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CHAPTER 3

FINANCIAL REPORTING

STANDARDS

LEARNING OUTCOMES

After completing this chapter, you will be able to do the following:

· Explain the objective of financial statements and the importance of reporting standards in security analysis and valuation.

· Explain the role of financial reporting standard - setting bodies (including the International Accounting Standards Board and the U.S. Financial Accounting Standards Board) and regulatory authorities such as the International Organization of Securities Commissions, the U.K. Financial Services Authority, and the U.S. Securities and Exchange Commission in establishing and enforcing reporting standards.

· Discuss the status of global convergence of accounting standards and the ongoing barriers to developing one universally accepted set of financial reporting standards.

· Describe the International Financial Reporting Standards (IFRS) framework, including the objective of financial statements, their qualitative characteristics, required reporting elements, and the constraints and assumptions in preparing financial statements.

· Explain the general requirements for financial statements.

1. INTRODUCTION

Financial reporting standards determine the types and amounts of information that must be provided to investors and creditors so that they may make informed decisions. 
2. THE OBJECTIVE OF FINANCIAL REPORTING

Financial reporting begins with a simple enough premise. The International Accounting Standards Board (IASB), which is the international accounting standard - setting body, expresses it as follows in its Framework for the Preparation and Presentation of Financial Statements:
The objective of financial statements is to provide information about the financial position, Performance, and changes in financial position of an entity; this information should be useful to a wide range of users for the purpose of making economic decisions. 
Until recently, financial reporting standards were developed mostly independently by each country’s standard - setting body. This has created a wide range of standards, some of which are quite comprehensive and complex, and others more general. Recent accounting scandals have raised awareness of the need for more uniform global financial reporting standards and provided the impetus for stronger coordination among the major standard - setting bodies. Such coordination is also a natural outgrowth of the increased globalization of capital markets.

The IASB and the U.S. Financial Accounting Standards Board (FASB) have developed similar financial reporting frameworks, both of which specify the overall objective and qualities of information to be provided. Financial reports are intended to provide information to many users, including investors, creditors, employees, customers, and others. As a result of this multipurpose nature, financial reports are not designed with only asset valuation in mind.  However, financial reports provide important inputs into the process of valuing a company or the securities a company issues. Understanding the financial reporting framework — including how and when judgments and estimates can affect the numbers reported — enables an analyst to evaluate the information reported and to use the information appropriately when assessing a company ’ s financial performance. Clearly, such an understanding is also important in assessing the financial impact of business decisions and in making comparisons across entities.

3. FINANCIAL REPORTING STANDARD - SETTING BODIES AND REGULATORY AUTHORITIES

A distinction needs to be made between standard - setting bodies and regulatory authorities. Standard - setting bodies, such as the IASB and FASB, are typically private - sector organizations consisting of experienced accountants, auditors, users of financial statements, and academics. Regulatory authorities, such as the Securities and Exchange Commission (SEC) in the United States and the Financial Services Authority (FSA) in the United Kingdom, are governmental entities that have the legal authority to enforce financial reporting requirements and exert other controls over entities that participate in the capital markets within their jurisdiction. 

In other words, generally, standard - setting bodies make the rules and regulatory authorities enforce the rules. Note, however, that regulators often retain the legal authority to establish financial reporting standards in their jurisdiction and can overrule the private sector standard - setting bodies.

This section provides a brief overview of the most important international standard - setting body, the IASB, followed by a description of the International Organization of Securities Commissions (IOSCO), capital markets regulation in the European Union (EU), and an overview of the U.S. SEC.

