteresdaducted in determining the

costs of purchase.

Trade discounts are reductions in selling pricesigd to customers. Such
discounts may be granted as an incentive to bug,rasans to quit ageing inventory
or as a reward for placing large orders for goddlace the discount reduces the
purchase cost, it is deducted when determiningdse of inventory; failure to do so
would result in carrying inventory at amounts incess of true historical costs.
(Alfredson et al., 2005: 252) Although it is disphble in the theory, a discount for
prompt payment which is not the same as a tradelame discount would probably
be an “other similar item” in the context of thenwnce in paragraph 11. (Alexander
and Archer, 2004: 22.09)

TAS 2 does not permit exchange differences arisiingctly on the recent
acquisition of inventories invoiced in a foreigmm@ncy to be included in the costs of
purchase of inventories. IASB changed the previarsion of IAS 2 that resulted
from the elimination of the allowed alternative aiiaent of capitalizing certain
exchange differences in IAS 21 the Effects of Clesnig Foreign Exchange Rates.
Since TAS 2 is fully compliant to IAS 2, this chang totally adopted by Turkish
Accounting Standards Boafd.

2 There are important differences with our Tax Pdural Law in the accounting of foreign exchange
differences in the inventories. These differencdk b analyzed in detail in the fourth part of our
study.
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Example 1*®

Anatolian Inc. purchased 100 units of personal mater from Germany. The
unit purchase price is 1.000 Euro. The value ofpiimechase was financed by a bank
credit on 01.10.2010. (1 Euro: 1.5 TL) The banksgfarred (100 x 1.000 x 1.50=)

150.000 TL to the company’s running account andsfiexr for the purchase value

was made from this account.

The computers were taken from the Duty in 10.11020For import duties
and commission 3.000 TL, for transportation 1.500 dand finally for insurance
1.000 TL was paid in cash.

According to TAS 2, the costs of purchase of theputers shall be recorded

as follows:

01.10.2010
Banks 150.000
Bank Credits 150.000

01.10.2010
Advance Payments for Orders 150.000
Banks 150.000

10.11.2010
Advance Payments for Orders 5.500
Cash 5.500

3 This example is developed from TESMER-e-USE Edana¥iotes ( 2009, 32-33)
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10.11.2010—
Commercial Goods (Inventory) 155.500

Advance Payments for Orders 5.360

Example 2:

Anatolian Inc. purchased 3.000 units of tradeddgolbom Germany in credit
terms, on 10.12.2010. The unit purchase price i$.1A8t the date of purchase, the
exchange rate is 1 $: 1.40 TL. The company madeuhnehase recording but at the
year end the exchange rate is 1 $: 1.50 TL.

The rise (1.50 — 1.40= 0.10) in the exchange waltebe expensed according
to TAS 2. This difference cannot be included in thest of the inventories.
According to this, financial expenses that amo@ni@ x 3.000=) 300 TL shall be
recorded at the year end. (31.12.2010)

/
Financial Expenses 300
Bank Credits 300

3.4.1.2. Costs of Conversion

Contrary to the costs of purchase which scopdnwst clear, the costs of
conversion of inventory items are more problemalibe costs of conversion
certainly include costs directly related to thetsiof production, such as direct labor.
They also include a systematic allocation of fiygdduction overheads that is those
indirect costs of production that remain relativebnstant regardless of the volume
of production, such as depreciation and maintenasfcéactory buildings and
equipment; and of variable production overheadaf th those indirect costs of

production that vary directly or nearly directlyttvthe volume of production such as
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indirect materials and indirect labor. Althougliddes not say in words, the Standard
makes it quite clear that direct or marginal cagtimethods, which treat overheads as
a period expense related to time, rather than @®duction cost related to units of
product, are not permitted. The fixed and variatherheads are required to be
included as “systematically allocated” in cost oheersion. (Alexander and Archer,
2004: 22.09)

The allocation of variable production overheadsnsthe basis of the actual
use of the production facilities, implying a madahimour basis or some similar
method. The allocation of fixed production overhseasl explicitly required to be
based on the normal capacity of the productiorifes. According to the Standard
normal capacity is the production expected to lieesed on average over a number
of periods or seasons under normal circumstane&s)d into account the loss of
capacity resulting from planned maintenance. Theahdevel of production may be
used if it approximates normal capacity. Therefine Standard makes it clear that
normal capacity is to be a realistic expectatiopractical outcomes, not an idealistic
target or notional full capacity. (Alexander andcer, 2004: 22.09) The amount of
fixed overhead allocated to each unit of productsonot increased as a consequence
of low production or idle plant. Unallocated ovealis are recognized as an expense
in the period in which they are incurred. In pesadf abnormally high production,
the amount of fixed overhead allocated to eachafrproduction is decreased so that

inventories are not measured above cost. (TAS 23.13

Example 3*

Anatolian Inc. produces two goods; X and Y. Fiygdduction overhead is
100.000 TL and normal capacity of production i909.8f X and 10.200 of Y but this
reduced by 200 X and 200 Y for planned maintenanbe.target of production was
6.000 X and 11.000 Y. It is estimated that Y wdllst twice the value of X.

4 This example is developed from Alexander, Brittol Jorissen (2007: 366)
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According to this, fixed production overheads via# charged over 5.000 X
and 10.000 Y as normal capacity that is after pganmaintenance allowance.
According to TAS 2, the target of production ilavant in the calculation unless
this high production level is actually achievedwhich case the fixed overheads to

each unit will be decreased in order not to meathadéem above cost.

Example 4%

Anatolian Inc. is an entity that produces calauist When the company
works in full capacity, it can produce 24.000 urgtscalculator. In order to provide
the machines work efficiently, they have been toulght to a stop three weeks in a

year and two days in a month.

Direct materials per unit: 5STL
Direct Labor Cost per Unit: 3TL
Variable Overheads per Unit: 4TL
Fixed Overheads: 80.000 TL

Yearly production according to theoretical capaist24.000 units
Monthly production is (24.000/12 =) 2.000 units

Planned Production Cutoffs: 21 + (12 x 2) = 45day
Number of units that can be produced during pldrmeg off period:

1.5 month (45 days) x 2.000= 3.000 units

Normal Capacity: Theoretical Capacity — Number of units that can be

produced during the planned cutoff period

Normal Capacity: 24.000 — 3.000= 21.000 units

“5 This example is developed from TESMER-e-USE Edanatiotes (2009, 35-36)
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a) According to these data, if it is assumed that toenpany makes

production in its normal capacity, then the unidl &otal costs will be:

Total Direct Materials Expense 21.000 unitsKL/per unit= 105.000 TL

Total Direct Labor Cost 21.000 units X13per unit= 63.000 TL
Total Variable Overheads 21.000 units™.4per unit= 84.000 TL
Total Fixed Overheads 80.000 TL
Total Production Cost 332.000 TL
Unit Production Cost 332.000/21.000= 15.80 TL

b) If it is assumed that the company makes productibave its normal

capacity, then the unit and total costs will be:

Total Direct Materials Expense 23.000 unitsKL/per unit=115.000 TL

Total Direct Labor Cost 23.000 units X3per unit= 69.000 TL
Total Variable Overheads 23.000 units™ Aer unit= 92.000 TL
Total Fixed Overheads 80.000 TL
Total Production Cost 356.000 TL
Unit Production Cost 356.000/23.000= 15.47 TL

c) If it is assumed that the company makes produdbielow its normal

capacity, then the unit and total costs will be:

Total Direct Materials Expense 20.000 unitssKL/per unit= 100.000 TL

Total Direct Labor Cost 20.000 units X3per unit= 60.000 TL
Total Variable Overheads 20.000 units™®.fper unit= 80.000 TL
Total Fixed Overheads (*) 76.000 TL
Total Production Cost 316.000 TL
Unit Production Cost 316.000/21.000= 15.04 TL
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(*) Actual Capacity / Normal Capacity: 20.000 @21.000 units= 0.95
Fixed Overheads that can be included in the dastventory:

80.000 TL x 0.95=76.000 TL

Fixed Overheads that shall be recorded as pexipernsé®:

80.000 TL — 76.000 TL=4.000 TL

3.4.1.2.1. Joint and By-Product Costing

A production process may result in more than oreelpet being produced
simultaneously. This is the case, for example, wjoent products are produced or
when there is a main product and a by-prodi®tthen the costs of conversion of
each product are not separately identifiable, #reyallocated between the products
on a rational and consistent basis. (TAS 23.14) $tandard does not refer to an
obligatory allocation method but it provides guidano users that the allocation can
be on the basis of the relative sales value of @actluct either at the stage in the
production process when the products become separdentifiablé®, or at the

completion of productiofi’

Most by-products, by their nature, are immaterfghS 2 suggests that by-
products be valued at net realizable value whicteiducted from the cost of the
main product. As a result, the carrying amounthef itinain product is not materially
different from its cost. (TAS 23.14)

“®In Turkish Tax Procedural Law, absorption (fulsting method is preferred. Therefore, our tax
system does not consider such an expense as legaiptable in achieving taxable value. This
subject will be analyzed in detail in the fourthtpaf our study.

47 A by-product is one or more additional productattarise from a production process, but whose
potential sales value is much smaller than thahefprincipal joint products that arise from thensa
process. (Bragg, 2005: 142)

“8 This stage is known asplit-off point.

49 Bragg (2005:143) interestingly argues that in Gating costs to joint products and by-products
rather than advanced scientifically derived allagaimethods, simple methods have been preferred.
According to him, the reason for using simple mdtiogies is that the promulgators of IAS/IFRS
and GAAP realize that there is no real managemsatfor allocated joint costs; they cannot be used
for determining break-even points, setting optimates or determining the exact profitability of
individual products. They are rather used for ofhwposes which are more administrative in nature
such as income reporting, transfer pricing, cossptontract calculations and of course inventory
valuation.
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In order to understand joint products and by-potsluone must have a firm
understanding of the split-off point. This is theestl point in a production process
where it is impossible to determine the naturehef ftinal products. All costs that
have been incurred by the production process upthat point must be allocated to
the products that result from the split-off poiAny costs incurred after that point
can be charged to specific products in a normal Whgrefore, a product that comes
out such a process will be composed of allocatstsdoom before the split-off point
and costs that can be directly traced to it, whidleur after the split-off point.
(Bragg, 2005: 142)

As mentioned above, the Standard does not statblagatory cost allocation
method for joint products and by-products but ifpb@asizes that costs of conversion
be allocated between the products on a rationalcandistent basis. Until recently,
many cost allocation methodologies have been peiposthe accounting literature
but only two methods have gained widespread acaepid he first method is based
on the sales value of all joint products at theatgpf point. To calculate it, the
inventory accountant compiles all costs accumulatetie production process up to
the split-off point and then assigns these costheégroducts based on their relative

values.

Example 5°

Bergama Inc. produces two joint products; A anthBhe same production
process. Both of the products are ready for satbeasplit-off point. In December,
1.000 units of A and 1.500 units of B were producHae joint costs at this month
are 600.000 TL. Unit sales price of product A i930L and unit sales price of
product B is 600 TL.

