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Towards a framework for disclosures in corporate
financial reports: a critical analysis
della Dott.ssa ANTONELLA RUSSO
ABSTRACT: The studies carried out on disclosure in the last two decades have created great interest in the narrative section of corporate
reporting. However, despite the undoubted effects of disclosure on the efficiency of the capital markets, as empirical research has
shown, the significant increase in information in corporate reporting and the lack of adequate regulation have contributed to
incrementing the complexity, subjectivity and unreliability of disclosure. There is a strong consensus in the financial community on
the essential role of disclosure in corporate financial reports, with the result that many standard setters have increased their efforts to
develop a framework for disclosures. Among others, in July 2012, the European Financial Reporting Advisory Group published
a Discussion Paper, “Towards a Disclosure Framework for Notes”, and in October 2012, the Financial Reporting Council
(FRC) published the Discussion Paper “Thinking about disclosure in a broader context” that aimed to address the underlying
principles and content of corporate disclosure to assist standard setters in developing disclosure requirements on a more consistent
basis using a set of agreed principles. From an interpretative and critical perspective of qualitative analysis, this paper examines the
main characteristics of the two kinds of disclosure and compares them in order to verify how they fit in with the necessity to
rationalize and simplify the current disclosure regime and to create a Framework that may lead to an equilibrium between
costs/benefits and providing entity-specific information/comparability. The analysis presented here is supported by an examination
of the vast literature on the subject with the aim of highlighting how the two papers in question respond to the issues arising from
studies on disclosure. The results of the analysis show that the two Disclosure Frameworks apply different approaches with few
similarities. This situation could create various initiatives that complicate the debate on disclosure framework and the identification
of disclosure requirements on a more consistent basis of agreed principles. Additionally, the critical analysis underlines the gap
between the EFRAG and FRC discussion papers and the features of high quality disclosure identified by the main studies on
disclosure. Finally, it presents some reflections about the identification of the key principles for a better disclosure such as user’s
needs, placement criteria, materiality and comparability starting from the Conceptual Framework of financial statement. This
paper encourages debate on the narrative part of the financial statement and the importance of finding a framework for disclosure
that would eliminate the tendency to present a boilerplate lacking in relevance and comparability.

1. Introduction
Over the past decade, changes and the complexity of the capital markets, the growth of
accounting standards and the new regulations on corporate governance have created the conditions needed to change traditional financial reporting, which failed to represent the intricacy
of a firm’s activities sufficiently or accurately (MOHANRAM, 2000).
Financial reporting has begun to include more detailed disclosures in the notes and on the
governance, risks and management future activities that have become an important part of
corporate reporting and provide highly decision-useful information for the stakeholders.
As a result, disclosures in financial reporting have increased significantly (BEATTIE and
DHANANI, 2008; DELOITTE, 2010), so in recent studies it has been affirmed that financial
reports no longer reflect the reality of the underlying businesses, with key messages lost in the
clutter of lengthy disclosures and regulatory jargon (1).
____________
(1)

