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Summary

The aim of this paper was to show the similaritesl differences of reserves and
accruals according to international and nationalcacinting standards. The concept,
purpose, recognition, measurement and presentatibrreserves in the financial
statements were presented. Overview of issues wds on the basis of IAS 37, Polish
GAAP No. 6 and Polish Accounting Act.
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Introduction

The situation both in Poland and in the world isdming less
predictable. There are more spectacular bankrigfeig. the bankruptcy
of Lehman Brothers in 2008) therefore the balame®sitem as reserves
is of increasing importance. Due to the estimatatune it may be
manipulated by the managers and it causes manageshdmancial
results by using reserves. They are particularliated to over or
underreporting of reserves, creating fictional resg or abandoning their
creation. These actions forced institutions, whubfine accounting
standards, to the necessity of legal solution renssin terms of reserves.
This resulted in the release of IAS (InternatioAatounting Standard)
374 by the Committee of International Accounting Stamd and
longstanding work of International Accounting Stards Board related
to the problems of reserves ended up in publisiofish accounting

UDorota Kedzior, chief accountnt in BrilliantModule Ltd. irk&wina.

L IAS 37 Reserves, liabilities and assetaternational Financial Reporting Standards
(IFRS) 2011, vol. A, International Accounting Stands Board, Accountants
Association in Poland, Warszawa 2011 (further & 8X).
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standard no. Reserves, accruals of interim costs, contingetillizes?,
for which the base is IAS (International Accounti@tandard as well as
the Accounting AJ).

The aim of this paper is to present peculiaritids reserves
functioning and accruals based on Polish and iatemal accounting
standard. The first part of the paper containsnitedn of the concept,
purpose and the rules of creating reserves andiascNaluation of the
reserves and their influence on financial resu#t \&ry important matter.
The reserves are estimates therefore determinigig thlue may cause
measurement difficulties. This position influendbe shape of financial
result as well as the material situation of thevitial. Both IFRS and
Polish GAAP determine the conditions for the cr@a@nd recognition in
the accounts of reserves and accruals. The difereasults from the
reserves criterion and accruals recognition. Howeavéas no impact on
the presentation of the balance sheet but thedédfesent record on the
accounts.

1. The purpose, the definition and the rules for resares and accruals
creation in the scope of IFRS and Polish legislatio

Reserves and accruals were settled in Polish regulan the
Accounting Act and in Polish GAAP no 6. Wherea$FRS' these issues
are regulated in IAS 3'Reserves, contingent liability and contingent
assetsno 12 related to deferred income tax, IAS no 19ndej the
reserves for employees’ benefits.

There are two rules in case of reserves creatinrdent valuation,
income and costs matching. Pursuant to art. 7 attiie Accounting Act
parent rule while creating reserves is the prircipi prudent valuation
according to which the value of the assets caneabuerstated and the
value of liabilities understated. This rule limitke phenomenon in
formation of excessive reserves. Although they ereealed in the
conditions of uncertainty, we should be aware thatertainty does not

2 National Accounting Stanard no Reserves, accruals of interim costs, contingent
liabilities. Attachment to the Act no 7/08 Accounting Standd@dard dated 14.10.2008
(further as Polish GAAP no 6).

3 Accounting Act dated 29.09.1994 about accountifayrnal of Law of 2016, item
1047 dated 19.07.2016 with amendments (furthercg) U

4 International Financial Reporting Standards (IFRZ)11, vol. A, International
Accounting Standard Board, Accountants AssociatioRoland, Warszawa 2011.
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justify the creation of excessive reserves. Therges are created in
order to make their shots during the reportingqerhich they actually
relate to. It results from the matching principléiegh means: the links
between incomes and expenses of the period to vihahare related
Currently due to large variability of economic peeses the need for
reserves creation derives from consideration ok mxistence and
uncertainties, in other words the best render ohemic reality in the
financial statement according to the concepEroie and Fair View.