3.1. International Accounting Standards Board 
The IASB is the standard - setting body responsible for developing international financial reporting and accounting standards. The four goals of the IASB are:

(a) to develop, in the public interest, a single set of high quality, understandable and enforceable global accounting standards that require high quality, transparent and comparable information in financial statements and other financial reporting to help participants in the world ’ s capital markets and other users make economic decisions; (b) to promote the use and rigorous application of those standards;

(c) in fulfilling the objectives associated with (a) and (b), to take account of, as appropriate, the special needs of small and medium - sized entities and emerging economies; and 

(d) to bring about convergence of national accounting standards and International Accounting Standards and International Financial Reporting Standards to high quality solutions. 
The predecessor of the IASB, the International Accounting Standards Committee (IASC), was founded in June 1973 as a result of an agreement by accountancy bodies in Australia, Canada, France, Germany, Japan, Mexico, the Netherlands, the United Kingdom and Ireland, and the United States. By 1998, the IASC had expanded membership to 140 accountancy bodies in 101 countries. In 2001, the IASC was reconstituted into the IASB. The IASB has 14 full - time board members who deliberate new financial reporting standards. 
The IASB is overseen by the International Accounting Standards Committee Foundation, which has 19 trustees who appoint the members of the IASB, establish the budget, and monitor the IASB ’ s progress. 
3.2. International Organization of Securities Commissions
IOSCO, formed in 1983 as the successor organization of an inter-American regional association (created in 1974), has 181 members that regulate more than 90 percent of the world’s financial capital markets. 
 IOSCO sets out three core objectives of securities regulation:

1. Protecting investors.

2. Ensuring that markets are fair, efficient, and transparent.

3. Reducing systematic risk.

Standards related to financial reporting, including accounting and auditing standards, are key components in achieving these objectives. IOSCO’s Objectives and Principles of Securities Regulation states:

Full disclosure of information material to investors’ decisions is the most important means for ensuring investor protection. Investors are, thereby, better able to assess the potential risks and rewards of their investments and, thus, to protect their own interests. As key components of disclosure requirements, accounting and auditing standards should be in place and they should be of a high and internationally acceptable quality. 
.

3.3. Capital Markets Regulation in Europe
Each individual member state of the EU regulates capital markets in its jurisdiction. There are, however, certain regulations that have been adopted at the EU level. These include standards and directives related to enforcement of IFRS, a proposed directive to adopt International Standards on Auditing, and proposed directives concerning the board of directors ’ responsibility for a company ’ s financial statements. The EU, under its Accounting Regulation, will likely serve a role similar to the SEC in the United States as it must endorse each international standard for use in Europe.

In 2001, the European Commission established two committees related to securities regulation: the European Securities Committee (ESC) and the Committee of European Securities Regulators (CESR). The ESC consists of high - level representatives of member states and advises the European Commission on securities policy issues. The CESR is an independent advisory body composed of representatives of regulatory authorities of the member states. 
3.4. Capital Markets Regulation in the United States
Any company issuing securities within the United States, or otherwise involved in U.S. capital markets, is subject to the rules and regulations of the U.S. SEC. The SEC, one of the oldest and most developed regulatory authorities, originated as a result of reform efforts made after the great stock market crash of 1929, sometimes referred to as simply the “ Great Crash. ”

3.4.1. Significant Securities - Related Legislation

There are numerous SEC rules and regulations affecting reporting companies, broker/dealers, and other market participants. From a financial reporting and analysis perspective, the most significant of these acts are the Securities Acts of 1933 and 1934 and the Sarbanes – Oxley Act of 2002.

· Securities Act of 1933 (The 1933 Act). This act specifies the financial and other significant information that investors must receive when securities are sold, prohibits misrepresentations, and requires initial registration of all public issuances of securities.

· Securities Exchange Act of 1934 (The 1934 Act) . This act created the SEC, gave the SEC authority over all aspects of the securities industry, and empowered the SEC to require periodic reporting by companies with publicly traded securities. 
· Sarbanes - Oxley Act of 2002. The Sarbanes - Oxley Act of 2002 created the Public Company Accounting Oversight Board (PCAOB) to oversee auditors. The SEC is responsible for carrying out the requirements of the act and overseeing the PCAOB. The act addresses auditor independence; for example, it prohibits auditors from providing certain nonaudit services to the companies they audit. The act strengthens corporate responsibility for financial reports; for example, it requires the chief executive officer and the chief financial officer to certify that the company’s financial reports fairly present the company’s condition. Furthermore, section 404 of the Sarbanes - Oxley Act requires management to report on the effectiveness of the company ’ s internal control over financial reporting and to obtain a report from its external auditor attesting to management ’ s assertion about the effectiveness of the company ’ s internal control.