Financial Reporting Council, Louder than Words (London: FRC, June 2009), p. 2.
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The complexity of disclosures reflects an underlying trend moving towards providing information relevant to users, even if such information may be more subjective and less reliable.
There is a strong consensus in the financial community on the essential role of disclosures in corporate financial reports so that many standard setters have increased their efforts to develop a framework for disclosures.
The standard setter’s projects on the disclosure present different approaches with a focus on the single part of the narrative section of the corporate financial reporting as notes
or management commentary or corporate governance, respectively, that could increase a
complexity rather that rationalize and simplify the disclosure.
Related to this project many advisory groups presented initiatives to support the development of a disclosure framework. Among others, the European Financial Reporting Advisory Group set up a project on disclosure framework within the broader context of its Proactive Work. EFRAG aims to influence future standard-setting developments by engaging
with European constituents and providing timely and effective input to the early phases of
the IASB’s work.
As part of the EFRAG project, on 12 July 2012 the Authorité des Normes Comptables
(ANC) and the Financial Reporting Council (FRC) published a Discussion Paper, “Towards a Disclosure Framework for the Notes” (2) that aims to address the underlying principles and content of corporate disclosure to assist standard setters in developing disclosure
requirements on a more consistent basis using a set of agreed principles.
In October 2012, the FRC published the Discussion paper “Thinking about disclosure in
a broader context” to encourage debate on the EFRAG Discussion paper in order to establish a principles-based disclosure framework, within which all regulators could operate (3).
In this paper the two Discussion papers of EFRAG and FRC are analysed in order to
verify if the support initiatives on disclosure fit with the results of the main studies on the
matter of the interest and if they created a coherent approach that could be used in the generation of a Disclosure Framework.
With a view to a qualitative analysis from an interpretative and critical perspective, this
paper in paragraph 2 explains the qualitative analysis process applied in the paper, the paragraph 3 presents the main studies on corporate disclosure in order to set out the critical
issues on the subject, in paragraphs 4 and 5 examines the main characteristics of the two
disclosure frameworks, in paragraph 6 compares them in order to identify the difference in
their approaches to disclosure and, finally, in paragraph 7 verifies how they fit in with the
necessity to rationalize and simplify the current disclosure regime and highlights the necessity to increase the debate on the disclosure framework approach that should be linked with
a Conceptual Framework for the financial statment.

____________
(2)The original text of EFRAG’s discussion paper is available at http://www.efrag.org/files/ProjectDocuments/
PAAinE%20Disclosure%20Framework/121015_Disclosure_Framework_FINAL1.pdf. EFRAG received input from
constituents across Europe during events organised as part of EFRAG's Autumn 2012 series of Outreach Events. In
May 2013, EFRAG and its partners published a feedback statement (available below) with the comments received by
respondents.
(3) The original text of FRC’s discussion paper is available at http://www.frc.org.uk/News-and-Events/FRCPress/Press/2012/October/FRC-publishes-paper-to-enhance-disclosure-in-finan.aspx.

R ivista

italiana di ragioneria e di economia aziendale

-

ottobre

-

novembre

-

dicembre

2013

483

2. Qualitative analysis process: research question and methodology
The research question of this paper focuses on the identification and analysis of the existing discussion paper on the disclosure framework in order to verify if the support initiatives on disclosure fit with the results of the main studies on the matter of the interest and
if they created a coherent approach that could be used in the generation of a Disclosure
Framework.
This interest is originated by the observation of different approaches presented in the
standard setters projects on the disclosure that could increase a complexity rather that rationalize and simplify the disclosure.
Following the trustworthy methodology in an interpretative and critical perspective of
qualitative analysis, this paper started with a complete and synthetic literature review related
to a question of interest that explains benefits and costs of the corporate disclosure and
identifies the main characteristics of a good disclosure that should be presented in the project of standard setters.
On the basis of the research question two Discussion papers on Disclosure Framework
have been selected, as the European Financial Reporting Advisory Group published a Discussion Paper, “Towards a Disclosure Framework for Notes”, and the Financial Reporting
Council (FRC) published the Discussion Paper “Thinking about disclosure in a broader
context”, both published in the 2012.
The choice of these Discussion papers is founded on the apparent correlation between
the two initiatives because the FRC participated to the EFRAG projects on disclosure and
for the timely of the initiative, both published in 2012. This correlation should allow verifying if the debate around the disclosure framework has found a coherent approach to follow
in the creation of a Disclosure Framework.
The two Discussion papers have been analysed by an interpretive perspective that has
created the starting point for the critical examination of their features based on the comparative analysis between the two initiatives and the test of the approach with the main results of the literature review.
With a view to a qualitative analysis from an interpretative and critical perspective, this
paper sets out the critical issues on the subject and verifies how they fit in with the necessity
to rationalize and simplify the current disclosure regime. Additionally, this study highlights
how the two papers respond to the issues remaining after previous studies on disclosure
and how the debate on the disclosure framework should be linked with a Conceptual
Framework for the financial statement.