Both the Accounting Act and IAS 37 define similaserves concept
as liabilities whose amount or payment date is dace Reserves are the
security units against expected, future expenses their creation is
justified by the need of presenting the most adinahcial result

There is some discrepancy in defining the conceptcase of
accruals. Pursuant to the Accounting Act, the adsrare the reserves
directly related to operating activitts The costs of outstanding
agreements and invoiced deliveries and servicesuldhmot be
considered. Whereas IAS 37 defines accruals abathiéties to be paid
for goods and services which have been receivedamle but they have
not been paid, invoiced. Accruals require to bareged but the degree
of their uncertainty in timing or amount of futuexpenditure is much
smaller than in case of reser¥es should be noted that between IAS and
Polish Accounting Standards there are discrepancieted to the
criterion of reserves recognition and accrualdA8 this criterion is the
degree of certainty in the implementation of oldiga and in the
Accounting Act is a type of activity which is redak to obligatiot. In
case of reserves creation, related to the inciddinestly connected with
the operating activity, we are dealing with accroasts. Whereas the
occurrence directly related to operating activityl dinancial operations
oblige to create resenéslAS clearly indicates that the reserves should

5 R. NiemczykReserves of enterpriseBublisher Legis, Warszawa 2011, p. 43.

6 M. ChalastraCross-subsidization and the concept True and FamyManagement
and Finance, R. 10, no 4, part 3 (2012), p. 160.

”R. Niemczyk Reserves ..qp. cit. pp. 40-41.

8 Polish GAAP no 6, pt. 1.6.

9 IAS 37 Reserves, liabilities and assetsternational Financial Reporting Standards
(IFRS), 2011, vol A, International Accounting Standards &iaAccountants
Association in Poland, Warszawa 2011, par. 11.

KRS no 6pt. 1.6.

KRS no 6, pt. 2.3.
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be distinguished from commercial obligations ancraals, as in the case
of reserves there is the phenomenon of uncertagggrding the date
incurred or amount of future expenditure. It isiéetd that the division
for “reserve-reserve” and “reserve-accrual costsPolish legislation is
resulted from applying the accounting records ore thccount
classification of the expenses by the type and tianal layout.
Recognition of reserves in burden of operating agps on the account,
accrual is driven by the fact that the reservediénilities are not yet the
costs according to the nature and convention dectalosed circl¥.
While in the Anglo-Saxon model, where the IFSR wdesifrom, there is
lack of cost by type accounts. It allows to recagnall the reserves on
one reserve account in functional layout regardlessthe type of
activity'3,

2. Reserves and accrual recognition on the basis of 8\and Polish
Accounting Standards

Reserves creation and recognition derives fromldigal acts both
international and national. The Accounting Act doest specify the
nature of the occurrence which would be a conditfon reserves
creation. Article 35 d of the Accounting Act showlse examples of
reserves creation suchlasguarantees, warranties, credit operation, the
effects of ongoing legal proceedings. The conditainthe reserves
creation mentioned above in IFAS are similar acogrdo Polish GAAP
the reserves and accruals are created #¥hen

the individual has present obligation (legal ortougary) the benefits
resulting from the past,

it is likely that the obligation will result in these of existing or future
assets of the individual,

it is likely to estimate the amount of the obligatienforcement in
a reliable way.

123, Hako, International Financial Reporting Standaadsl accounting Act

Part 10 — Reserves, liabilities, accruals, www.tadlowosc.com.pl, 10.12.2014.

3 bidem.

¥ MSR 37 Reserves, liabilities, accrualse author S. Sojka, Difin, Warszawa 2007,
p. 52.

15 Polish GAAP no 6, pt. 3.2.
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Legal obligation is defined as the obligation résal from the
contract (referred directly or indirectly) legistat or other legal
operation. In the second place customary abatingailon has been
mentioned as: ‘defined way of proceeding in thet,ppablication of
proceeding rules or current statements which enserpransferred to the
third parties that accepts specific duty and thderpnse raised
reasonable expectation in the third parties thhilluthis obligation™®.
The reserves and accruals should not be creatéokeorost of the future
activities of the individual. Only the obligatiotisat arise from the past
events exiting independently for the future induats’ operations are
recognized as resernvés

Between IAS and National Accounting Standards these
discrepancy in the records of some reserves rglatirdirect operating
activities. In national legislation, accruals ursleod as the reserves, are
included in the costs of operating activities. & Wwave to deal with the
occurrence of direct operation then the reservesisated and the other
operating costs are activated, in case of the Giahoperations financial
costs are increased.