3.4.2. SEC Filings: Key Sources of Information for Analysts Companies satisfy compliance with these acts principally through the completion and submission (i.e., filing) of standardized forms issued by the SEC. There are more than 50 different types of SEC forms that are used to satisfy reporting requirements; the discussion herein will be limited to those forms most relevant for financial analysts.

In 1993, the SEC began to mandate electronic filings of the required forms through its Electronic Data Gathering, Analysis, and Retrieval (EDGAR) system. As of 2005, most SEC filings are required to be made electronically. EDGAR has made corporate and financial information more readily available to investors and the financial community. Most of the SEC fi lings that an analyst would be interested in can be retrieved from the Internet from one of many web sites, including the SEC’ s own web site. Some filings are required upon the initial offering of securities, whereas others are required on a periodic basis thereafter. The following are some of the more common information sources used by analysts.

· Securities offerings registration statement. The 1933 Act requires companies offering securities to file a registration statement. New issuers as well as previously registered companies that are issuing new securities are required to file these statements. Required information and the precise form vary depending upon the size and nature of the offering. Typically, required information includes: (1) disclosures about the securities being offered for sale,  (2) the relationship of these new securities to the issuer ’ s other capital securities, (3) the information typically provided in the annual filings, (4) recent audited financial statements, and (5) risk factors involved in the business.

· Forms 10 - K, 20 - F, and 40 - F. These are forms that companies are required to file annually. Form 10 - K is for U.S. registrants, Form 40 - F is for certain Canadian registrants, and Form 20 - F is for all other non - U.S. registrants. These forms require a comprehensive overview, including information concerning a company ’ s business, financial disclosures, legal proceedings, and information related to management. The financial disclosures include a Historical summary of financial data (usually 10 years), management’s discussion and analysis (MD & A) of the company’s financial condition and results of operations, and audited financial statements.

· Annual report. In addition to the SEC’s annual fi lings (e.g., Form 10 - K), most companies prepare an annual report to shareholders. This is not a requirement of the SEC. The annual report is usually viewed as one of the most significant opportunities for a company to present itself to shareholders and other external parties; accordingly, it is often a highly polished Marketing document with photographs, an opening letter from the chief executive officer, financial data, market segment information, research and development activities, and future corporate goals. In contrast, the Form 10 - K is a more legal type of document with minimal marketing emphasis. Although the perspectives vary, there is considerable overlap between a company’s annual report and its Form 10 - K. Some companies elect to prepare just the Form 10 - K or a document that integrates both the 10 - K and annual report.

· Proxy statement/Form DEF - 14A. The SEC requires that shareholders of a company receive a proxy statement prior to a shareholder meeting. A proxy is an authorization from the shareholder giving another party the right to cast its vote. Shareholder meetings are held at least once a year, but any special meetings also require a proxy statement. Proxies, especially annual meeting proxies, contain information that is often useful to financial analysts. Such information typically includes proposals that require a shareholder vote, details of security ownership by management and principal owners, biographical information on directors, and disclosure of executive compensation. Proxy statement information is fi led with the SEC as Form DEF - 14A.

· Forms 10 - Q and 6 - K. These are forms that companies are required to submit for interim periods (quarterly for U.S. companies on Form 10 - Q, semiannually for many non - U.S. companies on Form 6 - K). The filing requires certain financial information, including unaudited financial statements and a MD & A for the interim period covered by the report. 
· Other filings. There are other SEC f lings that a company or its officers make — either periodically, or, if significant events or transactions have occurred, in between the periodic reports noted above. By their nature, these forms sometimes contain the most interesting and timely information and may have significant valuation implications. 
· Form 8 - K. In addition to filing annual and interim reports, SEC registrants must report material corporate events on a more current basis. Form 8 - K (6 - K for non - U.S. registrants) is the “ current report ” companies must fi le with the SEC to announce such major events as acquisitions or disposals of corporate assets, changes in securities and trading markets, matters related to accountants and financial statements, corporate governance and management changes, and Regulation FD disclosures. 6

· Form 144. This form must be filed with the SEC as notice of the proposed sale of restricted securities or securities held by an affiliate of the issuer in reliance on Rule 144. Rule 144 permits limited sales of restricted securities without registration. 
· Forms 3, 4, and 5. These forms are required to report beneficial ownership of securities. These fi lings are required for any director or officer of a registered company as well as beneficial owners of greater than 10 percent of a class of registered equity securities. Form 3 is the initial statement, Form 4 reports changes, and Form 5 is the annual report. These forms, along with Form 144, can be used to examine purchases and sales of securities by officers, directors, and other affiliates of the company.