3. Main studies on corporate disclosure
According to GUO, LEV and ZHOU (2004), it is possible to identify the major issues on
disclosure of information:
 the presumed objective of disclosure - this issue answers the question: “why disclose?”
 the determinants of how much and by what means firms disclose - this issue is related to the tension between the benefits and costs of disclosure and the consequences of corporate disclosure, and refers to the empirical findings of the studies (BOTOSAN, 1997; LANG and LUNDHOLM, 1993, 1996; SENGUPTA, 1998) conducted on
the relationship between disclosure and a number of quality/quantity characteristics.
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In responding to the first question, it is clear that disclosure plays a critical role in the
efficient functioning of a capital market (HEALY and PALEPU, 2001; VERRECCHIA, 2001)
because it reduces the information asymmetry between management and shareholders,
management and investors, and between different categories of investors (4).
The information contained in annual reports is one of the most important vehicles to
reduce information asymmetry (FIRTH, 1979; MEEK, ROBERTS and GRAY 1995; JENSEN
and MECKLING, 1976). For this reason there is great pressure to improve the information
provided by firms and, consequently, disclosure in order to remove the superior position of
management and to attract investors (WATTS and ZIMMERMAN, 1978; HEALY and PALEPU,
1993).
A firm can reduce information asymmetries between itself and market participants and
between informed and uninformed investors by providing investors with information that
may be helpful in their decision-making process (BOESSO and KUMAR, 2007).
Moreover, the question “why disclose?” is usual linked to the benefits and the consequences of corporate disclosure that can be summarized in:
Moreover, the studies focus their attention on the value relevance of the distinct parts
of the narrative disclosure distinguished between the notes to financial statements, that explains the single items, (SONG, THOMAS, and YI, 2009; KOLEV, 2009; FELDMAN, R et al..
2010) and the narrative part of corporate reporting as, management commentary, risk reporting, corporate governance reporting, that give a lot of specific entity and forwardlooking information(COLE and JONES, 2004; QUAGLI, 2004; CHANDRA, ETTREDGE, and
STONE, 2006; LI, 2008; BERETTA and BOZZOLAN, 2008; KOTHARY, LI and SHORT, 2009)
and corporate governance disclosure (DULACHA, PHIL and IZAN, 2006; ENG and MAK,
2003; HANIFFA and COOKE, 2002; KARIM, 1996; COLLETT and HRASKY, 2005).
Firms that decide to increase their disclosure may incur the benefits highlighted, but
they may also face some additional costs. A firm’s decision to disclose is influenced by a
number of direct costs, such as the costs of preparing, certifying, and disseminating corporate information. In addition, disclosure choices could also be influenced by indirect costs
attributable to the use of this information by other parties, such as competitors, employees,
politicians and regulators.
The action of benefiting competitors and the increase in exposure to litigation are the
two main factors that influence firms’ disclosure options (LEUZ, 2004). Some other studies
illustrate the evidence for the relationship between litigation and disclosure (KASZNIK and
LEV, 1995; SKINNER, 1997), suggesting that disclosure can limit litigation.
Moreover, in many reporting regimes, disclosure requirements are included in each
separate standard in relation to classes of items (financial instruments) or types of transactions (business combinations), such that disclosure requirements in different standards have
been developed on an ad-hoc basis, implying the tension between providing entity-specific
information and comparability.
As a consequence, some research has shown that more ample disclosure has increased
the complexity of financial reporting, obscuring the relevant information and confusing the
users. The result of this over-disclosure could increase (rather than reduce) the asymmetric
____________
(4) The information asymmetry among market players (management, investors, intermediaries, and so on) is connected with the agency and adverse selection theories. For further details, see JENSEN and MECKLING, 1976,
AKERLOF, 1970).
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information situation that exists in the market and this can increase rather than reduce the
cost of capital for firms (ZHANG, 2001).
In fact, even if some users prefer to have as much information as possible, a number of
studies (FRC, 2009; KPMG, 2011) have concluded that the volume of existing disclosures
has added to the complexity of financial statements and may confuse rather than inform
users by obscuring relevant information. In addition, volume of this kind may result in an
undue cost for preparers in managing and reporting extensive disclosure.
Another critical characteristic of disclosure is insufficient attention to the organization
of disclosures, which make it difficult to navigate through.
In conclusion, the tension between the benefits and costs of disclosure and the tension
between providing entity-specific information and comparability are the factors that determine choices in terms of disclosure. The potential benefits and costs of corporate disclosure, such as the necessity to clarify the characteristics of a specific entity, together with the
comparability of the information, naturally, influence the determinants of how much and by
what means firms disclose, but, at the same time, the potential benefits highlight the economic consequences of disclosures.

