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Abstract 

The maill aim of this study is to assess the overall quality of the finallcial reports the privately owned 

compallies in Addis Ababa. With the sample size of60 private companies and 93.3 percent response rate 

this study assessed the overall quality of the financial reports of those companies. And found that the 

companies do not all in all comply with the qualitalive charaCleristics of the jinancialreporls. Some fulfil 

the entire requirement and some do not. Therefore, the study shows Ihal the overall financial quality of 

those companies is poor. 
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Backgl'ound 

Chapter one 

Introduction 

As a landlocked country with a difficult terrain and a legacy thai has disrupted the 

development of market-supporting institutions, many economists would argae that 

private sector development is an uphill struggle for Ethi opia Sufian Ahmed, minister in 

MOFED 2007. 

According to Bertelsmann Stiftung, BTl 2010 - Ethiopia COUl7llY Report, Ethiopia 's 

economic upswing since 2002 - 2003 was driven to a large extent by favorable external 

conditions (average to good rainfall , a steady high inflow of official development 

ass istance, and increasing levels of FDI). The government built on these positive 

conditions with solid macroeconomic management. The government's long-term 

development strategy, its Agricultural Development Led Industrializat ion (ADLI), 

attempts to make use of agricultural resources for a phased industrial expansion . Since 

2003, foreign direct investment, particularly from India and China into the agricultural 

sector, has increased significantly. These foreign investments add to the development of 

private sectors. Despite th is, Stiftung also added that the economy has a small private 

sector and a weak banking system, it is bogged down by a land tenure sys tem in which 

the state owns all land, and its utilities are inefficient and monopolistic. 
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Derek Byerlee and Dawit Kelemework etals 2010 stated that over the past decade, 

policy makers have been searching for an appropriate blend of public and private sector 

roles to accelerate the intensification of food staple production, small holder 

commercializat ion, and sustainable market development in sub-Saharan Africa. In 

Ethiopia, steps taken to liberalize markets in the 1990s and promote fert ilizer and seed 

packages have yet to generate payoffs in terms of higher cereal yie lds, lower food prices, 

or reduced dependency on food aid. This raises concern about the performance of the 

agricultural sector, specifically in terms of the systems for providing improved seed, 

fertili zer, credi t, and extension services. 

The Privati zation process gathered momentum with the establi shment of the Privatizat ion 

and Public Enterprises Supervising Agency (PPESA) in 2004. It is an autonomous 

agency that is charged with "ass isting state-owned enterprises to achieve commercial 

viability" before selling or leasing them to private investors. Under its supervision, 16 

industrial companies, 12 agro businesses and 4 service firms were transfe rred to the 

private sector in FY 2007/08. Of the 360 public enterprises slated for privat ization, 254 

properties worth about $460 mIn have been sold, 18 returned to their original owners and 

10 retail shops and 1 state farm have been closed. T he US State Department Investment 

Climate Statement noted that "research indicates that companies owned by or affi liated 

with prominent Ethi o-Saudi businessman Sheik Mohammed AI-Amoudi were Bwarded 

enterprises worth over $400 million, over half of all privati zations by value." I 

Iwww.estandardsforum .org (2009) 
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Ethiopia retains a command economy system, making it one of the last co untries in 

Africa with a diminished private sector. The International Monetary Fund estimates that 

in 2005-2006 the share of private investment in Ethiopia was onl y II percent, nea rl y 

unchanged since Zenawi came to power in 1991. There are few jobs available outside 

state-owned enterprises; in real terms, this equates to nearly three-quarters of the 

population being under- or unemployed (ibid). 

The Pl'ivate Sector as an Agent of Change 

In order to deliver, democracy must be a participatory process that allows citizens to have 

their voices heard and to be a part of the governmental decision-making that impacts their 

daily lives. Given Ethiopia's economic woes, the input of private sector organiz::tions is 

particularly timely and valuable. Engaging the private sector in a debate on the country's 

economic future not only ensures more informed economic policymaking, but also opens 

up much-needed chalmels for public-private dialogue. 

Kibre Moges (2008) put in his research that the public sector still holds significant 

monopoly and dominance, not only in industries often considered as natural mOllopolies, 

such as energy, te lecom, postal service, water supply, railway and airway, but also in 

manufacturing and services, such as cement, sugar, tobacco, textiles, banks and insurance 

companies. As noted earlier, a carefully planned and implemented privatization scheme 

expands the private sector, thereby enhancing competition. However, privatization in the 

Ethiopian context is taken as a mechani sm fo r getti ng rid of relat ively small enterpri ses 

while retaining large ones under the state control. Inspective of the number of enterpri ses 
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privatized, the Government sti ll controls over 50 percent o f the total value of production 

of medium and large scale enterprises and 70 percent of the value of modern economic 

activities. As a result, the structure of the economy sti ll remains highly skewed and far 

from being competition inducing. 

Two factors limit the volume of goods and services transacted through contested markets. 

F irst is the trad itional sector, where production is for own consumption. This is largely 

due to agriculture where two-third of the produce is reta ined for home consumption. The 

second factor is state monopoly. Either because of explicit (or implicit) ban on entry, 

such as in telecommunications, postal service, electric energy 

Barriers to entry in key sectors of the economy buttress ineffic ient state-owned 

enterpri ses by shielding them from competition. As such, minimizing the state' s 

ownership of land, credit, and te lecommunicat ions, will help Ethiopia' s economy become 

stronger and more productive. Limits on state control will also make Ethiopian citizens 

more prosperous and better able to hold the government accountable since their economic 

livelihood wi ll no longer be linked to their support of state policies. 

As expenences of other countries show, vibran t private sector can create a wealth­

generating middle class that helps to ti lt the accountabi lity balance in favor of the 

citizens. In Ethiop ia, the citi zens feel accountable to the state because it controls their 

employment and livelihoods. With economic li beralization, the state will become more 

accountable towards the taxpayers who are fin ancially independent and democrat ica ll y 

engaged. 
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The parliamentary elections in Ethiopia scheduled for May 20 I 0 offer renewed 

opportunity to engage the private sector in institutional reforms that can bring the country 

out of its political and economic doldrums. Ethiopia can move forward in two distinct 

and diametrically different directions; it can continue to be the impoverished recipient of 

international aid, or become an economic powerhouse of East Africa. The latter can 

happen with real market reforms and the fu ll and transparent engagement of the private 

sector in economic policymaking. 

Tilman Altenburg 2010 in his survey of Industrial policy in Ethiopia citing the world 

bank 2009, provided as the vast majority of Ethiopia's firms are micro and small. As a 

result, medium-sized and large firms are barely developed . In 2002 Ethi opia had only 49 

manufacturing enterprises with more than 500 workers, plus 225 small and medium sized 

manufacturing firms which employed between 51 and 500 persons (Ethiopian Economic 

Association 2005, 26). Most industries are engaged in sugar processing, brewery, cement, 

publishing and printing, leather tanning, and textiles . Four groups of firm s can be 

distinguished according to their ownershi p structure: 

1. Many large enterprises are sti ll state-owned enterpri ses (SOEs) gO ll1g back to the 

socialist Derg regime. The current government created the Ethiopian Privatisation 

Agency and privatised 287 SOEs between 1997 and January 2009 (MoTI 2009). The 

government wants to privatise many more firms , but the process so far has been slow, not 

least because privatisation has often been linked to restrictive conditions, e.g. that the 
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new owners refrain from dismissing personnel. In 2006 the manufacturing sector was 

"still dominated by public enterprises that account for 72% of total manufacturing value 

added, 62% of gross value of production, employ 57% of the manufacturing workforce 

and account for 64% of wages and salaries" (European Union 2006). According to 

another source, the share of SOEs in the output of medium- to large-size manufacturers 

declined from 58% in 2000/200 1 to 51% in 2004/05.7 As some of the larger SOEs are 

now going to be privatised, thi s share is likel y to go further down. Moreover, SOEs in 

most manufacturing act ivities are now exposed to competiti on from pri vate firms. Their 

performance varies. While some are in serious trouble, others outperform their private 

competitors, part ly because they are larger and less constrained by tax administration, 

customs and trade regulations, access to land, cost of finance, and corruption. The 

govenunent seems determined to maintain state ownership of enterprises in strategic 

sectors such as telecommunications, civil aviation, railways, energy, mining, chemicals, 

insurance, and banking. In the financial sector, private domestic banks have been 

admitted alongside the still dominant state banks and are rapidly growing.8 Likewise in 

the insurance industry, there are now eight private enterprises competing with one state­

owned insurance company. 

2. One private investor of Ethiopian and Saudi-Arabian national ity, Sheik Moharr.med 

Al Amoudi, alone owns many of the leading firms across all economic sectors. 

According to Forbes magazine, he is the 43rd richest person in the world and is said to 

have invested more than US$2 bill ion in Ethiopia (Forbes, II March, 2009). His 

investments in Ethiopia range from hotels, gold mines, glass, plastics, so ft drinks, a 
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private airline, production and marketing of households furniture and office equipment , 

to food processing. 

3. There is some foreign direct in vestment, mainly from the European Union, India, 

Israel, the United States, and Saudi-Arabia. FDI is concentrated in agricultural activities, 

including flori culture, horticulture, meat and, recently, biofuels (Weissleder 2009) . in 

trade and services, foreign investors face considerable restrictions. 

4. There are an increasing number of independent Ethiopian entrepreneurs. Among them, 

Ethiopians from the diaspora play a significant ro le, as many business people emigrated 

during the Derg and engaged in economic activi ties in their host countries, where some of 

them accumulated capital and learned about new international business opportunities . 

E.g. all tanneries and garment companies and the majority of shoe and textile companies 

are private Ethiopian enterprises. Overall, however, independent Ethiopian 

entrepreneurship is still weak, and entrepreneurs complain of unfair competiti on, alleging 

that state-owned, endowment-owned, and even foreign enterprises have better access to 

land, cred it , forei gn exchange and support services. 

Ethiopia does not host any major expatriate business community. Businesses are mainly 

owned by Ethiopians. This is quite unique in Sub-Saharan Africa, where European 

citizens from the former colonial powers, Indian or Arab minorities often playa dominant 

role in the private sector. The Ethiopian exception is due to the fact that the country has 

maintained its independence. Product ivity varies greatly among Ethi opian manufacturing 

firms (Gebreeyesus 2008; World Bank 2009). At the same time, firm turnover is high, 
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especially among micro and small firms. 60% of firms ex it in the first three years after 

entry (Gebreeyesus 2008). This reflects two phenomena; First, there is a big group of 

"necess ity entrepreneurs" who start own-account acti vi ties for lack of employment 

alternatives and without any clear business idea. Among these necessity entrepreneurs, 

productivity tends to be far bel ow the leve l of well -established medium-sized firms, 

failure rates are high, and owners frequentl y shift to other activities. Second, some firms 

are more constrained in their access to credit, land, and product markets than others . 

8/ Pa gc 



Statement of th c Problcm 

The increasing in number of private companies seems the result of extensive privatization 

being undertaken by government in Ethiopia. The aim of this widespread privatization 

may also be the implication of free market in an economy. Nevertheless, the international 

accounting standards board requires the companies on the earth, regardless of the 

ownership, to follow relatively similar accounting reporting principles. Companies that 

are publicly held (i.e. whose share of ownership is publicly traded and owned by ordinary 

persons in the public) are unlikely to be lead /managed by the share holders/owners. 