· Form 11 - K. This is the annual report of employee stock purchase, savings, and similar plans. It might be of interest to analysts for companies with significant employee benefit plans because it contains more information than that disclosed in the company’s financial statements.

4. CONVERGENCE OF GLOBAL FINANCIAL REPORTING STANDARDS

Recent activities have moved the goal of one set of universally accepted financial reporting standards out of the theoretical sphere into the realm of reality. 

In 2002, the IASB and FASB each acknowledged their commitment to the development of high - quality, compatible accounting standards that could be used for both domestic and cross - border financial reporting (in an agreement referred to as the “ Norwalk Agreement ” ).Both the IASB and FASB pledged to use their best efforts to (1) make their existing financial reporting standards fully compatible as soon as practicable, and (2) to coordinate their future work programs to ensure that, once achieved, compatibility is maintained. The Norwalk Agreement was certainly an important milestone, and both bodies are working toward convergence through an ongoing short - term convergence project, a convergence research project, and joint projects such as revenue recognition and business combinations. 
In 2004, the IASB and FASB agreed that, in principle, any significant accounting standard would be developed cooperatively. It is likely to take considerable time to work out differences on existing IFRS and U.S. generally accepted accounting principles (GAAP) because of other pressing priorities and honest differences in principles. Development of one universally accepted financial reporting framework is a major undertaking and is expected to take a number of years. 
In some ways, the move toward one global set of financial reporting standards has made the barriers to full convergence more apparent. Standard - setting bodies and regulators can have differing views. In addition, they may be influenced by strong industry lobbying groups and others that will be subject to these reporting standards. For example, the FASB faced strong opposition when it first attempted to adopt standards requiring companies to expense employee stock compensation plans. The IASB has experienced similar political pressures. The issue of political pressure is compounded when international standards are involved, simply because there are many more interested parties and many more divergent views and objectives. The integrity of the financial reporting framework depends on the standard setter’s ability to balance various points of view.

5. THE INTERNATIONAL FINANCIAL REPORTING STANDARDS FRAMEWORK

The IFRS Framework for the Preparation and Presentation of Financial Statements (referred to here as the “Framework”) sets forth the concepts that underlie the preparation and presentation of financial statements for external uses. The Framework is designed to assist the IASB in developing standards and to instruct preparers of financial statements on the principles of financial statements construction. Importantly, the Framework is also designed to assist users of financial statements — including financial analysts — in interpreting the information contained therein.

The Framework is diagrammed in Exhibit 3 - 2. The top part shows how the objective of financial statements determines the characteristics that the reporting elements (relating to performance and financial position) should embody. In practice, decisions in financial statement preparation must satisfy a number of constraints, such as cost – benefit trade-offs. Finally, underlying financial statements preparation, and, therefore, placed at the bottom of the exhibit, are certain important assumptions.

In the following, we discuss the Framework starting at the center: the objective of financial statements.

5.1. Objective of Financial Statements

At the center of the Framework is the objective: fair presentation of the company’s financial position, its financial performance, and its cash flows. All other aspects of the Framework flow from that central objective. 
Fair presentation to whom? And for what purpose? The introduction to the Framework states that the objective of financial statements is to provide information about the financial position, performance, and changes in financial position of an entity; this information should be useful to a wide range of users for the purpose of making economic decisions. 
The range of users includes investors, employees, lenders, suppliers, other creditors, customers, government agencies, the public, and analysts. The purpose of all this information is to be useful in making economic decisions. The types of economic decisions differ by users, so the specific information needed differs as well. However, although these users may have unique information needs, there are some information needs that are common across all users. One common need is for information about the company’s financial position: its resources and its financial obligations. Information about a company’s financial performance explains how and why the company ’ s financial position changed in the past and can be useful in evaluating potential changes in the future. The third common information need reflected in the Framework diagram is the need for information about a company’s cash. How did the company obtain cash? By selling its products and services, borrowing, other? How did the company use cash? Paying expenses, investing in new equipment, paying dividends, other?