According to these data, by using the sales revatuthe split-off point

method, the allocation of joint costs shall bed®ovs:

% This example is developed from TESMER-e-USE Edand¥otes (2009, 38)
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Product Producfion Price (TL) | Total Revenue (TL) Percent of Total Rewes
Quantity
A 1.000 300 300.000 % 25
B 1.500 600 900.000 % 75
Total 2.500 1.200.000 % 100
Product| Percent of Total Revenues Joint Costs (TL) Cogtaaltion (TL)
A % 25 600.000 150.000
B % 75 600.000 450.000
Total % 100 600.000

Total cost of product A: 150.000 TL
Unit cost of product A: 150.000/1.000= 150 TL
Total cost of product B: 450.000 TL
Unit cost of product B: 450.000/1.500= 300 TL

The second allocation method is based on the adrfinal gross margin of
each joint product produced (net sales revenue adgtiThe calculation of gross
margin is based on the revenue that each proddicearn at the end of the entire
production process less the cost of all processowds incurred from the split-off
point to the point of sale. This method can be ired as more complicated
compared to sales revenue at the split-off poirthogkbecause it is an obligation for
inventory accountant to accumulate additional casiugh the end of the
production process. This unavoidably requires a areté technical knowledge of
how the production works and where costs are iedurin fact, the use of this
method may be obligatory in cases where the fiakdssprice of one or more joint
products cannot be determined at the split-off pdM. Bragg, 2005: 145)
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Example 6

Bergama Inc. produces two joint products; A anthBhe same production

process. For both products additional costs areriad after the split-off point. In

December, 2.000 units of A and 2.500 units of Bemeroduced. The joint costs at

this month are 60.000 TL. Additional cost that wasurred after split-off point for

product A is 10.000 TL and for product B is 15.00Q Unit sales price of product A

is 25 TL and of product B is 30 TL.

According to these data, by using the net salkgevaethod, the allocation of

joint costs shall be as follows:

- Calculation of net total sales revenue and peroenet total sales revenue:

Quantity of Price Total Additional Net Total | Percent of

Prod. | Production ) Revenue| Costs After Revenue | Net Total
(TL) Split-off (TL) (TL) Revenues
A 2.000 25 50.000 10.000 40.000 % 40
B 2.500 30 75.000 15.000 60.000 % 60
Total 4.500 125.000 100.000 % 100

- Allocation of joint costs to the products:

Product Percent of Net Total Joint Costs (TL) Cost Allocation (TL)
Revenues
A % 40 60.000 24.000
B % 60 60.000 36.000
Total % 100 60.000

* This example is developed from M. Bragg (2005:-146) and TESMER-e-USE Education Notes
(2009, 38-39)

93



- Calculation of unit costs of the product A and B:

_ Additional Quantity of _
Joint Cost Total Costs ) Unit Costs
Prod. , Costs After Production
Allocation (TL) _ (TL) (TL)
Split-off (TL)
A 24.000 10.000 34.000 2.000 17
B 36.000 15.000 51.000 2.500 20.40
Total 60.000 25.000 85.000 4.500

Example 7(Gurdal, 2007: 22)

Anatolian Inc. produces two products: A and B.sAhe main product and B

is the by-product. During the accounting periode #mount of joint costs incurred
was 35.000 TL. During this period, 33.000 unitspodduct A were produced. The
expected sales price of by-product B is 2.500 Tam@letion costs that would be

incurred so as to provide by-product ready for ga00 TL.

According to this,

Net Realizable Value of By-product: 2.500 — 500800 TL

Total Production Cost: 35.000 TL

The Cost of Main Product: 35.000 — 2.000= 33.00QTAS 23.14)
Unit Cost of Main Product: 33.000 / 33.000=1 TL

3.4.1.3. Other Costs

Other costs are included in the cost of invensoadely to the extent that they

are incurred in bringing the inventories to theiegent location and condition. An

example of such other costs is costs of designnoglycts for specific customer

needs.
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According to the paragraph 16 of TAS 2, certaistsghall not be included in
valuing inventory. They are recognized as experthgsng the period they are

incurred. Examples of such costs that are statéukistandard:

- abnormal amounts of wasted materials, labor leergbroduction costs;

- storage costs, unless those costs are necesga/production process
before a further production stage;

- administrative overheads that do not contribateringing inventories to
their present location and condition; and

- selling costs.

According to the paragraph 17 of TAS 2, TAS 23rBwaing Costs identifies
limited circumstances where borrowing costs aréuged in the cost of inventories.
As we analyzed in detail in the second part of study, according TAS 23,
borrowing costs such as interest shall be includetie cost of inventories but only
where such inventories are a qualifying asset; ihatne which takes a substantial
period of time to get ready for its intended usaeale. In fact, inventory items would

rarely meet this criterion.

When inventories are purchased on deferred sadtilemerms, these
arrangements generally contain a financing elemAontording to TAS 2, that
element for example a difference between the pgecpaice for normal credit terms
and the amount paid, is recognized as interest nsep@ver the period of the

financing.
Example 8(Girdal, 2007: 28)
Anatolian Inc. purchased 1.000 units of calculafbine purchase price is

10.000 TL. The purchasing transaction was madeeberieed settlement terms that

the purchase settlement is three months. Marketast rate is % 15.
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According to TAS 2, we should first calculate tpertion of financing
element and then record this as interest expenfferéht methods can be used in
order to calculate this amount such as internalexternal discount methods.

Effective interest rate is one of such methods.odding to this method:

Present Value: Future Value (Value at the endhefmmaturity date) / (1 +

interest rate;ime to maturity / Maturity base
Present Value: 10.000 / (1 + 0.%¥°=9.615 TL

Interest Expense: 10.000 — 9.615= 385 TL

/
Commercial Goods (Inventory) 9.615
Financial Expenses 385
AccountsyBRble 10.000

3.4.1.4. Cost of Inventories of a Service Provider

According to the paragraph 19 of TAS 2, invent®ié service providers are
measured at costs of their production. These costdd consist primarily of labor
and other personnel costs for those employeestlgirengaged in providing the
service. The costs of supervisory personnel arectlyr attributable overheads may
also be included, but paragraph 19 of TAS 2 pradithe inclusion of labor and
other costs relating to sales and general admaiigtr personnel. Moreover, the cost
of inventories of a service provider does not ideluprofit margins or non-
attributable overheads that are often factored iptaces charged by service
providers. It should be noted that such invent@gets would be recognized only for
services in progress (work in process) (TAS 2.37)eporting date for which the

service provider has not yet recognized any revenue
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Example 9°2

Magnesia Inc. which operates in advertising segmpared a product
publicity project for a new product of Nysa Inc.€lprice of the project was 200.000
TL and would be paid at the end of the project. phgect organization started on
10.11.2009 and terminated on 25.02.2010. Magnasiantade 100.000 TL expenses
in 2009 for this project. During 2010, up till tbet end of the project an additional
50.000 TL expense was made. (Reporting periodeottimpany is quarterly)

According to the paragraphs 19 and 37 of TAS 2jahenal entries shall be

as follows:

Service Rendering Cost 100.000
Expense Accruals  100.000

31.12.2009
Work in Process 100.000
Service Rendering Cost Applied 100.000

31.12.2009
Service Rendering Cost Applied 100.000
Service Rendering Cost  100.000

Service Rendering Cost  50.000
Expense Accruals 0B0.

*2 This example is developed from TESMER-e-USE Edana¥otes (2009, 41-42)
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Work in Process 50.000
Service Rendering Cost Applied 50.000

25.02.2010
Completed Service Cost 150.000
Work in Process 150.000

25.02.2010
Cost of Services Rendered 150.000
Completed Service Cost 150.000

25.02.2010
Banks 200.000
Domestic Sales 200.000

31.03.2010
Service Rendering Cost Applied 50.000
Service Rendering Cost 50.000

Table 1. A Summary of Allocation of Costs between Cost Paaod Expense
Accounts in Accordance With TAS 2

Cost Pool Expense

Discounts on purchase price rxk

Travel expenses of buyers el
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Import duties Fork

Value Added Tax hx
Income Tax *rk
Commission and brokerage costs rork

Transport insurance rxx

Storage costs *kk
Storage costs after receiving materials that acessary in

the production process rxx

Warranty cost Fkk
Audit and tax consultation fees kk
Depreciation and Cost Depletion rxx

Indirect labor and production supervisory wages rork

Indirect materials and supplies rork

Quality control and inspection rxx

Repair expenses rork
Maintenance ok

Selling expenses el
Salaries of officers related to overall operations Frk
Salaries of sales department *hk
Officer’s salaries related to production services rxx

Source:Bragg, 2005: 128

3.4.2. Techniques for the Measurement of Cost

In the paragraphs 21 and 22, TAS 2 makes referteniveo costing methods:
the standard cost method and the retail methodi bbtwhich are acceptable for
financial reporting purposes provided that theguits approximate cost as defined in
TAS 2. However, one must be aware of the facttt@apurposes of the two methods
are different. The standard cost method is a manmagetool which may need to be
adapted to produce the information required by PA®n the other hand, the retail
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method is a practical means of measuring the cbshwentories for financial
reporting purposes. (Cairns, 1995: 430-431)

Standard costs take into account normal levelsnaferials and supplies,
labor, efficiency and capacity utilization. Theyearegularly reviewed and, if
necessary, revised in the light of current condgiolrhe primary purpose of standard
costs is to assist in the setting of budgets andluate the performance of
management but they may be used to measure costenitories in accordance with

the requirements of TAS 2 that mentioned above.

The retail method is used to measure inventoridarge numbers of rapidly
changing items with similar margins for which itimpractical to use other costing
methods. Supermarket and department store chatea employ this method of
approximating cost. (Alfredson et al., 2005: 25#)dntories are initially measured at
selling price and then reduced to cost by applyimg appropriate gross margin.
However, problems occur with this method when ailest deals in products of
widely differing profit margins. (Alexander, Brithoand Jorissen; 2007: 368) An
average percentage may be taken into consideratibsuch an average for the all
products may offset profits and losses. (Cairn851431)

Example 10{Genc¢@lu, 2007: 186)

Anatolian Inc. is a retailer of digital cameras. eTlcompany generally
operates with a gross margin of % 30. The beginmgntory of the accounting
period was 300.000 TL. The company purchased 38 ahdigital cameras during
the period that cost 270.000 TL. The value of tlesat retail during the period was
400.000 TL.

According to this, the profit and the cost of gosd¢d and ending inventory

at cost shall be calculated as follows:
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400.000 x 0.30=120.000 TL (profit)

400.000 — 120.000= 280.000 TL (cost of goods sold)

300.000 + 270.000=570.000 TL (cost of total goadsilable for sale)
Cost of total goods available for sale - cost ajdgpsold: Ending inventory
570.000 — 280.000= 290.000 TL (ending inventorgceast)

3.4.3. Cost Formulas

The type of costing method used to value invenisrpne of the central
issues in inventory costing because the method ceedhave a significant impact on
the level of reported income. There are severahaus used in inventory costing
such as specific identification; first-in, firstoFIFO), last-in, last-out (LIFO)
weighted average, replacement cost and base inyefit@S 2 allows only the use of
specific identification, first-in, first-out and wghted average methods.

3.4.3.1. Costing Methods Accepted by TAS 2

According to the paragraph 23 of TAS 2, the cdsitems that are not
ordinarily interchangeabl® and goods or services produced and segregated for
specific projects shall be assigned by uspgcific identificatiorof their individual
costs. Here it is assumed that the actual physicié$ that has moved in or out is
known. However, the method is generally considexedmpractical as the product
will generally lose its separate identity as itgessthrough the production and sales
process. Exceptions to this would arise in situionvolving small inventory
quantities with high unit value and low turnoveterg Epstein and Mirza, 2005: 145)
Therefore, such a method is most applicable in nasses such as home
construction, where there are few units of inventortrack, and where each item is
truly unique. (M. Bragg, 2005: 121)

3 The Standard makes it clear that a customizedhiove, being by definition not interchangeable
with other inventories shall be separately coskmvever, it does not imply that identical itemsttha
are distinguishable, for example by registratiombars, shall be costed separately from each other.
The criterion is interchangeability, not distinchaility. (Alexander and Archer, 2004: 22.11)
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Since the applicability of specific identificatiamethod is limited, certain
assumptions regarding the cost flows associatedimentory is required. However,
it should be noted that these cost flows may or matyreflect the physical flow of
inventory. In fact it has long been recognized tihatre is no such a need that the
flow of costs mirror the actual flow of the goodsttwwhich those costs are
associated. The important point is to select thE@piate method that most clearly
reflects periodic income. (Epstein and Mirza, 20086) TAS 2 allows the use of
two cost flow assumptions. The first one is firstfirst-out method and the second is

weighted average method.