If the occurrence relates to other risk, such a&s dherall risk of
doing business, the extraordinary loss is increasedesults from
different criteria for reserves and accruals redomn as it has been
mentioned in the previous section of this paperséRees and accruals
can be used only in accordance with the purposevfoch they were
created. In the situation where there is a risksaisn which defines
accruals creation there would be the reductiorpefating activities.

In case of termination of all or part of the unuseserves relating to
indirect operations or financial activities or oo@nces related to the risk
other than overall risk of doing business, theransincrease in other
operating and financial incomes or extraordinainpga

3. Reserves valuation in terms of international and ntonal
accounting standards and their impact on the finanial result

Reserves are estimated category which valuationldhresult from
the best possible knowledge of the management@nolsaed on existing

16 p, Jabtaski, The essence of financial reserves in the enterpisenomic Studies of
£ 6dz region, £6d 2013, no 10, p. 72.
YIAS 37 Reserves...,the author S. Sojka, op. cit., p. 31.
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experience. Valuation of reserves and accrualstware the reserves is
similar both in IFAS and Polish GAAP. As the natofeeserves results
from the risk and uncertainty therefore it is impot to use proper
valuation method. Materiality should be taken intmsideration in case
of reserves valuation. If there is a change in rgoradue in time it has
significant effect on its level, in this situatiéime amount of the reserves
should reflect the updated value of the expefiséhe interest rate
determined before the taxing is used to discountiitl the high-quality
corporate bonds by rating agencies or governmentidaepending on
the preferences of the enterprise defined in adooginpolicy.
Discounting growth of reserves value is recogniasdorrowing cost.
To estimate the reserves for employees’ benefitaaaal method is
recommended. It is associated with the occurrencenumbers of
variables such as macro-economic conditions, enegyturnover and
others therefore this task should be outsourcexttigary. As it involves
additional costs for the individual, in practicesmaller companies, it is
the task for accounting and financial department.case where the
reserve applies to collection of many positiong, éistimated method is
used in valuation “expected valudhe method involves consideration in
estimated amount of obligation all possible weightesults with their
assigned probabilif. In this case the appropriate rating of the
probability of specific occurrence is importantiasffects the reserves
amount. If the reserves valuation relates to alsioyligation then the
most probable result can be a reliable estimatioth® obligation. The
individual should consider higher and lower resuitsm the most
probablét,

In case of reserves valuation conduct, the follgwactors should be
included

* uncertainty and risk accompanying to many occuesnc

* the effect of change money value during the time,

» future occurrences that may be expected on thes lmdisieasonable
conditions,

18 |AS 37 Reserves...,the author S. Sojka, op. cit., p. 35.

19|AS 37, pt. 60.

20 Financial accounting with the IFRSZ. Messnera (ed.), PWN, Warszawa 2007,
p. 290.

21 Polish GAAP no 6, pt. 4.5.

22 Accounting .,.op. cit., pp. 291-292.
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 the effects of introduction of new legal provisipns

* expected return part or all of the expenses negedsasettle the
reserves by the third party,

» profits from the expected liquidation of the assst®uld not be
considered in the reserves valuation.

Reserves value should be verified and adjustedeaydoalance sheet
date. Reserves valuation is intrinsically linkedthe trend of financial
result which is the key information contained i fimancial statement.
Its size depends on the measurement of many casgsuch as for
example valuation methods of assets and liabilittescept of capital
preservation and definition of economic occurrenéésnce in business
practice there are temptations of active shapiedfitiancial result using
different accountant techniques. In the literatofehe subject the most
noted techniques of influence on financial resyittibe use of reserves
are the methods such?ds

» ‘great bath’ cost,
 creation of fictional reserves,
* profits smoothing.

The first method mentioned above involves the @eabf a single
high reserves to reduce costs and show profitshen future. The
technique of creating fictional reserves, as ith@auggests, is based on
creating fictional reserves during prosperity pérand using them in
downturrf*. To this operation, in most cases, the reserdaeserkto the
costs of basic activities are used. The technidoegrofits smoothing
causes that while the company achieves high resuiésited reserves
lower the results and they are terminated in domwntu

The purpose of such procedure is to reduce theability of the
results and reporting them approximately to theeetgu siz€. For the
value of financial result the enterprise can aleartfluenced by the use

23 |. Poniatowska Reserves for liabilities as the tool of busingsdicy, Research
Bulletin of Szczecin University no 757, (2013)122.