Companies that are not publicly held (i.e. whose share of ownership is not publicly traded 

and thus not owned by an ordinary persons in the public, but that are held by private 

individual s or high net-worth individual) are either owned by relatives/ fam ily or a s ingle 

individual are mostly managed by those individuals that own them. Consequently, they 

violate the generally accepted accounting standards and principles for thei r own sake, 

Christopher Beuselinck and Sophie Manigart (2005). The audit assurance is a lso required 

to be undertaken in accordance to these generall y accepted principles. Government, 

creditors and other users of accounting report of a company also want to know whether 

the accounting reports of the company is prepared according to these underlying 

principles in order to take action of the ir own decision. This paper is therefore tries to 

solve whether or not these privately owned companies are rea ll y violating the underlying 

accounting principles and guidelines in preparing thei r financial reports. 
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Obj ective of the study 

The general objective of the research is to examine the overall quality of accounting 

reports of the private ly owned companies by using five main qualitative characteristics in 

conceptual framework of Financial Accounting Standard Board in Ethiopia particularly in 

Addis Ababa. 

Specifically this paper will evaluate the accounting reports of the randomized private 

companies in the following respects: 

Qf' The relevance of financial reports 

Qf' Faithful representation of the actual happenings 

Qf' Understandability of the accounting reports 

Qf' Comparabi lity of the reports by looking at the consistency of the accounti!~g 

assumptions and methods the companies use 

Qf' Timel iness of the financial reports 

Qf' Finally to give recommendation on the quality of accounting reports of the 

compaI1les 
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Significance of the study 

This research paper contributes a lot to the knowledge of accountancy . It broadens 

the awareness of the importance of the quali ty of accounting reports to those who 

intrude the GAAP for their own inreresl. Thi s paves way to futu re researches, using 

larger samples (country wide), that may provide add itional insights into the external 

va lidity this proj ect. Such insights may also help to create deeper understanding 

concerning the assessment of the qual ity of financial reporting. 

Scop e of the study 

Because of the difficulty due to the shortage of time, the study did not include pri vate 

companies that are found in the other are of the country, it is rather confi ned to the area 

of Addis Ababa. The main coverage of this study is the initially privately created 

companies. It did not distinguish between the private family owned and non famil y 

ownership because many companies are created, owned and run by fam ily. 

Limitation of the study 

The time limitation is the big. Some of the private companies fi lled the questionnai re 

reluctantly some still refu sed stating that they are busy by their own normal work. 
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O.·ganization of the paper 

his research paper conta ined five components di vided in to chapters. The first chapter 

'esent introduction, general background, statement of the problem, objectives, 

llitatioll , s ignili ca ncc, scopc or thc study in dcta il. The second chapter discusscs thc 

ethodology of the study. Chapter three present the rclated literature review in detai l and 

e research gap. The fourth chapter is analys is of the findings and discussion and finally, 

the fifth chapter concludes and recommendatio ns are included. 



Chaptcr two 

Litc.-atu.·c rcvicw 

is chapter presents the review of related literature; first, it presents the theoretical 

~kground; second, it talks about the related past stud ies and finall y it gives hint of the 

;earch gap. 

leorctical background 

nancial statcmcnts 

S 1 paragraph 9 defined financial statement as: a structured representation of the 

lancial position and financial performance of an entity. The objective of financial 

ItCl1lCnts is (0 provide information about the financial position, financial performance 

d cash flows of an entity that is useful to a wide range of users in making economic 

cisions. Financial statements also show the results of the management's stewardship of 

~ resources entrusted to it. To meet this objective, financia l statements provide 

fo rmation about an entity's: (a) assets; (b) liabilities; (c) equity; (d) income and 

penses, including gains and losses; (e) contributions by and distributions to owners in 

~ir capacity as owners;and (f) cash flows. This information, along with other 

fo rmation in the notes, ass ists users of financial statements in predicting the entity's 

ture cash flows and, in particular, their timing and certainty. 

'I V age 
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Many entities present, outside the financial statements, a financial review by management 

that describes and explains the main features of the entity's financial performance and 

financial position, and the principal uncertainties it faces . Such a report may include a 

review of: (a) the main factors and influences determining financ ial performance, 

including changes in the environment in which the entity operates, the entity's response 

to those changes and their effect, and the entity's policy fo r investment to maintain and 

enhance financia l performance. (b) the ent ity's sources of fundin g and its targeted ratio of 

liabi I i ties to equity;and (c) the ent i ty' s resources not recognised in the statement of 

financial positionin accordance with IFRSs (lAS I paragraph 13) . 

The objective 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 that is useful to a 

wide range of users in making economic decisions. Financial statements prepared for this 

purpose meet the common needs of most users. However, financial statements do not 

provide all the information that users may need to make economic decis ions since they 

largely portray the financial effects of past events and do not necessarily provide non­

financi al info rmat ion. Financial statements also show the results of the stewardship of 

management, or the accountability of management for the resources entrusted to it. Those 

users who wish to assess the stewardship or accountabi lity of management do so in order 

that they may make economic decisions; these decis ions may include, for example, 
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whether to hold or sell their investment in the entity or whether to reappoint or replace 

the management. (paragraphI 2- 14). 

Conceptual Framework: Qualitative Characteristics: Relevance and Reliability 

RELEVANCE 

Relevance is a quality emphasized in every accounting framework. That is hardly 

new. There is at least one cross-cutting issue about relevance, about the meaning of 

predict ive value, which is discussed below after reviewing what the staff considers 

a non-issue: that relevance belongs among the quali tative characteristics and 

consists of predictive value, confirmatory value, and timeliness. 

The IASB Framework for the Preparat ion and Presentation of Financial Statements 

(IASB Framework) says in paragraph 26 that information is relevant "when it 

influences the economic decisions of users by helping them evaluate past, present 

or future events or confirming, or correcting, their past evaluations." FASB 

Concepts Statement No.2, Quali tative Characteri stics of Accounting Information, 

(F ASB Concepts Statement 2) says in paragraph 47 that, to be relevant , 

"acco unting information must be capable of making a difference in a deci sion by 

helping users to form predictions about the outcomes of past, present, and future 

events or to confirm or correct expectations," and goes on to define event and 

outcome. Those definitions are quite similar. The italics added here emphasize the 
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only real difference: whether information must influence decisions or only be 

capab le of influencing decisions. The staff plans to use the latter formu lation, 

reasoning that information has whatever qualities it has even if some even all users 

fa il to take advantage of it or already were aware of it. 

IASB Framework paragraph 27 says "the predictive and confirmatory roles of 

information are interrelated," illustrating that with an example about the utility, for 

both of those roles, of informat ion about current asset hold ings. FASB Concepts 

Statement 2 uses "feedback value" rather than confirmatory ro le, but paragraph 52 

notes that "disclosure requirements almost always have the dual purpose of helping 

to predict and confirming or correcting earlier predictions," illustrating that with the 

examples of business segment information and interim reporting. The concept is the 

same. The staff plans to retain that discussion, using confirmatory, in the broad 

sense of "confirming or correcting," rather than FASB's admittedly " inelegant 

term" feedback . 

IAS B Framework paragraphs 29 and 30 state that the relevance of information is 

affected by its nature and materiality, noting that materiality provides a threshold or 

cut-off point rather than being a primary qualitative characteristic. FASB Concepts 

Statement 2 al so characterizes materiality as a threshold but di scusses materiality 

separately from relevance. The staff will discuss materiality, and its place among 

the qualitative characteristics, at the next meeting. 
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In IASB Framewo rk paragraph 43, timel iness is cited as a necessary constraint lest 

information lose its relevance. In FASB Concepts Statement 2, paragraph 56, 

time liness is considered "an ancillary aspect of relevance. If informat ion is not 

avai lab le when it is needed or becomes ava il able onl y so long after the reported 

events that it has no value for future acti on, it lacks relevance and is of little or no 

use." The concept is the same. The staff plans to class ify timeliness with relevance, 

following the usage in the F ASB concepts. 

Statisti cians use predictability in a precise way and di stinguish it from persistence. 

Predictability concerns the accuracy wi th which the next number in a series can be 

foretold. Persistence concerns the tendency of a series to keep go ing as it has been 

going, for example, to continue a random walk rather than reverting to a mean. 

Accounting concepts have used predictive value in a much more general way. IASB 

Framework paragraph 28 explains that in formation need not be an exp licit forecast 

to have predictive value, and that the predictive value of information is enhanced by 

the manner of display, citing the example of separately disclosing unusual, 

abnormal and infrequent items of income or expense. FASB Concepts Statement 2, 

paragraph 53 , similarly explains that "to say that accounting information has 

pred ictive value is not to say that it is itself a predict ion ," going on to analogize 

investors' pursuit of information with pred ict ive va lue to the constantl y improving 

information meteorologists use in forecasti ng weather. While the FASB di scussion 

alludes to the role of financial statement information as inputs to econometric 
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models, neither framework attempts any real ti e-in with stati stical teclmiques. 

Neither do any of the other frameworks. 

The Board could ask the staff to look further into adopting stati stical terminology 

in the discussion of predictive value. However, in the staffs view, the current 

concepts have got it ri ght. Accounting information has predicti ve value if users use 

it , or could use it, in making their own predictions about the outcomes of past, 

present, or future events . That is, accountants supply the information, users make 

the predictions. The staff proposes not conducting fu rther research in thi s area and 

not attempting to change the discussion of predictive value to incorporate statist ical 

terminology. 

RELIABILITY 

Reliability is said, in FASB Concepts Statement 2, to comprise representational 

faithti.I1ness, verifiab ility, and neutrality, with an overlay of completeness, freedom 

from bias, precision, and uncertainty. It is sa id in the IASB Framework to Cum prise 

faithful representation, substance over form, neutrality, prudence, and 

completeness. The UK ASB Principles also include freedom from material error. 

The Japanese draft uses the three qual ities ci ted by FASB, while Canada's concepts 

add conservatism. AASB Concepts Statement 3 discusses almost all of those 

matters, without giving separate status to any of them. That is a lot of different sub­

characteristics to fit under one label, possibly too many; for example, the staff has 

observed that many constituents seem to equate reliab ility with verifi abi lity, not 
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representationa' fa ithfulness . For purposes of discussion at thi s meeting, the staff 

plans to collect those sub-characteristics into three groups: 

a. Faithful repre,:.,~ntat ion , includ ing completeness and substance over form 

b. Verifiabi li ty, i ·,duding precision and uncertainty 

c. Neutrality, incf lding freedo m from bias, prudence, and conservatism 

Faithful representatit'"I, including completeness and substance over form 

Conccpts Statemell,I2 says that " rep resentat ional faithfulness is co rrespondence or 

agreement between la measure or description and the phenomenon it purports to 

represent. In accollllling, the phenomena to be represented are economic resources 

and obligations ar ,j the transactions and events that change those resources and 

ob ligations" (paraf, « ,h 6:l) . 

The IASB Framewo, · " a:/s th".! " to be reliabl e, information must rep resent faithfull y 

the transactions all': ·r ther events it either purports to represent or could reasonably 

be expected to reF : • :nt" (paragraph 33). 

What sometimes ~ )verl ooked is the requirement that , to be representationally 

fa ith fu l, account I neasures or descriptions must reflect economic phenomena-

economic resour ~nd obli gat ions and the transact ions that change them-and not 

simply aecounti: tlPtions. Consider, for example, so-called "deferred charges" or 

"deferred cred it i!>J metimes seen in balance sheets. If deferred charges do not 

refl ect economi, I "Jurces that are assets, and if deferred credits do not refl ect 
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economic obl igations that are li ab ili ties, those depictions are not representationally 

fai thful and, hence, not useful. 

In a forthcomi ng book, former AICPA research director Pau l Rosenfie ld argues fo r 

distinguishing representativeness-do the data purport to represent real-world 

phenomena?-from faithfulness-if so, do they represent the phenomena 

faithfully? For example, reporting a deferred charge that does not re nect economic 

resources as an "asset" wo uld not be representati vc, wh il e repo rting an allowance 

for bad debts that is too small would not be fa ithfu l. 