4. EFRAG Discussion Paper, “Towards a Disclosure Framework for the Notes”
The EFRAG Disclosure Framework focuses on the notes of financial statements in order to ensure that all strictly relevant information is disclosed in an appropriate manner, so
that detailed information does not obscure relevant information in the notes to the financial
statements.
The Framework tries to define the following points:
 Defining the notes and the structure of the framework.
 Setting requirements in the standards.
 Assessing relevance at entity level.
 Improving how information is communicated.
The first step in the Discussion Paper is the definition of the purpose of the notes and
what role they play in financial reporting in order to identify their content.
The importance of establishing the scope of the notes is emphasized by the Conceptual
Framework and IAS 1 in which the assumptions of “relevance and faithful representation”
and the “purpose of the financial statement” (5) imply that to obtain faithful representation
it may be necessary to disclose further information in the notes.
On this basis, the Discussion Paper states that “the purpose of the notes is to provide a
relevant description of the items presented in the primary financial statements and unrecognized arrangements, claims against, and the rights of the entity that exist at the reporting
date” (6), so the notes should focus on past transactions and other events existing at the reporting date and information in the notes should be entity-specific (7).
Accordingly, the Disclosure Framework reflects on which specific users’ needs are to be
fulfilled by the notes, identifying the following categories:
____________
(5)
(6)
(7)

Paragraph 9 of IAS 1.
EFRAG Discussion Paper, “Towards a Disclosure Framework for the Notes”, p. 22.
EFRAG Discussion Paper, “Towards a Disclosure Framework for the Notes”, p. 24.
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 what the components of the line items are (for disaggregated amounts, information
on); this category concerns the items that aggregate different events/transactions
and require clarification in the notes
 what the item is: this category concerns the nature of the item (such as contractual
terms)
 how the item fits into the entity’s operations and financial structure: this category
concerns the information that explains the prospects for future cash flow, the information that helps users to understand if, and how, items on the balance sheet have generated cash flow, the information about items in the income statement with
predictive value
 how the item has been accounted for: this category concerns all information about
the items recognized and measured, including measurement calculation and uncertainties (8).
Table 1 – EFRAG indicators on the relevance of information(9)
Category of
information

What the item is.

How the item
fits into the entity’s operation
and financial
structure.

How the item
has been accounted for.

Proposed Indicators

Content of the
information
The caption is not sufficient to understand Relevant terms and
the nature of the underlying item.
conditions for underThere are specific contractual terms and standing the item.
conditions important to understand the
item.
There are financial enhancements and/or
restrictions around the item.
The item arises from a transaction or group Description.
of transactions that impact items included in
Nature of the expodifferent captions.
The information explains the entity’s expo- sure and possible
sure to cash flows arising from unrecog- amount, timing and
uncertainty of potennised claims, rights and arrangements
Whether the measurement basis is at cost tial cash flow.
but the item can easily be traded on a marAlternative measures
ket.
A standard allows for alternative recognition Accounting policy
or measurement. A new standard has come and/or application
into force.
guidance
There is no specific guidance in the stanAccounting method.
dards. A standard does not indicate a specific measurement method.
Information on agA standard aggregates items usually meas- gregation objective
ured or presented separately.
and method.