The FIFO method assumes that the inventories that are purchased or
produced first are used or sold first, which meidnas their associated old costs are
used first and the ending or remaining items initiventory being valued based on
prices of most recent purchases. (Mirza, Orrell Hiott, 2008: 29) Because of this
nature, the method reduces taxes payable in peviodisclining costs. Although it is
not a usual situation to see declining inventorptgoit sometimes occurs in
industries where there is either severe price cditigge among suppliers or high
rates of innovation that lead to cost reductionssuch cases, using the earliest costs
first will result in the immediate recognition dfg highest possible expense, which
reduces the reported profit level and by this waguces tax liabilities. With the
same logic, the method shows higher profits inqukyiof rising costs. Moreover,
since the old costs are used first, there is leds for old and outdated costs to
accumulate in inventory. (M. Bragg, 2005: 110) Avestimportant characteristic of
the FIFO method is that it provides the same resuttder either the periodic or
perpetual system. This will not be the case for ather costing method. On the
other hand, the most important flaw of the meth®dhiat it does not necessarily
reflect the most accurate income figure when vieviin the perspective of
underlying economic performance, as older histbrmasts are being matched

against current revenues. (Epstein and Mirza, 2006)

In the weighted average cost methdtie cost of each item is determined

from the weighted-average of the cost of similami at the beginning of a period
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and the cost of items purchased or produced duh@geriod. The average may be
calculated on a periodic basis or as each additisimgment is received (moving
average method), depending upon the circumstaridbe entity. If the entity selects
calculating average after each additional shipnemeceived then when items are
used or sold from stock, they are issued at theesamghted-average cost. If new
units are added to stock, the cost of additionatsuare added to the weighted
average of all existing items in stock, which wakult in a new, slightly modified
weighted average for all of the parts in inventgh. Bragg, 2005: 119) The method
is popular within organizations holding a large urak of inventory at fluctuating
costs. In recent years by the use of sophisticededputer software, the calculation

of weighted average has become easier.

The question of which formula should be prefertexs always been an
important debate in the inventory accounting litera. As mentioned detail above,
each method has some advantages as well as disaglesnTherefore, the choice is
a management judgement and depends upon firstatugenof the inventory. For
instance, it would be sound for a retailer compé#mt sells perishable goods to
select FIFO method. The choice also depends on if@mation needs of
management and financial statement users, andtt®tapplying the formulas. For
example, the managers of a small-sized companystiés homogenous products
may prefer to choose weighted-average method whielsy to apply. (Alfredson et
al., 2005: 261)

According to the paragraphs 25 and 26 of TAS Zemtories having a similar
nature and use to the entity shall be valued usiageame cost formula. However, in
case of inventories with different nature or us#fecent cost formulas may be
justified. For example, inventories used in onerafleg segment may have a use to
the entity different from the same type of inver@srused in another operating
segment. However, a difference in geographicaltiosaof inventories or in the
respective tax rules, by itself, is not sufficidot justify the use of different cost
formulas. (TAS 2.25 and 26)
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Example 11>

Amyzon Inc. is a retailer of commercial good A.eThurchase and sales
transactions of the company in the first quartethefyear 2010 is stated in the below
table. The entity is preparing its financial regaahd tables quarterly. Let's calculate
the cost of goods sold and ending inventory of éhéty by using the FIFO and

weighted average costing methods according todif@afing data.

Date-Transaction Quantity Price (TL) Amount (TL)
January 1-Beginning Inventory 100 15 1.500
January 10-Purchases 300 20 6.000
January 15-Sales 250
February 10-Purchases 100 25 2.500
March 15-Sales 200

- If the company uses FIFO method, the cost of gamid and cost of

ending inventory shall be calculated as follows:

Purchases Sales Balance
Date | Quan.| Price| Amont Quan. Price| Amount Quan. Price Amount
01.01| 100 15 1.500 100 15 1.500
100 15
10.01| 300 20 6.000 300 20 7.500
100 15
15.01 150 20 4500 | 150 20 3.000

150 20 3.000
10.02| 100 25 2.500 100 25 2.500

150 20
15.03 50 25 4.250 50 25 1.250

* This example is developed from (Giirdal, 2007: 8%-4
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Cost of Goods Sold: 8.750 TL
Ending Inventory:  1.250 TL

- If the company uses weighted average method (maaegage), the cost
of goods sold and cost of ending inventory shaltdeulated as follows:

Purchases Sales Balance
Date | Quan.| Pricq Amourft Quan Price Amount Quan. cePri Amount
01.01| 100 15 1.500 100 15 1.500
10.01| 300 20 6.000 400, 1855  7.500
15.01 250 | 18.75| 4.687.50| 150 18.75 2.812.50
10.02| 100 | 25 2.500 2500 21.25 5.312.50
15.03 200 | 21.25 4.250 50 21.25 1.062.50

Cost of Goods Sold: 8.937.50 TL
Ending Inventory:  1.062.50 TL

As can be seen from the results of this examplefIFO costing method
COGS is lower than weighted average method buthenother hand, the ending

inventory in FIFO method is higher than weightedrage method.

3.4.3.2. Costing Methods Rejected by TAS 2

Methods such abase stock (inventorygnd LIFO often lead to inventories
being stated in the balance sheet at amounts #aatlittle relationship to recent cost
levels. When such a situation occurs, not onlypilesentation of current assets in the
balance sheets of entities be misleading but dtspetis risk of distortion of
subsequent results if inventory levels reduce amdlated costs are included the
income statement. (Alexander, Britton and Joris@897: 363) On the other hand,
the inventory is valued at the current cost of itttevidual item in thereplacement

57500/ 400= 18.75 TL

%65.312.50 / 250=21.25 TL
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cost methodThis can be considered as an attractive apprbachuse the value of
the inventory could be seen as the cost at whishmgar item could be currently
acquired. However, the problem occurs again ineathg a reliable net income
figure for the evaluation of the performance of #mities. Severe fluctuation of
profit can occur because of dramatic challengeworld weather system, political
developments or the manipulation of market fordes. example, when the Gulf
Crisis of 1990 began, the cost of oil moved fromuaid 13 $ per barrel to a high
amount of around 29 $ per barrel in a short tinfeoil companies had used
replacement cost, this would have created hugetidies profits. This might
unavoidably have resulted in higher tax liabiliteasd most dramatically shareholders
demanding dividends from a profit that existed omtypaper. Therefore, the use of
these costing methods is rejected by TAS 2 in qomty with IAS/IFRSs.

Table 2. Summary of Cost Formulas Accepted and RejectetidAS 2

Method Acceptable

Specific Identification of Cost:The Cost of Purchasing or

manufacturing identifiable units of stock. Yes

Average CostUsing an average price computed by dividing total
cost of units by the total number of such units. Yes

FIFO (First In First Out)Using the assumption that the stock|on

hand represents the latest purchases or production Yes

LIFO (Last In First Out)Using the assumption that the stock|on

hand represents the earliest purchases or productio No

Replacement Cosfthe cost at which an identical asset could be

purchased or manufactured. No

Base Stock: Ascribing a fixed unit value to a predetermined
number of units in stock, any excess over this remiieing No

valued on the basis of some other method.

Source:Black, 2003: 106
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3.4.4. Net Realizable Value

As we stated before since the measurement ruleireglby TAS 2 for
inventories is the lower of cost and net realizakalleie, an estimate of net realizable
value must be made to determine if inventory mastwiitten down. There may be
many different reasons of the fact that net reblzaalue fall below cost such as a
fall in selling price, product obsolescence, phgkateterioration of inventories or an
increase in the estimated costs of completion erestimated costs of making the
sale. The practice of writing inventories down belcost to net realizable value is
consistent with the view that assets should notcéeied in excess of amounts

expected to be realized from their sale or use.

Example 12{Greuning, 2006: 101)

Miletos Inc. purchased inventory on January 1, 2689300.000 TL. On
December 31, 2009, the inventory had a net redézadlue of 275.000 TL. During
2010, the entity sold the inventory for 320.000 TL.

According to this, since TAS 2 requires the loweércost or net realizable
value reporting on inventory, the company must gacxe a (275.000 — 300.000=)
25.000 TL provision for loss on inventories on theome statement of the year 2009
and when the inventory is sold in 2010, a profi(30.000 — 275.000=) 45.000 TL
shall be recognized on the income statement.

Inventories are usually written down to their redlizable value on an item-
by-item basis, but in certain conditions, also lyr@up of similar or related items. It
Is however, not appropriate to mark down inven®hg classification of inventories,
such as finished goods or all inventories in a gaolgical segment or industry.
(Mirza, Orrell and Holt, 2008: 29) Service provigegenerally accumulate costs in
respect of each service for which a separate ggfiiite is charged. Therefore, each

such service is treated as a separate item. (TAZDP3
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Estimates of net realizable value are based onntbst reliable evidence
available at the time the estimates are made, @fatfimount the inventories are
expected to realize. When making these estimatasagers of the companies can
use different methods. For instance, if the inveetoare traded on the stock or
commodity exchanges, these listed official pricaa be used. Moreover, market
prices can be investigated and then used. In addit these, the prices that are
determined by the assessment committees or thetexuaions can be considered.
(Gurdal, 2007: 50) These estimates of net reakzablue take into consideration
fluctuations of price or cost directly relating éeents occurring after the end of the
period to the extent that such events confirm doomB existing at the end of the
period. (TAS 23.30) The purpose for which inventa@yheld should also be taken
into account when reviewing net realizable valdes. instance, the net realizable
value of inventory held to satisfy firm sales orvee contracts is based on the
contract price. If the sales contracts are for thaa the inventory quantities held, the

net realizable value of the excess is based ogeheral selling prices.

Example 13(Gurdal, 2007: 52)

The entity detected that the packages of 150 uoitdraded good A
deteriorated in the warehouse. The unit purchase jf product A is 250 TL and
the unit sales price for healthy products is 350 100 units of A will be sold for 300
TL to the customers according to the requiremehtmncagreement accepted before.
The company managers expect that the remainingi® e¢an be sold for 200 TL in

the market.

According to this, the net realizable value of 100ts is calculated for 300
TL. (TAS 23.31) The net realizable value of the aammg 50 units is calculated for
200 TL. Since the agreement price is above costetls no need for a write down
for 100 units of product A. However, the net reallile value for the remaining units
is below cost and therefore a provision for lossiventories ((250 — 200) x
50=2.500 TL) is needed.
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In the paragraph 32 of TAS 2, special provisiotatesl for the main cost
measurement of the Standard that is the lower sif @od net realizable value while
applying for materials and supplies. (Karakaya, 20068) According to this,
materials and other supplies held for use in thegetion of inventories are not
written down below cost if the finished goods inig¥hthey will be incorporated are
expected to be sold at or above cost. When theo$dieished goods is not expected
to recover the costs, then materials are to baamridlown to net realizable value.
According to the Standard, in such cases, the cepiant cost of the materials may

be the best available measure of their net redézaaddue.

Example 14(Karakaya; 2007: 169)

At the end of the period (31.12.2010) the compaagounting staff detected
1.000 units of material X (unit purchase price & L) in the warehouse while
controlling physical inventory. After a short inwigstion it is seen that the unit
purchase price of (replacement cost) this matdrés fallen to 8 TL. Since this
decrease in the prices is not temporary, a decredhke price of the finished product
A, whose material is the product X, has been redliBefore the fall in the prices of
material X, the price of product A is 40 TL per yrafter the decrease in the prices,

the price has fallen to 30 TL per unit.

While producing one unit of product A, two unit§ material X is used.
Moreover, with the assumption that the productisnmiade on normal capacity,
transaction costs per unit (direct labor plus pobidum overheads) is 18 TL.