FASB Concepts Statement 2 illustrates faithful representation using an analogy to 

maps and mapmaking. 

FASB Concepts Statement 2 notes that " reliability implies completeness of 

in format ion, at least within the bounds of what is materi al and feasible, cons idering 

the cost. A map that is 99 percent reliable but fa il s to show a bridge across a river 

where one exists can do much harm" (paragraph 79). (So can the opposite error of 

showing a bridge where there is none: a recent televi sion adverti sement in America 

showed a young man watch ing hi s car being hauled out of a river, sheepishl y 

commenting that " the map was a di sappointment.") The IASB framework reports 

completeness as one of five subqualities of reliabi lit y, saying that "the information 

in financ ial statements must be complete within the bounds of materiality and cost" 

(paragraph 38) . To the staff, completeness is close ly related to represe !~tat i ona l 

faithfulness, whi le materiality and cost considerations are bounds (or constraints, or 

thresholds) fo r all the other qualitative characteri sti cs. 
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The IASB Framework includes substance over form among the sub-qualities of 

reliability, including an example of a transaction with documentation that purports 

to pass legal ownership but where side agreements "ensure that the enterprise 

continues to enjoy the future economic benefits embodied in the asset" (paragraph 

35). F ASB Concepts Statement 2 did not include substance over fo rm "because it 

would be redundant. The quality of reliability and, in particular, of representational 

faithfulness leaves no room for accounti ng representat ions that subordinate 

substance to form. Substance over form is, in any case, a rather vague idea that 

defies precise definition" (paragraph 160). 

The staff recommends that faithful representation continue to be identified ".s a key 

quality (or sub-quality) of accounting information, a quality that includes 

completeness and leaves no room for representations that subordinate substance to 

form. 

Vcrifiability, including precision and unccrtainty 

The IASB Framework does not include verifiability among its qualities. However, 

it does say that "information has the quality of reliability when it is free from 

material error and bias and can be depended upon by users" (paragraph 31). Some 

might say the italicized words imply the sort of verification provided by internal 
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controls and aud iting. FASB Concepts Statement 2 identifies verifiab ility as one of 

its three sub-qualities of reliability. 

The FASB ti'amework detines verifiability as " the ability through consensu~ among 

measurers to ensure that information represents what it purports to represent or that 

the chosen method of measurement has becn uscd without error or bias." It gocs on 

to discuss verifiabi lity, identifying three key aspects: (I) consensus among 

observers, (2) assurance of correspondence to economic th ings and events, and (3) 

direct verification versus indirect verification. 

Verifiability implies consensus among observers. Accounting measures that are 

determined by one measurer should be capable of being confirmed or substantiated 

by other measurers. Consensus among observe rs cannot be assessed in iso lation. 

Rather, it must be assessed in the context of both correspondence to economic 

things and events and direct verification versus indirect verification. 

Concepts Statement 2 states that "the purpose of veritication is to pI'ov ici e a 

significant degree of assurance that accounting measures represent what they 

purport to represent" (paragraph 81, emphasis added) , that is, real -world economic 

phenomena. Accounting informat ion may not correspond to economic things and 

events because of measurer bias, measurement bias, or both. Measurer bias may be 

unintentional (for example, because of lack of sk ill) or intenti ona l (for example, 

because of lack of integrity), which may be evidenced by misapplicat ion of the 

measurement method. Measurement bias results from using a measurement method 

that is unlikely to produce a result that represents what it purports to represent, such 
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as a method that consistently produces results that understate or overstate the item 

in question. 

With direct (or separate) verificati on, the acco unting measure itself is verified, such 

as by counting cash or observing quoted prices for marketable securities. With 

indirect verification, the accounting measure is verifi ed by checking the inputs and 

recalculat ing the outputs, using the same accou nting methodology. Direct 

verification tends to minimize both measurer bias and measurement bias. In 

con trast, indirect verification tends to minimize only measurer bias and not any 

measurement bias from the selection of accounting or all ocation methods. Thus, 

even though there is consensus among measurers, an indirectly verified 

mcasurement may not be reliable if the accounti ng method results in a mcasure that 

does not correspond to the economic phenomena that it purports to represent. 

Neutrality, including freedom from bias, prudence, and conservatism 

The FASB framework defines neutrality as " the absence in reported information of 

bias intended to attain a predetermined result or to induce a pa rti cular mode of 

behavior." The IASB Framework equates neutrality to /i'cedom from bias and says 

"financial statements are not neutral if, by the selection or presentation of 

information, they influence the making of a dec ision or jud gcment in ord er to 

achicvc a prcdctcrmined rcsult or ou tcomc" (paragraph 36). 
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How the Qualitative Characteristics Relate to the Objective of Financial 

Reporting and to Each Other? 

Boards' existing frameworks discuss the need to exchange a degree of one desirable 

. characteristic for an increased amount of another (trade-offs) . For example, the lASB 

Fralllework, paragraph 45, says: In practice a balancing, or trade-off, between qualitative 

characteristics is often necessary. Generall y the aim is to achieve an appropriate balance 

among the characteristics in order to meet the objective of financial statements. The 

relative importance of the characteristics in different cases is a matter of professional 

judgemen t. Concepts Statement 2 discusses necessary trade-olTs at greate r length, but the 

essence of that discussion is the same-that applying judgment is necessary to achieve an 

appropriate balance of the qualitative characteristics. The pervasive constraints on 

financial reporting may also be considered when making such trade-offs. To explain the 

relationships between the qualitative characteristics, the Boards considered using a chart, 

such as "A Hierarchy of Accounting Qualities" in Concepts Statement 2. However, the 

Boards agreed with Concepts Statement 2 that the chart is "a limited device for showing 

certain relationships among the qualities that make accounting information llseful" 

(paragraph 33), and that "the hierarchy should be seen as no more than an explanatory 

device, the purpose of which is to clarify certai n relationships ... " (paragraph 34). 

Therefore, the Boards decided to search for a better way of explaining the relationships 

between the characteristics . The Boards considered a chart that would illustrate how 
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standard setters might apply the qualitative characteristics in making decisions about 

financial reporting issues. However, they concluded that a chart that illustrated the 

standard setting process would necessarily involve matters that the Boards had not yet 

addressed in the conceptual framework project , including recognition, measurement, 

presentation (display), and disclosure. For that reason, the Boards conc luded that to 

include such a chart in a chapter focusing solely on qualitative characteristics would be 

premature. 

Balance between benclit and cost 

Framework IASCF 73 in paragraph 44 says the balance between benefit and Cust is a 

pervasive constraint rather than a qualitative characteristic. The benefits derived from 

information should exceed the cost of providing it. The evaluation of benefits and costs 

is, however, substantially a judgemental process. Furthermore, the costs do not 

necessari ly Framework fall on those users who enjoy the benefits. Benefits may also be 

enjoyed by users other than those for whom the information is prepared; for example, the 

provision of further information to lenders may reduce the borrowing costs of an entity . 

For these reasons, it is difficult to apply a cost-benefit test in any particular case. 

Nevertheless, standard-setters in particular, as well as the preparers and users of financial 

statements, should be aware of this constraint. 

Therefore, the balancing explained above is to achieve an appropriate balance among the 

characteristics in order to meet the objective of financial statements. The relative 

importance of the characteristics in different cases is a matter of professional judgement. 
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Notes and supplementary schedules 

In paragraph 2 1 it presents the financial statements to contain notes and supplementary 

schedules and other informat ion. For example, they may contai n additional informat ion 

that is relevant to the needs of users about the items in the balance sheet and income 

statement. They may include disclosures about the ri sks and uncertainti es affecting the 

entity and any resources and obligations not recognized in the balance sheet (such as 

mineral reserves). Information about geographical and industry segments and the effect 

on the ent ity of changing prices may al so be provided in the form of supp lementary 

information. 

Constraints on relevant and reliablc information Timcliness 

In paragraph 43 it says that if there is undue delay in the reporting of information it may 

lose its relevance. Management may need to balance the relative merits of timely 

rep0I1ing and the provision of reliable in formation. To provide information on a timely 

basis it may noften be necessary to report before all aspects of a transaction or other event 

are known, thus impairing rel iab ili ty. Converse ly, if reporting is delayed until all aspects 

are known, the information may be highly reliable but of lill ie use to users who have had 

to make deci sions in the interim. In ach ieving a balance between relevance and 

reli abili ty, the overriding consideration is how best to satisfy the economic ci ec ision­

making needs of users. 

Disclosure of Accounting Policies 
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Disclosures requi re di sclosure of the maturity datcs of financial assets and financial 

liabi li ties. Financial assets include trade and other receivables, and fi nancial liabiliti es 

include trade and other payabl es . Information on the ex pected datc of rccove ry of non­

monetary assets such as inventories and expected date of sett lement for li ab iliti es such as 

prov isions is also useful (paragraph 65). 

In paragraph 98 ofiAS I it states that di sclosure of ci rcumstances that would give rise to 

the separate di sclosure of items of income and expense include: (a) write-downs of 

inventories to net rea lisable value or of property, plant and equipment to recoverable 

amount, as well as reversals of such write-downs; (b) restructurings of the activiti es of an 

entity and reversals of any provisions for the costs of restructuring; (c) di sposals of items 

of property, plant and equipment; (d) disposals of investments; (e) discontinued 

operations; (f) litigation settl ements; and (g) other reversals of provisions. 

Related studies 

According to the report that examines Indones ian accounti ng and auditi ng practices, 

a research conducted by Zhuang, Juzhong, David Edwards and David Webb 

(2003), a number of financial scandals were linked to misleading or fraudulent 

financial reporting. There were no requirements for public regi strat ion or d isclosure 

of ownership and financial records, except in the case of li sted or publicly traded 

companies. During periods of economic growth, thi s lack of disclosure and 

regulation was not considered a problem. In fact, the lack of transpa rency financi al 

reporti ng has suited those who engage in profitable related-party transactions with 
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stated owned enterprises, those wishing to manipul ate financial results to obtain 

finance or avoid taxation and those who sought to access state revenues outs ide the 

budget authorization process . However, Indones ia has experienced a number of 

severe economic crises and has needed to attract both foreign investment and 

foreign aid. [n order to do so the government has had to respond, at least in pan, to 

the demands of investors and aid agencies for accou nting and other capital market 

reforms, Zhuang et al (2003). 

[mplementation of these refo rms has not been smooth. Moreover, despite 

improvements Il1 accounting standards, audit requirements and financial 

disclosures, there were still serious gaps in the financial reporting and disclosure 

regime. For example, calls for improvements in the qualifications and independence 

of auditors were not heeded until 1997. Before 1997, internationa l auditing firms 

were forced to operate by forming relationships wi th domestic firms. From 1997 

onwards, foreign auditors were permitted to operate as individuals but were still 

prohibited from establishing auditing firms. Effect ive enforcement of sanctions for 

non-compliance with the law remains a problem. (ibid). 