5.2. Qualitative Characteristics of Financial Statements

Flowing from the central objective of providing a fair presentation of information that is useful to decision makers, the Framework elaborates on what constitutes usefulness. The Framework identifies four principal qualitative characteristics that make financial information useful: understandability, relevance, reliability, and comparability. 9

1. Understandability. Understandability of information is defined in terms of who should be able to understand it. The Framework specifies that the information should be readily understandable by users who have a basic knowledge of business, economic activities, and accounting, and who have a willingness to study the information with reasonable diligence.

2. Relevance. Relevance of information is defined in terms of whether the information influences economic decisions of users, helping them to evaluate past, present, and future events, or to confirm or correct their past evaluations. Relevant information is typically timely, rather than dated. Relevant information is detailed enough to help users assess the risks and opportunities of a company (e.g., information on business segments or geographical segments). In choosing the level of detail to present, a criterion of materiality is applied. Materiality means that omission or misstatement of the information could make a difference to users’ decisions.

3. Reliability. Reliable information is free from material error and bias. It is information that a user can depend upon to represent a company’s financial situation faithfully and completely (within the bounds of materiality and cost). Reliable information also reflects economic reality, not just the legal form of a transaction or event. The following factors contribute to reliability:

· Faithful representation. Information must represent faithfully the transactions and other events it either purports to represent or could reasonably be expected to represent.

· Substance over form. It is necessary that transactions and other events be accounted for and represented in accordance with their substance and economic reality and not merely their legal form.

· Neutrality. Information contained in the financial statements must be neutral — that is, free from bias.

· Prudence. Prudence is the inclusion of a degree of caution in making the estimates required under conditions of uncertainty. It does not, however, allow the deliberate misstatement of elements in the financial statements in an attempt to be conservative by providing for hidden reserves or excessive provisions.

· Completeness. Financial statements must be complete within the bounds of materiality and cost.

4. Comparability. Information should be presented in a consistent manner over time and in a consistent manner between entities to enable users to make significant comparisons. Financial information exhibiting these principal qualitative characteristics normally results in fair presentation (sometimes termed a true and fair view).

5.3. Constraints on Financial Statements

Although it would be ideal for financial statements to exhibit all of these qualitative characteristics and thus to achieve maximal usefulness, there are several constraints in achieving this goal. 
One constraint is the necessity for trade - offs across the desirable characteristics. For example, to be relevant, information must be timely; however, it may take considerable time to ensure the information is error - free (i.e., reliable). The aim is a balance between relevance and reliability. 
Another constraint on useful financial information is the cost of providing this information. Optimally, benefits derived from information should exceed the cost of providing it. Again, the aim is a balance between costs and benefits.

A further constraint involves what financial statements omit. Financial statements, by necessity, omit information that is nonquantifiable. For example, the creativity, innovation, and competence of a company’s work force are not directly captured in the financial statements. Similarly, customer loyalty, a positive corporate culture, environmental respectfulness, and many other nonquantifi able aspects about a company are not directly reflected in the financial statements. Of course, to the extent that these nonquantifiable items result in superior financial performance, a company’s financial reports will reflect the results.

5.4. The Elements of Financial Statements
Financial statements portray the financial effects of transactions and other events by grouping them into broad classes (elements) according to their economic characteristics. 

Three elements of financial statements are directly related to the measurement of the financial position: assets, liabilities, and equity. 
· Assets. Resources controlled by the enterprise as a result of past events and from which future economic benefits are expected to flow to the enterprise. Assets are what a company owns (e.g., inventory and equipment).