24 |bidem.

25 L. PoniatowskaAccounting Policy in terms of reserves for lialdg and its impact
on shaping financial resyltEconomic Studies, Publisher of Economic Univgrgit
Katowice 2014, vol 201, p. 262.
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of other techniques. A. Levitt, former ChairmanSEC Gecurities and
Exchange Commissigrists such profit management technique$:as

» one-time policy of writing off costs in tough ecaniz times, this
strategy aims to reduce the current financial testd increase the
profits in the future,

» creative acquisition accounting, it involves estatpcosts during the
period of airing another entity to increase potartiture profits,

* misuse of materiality principle in accounting, @ie of this operation
is the awareness in erroneous accounting or iggoBmors in
financial statement under the assumption that ihgdortance is not
significant,

* inadequate recognition of revenue, we have to dedh this
phenomenon when the revenues were revealed too earl

4. Presentation and recognition in terms of IFRS and 8lish GAAP

Information related to reserves recognition corgdinn financial
statement according to IFRS are consistent withntiteonal regulation.
Among the reserves for liabilities there are: defértax reserve (long-
term one), reserves for pensions and others (ladgshort-term one) and
other reserves (long and short- term). In additiowée one must provide
the information about reserves creation, the valuthe beginning and
the end of the period, additional reserves creatadng the year
including the increases used and unused amounigitieé ye&’. One of
the most important requirements related to recamnits showing
terminated and unused reserves. The aim of sudtatope is to prevent
the hiding of certain expenses. The reserves shbaldised for the
purpose for which they were originally creafedrhe explanatory notes
reveal additional nature of the obligation and exgpe& incomes of
economic benefits, information about all relevantertainties related to
the amount and the date of their income, the masuraptions
considered in reserves estimation, when it is fjegstias well as the

26 M. Kedzior, Profits management in the time of economic crigis] Reporting and
auditing in economic crisiged.) B. Micherdy, Economic University in KrakowQ@9,
p. 184.

27 Polish GAAP no 6, pt. 5.1.

28|AS 37 Reserves, .ted. S. Sojaka, op. cit., p. 37.
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amount of expected return as$etiFRS and Polish GAAP give the
possibilities for those who prepare financial steats not to reveal, in
the additional note, the data on reserves if itcdseriously weaken the
position of the individual in disputes with othearpes. In such case the
company should present, in the financial statenteetgeneral nature of
the dispute.

The reserves can be variously classified. In mases the reserves
are divided into balanced and non-balanced onarigad sheet reserves
are recognized and include the reserves such psalcaleferred income
tax, the obligation (reserves sensus sticte). Whide-balanced sheet
reserves create the reserves for financial invedineclaims and
depreciation of fixed asséfsM. Gmytrasiewicz also lists the division of
the reserves according to the degree of transpartéat means explicit
and hidden reserves. Explicit reserves are crediedto the applicable
regulations and recognized in financial statememilerhidden reserves
are created when the assets are valuated blowdbiial value and the
liabilities valuation is overstatétd Another key division is creation the
reserves due to the obligation of their recognitioat is mandatory and
optional reserves. The example of mandatory reseivehe deferred
income tax for pension scheme. The optional reserube reserve on
reserve capital which is created in accordance wh#n Commercial
Companies Code to cover specific losses and expénse

Table 1 shows the type of recognized reservesamtiial statement
for the companies with WESI20 (WIG20) index basadh®e explanatory
notes to the financial statement in 2015. Six ®gjtthat are financial
institutions, have been eliminated from the analySihe presented
reserves have been grouped into four categorisesrves resulting from
the regulation on employees’ benefits, businessrves, reserves for
other operations and the reserves related to thesiment and financial
activities.

2% Polish GAAP no 6, pt. 5.2.