Arthur Levitt (1998-1999), the former chair of the U.S . Securities and Exchange 

Commission (SEC), called for strengthening the aud it committee as a means of 

enhancing the integrity and quality of the financial reporting process. Specificall y, 

he claimed that qualified, comm itted, independcnt and tough minded audit 

committees represent the most reliable guardians of the public interest. A strong 

and independent audit committee may thus potentially serve as a veh icle for 
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auditors to use in the ir ability to maintain true independence from the pressures of 

management. [n response to Levitt's speech, the Bl ue Ribbon Committee on 

Improving the Effectiveness of Corporate Audit Committees (BRC) was fo rmed by 

the New York Stock Exchange (NYSE) and the National Associati on of Securit ies 

Dea lers (NASD). The BRC issued 10 recommendations that dealt with 

strengthening the independence of the audit commi ttee (e.g., audit committees 

should be comprised solely of independent directors), proccsses and mechanisms to 

make the audit committee more effecti ve (e.g., aud it committees should have 

fo rmal written charters), and mechani sms that will enab le thc audit committee to be 

more act ive participants in enhancing the effectiveness of the financ ial reporting 

process and thus assist auditors in their quest to maintain independence (e.g., all 

members of the aud it committee must have financia l li teracy and at least one 

member must have financial expertise). There found that some of the audi t 

committee characteristics later identified by the BRC are good ind icators of a lower 

likelihood of financial reporting misstatement (e.g., independence of the members , 

frequency of meetings). They suggest that their study provides support for the 

BRC's effort to improve the financial reporting process . 

Austra lian Accounting Review by Ganesh Kri shnamoorthy, Arnie Wright and 

Jeffrey Cohen (2002) where Forty-two U. S. aud itors (2 1 partners and 2 1 managers) 

average of 14 years of auditing experience from all of the Big-S firms participated 

in a survey that examined the issues aud it committee and quality of accounting 

reports revealed that there is a growing concern in Australia and around the world 
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about maintaining and enhancing thc indcpcndence or ex ternal auditors and 

strengthening the role of audit committees cou ld provide an important mechanism 

to aid the auditor in withstanding undue pressure from management to be overly 

aggressive in the financial reporting process. There need not only for mandatory 

audit committee formation for publicly traded companies, but also for this 

committee to be subject to standards aimed at enhanci ng its effect iveness. The 

report says this is in line with best practice in Canada, the United States and some 

othcr countries and wou ld provide Aus tralian in ves tors important oversight 

protection. It then examined perceptions of U. S. aud itors on threc major issues 

that impact auditor independence: (I) factors and attributes that contribute to the 

effectiveness of audit committees; (2) the role of the audit committee in enhancing 

quality of the financial reporting process; and (3) communication and interact ions 

between the auditor and the audit committee. Financial literacy/expertise, 

independence, and a strong commitment to perform the job effectively were 

identified as important attributes that enhance the effecti veness of aud it committees, 

Ganesh et al (2002). The majo rity of the auditors believe that it is not important for 

each member of the audit committee to be a financia l expert but it is important for 

all of them to be financially literate. Results also suggest that audit committees 

should playa greater ro le in ensuring linancial reporting quality than they ~'"Tcntly 

do. Competency and independence were also identified as crucial ingredients to 

effective communication between the auditor and the audit committee. These results 

have important implications for auditors, audit committees, board of directors, 

regulators, and professional bodies (e.g., the SEC in the U. S. and ASIC in 
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Austra lia) Ganesh et al (2002). The review added, the need for an effect ive audit 

committee as a means for enhancing financial report ing integrity and protecting the 

auditor's ab ili ty to be independent in fact as well as in perception has never been 

greater. Auditors in this study view audit committees as only moderately effecti ve 

in fulfi lling their financi al reporting responsibil ities. Citing (Lev itt 1999, 2000), 

Ganesh et al (2002) put consistency of th is wi th the widespread belief that aud it 

committees are currently not very effecti ve in curtailing aggress ive accounting 

policies and ensuJ'lng supenor financial reporting quality. However, increased 

demands and scrutiny by stakeholders and a heightened regulatory emphasis on the 

effectiveness of audit committees may finally be resulting in a trend for more 

effective audit committees. The pervasive need for effect ive communications 

between the external auditor and the aud it committee is recent emphasis by 

regulators, Ganesh et al (2002). However, the role of the management in promot ing 

an environment that can bui ld the right kind of rel ationship between the auditor and 

the audit committee has not been fully explored. Gancsh et al (2002) , suggest tilal 

auditors have a high degree of consensus on the fac tors that determine Enancial 

reporting quality. Increased consensus between auditors and audit committee 

about what constitutes quality financial reporting increases the likelihood that aud it 

committees wi ll support the aud itors in disagreements with management , hence 

reducing independence ri sk to external auditors. 

Ole-Krist ian Hope John Christian Langl i (March, 2008) under a survey of Auditor 

Independence in a Private Firm Sett ing with the sample periods: 1997-2002 and 
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2001 - 2002 and sample consists of 49,154 (1997-2002) have found that whether 

auditors are willing to sacrifi ce their independence in exchange for reta ining cli ents 

that pay fees for audit andlor non-audit services . Using a very large sample of 

pri vate No rwegian firms, Ole-Kristian et al (2008), analyzed the rclation between 

auditor fees (total fees, aud it fees, and non-audit fees) and auditors' propensity to 

issue different types of qualified opinions. In contrast to regulators' concerns, there 

were no evidence that aud itors compromise their objectivity thro:;gh fee 

dependence and no evidence that auditors abuse thei r tru st in the private firlll 

market Ole-Kristian et al (2008). Specifi call y, there was no evidence that large fees 

received from clients translate into a lower likelihood of issuing qualified audit 

opinions, suggesting that concerns raised by regulators over auditors' re li ance on 

client fees resulting in diminished auditor independence may be misplaced or 

exaggerated, at least with respect to the sample of No rwegian private firms. Thus , 

Ole-Krist ian et al (2008), concluded that expected litigation costs are small in 

Norway, a like ly interpretation of the findings is that auditors care deeply about 

their reputation. Thus, they are not willing to forego their independence by issuing 

fewer go ing concern opinions when they receive (l arge) fees from their clients. In 

contrast, Ole-Kristi an et al (2008) set that prior research that has documented 

similar findings for samples of U.S. firms has not been able to parse out the effects 

of reputation effects and litigation costs. 

Ray Ball and Lakshmanan Shivakumar, (May 2002) on Earnings Quality in United 

Kingdom (UK) Private Firms financi al statement data on over 100,000 public and 
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private British compan ies fo r the fi sca l ycars cnd ing between January 1989 and 

December 1999 were conducted. Accordingly, the predominance of private 

companies in the economy makes thei r financial reporting practices interesting in 

their own right, but a feature of the UK institutional setting makes them especiall y 

interesting: under U.K. law, their financial statements must be audi ted and must 

comply with the same accounting standards and tax laws as publ icly traded 

companies. Ray Ball et al (2002), hypothesized that private-company financia l 

reporting nevertheless is lower in quality because that is what the market demands. 

Using time-series measures of quality, Ray Ball et al (2002) demonstrated that 

private-company earnings are lower quality, despite being prepared under the same 

rules. This result is not affected by controll ing t'o r size and industry differences 

between the samples, and holds in a sub-sample of firms with Big-5 audit firms. 

Ray Ball et al (2002), accounting standards are not absolute givens, and their 

effect iveness is subject to market demand. 

Lower earnings quality on average in private firms does not imply the fa ilure of 

accounting or aud iting standards, or the need fo r stricter regulat ion of financial 

reporting by private firms, or that their fin ancial reporting practices are sub-optimal. 

The observed lower earnings quality in private firms is an equilibrium outcome in 

the market fo r corporate financial report ing, reflecting differences in demand fo r 

financial reporting between private and public firms, and is not a fa ilure in supply. 

It ass ists in understanding the economic role of accounti ng standards, an issue that 

is surpri singly neglected in the literature. Earnings quality is measurably lower in 

U.K. pri vate companies than in public companies, even though thcir fi nancial 
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statements are aud ited and cert ificd as comply ing with the same accounting 

standards. 

Mohammad Abdolmohammadi Erlend Kvaal and John Christian, (November 20 10) 

conducted a survey under 'Earnings Management Prior ities of Private Family 

Firms'. Mohammad et al (20 10), private family fi rms are likely to ma nage earn ings 

downward. However, under financial st ress they manage earnin gs upward . Thus, 

Mohammad et al (20 I 0) there are two opposite tendencies of earn ing 

management(EM) contingent on the financial situation In pri vate fam ily firms; 

whether the tende ncies for EM 111 private family fi rms are different if the chief 

excuti ve officer (CEO) is a member of the control ling fa mily or if the company has 

board members that are independent of the family. Mohammad et al (20 I 0), highl y 

leveraged private famil y firm s make more income increasing accou nti ng choices. 

Finally , Mohammad et al (20 I 0) documented that CEOs rep resenting controll ing 

families promote earnings management and independent board mcmbers somewhat 

mitigates it. 

Jeffrey L. Coles (2005) stated in hi s study that the ana lysis of the relation between 

firm performance and managerial ownership represents a substantial and 

consistentl y-acti ve segment of the empi rical corporate finance. Shareholders 

maximize finn performance if they can induce managers to own preciscly the 

amount of stock associated with the peak of the performance ownersh ip re lati on. 

Therefo re, Jeffrey L. Coles (2005), in the private companies spec iall y where owners 
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act as manager or undertake close company supervision, develops the interest of 

increas ing company's earning and wcalth fa r their own ambition so thut muy 

deviate from the accounting reporting guidelines by exaggerating the perf0rmance 

of the company. 

Luc Renneboog (2000) in hi s study of 'why public firm s go private' sa id the 

reasons as; Tax benefits, incentive realignment , control reasons, free cash !low 

reduction, transactions cost reduction, takeover defences, undervaluation and wealth 

transfers. Accord ing to Luc Renneboog (2000), the main sources of the sha:·.eholder 

wealth gai ns are underva luation of the pre-transaction target fi rm, increased interest 

tax shields and incenti ve realignment. 

Mohammad Abdolmohammadi (20 I 0), su rvey in Norwegian argued that private 

firm s' motivations to manage earnings (EM) are different from those of ;:lUbl icly 

traded companies, according to Mohammad Abdolmohammadi (20 I 0) , while 

capital markets may be a key determinant of EM by public firms, capital markets 

effect on EM is negligible in private firm s. Instead, the sa lient factor influenci ng 

EM in private family fion s (that is still privately owned) is the relationship between 

the controll ing family and other stakeholders. The controlling fam ily may be 

motivated to conceal the true financial performance of the firm to olltsiders 

(government), and manage earnings with the objective of reducing reported income. 
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Joseph P.H. (2002), examined the relat ionshi p between earn ing info rmati veness 

meas ure by the earning-return relation, and the ownership structure of 977 

compal1les 111 seven East Asian economies. The study was consistent with two 

contemporary explanations. First, concentrated ownership and associated 

pyramidal and across ho lding structures create agency conflicts between 

controll ing owners and outside investors, conseq uently, controlli ng ow::ers are 

perceived to report accounting information for self interest purposes, causing the 

reported earnings to lose credibil ity to outside investors. Second, the concentratcd 

ownership associated with preventing of leakage of proprietary informat ion about 

the company's rent seeking activities. 

Sa'adiah Munir August (2009), uS111g discretionary accruals quality (DAQ) and 

performance adjusted discretionary accruals (PACDA) as measures fo r earnings 

\ 
management of 236 Malaysian firms and found that, earnings quality of tinns with 

huge fami ly ownership (private) becomes much lower when they undertake related 

party transactions. Sa'ad iah Munir August (2009), related party transactions could 

help the controlling families to expropriate the minority shareholders of the finns, 

hence exacerbate the agency problem and lowering earn ings qual ity. 