According to this;

The cost of material X: 10 x 1.000 =10.000 TL
The net realizable value of material X: 8 x 1.000 8000 TL
Write-down to net realizable value: 2000 T

The cost of finished product A:
Direct Materials and Supplies: 2 x 10 x 500 = 00.0L
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Transaction Cost: 18 x 500 = 9.000 TL
The cost of the product: 19.000 TL
The net realizable value of the product: 500 x 3015900 TL

As can be seen from the calculations above, thé aothe product A is
higher than its net realizable value. Thereforepeting to the paragraph 32 of TAS
2, the material X is to be written down to net izable value. Undoubtedly, there is

also a need for a write-down for finished product A

/

Inventory write-down expense (Allowance Expensesp.000

Inventory (Provisions for loss on Inventoriés) 2.000

-Materials and other supplies

/

Inventory write-down expense (Allowance Expenses}.000
Inventory (Provisions for loss on Inventories) 4.000
-Finished Products

** The account names within the parentheses aregesigd by Turkish

Uniform Chart of Accounts.

When inventories are written down to net realizaldéie, TAS 2 does not
allow the lower, net realizable value to be treatsda new cost. If the same
inventories continue to be held at the next balstwet date, the enterprise must
compare the original cost with a current estimdteat realizable value. This may
result in the reversal of the previous period’'stevdown. (Cairns, 1995: 440) This
occurs for example, when an item of inventory ikatarried at net realizable value,
because its selling price has declined, is stilhand in a subsequent period and its
selling price has increased. (TAS 2.33)
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3.4.5. Recognition as an Expense

According to the paragraph 34 and 35 of TAS 2, wimeentory is sold the
carrying amount of inventory shall be recognizedaasexpense when the related
revenue is recognized. Moreover, the amount ofvenig-down of inventories to net
realizable value and all losses of inventories|db@kecognized as an expense in the
period the write-down or loss occurs. The amourdrof reversal of any write-down
of inventories, arising from an increase in netizahle value, shall be recognized as
a reduction in the amount of inventories recogniasdan expense in the period in
which the reversal occurs. The only exception te thle relates to inventory items
used by an enterprise as components in self-caristiyproperty, plant or equipment.
The cost of these items would be capitalized anmtbgeized as expense via
depreciation. (Alfredson et al., 2005: 270)

3.5. Disclosure

According to the paragraph 36 of TAS 2, the finah@tatements shall

disclose;

the accounting policies adopted in measuring iromégd, including the

cost formula used;

- the total carrying amount of inventories and theyiag amount in
classifications appropriate to the entity;

- the carrying amount of inventories carried at Yalue less costs to sell;

- the amount of inventories recognized as an expeémseg the period,;

- the amount of any write-down of inventories recaguias an expense in
the period

- the amount of any reversal of any write-down teakecognized as a
reduction in the amount of inventories recognize@xpense in the period

- the circumstances or events that led to the revefsawrite-down of

inventories

- the carrying amount of inventories pledged as sgciar liabilities.
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It should be noted that according to the paragr8ghof TAS 2, the
inventories of a service provider may be descréxedork in progress.

3.6. Special Issues: Ownership of Goods

As | stated before, valuation of inventory shouédrbliable and consistent so
as to comply with generally accepted accountinggipies. In fact, in order to obtain
an accurate measurement of inventory quantity aodesponding monetary
representation of inventory and cost of goods #olthe financial statements, it is
necessary to determine when ownership of inverdgo(téle) has passed. Two
important matters may create a question as to pmpeership: 1- Goods in transit

2- Consignment sales. (Epstein and Mirza, 2005) 141

3.6.1. Goods in Transit:

At the end of accounting periods any goods ingditéfnom seller to buyer can
only be included only one of those parties’ invel@®, based on the conditions of
sale. (Terms of trade) Under traditional legal awmtounting interpretation, such
goods are included in the inventory of the firm afially responsible for
transportation costs. In order to clarify the sabjee can emphasize on some

shipping terms such as FOB, CIF and ex-ship.

The term FOB stands for free on board. If the goade shipped-OB
destination transportation costs are paid by the seller @leddoes not pass until the
carrier delivers the goods to the buyer. Thereftirese goods will be included in the
seller’s inventory while in transit. (Epstein andrié, 2005: 141) On the other hand,
if the goods are shippeBOB shipping point (basisjhe goods belong to the
purchaser from the time they are shipped and dbmlincluded in the buyer’s

inventory while in transit. (Alfredson et al., 20@%61)

In a CIF (cost, insurance and freight) contraet tluyer agrees to pay in a

lump sum the cost of goods, insurance and freightges. In such an arrangement,
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the seller must deliver the goods to the carrier @ay the costs of loading, therefore
title pass to the buyer upon delivery of the gotdthe carrier. On the other hand, a
seller who delivers goods ex-ship bears all expers® risk until the goods are
unloaded. When the goods are unloaded both titleriak of loss pass to the buyer,
therefore until unloading transaction, the goodallshe included in the seller’s
inventory accounts. (Epstein and Mirza, 2005: 142)

3.6.2. Consignment Sales:

Under a consignment arrangement, an agent (thsigrme) agrees to sell
goods on behalf of the consignor on a commissiagisbdAlfredson et al., 2005:
261) In some consignments, the consignee purctihsggoods simultaneously with
the sale of the goods to the customer. Legal ovaneremains with the consignor
until the agent sells the goods to a third parthisTmeans that goods out on

consignment are included in the inventory of thesignor until the date of purchase.

Example 15°7

Anatolian Inc. which started its business as aotabnic products wholesaler
in 01.01.2010 completed his first year of trading3il.12.2010. Because of lack of

experience the company managers are worried abdubfeyear results.

The inventory ledger account balance at 31.12.2Qh@er the perpetual
inventory system was 580.000 TL. However, the ptalstount revealed the cost of
inventory on hand at 31.12.2010 to be only 540.000The managers expected an
inventory shortfall as a normal process of compactyities but such a shortfall was

considered as excessive and so an investigatiomaes.

" This example is developed from Alfredson et al0® 262-263)
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At the end of this investigation, managers discege¢he following:

- Goods costing 4.000 TL were sold on credit to Aegea. for 6.000 TL
on 10.12.2010 on FOB destination terms. The goaate wtill in transit at
31.12.2010. Anatolian Inc. recorded the sale 0128010 but did not
include these goods in the physical count.

- Included in the physical count were 3.000 TL of d®oheld on
consignment.

- Goods costing 2.500 TL were purchased on credm fiGapan Ltd. on
15.12.2010 and received on 25.12.2010. The purachaseunrecorded at
31.12.2010 but the goods were included in the ghysount.

- Goods costing 8.000 TL were purchased from Black Sapplies on
20.12.2010 on FOB shipping terms. The goods wetweled to the
transport company on 25.12.2010. The purchase wa®srded at
25.12.2010 but as the goods had not yet arrivedtdhan Inc did not
include these goods in the physical count.

- At 31.12.2010, Anatolian Inc. had unsold goodsiogst5.000 TL out on
consignment. These goods were not included in iysipal count.

- Goods costing 10.000 TL were sold on credit to MaimLtd. For 12.500
TL on 24.12.2010 on FOB shipping terms. The goodsevshipped on
28.12.2010. The sale was unrecorded at 31.12.26d0Aaatolian Inc.
did not include these goods in the physical count.

- Goods costing 8.500 TL had been returned to Priecicon 31.12.2010.
A credit note was received from the Supplier orl2(2010. No payment

had been made for the goods prior to their return.
According to this, managers of Anatolian Inc. madbe following journal

entries that are necessary on 31.12.2010 to caeremis and adjust inventory in line

with the information about goods in transit menédrabove.
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Recorded Physical

Workings Balance (TL) | Count (TL)
Balance Prior to adjustment 580.000 540.000
Add goods sold; FOB destination and in
transit at 31.12.2010 4.000 4.000
Less goods held on consignment (3.000
Add unrecorded purchase 2.500
Add goods purchased; FOB shipping and|in
transit at 31.12.2010 8.000
Add goods out on consignment 15.00Q
Less unrecorded sale (10.000)
Less unrecorded purchase returns (8.500)
Inventory shortfall (4.000)
End-of-period balance 564.000 564.000

/

Exports (Foreign Sales) 6.000
Accounts Receivable 6.000

(Correction of sale recorded in error)

[

I

Commercial Goods (Inventory) 4.000
Cost of Goods Sold  4.000

(Correction of sale recorded in error)

/
Commercial Goods (Inventory) 2.500

Accounts Payable 2.500
(Correction of unrecorded purchase)
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/

Accounts Receivable 12.500
Exports (Foreign Sales) 12.500

(Correction of unrecorded sale)

/
Cost of Goods Sold  10.000
Commercial Goods (Inventory) 10.000
(Correction of unrecorded sale)

Accounts Payable 8.500
Commercial Goods (Inventory)  8.500

(Correction of unrecorded purchase return)

/

Inventory Losses and Write-downs 4.000
Commercial Goods (Inventory) 4.000

(Unexplained variance written-off)
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FOURTH PART
COMPARISON OF TAS 23 BORROWING COSTS AND TAS 2
INVENTORIES WITH THE TAX PROCEDURAL LAW

The main purpose of the TAS/TFRS, which has besuned by the Turkish
Accounting Standards Board, is to meet the stakiehsl need for transparent,
understandable, comparable and reliable informafitverefore those standards are
drawn up with full accounting concerns. Howeven, dax Procedural Law No. 213
(TPL) regulates the matters related to the assegsamel appraisal of the tax base,
and naturally represents a tax-oriented approadc. tRis reason, in order to
overcome the problems that might emerge in the wmeasent amongst the
provisions of TPL and TAS/TFRSs, th¥ @rticle of the “Communiqué Item No. 1
on the Conceptual Framework Regarding the Preparatmd Presentation Principles
for the Financial Statements” which was issued he Official Gazette dated
16.01.2005 and No. 25702 was adjusted. This Ariglétled as “Relation with the
Tax Legislation” and it emphasizes that the finahdgtatements to be regulated
within the scope of the TAS/TFRS standards ardeéléo the commercial balance
sheet origination. The TPL provisions regarding measurement of the economic
assets are related to the calculation of the tae.bBhus, the taxpayers, moving from
the trading profit to be formed in the financiatsiments they draw up according to
TAS/TFRS provisions, shall calculate their exterinabme or corporate tax bases by
adding and reducing the positive and negative inspaaf TPL's different
measurement provisions, the non-allowable chargdstlze tax-exempt incomes to
and from this profit. In addition according to th@mmuniqué, the Ministry of
Finance reserves the right to make prudent andiatgt adjustments and request
additional financial statements and reports fromtxpayers as long as those are in
conformity with the Turkish Accounting Standard§akmakgi, 2006) However,
doubtlessly this development is not enough forithemonization of our legislation
with the International Accounting Standards, whatk widely accepted around the

world.
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4.1. The Aim of the Study

In this part of our study, the provisions of thaS 23 Borrowing Costs and
TAS 2 Inventories Standards that we have revieweatktail in the second and third
parts and the provisions regarding the related ersatinh our Tax Procedural Law
(TPL) will be compared, the differences will bedaut and so the necessary changes
in order to harmonize with global accounting staddan our tax and accounting
legislation, particularly Tax Procedural Law, Acating System Implementation

General Communiqués and Uniform Chart of Accounlisbe demonstrated.

4.2. The Methodology:

A comparative analysis will be implemented. Thevmsons of TPL and
other related legislation will be covered and thps®sisions will be compared with
the provisions of the selected two Standards. Telar will be provided with
comprehensive application examples so as to makiereiie understanding of the

analysis.