· Liabilities. Present obligations of an enterprise arising from past events, the settlement of which is expected to result in an outflow of resources embodying economic benefits. Liabilities are what a company owes (e.g., bank borrowings). 
· Equity (commonly known as shareholders’ equity). Assets less liabilities. Equity is the residual interest in the assets after subtracting the liabilities. The elements of financial statements directly related to the measurement of performance are income and expenses.
·  Income. Increases in economic benefits in the form of inflows or enhancements of assets, or decreases of liabilities that result in an increase in equity (other than increases resulting from contributions by owners). Income includes both revenues and gains. Revenues represent income from the ordinary activities of the enterprise (e.g., the sale of products). Gains may result from ordinary activities or other activities (the sale of surplus equipment). 

· Expenses. Decreases in economic benefits in the form of outflows or depletions of assets, or increases in liabilities that result in decreases in equity (other than decreases because of distributions to owners). Expenses include losses, as well as those items normally thought of as expenses, such as the cost of goods sold or wages.

5.4.1. Underlying Assumptions in Financial Statements

At the base of the Framework, two important assumptions underlying financial statements are shown: accrual basis and going concern. These assumptions determine how financial statement elements are recognized and measured. 
Accrual basis refers to the underlying assumption that financial statements aim to reflect transactions when they actually occur, not necessarily when cash movements occur. For example, accrual accounting specifies that a company reports revenues when they are earned, regardless of whether the company received cash before delivering the product, after delivering the product, or at the time of delivery. 
Going concern refers to the assumption that the company will continue in business for the foreseeable future. To illustrate, consider the value of a company ’ s inventory if it is assumed that the inventory can be sold over a normal period of time versus the value of that same inventory if it is assumed that the inventory must all be sold in a day (or a week). Companies with the intent to liquidate or materially curtail operations would require different information for a fair presentation.

5.4.2. Recognition of Financial Statement Elements

Recognition is the process of incorporating in the balance sheet or income statement an item that meets the definition of an element and satisfies the criteria for recognition. A financial statement element (assets, liabilities, equity, income, and expenses) should be recognized in the financial statements if  It is probable that any future economic benefit associated with the item will flow to or from the enterprise; and The item has a cost or value that can be measured with reliability .

5.4.3. Measurement of Financial Statement Elements

Measurement is the process of determining the monetary amounts at which the elements of the financial statements are to be recognized and carried in the balance sheet and income statement. The following alternative bases of measurement are used to different degrees and in varying combinations to measure assets and liabilities:

Historical cost. Historical cost is simply the amount of cash or cash equivalents paid to purchase an asset, including any costs of acquisition and/or preparation. If the asset was not bought for cash, historical cost is the fair value of whatever was given in order to buy the asset. When referring to liabilities, the historical cost basis of measurement means the amount of proceeds received in exchange for the obligation.

Current cost. In reference to assets, current cost is the amount of cash or cash equivalents that would have to be paid to buy the same or an equivalent asset today. In reference to liabilities, the current cost basis of measurement means the undiscounted amount of cash or cash equivalents that would be required to settle the obligation today.

Realizable (settlement) value. In reference to assets, realizable value is the amount of cash or cash equivalents that could currently be obtained by selling the asset in an orderly disposal. For liabilities, the equivalent to realizable value is called settlement value — that is, settlement value is the undiscounted amount of cash or cash equivalents expected to be paid to satisfy the liabilities in the normal course of business.

Present value. For assets, present value is the present discounted value of the future net cash inflows that the asset is expected to generate in the normal course of business. For liabilities, present value is the present discounted value of the future net cash outflows that are expected to be required to settle the liabilities in the normal course of business.

Fair value. Fair value is the amount at which an asset could be exchanged, or a liability settled, between knowledgeable, willing parties in an arm ’ s - length transaction, which may involve either market measures or present value measures.

5.5. General Requirements for Financial Statements

The Framework provides a basis for establishing standards and the elements of financial statements, but it does not address the contents of the financial statements. Having discussed the Framework, we now need to address the general requirements for financial statements. The required financial statements, the fundamental principles underlying their presentation, and the principles of presentation are provided by International Accounting Standard (IAS) No. 1, Presentation of Financial Statements. 
In the following, we discuss required financial statements, the fundamental principles underlying the preparation of financial statements, and the principles of presentation in greater detail.