Xin Wang (20 10), in a research seminar stated that one objective of financial 

reporting information IS to facilitate the efficient allocat ion of capital in the 

economy. An important aspect of thi s role is to improve firms' inves tment 

decisions. Specificall y, Xin Wang (20 I 0), theory suggests that improved financial 
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transparency has the potential to alleviate both over- and underi nvestment problems 

and recent studies support this pred ict ion. Th is is, however, has been most ly limited 

to large, publicly traded companies in the Un ited States . Using fi rm-level survey 

data from the World Bank' s Enterpri se Survey, Xin Wang (2010), studied the 

relation between accounting quality and investment effi ciency for a sample of 

relatively small private firms in emerging markets. And found strong ev idence that 

accounting quality positively affects investment effi ciency (i.e., is negat ive ly 

related to both underinvestment and overi nvestment). Xin Wang (20 I 0), the relation 

between tinancial reporting quality and investment eniciency is stronger ira firm 's 

investment is funded relati ve ly more through bank financing than other sources of 

financing., Xin Wang (20 I 0), documented that, fo r firms with the strongest 

incentives to manage earnings for tax purposes, the pos itive association between 

accoun ting quality and investment efficiency is significantly red uccd. 

Christopher Beuselinck and Sophie Manigart (2005), argued and empiricall y 

showed on a sample of 270 unquoted in US, private equity backed companies that 

the shareholder structure of private companies influences the quality of their 

accounting information. Christopher Beusel inck and Sophie Maniga rt (2005), 

showed thaI companies in which private equity (PE) investors have a higher equity 

stake produce accounting information that is of lower quality than compan ies in 

which pri vate equity investors havc a lower equily stake , cont rol ling fo r company 

size and age. They argue that thi s is ev idence that a large equ ity stakc is a substit utc 

for high earni ngs quality. 
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MEASUREMENT OF THE QUALITY OF FINANCIAL REPORTING IN TERMS 

OF THE QUALITATIVE CHARACTERISTICS: OPERATIONALIZATION 

OF THE QUALITATIVE CHARACTERISTICS 

Financial reporting quality defined in terms of the fundamental and enhancing 

qualitative characteristics underl ying decision usefu lness as defined in the ED 

(Exposure Draft) 'An improved Conceptual Framework fo r Financial Reporting ' of 

the FASB and the IASB (lASB, 2008); the fundamental qualitative characteristics 

(i,e, relevance and fa ithful representation) are most important and determine the 

content of financial reporting informat ion, Thc enhancing qualitativc characteristics 

(i,e, understandability, comparability, verifi ab ility and timeliness) can improve 

decision usefulness when the fundamental qualitative characteristics are establ ished, 

However, they cannot determine financia l reporting quality on their own, (Ferdy 

van Beest Geert Braam Suzanne Boelens 2009), 

Except for timeliness, each of the quali tati ve characteristics in the ED is measured 

using the multiple items that refer to the sub notions of the qua litative 

characteristics, To assure the internal validity of these items, Ferdy van Beest et.el, 

2009 used five point rating scales to assess the scores on the items based on 

empirical literature, Subsequently, they computed a standardi zed outcomt' for the 
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qualitative characteristics relevance, faithful representation, understandability and 

comparability by adding the scores on the related items and dividing by the IOtal 

number of items. 

Relevance 

Relevance is referred to as the capability "of making a difference in the decisions 

made by users in their capacity as capital providers" (lASS, 2008: 35). Drawing on 

prior literature, relevance is operat ionalizedusing four items referring to p~~di ctive 

and confirmatory valuc. In order to improve the comprehensivcness of the qua lity 

assessing measurement tool, Ferdy van Beest el.el, 2009, considered a broader 

perspective on predictive value including both financial and non-financial 

information. 

Predictive value explicitly refers to information on the firm 's ability to generate 

future cash flows: "information about an economic phenomenon has predict ive 

value if it has value as an input to predictive processes used by capital providers to 

form their own expectations about the future" (lASB, 2008: 36). 

Ferdy van Beest et.el, 2009 used predicti ve value as most important indicator of 

relevance in terms of decision usefulness and measure predictive value using three 

items. The first item measures the extent to which annual reports provide forward­

looking statements. The forward-looking statement usually describes management 's 

expectations for future years of the company. For capital providers and other users 

of the annual report this information is relevant since management has access to 

private information to produce a forecast that is not available to other stakeholders. 
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The second item measures to what extent the an nual reports discloses information 

in terms of business opportunities and risks. This is the complementation of 

financial information by non-financial informat ion, when referring to predictive 

value, and the knowledge that can be obtained of busi ness opportunities and risks, 

since it provides insight into possible future scenar ios for the company (Ferdy van 

Beest et.e l, 2009). 

The third item measures company's use of fair value. It is often claimed that fair 

value accounting provides more relevant information than historical cost because it 

represents the current value of assets, instead of the purchase price. In addition, 

both the FASB and IASB are currently considering new standards to allow more 

fair value accounting to increase the relevance of financial reporting information, 

si nce they consider fair value as one of most important methods to increase 

relevance. (Ferdy van Beest et.el, 2009). 

In addition to predictive value, confirmatory (feedback) value contributes to the 

relevance of financial reporting information. Information has confirmatory value "if 

it confirms or changes past (or present) expectatio ns based on previous evaluations" 

(IASB, 2008: 36). 
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Faithful representation 

Faithful representation IS the second fundamental qualitative characteri stic as 

elaborated in the ED. As stated previously, to fa ithfully represent economic 

phenomena that information purports to represent, annual reports must be complete, 

neutral , and ti·ee fr0 111 material error (lASB, 2008: 36). Econom ic phenomena 

represented in the annual report are "economic resources and obligations and the 

transactions and other events and circumstances that change them" (lASS, 2006: 

48). Faithful representation is measured using five items referring to neutrality, 

completeness, freedom from material error, and verifiabil ity. (Ferdy van Beest et.el, 

2009). 

Jonas and Blanchet (2000) included one additional item referring to relevance and 

predictive value: "When identifying unusual or nonrecurring items for disclosure, 

are both gains and losses given equal importance?" Note that the ED distinguishes 

verifiability as a separate enhanci ng qualitative characteristic. "Verifiability is a 

quality of information that helps assure users that information faithfully represents 

BOlOsan (2004) argues that it is difficult to measure fa ithful representation direct ly 

by only assess ing the annual report, since informat ion about the actual economic 

phenomenon is necessary to assure faithful representation. 

According to Maines and Wahlen (2006), however, est imates and assumptions that 

closely correspond to the underlying economic constructs the standards pursue can 

enhance faithful representation. Therefore, the focus on items in the annual report 
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that increase the probability of faithfully represented information important. These 

items do not always directly refer to the US GAAP or IFRS, yet they provide an 

indirect proxy of faithful representation of financial reporting information prepared 

in accordance with certain accounting standards. The first proxy refers to the issue 

'free from biases. An annual report can never be completely free from bias, since 

economic phenomena presented in annual reports are frequently measured under 

conditions of uncertainty. Many estimates and assumptions are included in the 

annua l report. Although complete lack of bias cannot be achieved, a certain level of 

accuracy is necessary for financial reporting information to be deci sion useful 

(lASB, 2008). If valid arguments are provided for the assumptions and estimates 

made, they are likely to represent the economic phenomena without bias. More 

over, the auditors' report adds value to financial reporting information by providing 

reasonable assurance about the degree to which the annual report represents 

economic phenomena faithfully. when the selected accounting pr inciples are 

clearly described and well-founded, it increases the probability to reach consensus 

and to detect misstatements for the user of the financ ial report as well as for the 

auditor. Verifiability implies that different knowledgeable users of financial 

reporting information reach general consensus, altho ugh not necessari ly complete 

agreement" (lASB, 2008; 39). Since the aim of the measurement tool is to assess 

each of the qualitative characteristics and verifiab ility directl y refers to the 

assessment of faithful representation, verifi abili ty is included in the measurement 

tool as a sub notion of this fundamental qualitati ve characteri st ic. This view is 

supported by the preliminary views on an improved conceptual framework for 
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financial reporting (lASB, 2006) and the conccpt statemcnts of the FAS8 (1980), 

wh ich both include verifiab ili ty as a sub notion of faithful representat ion and even 

argue that an unqualified audit report is a necessary condition to perceive the 

financial reporting information as reliable or faithfully represented, Finally, an 

increasingly important consideration in the annual report related to faithfu l 

representation is the corporate governance statcment. Corporate governance can be 

defined as the mechanisms by which a business en terprise organi zed in & li mited 

li ab ili ty corporate form, is directed and controlled, 

The third sub notion of faithful representation, neutrality, is defined as " the absence 

of bias intended to attain a predetermined result or to induce a particular behaviour. 

Neutral information does not colour the image it communicates to influence 

behaviour in a particular direction" (IASB, 2008 : 37), 

Ferdy van Beest et.el, (2009), The comprehensive measurement too l constructed, 

however, has several limitations relating to val idity and reliability, Consistent with 

the definition of quality of financial reporting, i,e, decision usefulness (lASB, 

2008), its validity should be estab lished by comparing our measured results to the 

decision usefulness of financial reporting as perceived by stakeholders such as 

equity providers or lenders, In addition, comparing the resu lts of our comprehensive 

measurement tool with the results of other quality assessment tools using the same 

sample may increase ins ight into the valid ity and reliab ility of financia l reporting 

quality assessment tools, 
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The conceptual framework of accounting reports states and stri ves to bring the 

accounting reports of the companies worldwide to look similar and be comparable. 

Comprehensive assessment of the quality of financia l reports is important as it may 

improve users' quality of economic deci sion making and enhance overall market 

effic iency (IASB, 2006 ; IASB, 2008), thereby reducing the cost of capital for 

companies. Despite of these enforceable global guideli nes, as can be concluded 

from studies presented above, some companics, especially privatcly owned 

companies found to trespass the guideli nes. Those studies are undertaken in 

different co untries in the world , but there is no such study in Ethiopia. Therefore 

thi s paper tries to fill th is gap of knowledge. 
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Data type and sou,·ces 

Chapter three 

Methodology 

The researcher has used both primary data and secondary data and the quantitative 

research design. The primary data were collected through st ructu red questionnaire that 

have been d istributed to the executives of the sampled com pan ies. The secondary data 

were obtained from the accounting reports and auditor reports of those sampled 

companies. Thus, the resea rcher used both types of data to assess about thc quality or the 

accoun ting reports of private companies and also interpreted the results . 

Sampling techniqucs and sample size 

For the purpose of convenience, and to get the sample represent the population, 

companies were selected from trading sector, manufacturing sector and service sector. A 

sample size of 20 companies from each sector were taken randomly. The private 

companies that are required by law to prepare financial information are the targeted of 

this paper. Because others who are not required by law in Ethiopia to prepare financial 

information, cannot be assessed fo r quality of their reports. 

Variables 

Dependent variab les and independent variables are identifi ed. The dependent variable is 

the overall quality of the account ing reports and this a ffected by independent variables. 

These independent variables are identified as professions of people with accounting 

related duties, existence of internal and external audito rs and their independence, 
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financial statements being auditcd, audit Op1l110ns. Processing way is also another 

variable that affects the quality of accounti ng report s. When companies use auto mated 

process ing that trad itional one (manual), the probability of committing error is reduced 

and thereby increases quality of the reports. 

Data analysis and presentation 

As this study generally aimed at the assessment of the quali ty 01" accounting reports of the 

private companies in Addis Ababa, this part presents an analysis of the data that wcre 

collected through questionnaire and document analysis/observat ions. So this study used 

both quantitative and qualitative methods of data ana lysis. 

Data were presented for the purpose of di scuss ion in tables and charts as necessary. 