4.3. The Comparison of TAS 23 Borrowing Costs witthe TPL

In the Article 258 of our Tax Procedural Law, \ation is defined as the
assessment and appraisal of the values relatdu tcatculation of the tax bases and
the Articles 258 and 290 lay down the adjustmeatmrding the measurement of
goods and fixed assets. Article 269 with the tiPeoperties” of the relevant Law,
states that the commercial enterprises shall besuned by the cost values (prices) of
their properties, and the same Atrticle states tatintegral parts and details of the
properties, installations and facilities, ships aaother vehicles, and also the
intangible rights shall be measured by their costeg just like the properties. Again
TPL Article 270 with the title “Expenses within Gdgrice in Properties” lays down
the expenses to be added to the cost value other ttie purchase price for the
properties. According to this article; customs ésifior machinery and installation,
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transport and mounting expenses and the expensesmddrom the purchase and
demolition of an existing building and leveling itf land shall be added to the cost
value. In addition, the said Article states that thxpayers are free to bring the
notary, court, appraisal, commission and brokeragagenses and the Real Estate
Purchase and Private Consumption Taxes into thevedise or to show them within
general administrative expenses. In the same Lasticld 274 states that the
commodity shall be measured by its cost price.chatR75 lists the elements to be
included in the cost value of the finished goods, the manufactured commaodity.

According to Article 275 of the law, those elemeats:

- The cost of the direct materials and supplied spantreating the finished
product,

- Labor falling to the finished product

- The share falling to the finished product from theerall manufacturing
COsts,

- The share falling to the finished product from twerall administrative costs
(adding this share into the product cost is optlipna

- Packaging material’'s cost for the products thatl dfeaplaced on the market
as packaged.

On the other hand, Article 262 of the same Law a&xgl what we should
understand from cost value as a measurement oriteticcording to this, cost value
means the sum of the payments made in connectidh thie acquisition or
enhancement of a value and all expenses relatdtbse. As seen, according to our
Tax Procedural Law the criterion of “cost value” used as the basis for the
measurement of the tangible fixed assets and inviest The way that borrowing
costs in the tangible fixed assets, inventories ianihance leases are regulated in
the relevant articles of the said Law and the Comiqués that have been issued as
affiliated to this law, and the differences of ta@djustments from the provisions of

the Standard will be reviewed separately.
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4.3.1. Borrowing Costs in Tangible Fixed Assets

When we review the above mentioned articles ofTax Procedural Law, it
is seen that: there is room for interest capitéibraregarding the borrowing costs in
the form of interest born by the taxpayer; at lehist is not prevented; however it is
not clarified how and with which method such cdmtdion shall be made and what
will be the time limit for this. In order to fillhis gap The Ministry of Finance issued
the Tax Procedural Law CommunigBiéNo. 163 in 1985. This Communiqué
separates the borrowing costs of the tangible fexgskts into two groups. The first
group consists of the interests of the loans usdte financing of the tangible asset
investments; and the second group consists of xbhaage differences incurring
from the values in case foreign exchange loan &l wnd fixed asset is imported
from abroad. (Kogak, 2007: 74)

Tax Procedural Law Communiqué No. 163 addressesnthesst expenses
incurring from the loans used for financing tangilixed assets separately for the
establishment and operating periods. Establishifievgstment) period indicates the
duration until the end of the period when the enise capitalizes the value subject
to depreciation, and the operating period indic#itesduration after that date. It is
obligatory to add the interest expenses belongintheé establishment period to the
cost of the tangible fixed assets. In other wordjnite interest expenses must be
added to the cost of the fixed asset by being paatcrued until the end of the fiscal
period when the fixed assets are capitalized. (®arend Acan, 2004)

Example 1(Kocak, 2007: 75)

Anatolian Inc. used a long-term bank credit inesrtb finance the purchase
of a construction machine. The total amount of ¢hedit is 300.000 TL and the
maturity is five years. The interest expense iredirm the investment period is
50.000 TL.

*8 This communiqué entered into force after beingliphbd in the Official Gazette dated 27 January
1985 and No. 18648.
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According to the requirements of the Tax Procelduaav Communiqué No.
163 and Turkish Uniform of Chart of Accoutitsthe following journal entries shall
be recorded:
/
780 Financial Expenses 50.000
400 Bank Credits 50.000

/
258 Investments on Progress 50.000
781 Financial Expenses Applied 50.000

According to the relevant communiqué, the inteeegtenses of the operating
period can be recorded as direct expenses in thentwyear or they can be added to
the cost of the tangible fixed assets. Here iemsnsthat the taxpayers are given the

right to choose.

Example 2:

Agean Inc. used a long-term credit in order t@fice the purchase of a new
machine. The interest expense that was incurratidgntity in the operating period
was 30.000 TL. In refer to this right to choosetgddy the Tax Procedural Law No.
163, the firm recognized this borrowing cost whiohurred as interest expense as

direct expense of the period.

% Financial expenses are applied as follows in sedii titled as “Adjustment and Presentation of
Financial Statements” in Annex titled as “AccougtiBrocedures and Principles” of the Accounting
System Implementation General Communiqués ItemING.he relevant borrowing cost is recorded
as debt in 780 Financial Expenses Account in thimgeAt the end of the period the borrowing costs
is recorded as debt into the relevant accountebth Financial Expenses in return for the receasbl
of 781 Financial Expenses Reflection Account. Therdwing costs that accumulate in the account
no. 780 during the period are closed by being teddio the 781 Financial Expenses Reflection
Account at the end of the period. (Evci, 2008: 42 reference to Maap, 2001)
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According to this, in line with the requirementsStbe Tax Procedural Law
Communiqué No. 163 and Turkish Uniform of ChartAafcounts, the following

journal entries shall be recorded:

/
780 Financial Expenses 30.000
400 Bank Credits 30.000

/
661 Long Term Borrowing Expenses  30.000
781 Financial Expenses Applied 30.000

/
690 Profits or Loss of the Current Period 30.00
661 Long Term Borrowing Costs30.000

/
781 Financial Expenses Applied 30.000
780 Financial Expenses  30.000

On the other hand, according to the Tax Procediaal Communiqué No.
163, the borrowing costs related to the tangibledi assets imported, through
borrowings based on foreign exchange are sepatatedtwo groups, and the

principles and the methods of recognition of thetea@re defined in line with this.

- Exchange differences that emerge during the imponta&f the tangible fixed
assets from abroad and until the capitalizatiore:d#tte borrowing costs
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included in this group shall be recognized so @®ntm a cost element of the
imported tangible fixed asset and shall be subjetdelepreciation.

- Exchange differences that emerge after the cagatadin of the tangible fixed
asset imported from abroad: based on the preferahite enterprises, those
borrowing costs are either recognized as the expehshe relevant period
and included in the income statement of that pewodcapitalized and
recognized as an element of the acquisition costefelevant tangible fixed

asset.

Within the framework of the provisions of the redet Communiqué, if the
taxpayer records the exchange differences thatgarbe subsequent year or years
as direct expense, then he/she pays less tax icuthent year and forms a resource
financing for him/herself since the total of theckange differences in the current
year reduces his/her tax base. If he/she addexttieange differences to the cost of
the asset, then he/she can calculate a deprec@iginwhich is equal to the sum to
be found by multiplying the amount of cost increaseurring from exchange
difference with the depreciation rate and deduaits amount from his/her tax base.
The amount left after deducting the amount recaghias expense (depreciation
cost) from the amount capitalized due to the exghatifference, increases the value
of the assets of the enterprise by the said amd@st result of this situation the
enterprise might gain a wealthier asset structuré #hus its credibility might
increase. (S6nmez, 2003b)

The concept of qualified asset, which is includedhe TAS 23 Borrowing
Costs Standard, is not covered in the said Taxdewal Law Communiqué No.
163, and no such differentiation was made in teohghe assets and general
provisions are laid down that are applicable fbaatets. In accordance with this, an
enterprise can capitalize its borrowing costs dgample that emerge as interest
expenses- capitalized by necessity in the estabésh period, in the operating
period as well. This is optional for the enterpsiselowever, in another enterprise

prefers the option of recognition as expense indperating period, it will not be
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possible to soundly compare the financial statuhefe two companies. In addition,
the firm that capitalizes also in the operatingquemight have the disadvantage of
including the asset in the balance sheet overutsent market value during the
whole depreciation period. However, according tdSTZ8, interest capitalization can
only be made for the qualified assets which taklerm time to prepare for the
intended use or sale; and for those assets, dapttah is ended when all procedures
required to prepare the asset for the intendedousale are completed in essence,
and the borrowing costs that incur after that pai@ recognized as expense in the
period they incur. (Erdgan andilter, 2005: 205) On the other hand, according to
TAS 23 exchange differences arising from foreigrrency borrowings can only be
added to the asset expenses to the extent thatithengegarded as an adjustment to
interest expenses and, in the case of the acquisiti a qualified asset, until the
provisions regarding the ending of capitalizatioa eealized. Apart from that they
are taken into account as period expenses. Therdfmre are significant differences
between our Tax Legislation and the provisions hed Standard in terms of the

recognition of the borrowing costs incur from excha differences.

4.3.2. Borrowing Costs in Inventories

In our Tax Legislation, the recognition of the twawing costs incurred in
relation with the inventories is also put under yismn with a separate Tax
Procedural Law Communiqué. Tax Procedural Law Comiqué No. 283°, which
has been issued by the Ministry of Finance on thater in 1995, lays down
different adjustments in terms of the borrowing tsoscurring from domestic
borrowing costs and foreign exchange loans for ri@ognition principles and

methods of the borrowing costs of the inventorfeording to this;

- Borrowing Costs Incurring from Domestic Borrowingiccording to the
relevant Communiqué, it is not compulsory for tieeprises to give a share

from the borrowing costs consisting of the interegpenses and similar

0 This Communiqué entered into force after beingliphbd in the Official Gazette dated 2 March
1995 and No. 22218.
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expenses of the loans received for financing fréva banks and similar
institutions, to the inventories at the end of texiod. If they wish the
enterprises can capitalize the inventory-relatad @athe general borrowing
costs by adding it to the inventory costs or catogeize all of it as period
expense without paying attention to the relationtled general borrowing
costs to the inventoriés.

- Borrowing Costs Incurring from Foreign Exchange h&aThe borrowing
costs incurring from the foreign exchange loanssaarated into two in the
Communiqué and the principles and procedures ®mrglcognition of those
costs are laid out: According to this, it is obtigy to recognize the exchange
differences that occur in the period until the date acquisition and
recognition of the inventory items, as an eleménhe inventory cost. On the
other hand the enterprises can capitalize the Wwimgp costs of the
subsequent period after the recognition date ofrthentory items by adding
them to the cost of their inventories or recogrime exchange differences as
the expense of the period they octugYalkin, 2000: 9-10)

As seen the Tax Procedural Law Communiqué No. 888des the financing
costs only in the measurement of the end-of-peanwgdntories and there is no clear
provision on the costs incurred at the moment gliaition. It can be deducted from
the letter of the Articles 274 and 275 of the Tawdedural Law that the borrowing
costs will be taken into account as an elemenhefitventory cost. As a matter of
fact, as we mentioned before, Article 262 of thex Paocedural Law defines cost
price as “the sum of the payments made in connectidh the acquisition or

enhancement of a value and all expenses relatéob$e”. The concept of all related

1 At this point, the following issue springs to minGan the enterprises change their policies
whenever they want within the framework of thishtigo choose vested in them? On this issue
Ministry of Finance is off the opinion that thighit cannot be changed any time, instead a preferenc
must be made at the beginning and this preferencst not be changed for at least two years. (The
ruling by the Ministry of Finance dated 10.05.128@ No. KVK 22113-1335) (Kocak, 2007: 80-81)
®2As understood from the explanation so far, withire tframework of the provisions of the
communiqués no. 163 and no. 238, our legislatiorgfreedom to the enterprises to either recognize
the borrowing costs of the periods following thepitalization date of a tangible fixed asset or
inventory item as the expenses of the relevantodeor to capitalize the relevant asset as a cost
element. (Yalkin, 2000: 11)
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expenses used in this expression inevitably cotherginancing expenses related to
the loans used for acquiring the said assets. Henv@wentories are current assets,
and the term and interest payments of the debaserkbto those generally continue
after the acquired goods or the finished produavds the enterprise. Therefore,
difficulties are encountered in correlating the antory items with the incurred
borrowing costs. Especially in the cases of geneoatowing procedure, it is not
proper to capitalize the borrowing cost that occafter the inventory acquisition
procedure is completed and capitalized. (Zaif, 1999 Actually TAS 23 Borrowing
Costs Standard states that the inventories thairatkiced or manufactured within a
short period of time are not qualified assets; thatinventories that are ready for
sale or the intended use at the moment of theichase are not qualified assets;
therefore the borrowing costs related to those atabe capitalized; and that they
should be recorded as expenses in the period tbey.oHowever, as emphasized
before, our legislation does not have a separatioterms of the inventories as
qualified and non-qualified assets. Therefore, floe inventory item which it
manufactures in a short time and thus not a qaedlifisset according to the Standard,
any enterprise can make capitalization regardiegbtbrrowing costs even after the
asset is capitalized, according to the Tax Pro@@dwaw Communiqué No. 238.