5.5.1. Required Financial Statements
Under IAS No. 1, a complete set of financial statements includes: 
· A balance sheet.

· An income statement.

· A statement of changes in equity showing either 

all changes in equity, or

changes in equity other than those arising from transactions with equity holders acting in their capacity as equity holders. 
· A cash flow statement.

· Notes comprising a summary of significant accounting policies and other explanatory notes.

Entities are encouraged to furnish other related financial and nonfinancial information in addition to the financial statements. Financial statements need to present fairly the financial position, financial performance, and cash flows of an entity.

5.5.2. Fundamental Principles Underlying the Preparation of Financial Statements
A company that applies the IFRS states explicitly in the notes to its financial statements that it is in compliance with the standards. Except in extremely rare circumstances, such a statement is only made when a company is in compliance with all requirements of IFRS.

IAS No. 1 specifies a number of fundamental principles underlying the preparation of financial statements. These principles clearly reflect the Framework.

· Fair presentation. The application of IFRS is presumed to result in financial statements that achieve a fair presentation. The IAS describes fair presentation as follows:

Fair presentation requires faithful representation of the effects of transactions, events and conditions in accordance with the defi nitions and recognition criteria for assets, liabilities, income and expenses set out in the Framework.
· Going concern. Financial statements are prepared on a going concern basis unless management either intends to liquidate the entity or to cease trading, or has no realistic alternative but to do so. If not presented on a going concern basis, the fact and rationale should be disclosed.

· Accrual basis. Financial statements (except for cash flow information) are to be prepared using the accrual basis of accounting. 
· Consistency. The presentation and classification of items in the financial statements are usually retained from one period to the next. Comparative information of prior periods is disclosed for all amounts reported in the financial statements, unless an IFRS requires or permits otherwise.

· Materiality. Omissions or misstatements of items are material if they could, individually or collectively; influence the economic decisions of users taken on the basis of the financial statements. Any material item shall be presented separately.

5.5.3. Presentation Requirements
IAS No. 1 also specifies a number of principles that guide the presentation of financial statements. These principles include the following:

Aggregation. Each material class of similar items is presented separately. Dissimilar items are presented separately unless they are immaterial.

No offsetting. Assets and liabilities, and income and expenses, are not offset unless required or permitted by an IFRS.

Classified balance sheet. The balance sheet should distinguish between current and noncurrent assets, and between current and noncurrent liabilities unless a presentation based on liquidity provides more relevant and reliable information (e.g., in the case of a bank or similar financial institution).

Minimum information on the face of the financial statements. IAS No. 1 specifies the minimum line item disclosures on the face of, or in the notes to, the balance sheet, the income statement, and the statement of changes in equity. For example, companies are specifically required to disclose the amount of their plant, property, and equipment as a line item on the face of the balance sheet. The specific requirements are listed in Exhibit 3 - 4.

Minimum information in the notes (or on face of financial statements). IAS No. 1 specifies disclosures about information to be presented in the financial statements. This information must be provided in a systematic manner and cross - referenced from the face of the financial statements to the notes. 

Comparative information. For all amounts reported in financial statements, comparative information should be provided for the previous period unless another standard requires or permits otherwise. Such comparative information allows users to better understand reported amounts.

EXHIBIT 3-4 IAS No. 1: Minimum Required Line Items in Financial Statements

	On the face of the balance sheet


	On the face of the income statement


	On the face of the statement of changes in equity



	Plant, property, and equipment

Investment property

Intangible assets

Financial assets (not listed in other line items)

Investments accounted for using the equity method

Biological assets

Inventories

Trade and other receivables

Cash and cash equivalents

Trade and other payables

Provisions

Financial liabilities (not listed in other line items)

Liabilities and assets for current tax

Deferred tax liabilities and deferred tax assets

Minority interest, presented within equity

Issued capital and reserves attributable to equity holders of the parent


	Revenue

Finance costs

Share of the profit or loss of associates and joint ventures accounted for using the equity method

Pretax gain or loss recognized on the disposal of assets or settlement of liabilities attributable to discontinuing operations

Tax expense

Profit or loss

Profit or loss attributable to minority interest

Profit or loss attributable to equity holders of the parent


	Profit or loss for the period 

Each item of income and expense for the period that, as required by other

Standards or by Interpretations, is recognized directly in equity, and the total of these items

Total income and expense for the period, showing separately the total amounts attributable to equity holders of the parent and to minority interest

For each component of equity, the effects of changes in accounting policies and corrections of errors recognized in accordance with IAS No. 