Different statistical tools like the software called Stati sti ca l Package fo r Social Science 

(SPSS) was applied as necessary to test some stat istical va lues to analyze the findin gs of 

the study. The researcher has used accounting reports quality assess ing measurement tool 

taking the form of Ferdy van Beest et.el ,.(2009) that are presented in the literature review. 
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Chapter four 

Analysis of the finding and discuss ion 

This chapter presents only the findings of the research quest ionnaires. The researcher, to 

conduct this research constructed a compound measurement tool to comprehensive ly 

assess the quality of financial reporting in terms of the underlying fundamental 

qual itative characteri st ics (i. e. relevance and faithful representation) and the enhancing 

qualitative characteristics (i.e. understandabi li ty, comparability, and ti meliness) as 

. defined in 'An improved Conceptual Framework for Fi nanc ial Reporting' of the FASB 

and the IASB (2008). The operationa li zation of these qualitative characteri st ics results in 

a 22 items descr ibed in the questionnaires at index. Accord ingly, the response rate of the 

60 companies received the questionnaires is onl y 56 at a rate of93.3 percent in this study. 

1. Co mparability 

To assess the comparability of the financial information of privately owned companies, 

as one of the qualitati ve characteri stics of accounting information, six measurement tools 

were identified and used. The descriptive stati sti ca l results of these tools are presented 

following tables and charts. 
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Charl 4.11: notes to chan ge in accountin g policies 

"quiln~ 
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Source: survey questioll ilaires, 2011 
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As can be understood from chart 4.11 above, most of the compallles (62 .5percent) 

responded that they faced no changes to accounting policies. But still there are that faced 

change to accounting policies with different degree of explanation about the changes. 

12.5 percent responded that the change exists with minimum explanation; the same 

percent said that they explain the reason for change and 12.5 percent responded that not 

onl y the explanation of the reason for change but al so consequences is explained as well. 
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Table 4.11 Notes to revision to accounting estimates explaining the implications of 

the revision 

Valid 

Frequency Percent Percent 

Revision without 
I 1,8 1.8 

notes 

Revision with few 
17 30.4 30.4 

notes 

No revision! clear 
30 53,6 53,6 

notes 

Clear notes + 
I 1, 8 1.8 

implications (past) 

Comprehensive notes 7 12,5 12.5 

Total 56 100,0 100,0 

Source: survey questlOllllaIreS, 2011 

Regarding the revision of the accounting assumptions and estimates as a second too l, the 

result in the table 4.1 1 shows that 53.6 percent of the respondent do not make changes to 

the assumptions and estimates. And 30.4 percent make rev ision but with few note 

describing about the revisions, 12,5 percent make change with comprehensive notes 

together with other notes , Very small respondent (onl y 1.8 percent) said that they make 

revision without notes and revi sion with clear notes and its past implication, 
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Table 4.12: previous accounting period's tigure adjustments for effects of changes 

to accounting policies or revisions to accounting estimates 

Frequency Percent Valid Percent 

No adjustments 28 50.0 50.0 

Described adjustments 7 12.5 12.5 

Actual adjustments (one 
4 7. 1 7. 1 

year) 

2 years 0 5.4 5.4 ) 

> 2 years + notes 14 25.0 25.0 

Total 56 100.0 100.0 

Source: survey quesllOllJUllreS, 2011 

As a third too l, whether companies that change their accounting po licies or make 

revisions to assumptions and estimates make adjustment to previous accounting period' s 

figures or not, the survey questionnaires provided the result shown in the table 4.12. As 

major number of them does not make change and revision 50 percent of the respondent 

does not make adj ustment. Major of those who make the change together (25 percent) 

makes the adjustment for the period more than 2 year including the notes as disclosure. 

Only 7.1 percent make actual adjustment-one year back. 
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Chart 4.12 
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Source: survey questio/l/laires, 2011 

As depicted in chart 4. 12 above, 87.5 percent of the respondent companies make the 

financial report comparison on ly with one year (previous) financial report. St ill some (5 .4 

percent) make comparison of current year accounting report with that of five years back 

and make description of implications of the trend of the financial repo rts. Very small 

percentage shows that they make no comparison of financial reports with previolls 

acco llnting period's fi gures . 
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Table4.13 : comparison of financial rcport with other companies' reports 

Frequency Percent Valid Percent 

accounti ng policies I 1.8 1.8 

explanation of events 2 3.6 3.6 

other, please 
53 94.6 94.6 

specify 

Total 56 100.0 100.0 

Source: survey quest/OI/ I/(I/res, 2011 

As in the table 4.13, most of them (94.6 percent) specified that they makes no comparison 

of financial information to those of other companies. The intra-companies financial 

reports comparison is thus almost none. 

Table 4.14: linancial index numbers and ratios in thc reports 

Frequency Percent Valid Percent 

No ratios 35 62.5 62.5 

1-2 ratios 7 12.5 12.5 

6-10 ratios 14 25 .0 25.0 

Total 56 100.0 100.0 

Source: survey questiol/I/aires, 2011 

The table 4.14 also provides that 62.5 percent use no ratio analysis in their reports. 

25percent of the respondents uses from 6-to 10 ratios includecl in their annual linancial 
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reports and 12.5 percent of the respondents include from I to 2 financial ratios in their 

alUmal financ ial reports . 

2. Undcrstandability 

As understandabi lity is one of the important qualitative characteristics of the financial 

reports, the researcher in this paper identi fied five items to test understandab ility of the 

financial reports of privately owned compan ies the results of which are presented in the 

following tab les from table 4.21 to 4.25. 

Table 4.21: thc cxtcnt thc annualrcport is prescnted in a wcll organized manne r 

Frequency Percent Valid Percent 

complete table of 
21 37.5 37.5 

contents 

headings 5 8.9 8.9 

order of components 5 8.9 8.9 

summary/ conclusion 

at the end of each 20 35 .7 35 .7 

o subsect ion 
• "'S 

"i: other, please 
t 

5 8.9 8.9 
t 'f I specl y 
• • 

.1 Total 56 100.0 100.0 
f-

So urce: survey questiollll aires, 2011 
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The table 4.21 depicts that 37.5 percent of the reports arc prepared including (".omplete 

table of contents in addition to other financial statement bod ies. 35.7 percent responded 

that the financial report includes summary and or conc lusion at the end of each 

subsection. Stil l there are (8.9 percent) responded that the order of the component in the 

financ ial report is important that they consider that they make their report well organized. 

Table 4.22 : to what extent notes to the balance sheet and the incom e statement is 

sufficiently clea r 

Frequency Percent Valid Percent 

Very short description, 
7 12.5 12.5 

difficu lt to understand 

Explanation that describes 
28 50 .0 50.0 

what happens 

Every thing that might be 

difficult to understand is 21 37.5 37.5 

explained 

Total 56 100.0 100.0 

Source: survey questiollllaires, 2011 

As shown in the table 4.22 above, 50 percent of respondents explain that clearl y what 

happened to the economy the com pany is included in the note to the b,ilance sheet and 

income statement. Whi le 37.5 percent of the respondents provides in the notes every 
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thing that might be difficu lt to understand. Onl y 12.5 percent of the respondents provide 

very short description that is difficult to understand . 

Table 4.23: graphs and tab les clarifies the presented information 

Freguenc Valid Cumulative 

y Percent Percent Percent 

no 
42 75.0 75 .0 75.0 

graphs 

3-5 graphs 14 25.0 25 .0 25 .0 

Total 56 100.0 100.0 100.0 

Source: survey questionnaires, 2011 

As in the tab le 4.23 above, whi le 75 percent of the respondents do not use graphs and 

charts in their annual financial reports to support the clarification of financ ial fi gures 

presented in the financ ial statements, 25 percent of the respondents include from 3 to 5 

graphs and charts to support to more clarify the financial fi gures. 
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Table 4.24: lan guage and technical jargon in the annual report 

Frequenc Valid 

y Percent Percent 

Jargon is explained in 
14 25.0 25.0 

text/ glossary 

Not much jargon, or 
14 25.0 25 .0 

well exp lained 

No jargon, or 

extraordinary 28 50.0 50.0 

explanation 

Total 56 100.0 100.0 

Source: survey questlOllnaireS, 2011 

Regarding technical or terminological jargons in wordings, the table 4.24 shows 50 

percent of the respondents uses no jargon words or term. 25 percent of the respondents 

used to explain term/words they consider jargon. 25 percent agai n responded that there is 

no more jargon or jargons are well explained . 
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Table 4.26: size of the glossary 

Frequenc Valid 

y Percent Percent 

No glossary 42 75.0 75.0 

Less than I page 7 12.5 12.5 

Approx imately one 
7 12.5 12.5 

page 

Total 56 100.0 100.0 

Source: survey ques(IOI/I/OIres, 2011 

As in the table 4.25 above, 75 percent of the respondents do not include glossary to their 

annual financial reports. While only 12.5 percent of the respondants use to include less 

than one page as glossary, wh ile 12.5 percent include 12.5 percent include approximately 

one page glossary. 

3. Faithful representation 

In this paper, to assess the faithfu l representation of the financial reports of privately 

owned companies, the researcher identified six items and the results are presented in the 

following tables and charts. 
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Table 4.31: the extent to which Vlllid arguments are provided to support the decision 

for certain assumptions and estimates 

Freqllcnc Va lid 

y Percent Percent 

I 
Only described 

7 12.5 12.5 
esti mations 

General explanation 42 75 .0 75.0 

Specific 

exp lanation, 
7 12.5 12.5 

formul as explained 

etc 

Total 56 100.0 100.0 

So urce: survey questiollllaires, 2011 

Accordingly, 75 percent of the respondents provide general explanations as an argument 

to support the decisions for certain assumptions and est imations in the annual repo rts. 

12.5 percent of the respondents provide only described estimations while the other 12.5 

percent of the respondents prov ide specific explanation of the estimates and assumptions. 
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Table4.32: The extent the company bases its choice for certain accounting principles 

on valid arguments 

Frequency Percent Valid Percent 

Explained why 14 25.0 25.0 

Explained why + 
28 50.0 50.0 

consequences 

No 

comprehensive 14 25.0 25.0 

explanation 

Total 56 100.0 100.0 

Source: survey questionnaires, 2011 

Regarding valid or persuasive argument on the choices of one accounting policy or 

principle over the other as the table 4.32 shows, 50 percent of the respondents explain 

why the policy or the principle is chosen and put the consequences thereon. 25 percent 

provide explanation of why they chosen the principle/policies and the rest 25 percent do 

not have comprehensive explanation at all. 
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Table4.33: the extent to which in the discussion of the annual results, highlight the 

favorab le events as well as the unfavorable events 

Frequency Percent Valid Percent 

unfavorable events only 
2 1 37.5 37.5 

mentioned in footnotes 

Emphasize on favourable 

events, but unfavourable 

events are mentioned; no 7 12.5 12.5 

unfavourable events 

occurred 

Balance favourable 
7 12 .5 12.5 

lunfavourable events 

Impact of favourabl e 

lunfavourable events is 2 1 37.5 37.5 

also explained 

Total S6 100.0 100.0 

Source: survey ques/lOlIlIalres, 2011 

As shown in the table 4.33, 37.5 percent of the respondents emphasize the unfavorable 

events only in footnotes as s discussion of the annual results. The same amount of 

respondents emphasizes the impact of both unfavorable and favorable events. 25 percent 
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of the respondents balance emphasis on both events while the other 25 percent emphasize 

on favorable events with minimum focus to unfavorable events. 