Another difference that we should highlight hese¢he recognition of the late
interests (deferred) in case the inventory itenes @rrchased on credit terms. As
known both in our tax legislation and in our conv@mal accounting practices, the
late interests included in the invoice during pasd are included in the cost of the
inventory items. The entry records of the inver@srare made over the deferred
price written on the invoice. However, accordingthe basic principle in TAS 23
actual late interests are not to be added to tls¢ @bthe purchased goods as a
borrowing cost. However, as we expressed in futhe relevant value is a qualified
asset, the late interest is added to the value @ssa borrowing cost. As we
mentioned in the third part of our study, accordioghe eighteenth paragraph of
TAS 2, when an entity purchases inventories on rdadesettlement terms, the
financing element, that is the difference betwdengurchase price for normal credit
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terms and the amount paid, is recognized as intergsense over the financing
period. (Karakaya, 2007: 167)

Example 3(Karakaya, 2007: 168)

Pergamon Inc. purchased raw materials and supglaswill be used in the
production processes on 01.12.2010. The purcha&se gn credit terms is 10.600 TL
and the amount paid is 10.000 TL. Maturity is threenths and payments will be

equally at the end of each month.

According this, the journal entries that are cotifgha with TAS 2 shall be as

follows:
01.12.2010
150 Raw Material and Supplies 10.000
182 Deferred Expens¥&s 600

320 Accounts Payable 10.600

31.12.2018
780 Financing Expenses 200
182 Deferred Expenses 200

4.3.3. Borrowing Costs Due to Financial Lease Tramastions

A finance lease takes place in the leaseholdecsrds both as an asset and
as a debt after its occurrence. With this procedilne leaseholder has to pay a rent

and its interest during the lease process. Bormpwiosts emerge in relation this.

® This account name is not included in the Uniforhaf of Accounts at the moment. However, its
use is recommended in the literature in order tsuen compatibility with the provisions of the
Turkish Accounting Standards.
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(Aslanertik, 2009: 7) In fact, as we mentioned I tsecond part of our study,
according to TAS 23, borrowing costs may includeafice charges in respect of

finance leases recognized in accordance with TABehses.

The legal infrastructure of the finance leases un @ountry was first built
with the Finance Lease Law dated 10 June 1985 and3BR6. The measurement
provisions and accounting record methods relatet@tation of those contracts are
laid down in Doublet Article 290 of the Tax ProcealuLaw. The provision of this
law was added to the Tax Procedural Law with thev INo. 4842 because the
provisions of the Finance Lease Law No. 3226 weeey Wifferent from the
International Accounting Standards and thereforeblgms were encountered in
implementation, and significant novelties have bélens introduced and much
compatibility with the TAS 17 Lease Standard hasrbensured. (Sayilgan, 2004:
70) The said article defines financial lease ag ‘type of lease that results in the
leaseholder bearing all benefits and risks deriinogn having the ownership of a
value, without considering whether the propertytig transferred to the leaseholder
at the end of lease period.” This definition isconsistency with the one included in
TAS 17. With the adjustment introduced by Doubletidde 290, the incomes and
expenses qualified as lease income and lease expgrbe parties of the financial
lease contract in the past are turned into finapdimcome and cost. With this
adjustment the installment amount also includesddlgt/claim capital installment
amount. (Pekdemir, 2003: 49) Therefore, lease patsnéo be made by the
leaseholder are separated as the capital andtéresh The separation procedure is
made at the end of each period in a way ensure@piplication of a fixed periodical
interest rate to the remaining debt. Also accordingthe relevant Article’s
provisions, leaseholder does the depreciation almc for the value subject to
financial lease. After the lease payments are s¢ghias capital payment and interest
payment as explained above, the interest expemsefeduced while calculating the
income that is subject to taxation in the relevpetiod. l.e. in other words, the
interest expenses are recognized in the form ofogeexpenses as financial
expenses. At this point, we again observe the idsate the relevant Doublet Article

290 of the Tax Procedural Law does not include fanitien for the qualified asset
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which has a very important place in the applicabdMAS 23. Therefore, regardless
the leased value is a qualified asset or a not, itberest expenses found by
separating the capital from the lease amounts Ipaithe leaseholder and the other
borrowing costs such as the exchange differencestransferred to the Income

Statement as financing expense. However, accotdifiAS 23, if the leased value

is a qualified asset, those financial expensed bhatapitalized by considering them
as a cost element until the said value becomey ffieadhe intended use or sale thus
forming the conditions to end of the capitalizatiand the financial expenses after

that date shall be considered as period expense.

On the other hand, Tax Procedural Law Communiqué 3® makes a
clarification on the status of the financial expemspaid by the leaseholder.
According to this, if the leaseholder companiesarselit in Turkish Lira or a foreign
exchange while purchasing an asset, the excharfigredices and the interest
expenses paid for the first year shall be addeébeaost, if it is possible to add them
to the asset’s cost before contracting; otherwise ia other years they shall be
recorded as expense. As seen, the financial expehaecan be capitalized by the
leaseholder are limited with the part until the tcact date for the first year. For
example, if a machine that was purchased for leams@1.06.2010 was leased on
01.10.2010, the borrowing costs pertaining to ther fmonth period between the
purchase date and the lease date shall be capitadizd the borrowing costs born

after that date shall be recognized as period esge§eker, 2005: 127)

4.3.4. Accounting System Implementation General Comuniqués and

the Borrowing Costs

Ministry of Finance, based on the authority vestpdn it by Article No. 175
and Doublet Article No. 257 of the Tax ProcedurawL No. 213, has issued
Accounting System Implementation General Commursqince 1992. The
Accounting System Implementation General Communitjeaé No.1, which was
published in the Official Gazette dated 26.12.1888 no. 21447 express the aim of

the adjustment as; proper and reliable recognibbthe activities and outcomes of
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the ventures and enterprises belonging to naturdllegal persons keeping their
accounts on balance sheet basis, ensuring thatntbemation presented to the
interested parties through financial statementgecethe actual status while keeping
the coherence and comparability of that informatoil facilitating the audit in the
enterprises. The said Communiqué states that tterpeises shall conduct their
accounting system in accordance with the rulesdaign in the Communiqué and its
Annex; however the special provisions includedha tax laws shall be taken into
consideration while assessing the profit subjed¢atation. In the Section 4 titled as
“Preparation and Presentation of the Financial eBtahts” in the Annex titled
“Accounting Procedures and Principles” of the sa@mmuniqué, it is seen that the
financing expenses related to the borrowing cosés defined as “covering the
interest, exchange difference and other itemsititatr from the sums borrowed by
the enterprise and that are not added to the ddsiecassets”. It can be concluded
from this definition that any cost incurring fronorbowing such as interest can be
capitalized and added to the asset cost. Howewerdlevant Communiqué does
include the concept of qualified asset, which \&ey important concept with respect
to the capitalization of those costs that is stat€bAS 23; in addition no explanation
is made on the cases where the borrowing costdearapitalized and the cases
where the borrowing costs can be recognized asdiabexpenses in the form of
period expense. It is necessary to ensure the smgesompatibility with the
provisions of the TAS 23 Borrowing Costs Standawthkin the Accounting System
Implementation General Communiqués and in the WmifacChart of Accounts
implemented by those Communiqués. For example, sttepe of the deferred
financial expenses incurring from deferred purchsiseuld be laid down in the
Accounting System Implementation General Commurscau@ a new account code

should be identified for this in the Uniform ChaftAccounts.

4.4. The Comparison of TAS 2 Inventories with the PL

Although it is stated in the literature that TAS pRovisions and Tax

Procedural Law show parallelism with each otheicalbse our Tax Regulations,

especially our Tax Procedural Law, focus on deteimgi assessment declared for
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taxation, there might be some important differermetsveen the Standard provisions
and Tax Procedural Law and our accounting practiegkin the framework of

Uniform Chart of Accounts as we have mentioned iteefo

The differences between TAS 2 and our establisladand accounting
practices shall be examined in detail under seveeations below. One of the
differences between the Standard and TPL providiams the view of recognizing
the inventories and making them subject to taxaioine buying of the inventories
on credit terms. (Late interest/deferred settlesj)eStnce this matter was examined
in detail in the previous sections, it shall notdealt with here again.

4.4.1. Absorption Costing Method vs Normal Costindg/ethod

When the methods constituting the costing accagrgystems are examined
it is seen that there are several classificatiaesraing to the scope of the expenses,
realization of the expenses, main base in the iloigion of the expenses and
accounting form of the cost of inventories. Costingthods according to the scope
of the expenses are generally divided into fivehia literature: Absorption costing
method, normal costing method, variable costinghaet direct costing method and
as the last one throughput costing method. In tiéssification, management
recognizes some of the expenses as cost of inyeatat some of the expenses as
period expense and registers to its income statemerounts according to the
method it used. (Boyar and GUngoynR006: 84; Karakaya, 2007: 324)

Absorption costing method, the first one of thesghuds, is a method which
includes all the expenses related to productiorih cost of inventory. In this
method there is no distinction as fixed and vaggiibductions overheads and all the
production overheads (costs) and besides directmaterials and supplies expenses
and direct labor expenses are included in the cbs&iventory. (Karakaya, 2007:
325)

131



Normal costing method is different from the absiomptcosting method and
includes only some part of the fixed productionstsdo the inventory cost. Fixed
production costs to be included in the cost of mwey are determined according to
the capacity usage ratio of the entity in thatqeriFixed production costs allocated
to the capacity usage are included in the coshwéntory and part allocated to the
unused capacity is directly transferred to the queend accounts as the period
expense. As a result, in this method the unit obshventory is comprised of the
direct raw materials and supplies expenses, diadxr expenses, variable general
production overheads and fixed production costscated to the capacity usage.
(Karakaya, 2007: 325)

Variable costing method is a method which incluoiely the variable costs to
the finished product’'s cost. In this method fixeosts are directly recognized as
period expense and transferred to the period-emuats. Because of this, it
comprises of direct raw materials and supplies eseg, direct labor expenses and

variable general production overheads.

