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Basis for Conclusions in SFAS 131

The issues of accounting policies and allocation for segment information are
addressed in paragraphs 81-91 in SFAS 131 as follows:

81.  The Board decided that the information to be reported about each segment
should be measured on the same basis as the information used by the chief
operating decision maker for purposes of allocating resources to segments and
assessing segments’ performance. That is a management approach to
measuring segment information as proposed in the Exposure Draft. The
Board does not think that a separate measure of segment profit or loss or assets
should have to be developed solely for the purpose of disclosing segment
information. For example, an enterprise that accounts for inventory using a
specialized valuation method for internal purposes should not be required to
restate inventory amounts for each segment, and an enterprise that accounts
for pension expense only on a consolidated basis should not be required to
allocate pension expense to each operating segment.

82. The report of the AICPA Special Committee said that the Board “should allow
companies to report a statistic on the same basis it is reported for internal
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purposes, if the statistic is reported internally. The usefulness of information
prepared only for [external] reporting is questionable. Users want to
understand management’s perspective on the company and the implications of
key statistics.” It also said that “key statistics to be reported [should] be
limited to statistics a company has available...” [page 72].

Respondents to the Exposure Draft had mixed reactions to its measurement
guidance. Very few suggested that the Board require allocations solely for
external reporting purposes. Most agreed that allocations are inherently
arbitrary and may not be meaningful if they are not used for management
purposes. No respondents suggested that intersegment transfers should be
reported on any basis other than that used internally. However, some
respondents recommended that information about each segment be provided
based on the accounting principles used in the enterprise’s general-purpose
financial statements. Some observed that unadjusted information from
internal sources would not necessarily comply with generally accepted
accounting principles and, for that reason, might be difficult for users to
understand. Other respondents argued that comparability between enterprises
would be improved if the segment information were provided on the basis of
generally accepted accounting principles. Finally, a few questioned the
verifiability of the information.

The Board decided not to require that segment information be provided in
accordance with the same generally accepted accounting principles used to
prepare the consolidated financial statements for several reasons. Preparing
segment information in accordance with the generally accepted accounting
principles used at the consolidated level would be difficult because some
generally accepted accounting principles are not intended to apply at a
segment level. Examples include allocation of the cost of an acquisition to
individual assets and liabilities of a subsidiary using the purchase method of
accounting, accounting for the cost of enterprise-wide employee benefit plans,
accounting for income taxes in an enterprise that files a consolidated income
tax return, and accounting for inventory on a last-in, first-out basis if the pools
include items in more than one segment. In addition, there are no generally
accepted accounting principles for allocating joint costs, jointly used assets, or
jointly incurred liabilities to segments or for pricing intersegment transfers.
As a consequence, it generally is not feasible to present segment profitability
in accordance with generally accepted accounting principles.
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The Board recognizes that segment information is subject to certain limitations
and that some of that information may not be susceptible to the same degree of
verifiability as some other financial information. However, verifiability is
not the only important qualitative characteristic of accounting information.
Verifiability is a component of reliability, which is one of two characteristics
that contribute to the usefulness of accounting information. The other is
relevance, which is equally important. Concepts Statement 2 states:

Although financial information must be both relevant and reliable to be useful,
information may possess both characteristics to varying degrees. It may be
possible to trade relevance for reliability or vice versa, though not to the point
of dispensing with one of them altogether. ... trade-offs between
characteristics may be necessary or beneficial.

In a particular situation, the importance attached to relevance in relation to the
importance of other decision specific qualities of accounting information (for
example, reliability) will be different for different information users, and their
willingness to trade one quality for another will also differ. [paragraphs 42 and
45]

It is apparent that users are willing to trade a degree of reliability in segment
information for more relevant information. The AIMR’s 1993 position paper
states:

Analysts need financial statements structured so as to be consistent with how
the business is organized and managed. That means that two different
companies in the same industry may have to report segment data differently
because they are structured differently themselves. [page 20]

But, as previously noted, the position paper says that, under those
circumstances, analysts “would assume more responsibility for making
meaningful comparisons of those data to the unlike data of other firms that
conduct their business differently” [page 61].

The Board believes that the information required by this Statement meets the
objective of reliability of which both representational faithfulness and
verifiability are components. An auditor can determine whether the
information reported in the notes to the financial statements came from the
required source by reviewing management reports or minutes from meetings
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of the board of directors. The information is not required to be provided on a
specified basis, but the enterprise is required to explain the basis on which it is
provided and to reconcile the segment information to consolidated enterprise
totals. Adequate explanation and an appropriate reconciliation will enable a
user to understand the information and its limitations in the context of the
enterprise’s financial statements. The auditor can test both the explanation of
segment amounts and the reconciliations to consolidated totals. Furthermore,
because management uses that information in its decision-making processes,
that information is likely to be highly reliable. The information provided to
comply with Statement 14 was more difficult to verify in many situations and
was less reliable. Because it was prepared solely for external reporting
purposes, it required allocations that may have been arbitrary, and it was based
on accounting principles that may have been difficult to apply at the segment
level.

Paragraph 29 requires amounts allocated to a segment to be allocated on a
reasonable basis. However, the Board believes that the potential increased
reliability that might have been achieved by requiring allocation of
consolidated amounts is illusory because expenses incurred at the consolidated
level could be allocated to segments in a variety of ways that could be
considered “reasonable.” For example, an enterprise could use either the
number of employees in each segment or the segment’s total salary expense in
relation to the consolidated amounts as a basis for allocating pension expense
to segments. Those two approaches to allocation could result in significantly
different measures of segment profit or loss. However, both the number of
employees and the total salary expense might be reasonable bases on which to
allocate total pension expense. In contrast, it would not seem reasonable for
an enterprise to allocate pension expense to a segment that had no employees
eligible for the pension plan. Because of the potential for misleading
information that may result from such allocations, the Board decided that it is
appropriate for this Statement to require that amounts allocated to a segment
be allocated on a reasonable basis.

The Board also considered explicitly requiring that revenues and expenses
directly incurred by or directly attributable to an operating segment be
reported by that segment. However, it decided that, in some cases, whether
an item of revenue or expense is attributable to an operating segment is a
matter of judgment. Further, such an explicit requirement would be an
additional modification of the management approach to measurement.  While
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the Board decided not to include an explicit requirement, it believes that many
items of revenue or expense clearly relate to a particular segment and that it
would be unlikely that the information used by management would omit those
items.

To assist users of financial statements in understanding segment disclosures,
this Statement requires that enterprises provide sufficient explanation of the
basis on which the information was prepared. That disclosure must include
any differences in the basis of measurement between the consolidated amounts
and the segment amounts. It also must indicate whether allocations of items
were made symmetrically. An enterprise may allocate an expense to a
segment without allocating the related asset; however, disclosure of that fact is
required. Enterprises also are required to reconcile to the consolidated totals
in the enterprise’s financial statements the totals of reportable segment assets,
segment revenues, segment profit or loss, and any other significant segment
information that is disclosed.

In addition, the advantages of reporting unadjusted management information
are significant. That practice is consistent with defining segments based on
the structure of the enterprise’s internal organization. It imposes little
incremental cost on the enterprise and requires little incremental time to
prepare. Thus, the enterprise can more easily report segment information in
condensed financial statements for interim periods and can report more
information about each segment in annual financial statements. Information
used by management also highlights for a user of financial statements the risks
and opportunities that management considers important.