Chart 4.31 
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SOllrce: slirvey qllestiollllaires, 2011 

As in the chart above of the sampled private companies, out of those that are audited, 

45.5 percent of the respondents' audit opinion is qualified and 54.5 percent of the others' 

audit opinion is unqualified. The 21.43 percent of the total respondents represent the 

miss ing item that stands for those companies that are not audited. They have neither 

qua lified nor unqualified audit opinion. The reason may be two: because of the cost and 

benefit do not employee external auditor. And the recent establishment of some of them 

is also got contribution to being not yet audited. 
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Chart 4.32 

Source: survey questionnaires, 2011 
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The chart 4.32 represents the extent to which the companIes provide the information 

concerning the corporate governance in their annual reports. Of the total respondents, 

37 .5 percent of them have no any description of the corporate governance included in 

their annual financial reports. The other 37.5 percent provide information on corporate 

governance as apart subsection to their reports. And 12.5 percent responded that they pay 

extra attention to information concerning the corporate governance and the other 12. 5 

percent provide comprehensive description of the corporate governance in their annual 

financia l reports. 

Chart 4.33 
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The above chart presents that of the lOla I companies aud itcd o f the respondents, 75 

percent are responded that the aud itors are in dependent both mentall y and physicall y and 

12.5 percent responded that aud itors are independent mentall y and the other 12.5 percent 

showed that the auditors are independent in average. 

4. Relevance 

Four items are identified as tools for testing of relevance of financial informat ion. 

Timeliness is another item that can measure relevance of financial info rmalion. 

Table4. 41: prcsence of the fonvard looldng statement help forming expectations 
and 

Predictions 

Frequenc Val id 
y Percent Percent 

Valid No forward-
looking 14 25 .0 25.0 
information 
Extensive 

2 1 37 .S 37.S 
predictions 
Extensive 
predictions useful 

21 37 .S 37.5 
for making 
expectation 
Total 56 100.0 100.0 

SOllrce: slIrvey qllesllO/lI/a/res, 2011 

Accordingly as depicted in the table 4.4 1, 37 .5 percent of the respondents prov ide 

extensive pred icti ons in helping forward looking information. And another 37.5 percent 

provide extensive pred ictions that are useful for making expectation. Wh ile 25 percent of 

63 II' age 



the companies responded that their financi al reports do not provide any forward looking 

information. 

Table 4.42: presence of non-financial information in terms of business opportunit ies 
an d . I I ns (s complement 

Frequenc 

I 
Valid 

y Percent Percent 
Valid No non-financial 

21 37.5 37.5 information 
Usefu l non-financial 
information, helpful 

21 37.5 37.5 for developing 
expectations 
Non-financial 
info rmation presents 
add itional information 

14 25 .0 25.0 which helps 
developing 
expectations 
Total 56 100.0 100.0 

Source: survey quest/ollllG/res, 2011 

As presented in table 4.42, 37.5 percent of the respondents provide no non-financial 

information on their annual financial information. Again another 37 .5 percent responded 

that they provide useful non-financial information that is helpful fo r develop ing 

expectations. And 25 percent of the respondents include non financial info rmat ion, either 

outside the company or inside the company, which may concern the company that 

presents add itional information which helps to develop expectation. 
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Table 4.43: docs the company use fair valuc instcad of historical cost? 

Frequenc Valid 
y Percent Percent 

Only historical 
42 75.0 75.0 

cost 
Most hi storical 
cost 

12 21.43 21.43 

Balance fair 
value/hi storical 2 3.57 3.57 
cost 
Total 56 100.0 100.0 

Source: survey ques/IOIl/WlreS, 2011 

The table 4.43 presents whether compallles use Ca ir va lue insteaci of hi storical cost. 

Therefore 75 percent f the respondents use hi storical cost and 21.57 percent use most 

hi storica l cost with little fair value in their annual financial reports. And very small 

account of them responded that they balance the fair value and historical cost. 

Regard ing the feedback value of the financial reports, 25 percent responded that the 

financial reports provides no feedback to users of the annual reports as to how various 

market events and significan t transactions affected the company. Another 25 percent of 

the companies provide this information or feedback that helps understanding how events 

and transactions infl uenced the company. 

65[ P '-1 g C 



Table 4.44: the reported results provide feedback to users of the annual report as to 
how various market events and transactions affected the company 

Frequenc Valid 
y Percent Percent 

No feedback 14 25 .0 25 .0 
Littl e feedback on the 

7 12.5 12.5 past 
Feedback is present 14 25.0 25.0 
Feedback helps 
understanding how 
events and 

14 25.0 25.0 transactions 
influenced the 
company 
Comprehensive 

7 12 .5 12 .5 feedback 
Total 56 100.0 100.0 

Source: survey questioll ll aires, 2011 

More over, for all audited companies the financial reports are audited with in fifteen days 

after the end of the accounting period of the companies. All of the respondents provided 

that it takes the maximum of fifteen days in average for the auditor to sign the audit 

reports. 
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Discussion 

The aim of this study was to develop and test a compound measurement tool to 

comprehensively assess the quality of financial reports of privately owned companies. 

Therefore the researcher constructed a 22 item index in order to comprehensively 

measure the quality of financial reporting in terms of the underl ying fundamental and 

enhancing qual itat ive characteristics as defined in the ED (lASB, 2008). Comprehensive 

assessment of the qual ity of financial reports is important as it may improve users ' 

quality of economic decision mak ing and enhance overa ll market effic iency (IASB, 2006; 

IASB, 2008), thereby reducing the cost of capital for companies. 

The comprehensive measurement tool constructed, however, has several limitations 

relating to validity and reliability. Consistent with the definition of quality of financial 

reporting, i.e. decision usefulness (IASB, 2008), its valid ity should be estab lished by 

comparing the measured results to the decision usefulness of financial reporting as 

perceived by stakeholders such as equity providers or lenders. Finally, the reader should 

bear in mind that the study is based on a relative ly small sample. Future research, using 

larger samples, may provide additional insights into the external validi ty of the results. 

1. Comparability 

To test the 22-i tem index quality assessment tool on internal validity internal consistency 

reliability the researcher use a sample of 60 at 93.3% annual reports from private 
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companies. lAS 1, Presentatio n of Fi nancial Statements prescribes the bas is for 

presentation of financial statements to ensure comparabil ity both wi th the enti ty 's 

financial statements of previous periods and wi th the financial statements ()f other 

entities. In my survey, Most of the companies are consistent in the use of similar 

accounting po li cies and assumptions from time to time. Even though some of the 

companies face change to the underl ying assumptions and pol icies with no frequency, 

they use to describe in the foot notes the changes and the reason thereby and the 

consequences that follows due to the changes to the accounting pol icies and assumptions. 

In addition, most of the companies provide their annual financial reports only with a 

comparison to the previous years' financial reports. As is presented in the anal ys is, no 

companies found that make a comparison of ann ual financial reports with other 

companies Very small number of companies provides their annual financial reports in 

comparison of fi ve years financ ial reports in their management report. This is quite 

limited to companies with large amount of capital is also in accordance with lAS I 

paragraph 38-39, that says" ... an entity sha ll di sclose comparative information in respect 

of the previous period .... and related notes". Enhancing the inter-period comparab ility of 

information assists users in making economic decisions, especially by allowing the 

assessment of trends in financial information fo r pred ictive purposes. 

2. Understandability 

lAS 1 paragraph 52 gives guideline as; an entity meets the requirements in paragraph 5 1 

by presenting appropriate headings fo r pages, statements, notes, columns and the li ke. 

Judgment is required in determining the best way of presenting such in formation. For 
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example, when an enti ty presents the fi nancial statements elec troni cally, separate pages 

are not always used; an entity then presents the above items to ensure tha t the information 

included in the financial statements can be understood. Therefore, in the analysis, most of 

the companies include headi ng, table contents and very easy ordering of the components 

of the financia l reports in their annual reports. for the purpose of eas ing some of them 

put ve ry so rt notes to their ba lance sheet and income statement and cash n ow st;tcment. 

And still some provide every thing that might be dinicult to understand in the footnotes. 

The resul t showed that most o f the companies do not include graphs and charts in thei r 

annual financial reports that add itionally help the users of financial info rmation easil y 

understand the financial reports. Very smal l percentage includes graphs and charts and 

tables in their annual financial reports. This fi gure is limited to companies with very large 

. compan ies and those that have long life in the market. Sim ilarly about half of the 

companies use no jargon terms and no technical jargons used in the preparation of the 

annual fi nancial reports. Still some have little such a terms but with explanat ion in tex t 

and or glossary. More over, some of them provide approximate ly one page of glossary to 

their annual financial repo rts and some still provide a glossary that is below one page. 

But most of the do not have glossary on thei r annual tinancial reports. 

3. Faithful Presentation 

Verifiability 

For the study III particular, the researcher assessed the faithful representation as the 

qualitati ve characteri stics to test the quality of the selected compan ies' annual reports. 
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The analysis of the descriptive stat istics fo r quality of financial reports re lated to 

accounting standards (fa ithful representation) and the measurement tool s is presented. 

These res ul ts suggest that companies provide general explanation on the extent tiiat valid 

arguments are provided to support the deci sion for certain ass umpt ions and est imates in 

the aru1Ual report. In addition, the results show that on ly descri bed estimations and 

Specific explanation, explained formulas are provided to support their choice of 

particular accounting principle. 

Neut rality 

The resu lt shows that, some put the emphasis to unfavorable events only in footnotes and 

Impact of favorable lun favorable evcnts is also explained in the discuss ion of the annual 

results to highlight the favorable events as well as the unfavorable events. There are also 

some that focuses only unfavorab le events . 

Free from error, veri fication , neutrality, and completeness 

Free from material error, verifiability, neutrality ancl completeness are the items that help 

to measure the faithful representation of the anll ual financia l reports of a company. For 

the purpose of this study, one of the methods used to determ ine these items is 

consideration of the audit opinion. The analys is shows that half of the companies ' 

auclitor's op inion is qualifi ed wh il c thc other half companies' aud itor' s op inion is 

unqualified for those that are audited. But 2 1.43 % have sk ipped the question on the 

paper implying that they do not have external aud itors. This amou nt is limited to 
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companies with very short li fe in the market and those with lesser capital relatively below 

one mi llion Ethiopian birr. This can not give assu rance to the depe ndabi lity to the 

financial report provided by such a company 

Observation of the auditors' report 

The researcher looked at the audi tors' reports of all the respondent companIes and 

determined that the auditors' focus is on the financial fi gure on ly. They did not give 

opinion on the internal consistency and inconsistency of the clients. Again the detailed of 

what caused the exceptions to their opin ion. Some of them reason out why the give an 

unqualified opi nion but still what caused that reason is not done in detail. All of the 

aud itors did not work on the internal control effectiveness of the client companies. The 

result of the tab le4.3 also is in the support of this idea in that 0% of the auditors give 

unqualified Opll1 lon : Financial fi gures and internal control. Those whose opinion is 

unqualified IS on the financial fi gu res and other accounting principles for example a 

company that prepared its annual financial reports in a going concern hav ing a loss of 

75% of its paid up capital is to required to repolt in a quitting cancers. The company 

failed to so and thus the auditor given unqualified opinion. These auditors are al so 

independent. 

Most of the compaJ1les do not provide info rmation on corporate governance. Strong 

corporate governance is considered as one of the important internal control. Nevertheless, 

the companies pay less attention on the effectiveness of the corporate governance in the 
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preparation of their annual financial reports. Some of them provide no description 

corporate governance in their reports. But still some provide it as an apart subsection. 

4. Relevance 

There are two competing world views as put by Geofti"ey Whitt ington (2008): a Fair 

Value View, implicit in the IASB's public pronouncements, and an Alternative View 

implicit in publicly expressed cr iticisms of the IASB's pronouncements. ·fhe Fair Vallie 

View assumes that markets are relatively perfect and complete and that, in such a setting, 

financ ial reports should meet the needs passive investors and creditors by reporting fair 

values derived from current market prices. 