In direct costing method, only direct productionstso are added to the
finished product’s cost and indirect costs of pidn are transferred to the period-
end accounts as the period expense. Because ofirthisis method unit finished
product’s cost is comprised of only direct raw miale and supplies expenses and

direct labor expenses. (Karakaya, 2007: 326)

Throughput costing method is a costing method wtoaly includes the
direct raw materials and supplies expenses tonb@upt’'s cost and recognizes other
costs as period expense in the income statem@&uyal ve Glingérmyj 2006: 84,
with reference to Cakici, 2006)

When our Tax Procedural Law and Accounting Systenplémentation
General Communiqués are examined, it is seen tmatax legislation adopts the
absorption costing method in accounting the co$tewersion according to the

scope of the costs. However in TAS 2 Inventorien&ard, normal costing method
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is used in charging the expenses according to Hueipe. As mentioned before, in
normal costing method if the production is below ttormal capacity usage there is
negative capacity variance and if the productioaleve the normal capacity usage
there is positive capacity variance. From the pointiew of the Standard, positive
differences are not transferred to the period-ecwbants but the negative capacity
differences are transferred to the period-end adsowas the period expense.
(Karakaya, 2007: 683-684) According to our curm@ettounting system practices and
Uniform Chart of Accounts, there is no clarity abdransferring these negative
capacity variances to which period-end accountshénapplications in our country,
it is seen that the fixed expenses not chargedceocbsts are recognized in the
account of “680 Idle Capacity Expenses and Losseffie Extraordinary Expenses
and Losses group within the frame of the Uniforma@lof Accounts (Akdgan,
2004: 34). However, the explanation of the concerraccount in the "5 Section
titled “Uniform Frame of Accounts and Chart of Acets and Chart of Accounts
Explanations” of the annex titled “Accounting Prdaees and Principles” of the
Accounting System Implementation General CommunidNel is that: “This
account includes the expenses concerning the ptiodubelonging to period and
parts which are not worked”. It is understood frtme explanation of the account
that it isn’t based on the normal costing methdgkcause, in the normal costing
method the negative capacity variance in quesisorelated to the production which
is below the normal capacity usage as explainedreeHowever, this account is
being used for transferring finished product’s sdstthe period-end accounts in the
situations which no production is made and for uhé&s which stopped working. It
doesn’t rely on an accounting based on the normakpected capacity (Karakaya,
2007: 684). On the other hand it is stated in tB& Baragraph of the TAS 1
Presentation of the Financial Statements Standeatd tEntities shall show any of
the profit or loss items as extraordinary itemsthesi in income statement nor in
footnotes.” and by this way, extraordinary repugtiis cancelled. According to
Boyar and Gungo6rni(2006: 88) the capacity variance arising hereoiscerned
with the main activity of the management. From ¥i@v of the Uniform Chart of
Accounts, because the “Operating Expenses” groupbered 63 is comprised of the

expenses which is not charged on the productiosts cthe capacity variance arising
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here should be shown in the “Operating Expensagpgnombered 63”. According to

them if a new account under this group titled “@3dneral Production Overheads
Capacity Variances” is opened, the applicationthefStandard and our accounting
system can be harmonized. In our opinion this aggras suitable. However, from

the view of our Tax Legislation this harmonizatimay not be enough. If the item of
inventory is sold, there shall not be any problént, if the items concerned are not
sold, as the cost in question shall not be abledécline and harmonization

registration with our tax legislation is requirdd.this case, according to the TAS 12
Income Taxes Standard deferred tax debt or defeéeedsset may arise and in a
permanent discrepancy situation some calculationgfiabling the transition of the

commercial profit to the fiscal profit might be temed. (D&demir, 2008)

Example 4

Anatolian Inc. deals with the production and sale tlke X product.

Information concerning the production and sale iec@mber, 2010 is as stated

below:
Direct Raw Materials and Supplies Expenses : 601000
Direct Labor Expenses : 50.000 TL
General Production Overheads :40.000 TL
Fixed: 24.000 TL
Variable: 16.000 TL
Production Amount : 10.000 units

The normal capacity of the management is 12.00% amd management has
realized a production below its normal capacity.

Fixed General Production Overheads Charging Ratio:
24.000 TL/ 12.000 units= 2 TL per unit

® This Example is developed from Orten, Kaval andagenar (2007: 58-59)
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Fixed General Production Overheads to be Addedad’toduction Cost:
2 TL x 10.000 units= 20.000 TL

Negative Capacity Variance (Fixed General Produoct@verhead to be
written as period expense) : 2 TL x 2.000 unit$308.TL
In the light of this information journal entriesadhbe as follows:

151 Work in Process 146.000
711 Direct Material Cost Applied 60.000
721 Direct Labor Cost Applied 50.000

731 Factory Overhead Cost Applied 36.000

/
711 Direct Material Cost Applied 60.000

721 Direct Labor Cost Applied 50.000
710 Direct Material Cost 60.000
720 Direct Labor Cost 50.000

/
731 Factory Overhead Cost Applied 36.000
634 Prod. Overheads Cap. Variances 4.000
730 Factory Overhead Cost 40.000

/
970 Non Allowable Charges 4.000
971 Non Allowable Charges A.P. 4.000
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/
283 Deferred Tax Asséfs 800°
693 Deferred Tax Income Effect 800

4.4.2. Net Realizable Value:

As explained in the8 Section of our Study in detail, inventories canbet
followed with a value higher than the expected am@o be earned in case they are
used or sold in the financial statements accortbnifpe TAS 2. In case the costs are
higher than the value to be earned from the usagelbthan provision for loss on
inventories is reserved. Reduction of the cosiawéntory to the net realizable value
Is consistent with the principle of measuring theentories with the lower of the
cost or net realizable value. Although it is upstame specific conditions, during the
year-end inventory procedures, inventories mighvddaed with their market prices
(values) according to the Tax Procedural Law. Macgdemicians have the opinion
that net realizable value meets the market priceeat in the Law. (Demir, 2000:
144; Karakaya, 2007: 162). Law makes it possiblentasure the inventories, of
which selling value falls below their market pricesth the market prices instead of
their cost value but valuation (measurement) wite tower of the cost or net
realizable value is bonded with the applicatiorthaf imputed cost measurement. In

the Article 274 of the Tax Procedural Law is saidtt“Tax payer may apply the

® This cost which is a non allowable cost in the @@tcounting period because of the provisions of
the Tax Procedural Law, as it shall be taken imbastderation when the inventory item is sold
“Deferred Tax Assets Registration” shall be madeadacordance with the TAS 12 Income Taxes
Standards because of the resulting timing diffeeeit means that management shall face a tax
assessment which is 4.000 TL higher than the redwne in the 2010 accounting period because of
the provisions of the TPL. But when this inventégm is destocked in the next accounting period,
this amount shall be taken into consideration wofaf the management in the tax assessment and the
Standard and TPL provisions shall be consistertt wéch other. The accounting records above are
made in order to provide this consistency.

283 Deferred Tax Assets and 693 Deferred Tax Incéfiect accounts are not included in the
Uniform Chart of Accounts yet but it is expressedtlie literature that these accounts should be
included into the Uniform Chart of Accounts in amtance with the related provisions of the TAS
12.(Akdggan and Sevilengil, 2007; Orten, Kaval and Karap@2@d7: 58-59)

%8 4,000 x 0.20 (Corporation Tax Rate)= 800
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imputed cost measure instead of cost value in cegesh selling prices of the
commodity losses % 10 or more of their costs atagsessment date except for the
procedur®’ stated in the second line of the P6article”. This measure can be
applied to the inventory items which are either anmercial commodity or a
finished product. According to this, imputed copplcation in inventories will be
able to realize on the base of average price infitise line or on the base of
assessmefitin the third line. On the other hand in the 2 7gticle of the Law, it is
stated that: “In the valuation of commodities Igsitmeir value because of natural
disasters like fire, earthquake and flood or beeaok cases such as decaying,
perishing, breaking down, cracking, rusting and cuadities such as junks and
wastes, rag, silk waste and discard which are owtinely evaluated, the imputed
cost is used”. This provision also complies witk graragraph 28 of the Standard on
a large scale which proposes to reduce the investto the net realizable value in
case the inventories are partially or completelgless or they lose their selling
prices and thus their costs cannot be earned bakkkough the Turkish Tax
Legislation is partially similar to the related pisions of the TAS 2 Inventories, in
specific limitations and conditions, it also aceepghe approach of measuring
inventories the lower of the cost and the net zaale value. (Karakaya, 2007: 162-
163) The main difference here is that: accordintheo274' Article of the TPL, the

application of the imputed cost is possible ondbedition that the sale prices of the

67 According to the 267 Article of the Tax Procedural Law, imputed costhis value of a commodity
if it is sold at the assessment date when compaitkdts counterparts in case its real value caraot
found correctly or not known.

Imputed value is determined according to the ppilesi below in order:

First row: (Average price principle) If the commtdbf the same kind and quality was sold in the
same month or in the previous month or two montfsre than the imputed price is calculated with
the “Average sales price” by the tax payer accardinthe amount and sum of these sales. In order to
apply this principle it is required that the amoahtnonthly sales of the commodity of which imputed
cost to be calculated shouldn't be less than the &2he total amount of each commodity.

Second row: (Cost Price Principle) If the cost @rid the commodity of which the imputed cost to be
calculated is known or charged in this case tayepatates the imputed cost by itself by adding % 5
for wholesales and % 10 for retails.

Third row:; (Assessment Principle) Imputed costsohtannot be found according to the principles
written above are assessed by the assessment caionm@ the appeal of the persons concerned.
Assessments are made by searching the cost picmarket prices and for the used commodities by
taking the wearing degrees into consideration. gayers’ rights of litigation before the tax couarg
reserved for the assessment prices. But openiaga$e doesn't stop the assessment and colledtion o
the tax. (TPL 267 article)

% |n Turkish its meaning is: “takdir esas!”
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commodity is %10 or more than it lower than itstomsce at the assessment date
while in the TAS 2 there is not any specified ratel it is judged that the lower of
the cost or net realizable value of the commoditpe measured shall be taken into
consideration as valuation measure. (Demir, 20@&) Besides, it is understood
from the wording of the related Article of the TRbat valuation with imputed cost
IS not an obligatory application but a right thaght be chosen from the aspect of
the tax payer. In fact, tax payer is given the cbaodf paying the income tax or
corporation tax of the current accounting periodhie next accounting period with
the valuation procedure done. (Cakmakg¢i, 2006) Heweccording to TAS 2 if the
net realizable value falls below the cost thanitiventory item cannot be measured
with the cost and it is required to reserve pransior loss on inventory item and to
show the inventory with its net realizable value tire balance sheet. Another
important point here is that, in order to make @B@n for loss on inventory item,
which lost its value as a result of the cases dtatethe 278 Article of the Tax
Procedural Law, an allowable charge vafuessessment must be made by the
assessment commission. Otherwise the provisiomvwesds considered as a non
allowable charge and added to the tax assessnmestich a case, according to the
TAS 12 Income Taxes Standard, Deferred Tax AsseBeferred Tax Debt may

arise.

The paragraph 34 of the Standard has been chanigfedhe Communiqué

dated 11.04.2006 and Numbered 38 concerning thagohg of the TAS 2
Inventories. According to the paragraph in questtbe amount of any write-down
of inventories to net realizable value and all &sssf inventories shall be recognized
as expense in the period the write down or lossirgscd he amount of any reversal of
any write down of inventories, arising from an e&se in net realizable value, shall
be recognized as expense in the period in which réwersal occurs. In our
accounting applications within the frame of the fdnn Chart of Accounts reversal
of provisions for the decline in the value of int@ies because of the increase of the
net realizable value is offset from the amount gatred as allowance (provision)
expenses in that period. Reversed allowance expewsethe condition that not

% In Turkish its meaning is “Kanunen Kabul Edilerd&i’.
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being more than the amount of the allowance exgeatéhe accounting period, is
registered as revenue to the account of “644 Adjasts of Unused Allowances”
(Gurdal, 2007: 71). According to many academicitaen how on it is required to
recognize allowance expenses under the title ofva account to be opened under
the “Cost of Sales” account group instead of “63fbwance Expenses” account;
with the new regulation made in the Standard wloss lon inventory arises. For
example for this purpose Akgan and Sevilengul (2007) suggest opening “627
Allowance Expenses for the Loss on Inventories’oaot under the “62 Cost of
Sales” group in the Uniform Chart of Accounts. Saniviews are found in the
literature. (Gencgglu, 2007: 196; Gurdal, 2007: 71)

Example 5:

Pergamon Inc. has provided allowances for the wdecin the value of
inventories (loss on inventories) beforehand attieunt of 8.000 TL for the digital
cameras having the registered value of 50.000 Titsimventories. It is found that
the net realizable value of these assets has tse#5.000 TL in the current

accounting period.

In this case allowance at the amount of 3.000 TrLitie decline in the value
of inventories should be reversed because of @ of the net realizable value.
According to the provisions of the Standard and #&&ing the changes suggested to
be made in the Uniform Chart of Accounts into cdesation, this reversed amount
shall be taken into account in a way reducing ttewed cost of goods sold of the

current accounting period.