7. EFFECTIVE FINANCIAL REPORTING

A discussion of the characteristics of an effective framework and the barriers to the creation of such a framework offer additional perspective on the financial reporting frameworks reviewed above.

7.1. Characteristics of an Effective Financial Reporting Framework

Any effective financial reporting system needs to be a coherent one (i.e., a framework in which all the pieces fit together according to an underlying logic). Such frameworks have several characteristics:

Transparency. A framework should enhance the transparency of a company’s financial statements. Transparency means that users should be able to see the underlying economics of the business reflected clearly in the company’s financial statements. Full disclosure and fair presentation create transparency.

Comprehensiveness. To be comprehensive, a framework should encompass the full spectrum of transactions that have financial consequences. This spectrum includes not only transactions currently occurring but also new types of transactions as they are developed. So, an effective financial reporting framework is based on principles that are universal enough to provide guidance for recording both existing and newly developed transactions.

Consistency. An effective framework should ensure reasonable consistency across companies and time periods. In other words, similar transactions should be measured and presented in a similar manner regardless of industry, company size, geography, or other characteristics. Balanced against this need for consistency, however, is the need for sufficient flexibility to allow companies sufficient discretion to report results in accordance with underlying economic activity?
PRACTICE PROBLEMS

1. Which of the following is not an objective of financial statements as expressed by the International Accounting Standards Board?

A. To provide information about the performance of an entity

B. To provide information about the financial position of an entity

C. To provide information about the users of an entity’s financial statements
2. International accounting standards are currently developed by which entity?

A. Financial Services Authority

B. International Accounting Standards Board

C. International Accounting Standards Committee

3. U.S. Financial Accounting Standards are currently developed by which entity?

A. U.S. Congress

B. Financial Services Authority

C. Financial Accounting Standards Board

4. The SEC requires which of the following be issued to shareholders before a shareholder meeting?

A. Form 10 - K

B. Statement of cash flow

C. Proxy statement
5. According to the Framework for the Preparation and Presentation of Financial Statements, which of the following is a qualitative characteristic of information in financial statements?

A. Accuracy

B. Timeliness

C. Comparability

6. Which of the following is not a constraint on the financial statements according to the IFRS Framework?

A. Timeliness

B. Understandability

C. Benefit versus cost

7. The assumption that an entity will continue to operate for the foreseeable future is called

A. accrual basis.

B. comparability.

C. going concern.

8. The assumption that the effects of transactions and other events are recognized when they occur, not necessarily when cash movements occur, is called

A. accrual basis.

B. going concern.

C. relevance.

9. Neutrality of information in the financial statements most closely contributes to which qualitative characteristic?

A. Relevance

B. Reliability

C. Comparability

10. Does fair presentation entail full disclosure and transparency?

Full Disclosure
 Transparency

A. 


No
      Yes

B. 


Yes
       No

C. 


Yes 
      Yes

11. Valuing assets at the amount of cash or equivalents paid, or the fair value of the consideration given to acquire them at the time of acquisition, most closely describes which measurement of financial statements elements?

A. Current cost

B. Realizable cost

C. Historical cost
12. The valuation technique under which assets are recorded at the amount that would be received in an orderly disposal is

A. current cost.

B. present value.

C. realizable value.

13. Which of the following is not a required financial statement according to IAS No. 1?

A. Income statement

B. Statement of changes in equity

C. Statement of changes in income

14. Which of the following elements of financial statements is most closely related to measurement of performance?

A. Assets

B. Expenses

C. Liabilities

15. Which of the following elements of financial statements is most closely related to measurement of financial position?

A. Equity

B. Income

C. Expenses

16. Which of the following is not a characteristic of a coherent financial reporting framework?

A. Timeliness

B. Consistency

C. Transparency