The Alternative View assumes that markets are relat ively imperfect and incomplete and 

that , in such a market setting, financial reports should also meet the monitoring 

requirements of current shareholders (stewardship) by reporting past tmnsactions and 

events using entity-specitlc measurements that reflect the opportunities ac tuall y available 

to the reporting entity, Geoffrey Whittington (2008). 

The result of this paper shows that most of the companies are In compliance with 

Generally Accepted Accounting Principles of the FASB where 75 percent use hi storical 

cost. Still small amount of the companies use most hi storical cost and use to report 

inventories at their retail price. 
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lAS I paragraph 40 suggests that narrative information ... continues to be relevant in the 

current period thus .... previous periods in format ion in the current period's report it help 

create the forward looking statement forming expectations and pred ictions concerning the 

future of the company. In this regard, the resu lt or this study presents that most of the 

companies provide information that help make extensive pred ictions and extensive 

predictions useful for making expectation (i.e. forward looking information). Beside, 

some 0 the companies presents no non-financial information in terms of business 

opportunities and risks complement the financial information that have predictive valu~ 

in their financial reports. 

The result also shows that some of the companies in reporting annual financial results 

provide no feedback to users of the annual report as to how various market events and 

significant transact ions affected the company. Some other provides feedback and others 

still provide feedback that helps understanding how events and transactions influenced 

the company. 
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Chapter live 

Conclusion and Recommendation 

Conclusion 

Base on the ana lysis and discussion, the researcher ded uces that the financia l information 

provided by those private companies is comparable in the context of cons istency and 

understandable. Depending on the audit works of these compan ics the researcher can 

conclude that the financial statement provided by private companies are faithfully 

represents what happened and the actual results of the financia l figures. 

As most of them do not include the non fi nanc ial informa tion, it is a loss to the predicti ve 

value which implies that it is less rel evant. Some provide useful non-financi al 

information that is helpfu l for deve loping expectat ions. This may be limi ted to companies 

with large capital and long li fe in the market. There fore, s ignifi cant amou nt of them 

provide no feedback to users of annual reports. The rel evance of the annual financial 

report private companies is generally questionab le. The over all quality of some private 

companies is also under question and being private is responsible fo r thi s . 

Recommendation 

This part is to give some recommendati on based on the discussion and conclusions 

provided in the forgoing paragraphs. As mentioned earlier the aim of thi s paper is to test 

the quality of the financial reports of the pri vate ly owned companies in Addis Ababa. 

Therefore, the researcher leave recommendation to different responsible parti es based 0 

the finding and conclusions derived. 
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1. The relevance of the financial reports seems in some context appear relevant and in 

other context fail to be relevant (for example most of them do not include sufficient 

no-financial information and some include previous financia l fi gures up to five years 

to provide ex tensive forward look ing ab ility of the financia l information users). This 

may not be actually failure because those who ab le to include all the necessary 

financial and non-financial information to their annual financial reports are those 

companies with large capital investment that are expected to undertake large vo lume 

of transactions. Thus 1 recommend that those with small amount of cap ital are better 

to include the non-financial information to their annual reports to help use r make a 

forward look ing and prediction. 

2. The reliability may depend on faith fu l representation of the financial reports. Except 

few companies there is no evidence found that the reports are not reliable. Those few 

companies do not have external auditors. This reduces the reli ab ility of the financial 

info rmation provided by those companies. Therefore, [ recommend that these 

companies shall employee external audi tors to have their financial reports get audited 

to increase cred ibility of their reports. The cost and benefit anal ys is should not be 

fo rgotten. 

3. In addition, auditors shall be enforced also to give their Opll1lOn on the internal 

control effectiveness of the company rather than on ly give opinion on the financial 

figu res. The Federal auditors should pay close administration of the auditors as to the 

quality of thei r audit works . 
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4. The privately owned compal1les al so must try to compare their annual financ ial 

reports across the companies and must include graphs and glossary to more clarify 

and increase comparabi li ty and understandabil ity of the financial repo rt s. 

5. Finally, the researcher suggests that not all of the private companies prepare less 

quality financial reports. Those with relatively small amount of capital and less 

volume of transactions don ' t have their financial reports aud ited . Companies should 

try to fulfill al l of the requirement set by lAS and FASB for qualitati ve financial 

i I1formatiol1. 
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Appendix: Addis Ababa University 

School of Busincss and Public administration 
Department of Accounting a nd Finance 

Questionnaire 
Dear Si r/Madam 

This survey is conducted as part of an MSc research project, which shall be in part ial 
completion of the Master of Science in Accounting and Finance. The general purpose of 
this research is to examine the extent to which organizations; especially Private 
companies prepare qualified accounting reports. 

I would like to invite your participation in this survey by filling up (tick .y mark) the 
attached questionnaire with out bias. Please be sure that all the information wiII be 
treated with the strictest confidentiality and only thc aggregate data will bc ana lyzcd 
and is used on ly for academic purpose. 

Thank you in advance for your cooperation! 

Title: Financial Reporting Quality in Privately owned companies: The Impact of private 

ownership on quality of accounting reports. 

Objective: to assess the cxtcnt to which the privately owned companies llrepare 

qua lity accoun ting reports. 

Target: sample large private limited companies in Ad dis Ababa 
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Attention: you need not to write your name :\Ild company's name! 

A. General 

1. The life of your firm in th e market ( since cstablishment) 
o below 5 years 
o from 5 to 10 years 
o form 10 to 15 years 
o fro m 20 to 30 years 
o above 30 years 

2. The current capital or your finn? ______ _ 

3. The total number of employees in your firm 
o below 10 
o from 10 to 20 
o from 20 to 30 
o from 30 to 50 

Oabove 50 
4. How many employees do you have in accounting profession? 
03 and below 
o from 3 to 5 
o from 5 to 10 
o above 10 

5. Number and level cduca tion of accountants including the finance oflicu 

o Certificate + eXJleriencc __ _ 

o Diploma + experiencc __ _ 

o J3A Degree ___ _ 

o Masters and above 

o CPA/ACCA, __ _ 

B. Main Measurement tools 

Timeliness 
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I. How many days did it take fo r the auditor to sign the auditors' report after book yea r 
end? - IASB, 2008 
o I to 2 
02to 3 
o 3t04 
04 to 5 
05 to 6 
o other, please specify ______ _ 

Comparability 

l. To what extent do the notes to changes in accounting policies exp lain the implications 
of the change? - Consistency 

o Changes not explained 
o Minimum explanation 
o Explained why 
o Explained why + consequences 

o No changes or comprehensive explanation 

2. To what extent do the notes to revisions in accounting estimates and judgments explain 
the implications of the revision? 

o Revi sion without notes 
o Revi sion with few notes 
o No revision/ clear notes 
o Clear notes + implications (past) 
o Comprehens ive notes 

3. To what extent did the company adjust previous accounting period 's figures, for the 
effect of the implementation of a change in accounting policy or revi sions in 
accounting estimates? 

o 
o 
o 
o 

No adjustments 
Described adjustments 
Actual adjustments (one year) 
2 years 

o > 2 years + notes 
4. To what extent does the company provide a comparison of the results of current 

accounting period with previous accounting periods? 

o No comparison 
o Only with previous year 
o With 5 years 
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o S years + description of implications 
o J 0 years + description of implications 

S. To what extent is the information in the annual report comparable to information 
provided by other organizat ions? In other words: an overall conclus ion of comparability 
compared to annual reports of other organizations 
Judgment based on: 

o accounting policies 
o structure of the report 
o explanat ion of events 
o other, please spec ify _____________ _ 

6. To what extent does the company presents financial inclex nu mbers ancl ratios in the 
annual report? 

o No ratios 
o 1-2 ratios 

o 3-S ratios 
o 6- 10 rat ios 
o > 10 ratios 

U nclcrstanda bility 

I. To what extent is the annual report presented in a we ll organizeclmanner? Judgment 
based on : 

o 
o 
o 
o 

complete table of contents 
head ings 
order of components 
summary/ conclusion at the end of each subsection 

other, please specify _________ _ 

2. To what ex tent are the notes to the balance sheet and the income statement suffi ciently 
clear? 

o No explanation 
o Very short descri ption, diffi cult to understand 

o 



Explanation that describes what happens 
o Terms are explained (which assumptions etc.) 
o Every thing that might be difficult to understand is explained 

3. To what extent does the presence of graphs and tables clarifies the presented 
informat ion? IASB,2006 

o no graphs 
o 1-2 graphs 
o 3-5 graphs 

o 6-10 graphs 
o > 10 graphs 

4. To what extent is the use of language and technical jargon in the annual report easy to 
fo llow? IASB, 2006 

o Much jargon (industry), not explained 
o Much jargon, minimal explanation 
o Jargon is explained in text/ glossary 
o Not much jargon, or well explained 

o No jargon, or extraordinary explanation 

5. What is the size of the glossary? 

o No glossary 
o Less than I page 
o Approximately one page 
o 1-2 pages 
o > 2 pages 

Faithful representation 

I. To what extent are va lid arguments provided to support the dec ision for certain 
assumptions and estimates in the annual report? - Verifiability 

o Only described estimations 

o General explanation 
o Specific explanation of estimations 
o Specific explanatio n, formulas explained etc . 
o Comprehensive argumentation 
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2. To what ex tent does the company base its choice for certain acco unting principles on 
valid arguments? - Verifi cation 

o Changes not explained 
o Minimum explanation 

o Explained why 

o Explained why + consequences o No changes or comprehensive explanat ion 

3. To what extent does the company, in the di scussion of the annual results, highlight the 
fa vorab le events as well as the unfavorable events? - Neutrality 

o Unfavorable events only mentioned in foo tnotes 

B Emphas ize on favo rable events 
Emphasize on favorable events, but unfavorable events are mentioned; no 
unfavo rable events occurred o Balance favorable / unfavorable events o Impact of favorable / unfavorable events is al so ex plained 

4. Which type of auditors' report is included in the annual report? - Free (i-om materi al 
error, verification, neutrality, and completeness 

D Ad . . verse opmlon 
o Disclaimer of opinion 
o Qualified opinion 
o Unqualified opinion: Financial fi gures o Unqualified opinion: Financial fi gu res + internal control 

5. To what extent does the company provide informati on on corporate governance? -
Completeness, verifiability, and free from materi al error o No description CG (corporate governance) o Information on CG limited, not in apart subsect ion o Apart subsection 

o Extra attention paid to information concerning CG 
o Comprehensive description of CG 

6. To what extent are the external auditors independent? o not independent 
o mentall y independent but not physica lly o phys icall y independent but not menta ll y 
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o Independcnt both mcnwlly and phys ically 
o averagely independent in both 
DNA (not appl icable) 

Relevance 
I . To what extent does the presence of the forward looking statement help fo rming expectations and predictions concerning the future of the company? - Predictive 

value 
o 

No forward-looking information o Forward-looking information not an apart subsection o Apart subsection 
o Extensive predictions 
o Extensive predictions useful for making expectation 

2. To what extent does the presence of non-financial information in terms of business 
opportunities and ri sks complement the financial information? - Predictive v11ue o No non-fi nancial information o Little non-financial information, no useful for forming expcctations o Useful non-financial information o Useful non-financial information, helpful for developing expectations 

o Non-financial information presents addit ional information which helps developing 
expectations 

3. To what extent does the company use fair value instead of historical cost? - Predictive 
value 
o Only historical cost 
o Most historical cost 
o Balance fair val ue/historical cost o Most fair value 
o Only fair value 

4. To what extent do the reported results provide feedback to users of the annual report 
as to how various market events ancl significant transactions afTccted the 
company? - Confirmatory value 

o No feedback 
o Little feedback on the past 

o Feedback is present 

o Feedback helps understanding how events and transact ions inOuep'';ccI the 
company 

o Comprehensive feedback 

Ended 
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