30 R. Niemczyk Reserves of individuals., op. cit., pp.63-64.

31 M. GmytrasiewiczReserves in accountin®ifin, Warszawa 2001, p. 14.
32 p, Jabtaski, The essence of reservesop, cit., p. 74
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The classification is based on studies of E. Wi&ia and B. Bek-
Gaik®3. If the company, in the position “other reservesis not
determined precisely its nature it was not theexttlpf further analysis.

Presented data shows a large variety in createtvess Each of the
analyzed companies showed the reserves in theatgtef employees’
benefits. More often there are accruals within theaning of the
Accounting Act such as salary reserves, reservasiiased annual leave,
bonuses, etc. Reserves related to redundancy be@eefsion schemes,
jubilee benefits, Company Social Benefit Fund, akilwance etc. have
been estimated on the basis of actuarial methduks.gfoup of business
reserves also includes a number of recognitionsthAscompanies from
mining and energy industry dominate in the summ#érgre are often
repetitive types of reserves such as the resemesdmpensation of
losses in litigation (reserve associated with tlb@-contractual use of
land), the reserves related to mines decommisgiarften by legal rules,
the reserves related to gas emission for exceettiegiree of charge
authorization. In the third category there are iyaihe reserves for
litigation. Orange Inc. gave the information in ttatement that it does
not reveal individual litigations as it could affethe outcome of the
ongoing litigation which is also allowed by Poli&RAP no 6 and IAS
37. The investment activities and financial reserwere only shown by
Asseco Poland Inc. and Eurocash Inc. The finarst&ements of listed
companies, which are the subject of the analysise lbeen drawn up
according to IFRS and audited by the auditors edadted The Big Four
(except LPP Inc.). The data on the reserves indudethe analyzed
statements are quite extensive, it may result fteeruse of IFRS and the
work standards of renowned auditors.

33 E. Waliska, B. Bek-GaikReserves and essentials category shaping finanesailt
of companiesiResearch Bulletin of University in Szczecin, no 3012, p. 364.

41



A%

Table 1. Reserves recognition for non-financial puic companies of WSEI (WIG20) in 2015

Reserves
, , ' related to
Company’s | Reserves for employees’ benefit . Other reserves related to ,
L Business reserves ) investment
name liabilities occurrence operations ; :
and financial
business
Reserve for post-employment Reserve for
Asseco benefits, reserve for unused annyal . losses on long
Reserve for warranty repairs
Poland Inc. | leave, reserve for bonuses for term IT
employees and Board of Directors contracts
- ' Reserve for warranty repairs,
CCC S Inc. Reserve for jubilee benefits warranty rep
reserve for litigations
Reserve for warranty repairs,
Reserve for license, reserve for | reserve for litigations, reserves for
Cyfrowy o : -
Polsat Inc Reserve for salary distribution costs, reserve for the restoration of the original
' interconnection costs settlements state, reserves for onerous
contracts
Reserve for employees’ benefit | Reserve for non-contractual use |of
liabilities, reserve for pension the Ian_d,_reserve for the_ Reserve for the other reported
Enea Inc. scheme, reserve for right to remediation of the landfill, reserveciaims

a preferential consideration for

for the certificates of energy

having energy after retirement,

origin, reserve for the purchase

f

loi1zpay| 1010Q
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reserve for deduction on Compan
Social Benefit Fund for retired
workers, reserve for coal
allowance, reserve for jubilee
benefits, reserve for voluntary
redundancy

ythe rights to CO2 emission,
reserve for liquidation of the
mining plant

Reserve for pension schemes an
others, reserve related to energy

i Reserve for the remediation and
liquidation costs, reserve for

Energa Inc. | rate, reserve for Company Social| obligation related to gas emission,Reserve for litigations
Benefit Fund, reserve for jubilee | reserve related to the obligation of
benefits certificates remitting
Reserve for the cost of the
advertising and marketing, medi
Reserve for bremium pavment ta liability reserve, reserve for
) P paymer litigations, reserve for liabilities
Eurocash Reserve for unused annual leave| franchisee, reserve for liabilities o Reserve for
o for consultancy and auditing, .
Inc. reserve for salary related to the commission of reserve for transport costs interests
agency warehouse liabilities, reserve for rent
liabilities, reserve for
modernizations
Reserve for jubilee benefits, Reserve for the cost of mine
KGHM . L A
. reserve for pension admission andliquidation and other e
Polish ; Reserve for litigations
Copper Inc. post-mortem scheme, reserve for| technological plant, and

coal equivalent and others

liquidation costs of fixe assets

JUNOJDY USI|0d pue S| 0] S[enJdde pue Sanlasay



14%

Reserve for jubilee benefits,
reserve for post-employment
benefit, reserve for bonuses