/
158 Provision for Loss on Inventories 3.000
627 Allowancegenses  3.000
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4.4.3. Cost of Inventories of a Service Provider

In the 8" paragraph of the TAS 2 Inventories Standard, #tiged that: “In
the case of a service provider, inventories inclirgecosts of the service for which
the entity has not yet recognized the related n@gen this way, inventory concept
according to the Standard comprises not only itsmsh as commercial goods,
finished products or direct raw material and suggplbut also service costs which
currently cannot be met by any revenue. Certaiofynriaking such an Article in the
Standard, periodicity concept is effective. Accagdio this fundamental accounting
principle, matching of the revenues and expenseghef period is essential.
According to this principle, costs have to be am@ed in cases which they aren’t
reflected on the period-end accounts. As it is kmowosts are transferred to
expenses as their profits consume and they arsféraed to the period-end accounts.
Because in our current accounting system the sigakd the production costs aren’t
foreseen for the service providers other thaniestif construction and maintenance
spread throughout years, there is no concerninguatdlow foreseen in the Uniform
Chart of Accounts too. (Boyar and Gungogn@008a; Akdgan and Sevilengil,
2007). In the present system, costs concerningehace rendering are collected in
the 740 Service Rendering Cost account and traesféo the 622 Cost of Services
Rendered account via 741 Service Rendering Cosliggbpccount in the end of the
period without consideration to the periodicity cept’® However, according to the
provisions of the Standard explained above, stackithe costs which cannot be
matched with the revenue is foreseen and with aameunt to be opened under the
“15 Inventories” account group of the Uniform Chaft Accounts harmonization
with the Standard might be done. For example, Ba@d Glngoérmgi (2008a)
suggests opening the “154 Service Inventories” actoln this way, amounts
collected in the 740 Service Rendering Costs adcatithe end of the period, by
means of 741 Service Rendering Cost Applied accaasts concerning the part of

the revenue which isn't reflected on the finanstatements can be transferred to the

In the current Uniform Chart of Accounts serviassts can be stocked only for the entities of
Construction and Maintenance Contracts Spread Hhr@ut Years. For this “170 Construction and
Maintenance Contract Costs Spread Through Out Yaac®unt is used.
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154 Service Inventories account and the rest catransferred to the 622 Cost of
Services Rendered account and so harmonizationtiagtiStandard is done. Similar
suggestions can be found in the literature. Fomgta Akdgzan and Sevilengll
(2007) deem it suitable to open two new accounts@ming service inventories:
“154 Incomplete Service Costs” account and “155 @leted Service Costs”
account. According to the system they suggestethef service rendered by the
service provider company is not yet completed atehd of the period, than costs
collected in the 740 Service Rendering Costs ad¢duy means of 741 Service
Rendering Cost Applied Account, is registered abitde®o the 154 Incomplete
Service Costs and later on, when the service ispteted, cost in this account is
registered as credit to this account and registasedebit to the 622 Cost of Services
Rendered account. If the matching with the reveshadl be in the next accounting
periods after the completion of the service, thastads transferred to the 155
Completed Service Costs Account in return for thedit of the 154 Incomplete
Service Costs Account. In our opinion, both suggast provide harmonization to
the Standard however as the approach in the suggest the Akdgan and
Sevilengul submits a more detailed presentatiorihan financial statements and
reports, it shall be more suitable to the naturéhef Accounting Standards built on
the basic accounting principles such as undershdlitgia transparency, adequacy

and disclosure.

4.4.4. Other Costs

In the 8" Section titled “Uniform Frame of Accounts and Ghafr Accounts
and Chart of Accounts Explanations” of the annd&di“Accounting Procedures and
Principles” of the Accounting System Implementat®aneral Communiqué No.1 it
is resolved that the general administrative experase consisted of the indirect
material, indirect labor, personnel costs, outsedirbenefits and services, other
expenses, taxes and funds and depreciation expetses are concerned with the
general administration function of the managemert has no direct relationship
with the production or cost of the goods sold. Adang to the 278 Article of our
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Tax Procedural Law entities aren’t obliged to cleateir general administrative
expenses on the cost of the inventories but ibiantary.

According to TAS 2 cost of the inventories is cors@d of purchase costs,
costs of conversion and other costs. General adtrative expenses are in the scope
of the other costs. According to the™Baragraph of the Standard, other costs can be
included in the cost of inventories only to theestthat they are incurred in bringing
the inventories in their present location and ctodi Thus the Standard, in a
different way than the Tax Procedural Law whicls ligte entities charge the general
administrative costs to the cost of inventory ort, neegularizes that general
administrative expenses which has no relation ingomg the inventories in their
present location and condition, cannot be addatégroduct cost in any way and

they have to be directly recognized as period es@en

Research and development expenses and design wabséts, are normally
accepted as period expenses, might be includdakeiproduction costs if any direct
relation can be established with a special ordeording to the related provisions of
the Standard. While in our current accounting aapions these costs are recognized
as operating expenses, Standard proposes thatdbstsecan be included in the cost
of inventories to the degree which they bring theentories in their present location

and condition. (Boyar and Gungorgi2008b)
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CONCLUSION

The globalization of world capital and commodity rkets increased
considerably the volume of international trade aodthe number of transnational
companies that operate in many different countoasside their home. In this
context, International Accounting Standards BoarHictv is the successor of
International Accounting Standards Committee, hasméllated and published
International Accounting Standards/Internationaharicial Reporting Standards
(IAS/IFRSs) to meet the increasing demand comianmhfdifferent interested groups
such as transnational companies, investors, credibng accounting firms and of
course tax authorities for more reliable, undeidade and comparable accounting
information systems. In this process, the effoftqy@monizing or converging the
different national accounting applications basecdhational accounting standards or
other national legislations and the IAS/IFRSs, inaseased considerably. In Turkey,
Turkish Accounting Standards Board (TASB), which shagublic entity,
administrative and financial autonomy, was esthblis to develop national
accounting standards that are in favor of publiterest to achieve reliable,
comparable and understandable financial statembntkis study, after covering a
theoretical basis for the evolution of IAS/IFRSsIaAS/TFRSs in the first part; two
of the Turkish Accounting Standards that were phgd by TASB; “Turkish
Accounting Standards 23 Borrowing Costs” (TAS 28d dTurkish Accounting
Standards 2 Inventories” (TAS 2) were analyzed ha second and third parts

subsequently.

In the fourth part of our study a comparative asialyvas made to show the
differences between these Standards’ provisionsoangresent tax and accounting
practices based on Tax Procedural Law, Accountygie® Implementation General
Communiqués and Uniform Chart of Accounts. Thislgsisademonstrates that there
exist important differences between our presentatak accounting practices and the
Standards’ required practices. For instance, tmeeqt of qualified asset, which is
one of the critical components of TAS 23 Borrowi@gsts Standard, is covered

neither in our Tax Procedural Law nor in the Geh@ammuniqués of this Law.
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According to TAS 23, interest capitalization canyobe made for the qualified
assets which take a long time to prepare for thendaed use or sale; and for those
assets, capitalization is ended when all procedweggired to prepare the asset for
the intended use or sale are completed in essandehe borrowing costs that incur
after that point are recognized as expense in @ they incur. However, our
present tax legislation let enterprises capitatlesr borrowing costs -for example
that emerge as interest expenses- capitalized dgssity in the establishment period,
in the operating period as well. This is a selectmr the enterprises differently from

the provisions of TAS 23.

Such important differences were observed betweerptbvisions of TAS 2
and Tax Procedural Law (TPL) too. For instance, Hebpts the absorption costing
method in accounting the costs of inversion acogydop the scope of the costs.
According to this method all of the production dwemds go to the cost of inventory.
However, in TAS 2 Inventories Standard, normal iogsinethod is used in charging
the expenses according to their scope. Accordintisomethod, differently from the
method that was accepted in TPL, only some patiefixed productions costs go to
the inventory cost. Fixed production costs to muded in the cost of inventory are
determined according to the capacity usage ratihefentities. If the production is
below the normal capacity usage, there is negataypacity variance and the negative
capacity differences are transferred to the peeiod-accounts as the period expense.
Naturally, such an application might influence tassessment and some
harmonization transactions may be required in tesmEAS 12. This is one of the
important differences but there exist other diffees, such as the use of net
realizable value and accounting of cost of senpeeviders, which may create
difficulties for the entities, managers and accoghiprofessionals as analyzed in
detail in the fourth part of our study.

As stated several times in our study there are nulifigrent governmental
institutions such as Ministry of Finance, Capitalafdets Board and Banking
Regulatory and Supervision Agency which issued legguns that are related to

entities in their rule of authority and this hagated a multi-layered structure in
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Turkish Accounting System. This multi-layered sture creates a “regulations
overload” and makes difficult to harmonize with TABRSs that are in full
conformity with IAS/IFRSs. In fact, the most impamt establishment aim of Turkish
Accounting Standards Board is to abolish this raltered structure by developing
accounting standards applicable to all entitiesieltent years, with the great efforts
of Capital Markets Board and TASB important develents have been experienced
related to the harmonization with International éwoting Standards. Now it is left
to Ministry of Finance to make efforts in orderdomnform tax legislations especially
the Turkish Tax Procedural Law and Uniform ChartAaicounts to TAS/TFRSs
published by TASB. This will promote a uniform aooting system in Turkey and
abolish present differences between TAS/TFRSs’ ipraws and our tax and
accounting legislation. In addition to these, thewnTCC draft that makes
TAS/TFRS usage for all entities an obligation sdouhpidly come into force.
Undoubtedly, introducing a system of continued g@ssfonal education to prepare
professional accountants for adequate interpretattmd application of the

TAS/TFRSs is an important requisite for the sucodgbis harmonization process.
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APPENDIX 1

A Grouping of Standards Published by TASB

- TFRS 1: First-Time Adoption of TFRS
- TAS 1: Presentation of Financial Statements

Standards Related to - TAS 7: Cash Flow Statements
Presentation of Financial - TAS 8: Profit or Loss for the Period,
Statements Fundamental Errors and Changes | in

Accounting Policies

- TFRS 3: Business Combinations
- TAS 27: Consolidated and Separate Financial

Standards Related to Statements
Financial Statements - TAS 28: Investments in Associates
- TAS 31: Financial Reporting of Interest in Joint
Ventures

-  TFRS 2: Share-Based Payment

-  TFRS 4: Insurance Contracts

- TAS 2: Inventories

- TAS 11: Construction Contracts

- TAS 12: Income Taxes

- TAS 16: Property, Plant and Equipment

- TAS 17: Leases

- TAS 18: Revenue

- TAS 19: Employee Benefits

- TAS 20: Accounting for Government Grants
and Disclosure of Government Assistance

- TAS 21: The effects of Changes in Forejgn

Standards Related to Exchange Rate
Balance Sheet and - TAS 23: Borrowing Costs
Income Statement - TAS 32: Financial Instruments: Disclosure and

Presentation
- TAS 36: Impairment of Assets
- TAS 37: Provisions, Contingent Liabilities and
Contingent Assets
- TAS 38: Intangible Assets
- TAS 39: Financial Instruments: Recognition
and Measurements
- TAS 40: Investment Property
- TAS 41: Agriculture

- TFRS 5: Non-current Assets Held for Sale and
Discontinued Operations
- TFRS 6: Exploration for and Evaluation |of

Standards Related to Mineral Resources
Disclosures of Financial - TAS 10: Events After the Balance-Sheet Date
Statements - TAS 14: Segment Reporting

- TAS 24: Related Party Disclosures
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TAS 26: Accounting and Reporting [
Retirement Benefit Plans

TAS 29: Financial Reporting [
Hyperinflationary Economies

TAS 30: Disclosures in the Financi
Statements of Banks and Similar Finang
Institutions

TAS 33: Earnings Per Share

Dy

al

sial

TAS 34: Interim Financial Reporting
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