Reserves for the costs of
liquidation and reclamation of

Reserve for litigations, reserve fq

=

Lotos Inc. o . crude petroleum and natural gas| contingent liabilities payment
liabilities, reserve for prizes, . -
mines and reserve for unused arising from the contracts
reserve for unused annual leave, ! . .
A refinery installations
reserve for salary obligations
Reserves for pension scheme ang Reserve for supplementary Reserve for investments sales,
LPP Inc. others, reserve for unpaid salary,| payment to rental contacts, resefvieeserve for sale of marketing
reserve for unused annual leave | for gift cards and coupons services
Reserve for jubilee benefits,
reserve foe pension admission o
Orange ; Reserve for litigations, reserve for
scheme, reserve for salaries, : A
Poland Inc. costs of fixed assets liquidation
reserve for the cost of employment
termination
Reserve for jubilee benefits, Reserve for costs restoration,
reserve for pension admission reserve for shortage of CO2
PGE Inc scheme, reserve for coal equivalerallowance, reserve for the Reserve for litigations, reserve for

and rate, reserve for Company
Social Benefit Fund, reserve for
medical care

remitting of property rights,
reserve for contractual property
use

property tax

loi1zpay| 1010Q
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- ' Reserve for liquidation costs of
Reserve for jubilee benefit,
. S wells, reserves related to
reserves for pension admission . -
scheme. reserves for salar reseIreenvwonmental protection, reserve
' Y, \\for contractual use of landfill, Reserve for OCCP fine
for unused annual leave, reserves S |
, i reserves for prospecting liabilities
for employees’ benefits related to 2
aboard, reserve for certificates o

contract termination - .
energy origin and efficiency

PGNIG Inc.

Environmental reserve, reserve for
CO2 emission and energy Reserve for litigations
certificates

PKN Orlen | Reserve for jubilee and post-
Inc. employment benefits

Reserve for liquidation costs of
mining plants, reserve for

Reserve for pension scheme and| restoration costs, dismantling and
others, reserves for employees’ | liquidation of fixed assets,

Tauron .

. rate, reserve for Company Social| reserves for onerous contracts o
Polish . o Reserve for litigations
Energy Inc Benefit Fund, reserve for coal from joint ventures, reserve for

" | equivalent, reserve for jubilee gas emission liabilities, reserve for
benefits obligation to submit certificates of

energy origin, reserve for
contractual use of properly

Source: own elaboration based on annual repot8lf:2nethodology based on the research of E.A8kdj B. Bek-GaikReserves
and essentials category shaping financial resuttarhpaniesResearch Bulletin of University in Szczecin, no 8012, p. 365.
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Conclusions

On the basis of the regulatory review of IAS 37 &udish GAAP no
6, it can be concluded that they are largely simiiathe areas of the
issues as the concept of reserves, the rules,uttp@se of their creation,
valuation and recognition of financial statemer@seater differences
have been observed for accruals. In the Accounfiog accruals are
defined as different liabilities (art.39 act 2 ptahd reserves (art.39 act 2
pt2). IFRS on the recognition stage treats thdliiegs related to current
business, future benefits to employees, warrantyelits as reserves
because their recognitions in IFRS depends on tegreg of
implementing obligations. While in Polish legistatj the nature of the
reserves, depends on the business type.

Reserve, as estimated value, has significant effacshaping the
financial result. Alarge margin of discretion imet valuation and
recognition can be used to manipulate the financsult therefore
valuation of this item is carefully analyzed by @nalitors examining the
financial statements, which is best presented énréality according to
theTrue and Fair Viewconcept.

National Accounting Standards and in IFRS clarifgny unclear
issues in reserve and accruals. It can be saidhbkassue of reserves is
difficult and important subject, having significamhpact on financial
situation of the enterprise.
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