____________
(8) EFRAG Discussion Paper, “Towards a Disclosure Framework for the Notes”, pp. 28-36.
(9)EFRAG Discussion Paper, “Towards a Disclosure Framework for the Notes”, p.34.
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Analysis of these categories reflects the aim of identifying a direct link between the
notes and the items in primary financial statements that are used to exclude perspective
content categories (information about the reporting entity as a whole, management strategy
as a part of the stewardship and specific risks as part of the risk management information).
Moreover, EFRAG provides indicators on the relevance of information (Table 1) that
help the standard setters to distinguish how disclosures are required to fulfil the users’
needs. It is important to emphasize that these indicators are not bright lines tests, but only a
guide to evaluating the relevance of the information included in the notes.
In order to define the general principles for disclosures, EFRAG analyzes the different
approaches that standard setters may take to identify the disclosure set, because the application of differential disclosure regimes provides numerous advantages (greater flexibility,
allowing tailoring to different users’ needs), reasonable cost-benefit balance in different circumstances and a better identification of the disclosure for the specific characteristics of an
entity), but, as stated above, it does not resolve the problem of the tension between providing entity-specific information and comparability.
From the analysis of different approaches, EFRAG identifies general principles for a
Disclosure Framework, shown in the list below:
 disclosure needs to be distinct from other objectives within the Conceptual Framework, specifically from recognition, measurement and presentation
 disclosure requirements should be developed and justified to the same level of depth
and scrutiny as the requirements for recognition and measurement;
 consistency in the way disclosure requirements are set, including in the level of granularity is necessary
 disclosure requirements should be principle-based and detailed rules should be avoided
 disclosure requirements must achieve the appropriate level of proportionality to the
needs of the entity’s users and meet a reasonable cost-benefit trade-off in all circumstances. Alternative disclosure regimes may have to be put in place to achieve proportionality
 disclosure should not be used to compensate for inadequacies in recognition, measurement and presentation requirements
 it is necessary to consider the implications of recognition and measurement attributes on the disclosure requirements, so that, ultimately, the usefulness of information
can be assessed as a whole (10).
The standard setter should follow these principles in order to create a set of disclosure
requirements that, with their evolution over time, may avoid any possible overlap within the
notes and eliminate disclosures that are no longer relevant (11).
The defined principles imply that only material information should be included in the
notes.
Of course, the concept of relevant information is usually linked to a concept of materiality (12), making it possible to establish what constitutes relevant information about the en____________
(10) EFRAG Discussion Paper, “Towards a Disclosure Framework for the Notes”, p. 38 and
(11) EFRAG Discussion Paper, “Towards a Disclosure Framework for the Notes”, p. 45.
(12) See paragraph QC11 of the Conceptual Framework.

appendix A.
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tity, on the basis of both quantitative and qualitative factors, because a line item or information may be material by nature or by size but inevitably brings different outcomes because it
requires the exercise of professional judgment.
In order to limit this problem, the EFRAG Disclosure Framework provides indicators
to assist preparers in assessing materiality (Table 2).
Table 2 – EFRAG indicators to assess materiality(13)

Relevant information indicators
There are specific contractual terms
and conditions important to understanding the item.
The item has credit risk enhancements attached.
There are restrictions around the
use of the asset.
The information relates to a transaction or group of transactions that
impact on items included in different captions.
The measurement basis is at cost,
but the item can easily be traded on
a market.
A standard allows for alternative
recognition or measurement. A new
standard came into force.
A standard sets high-level principles
without providing details, or there
is no specific guidance in the standards.

Materiality indicators
Is the related item material? Are the characteristics of the item, its
terms or conditions
unusual?

Content of the
information
Relevant terms
and conditions
for understanding
the item.

Did the linkage affect
the accounting treatment of the item? Are
any of the linked items
material?
Is the related item material? Are the alternative measures materially different?
Is the related item material?

Description of
the transaction
and how it links
different items.
Alternative measures.
Accounting policy and/or application guidance.

Guidance on the assessment of materiality in association with the relevance indicators
shows that the disclosures are not required if information is immaterial (14).
The last part of the Disclosure framework presents principles and suggestions to improve the organization and communication of information in the notes to financial reporting:
 disclosure should be entity specific: this principle highlights the need to disclose
____________
(13)EFRAG Discussion Paper, “Towards a Disclosure Framework for the Notes”, p. 52
(14) EFRAG Discussion Paper, “Towards a Disclosure Framework for the Notes”, pp 47-57.
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information relevant to the specific entity and to its users with the aim of avoiding
boilerplate disclosures
disclosure should be current: the information should ensure the relevant data for
the current reporting period
disclosure should provide information on the substance of the transaction, going
beyond the requirements if necessary: the notes should help understand the economic substance of a transaction or series of transactions or other events and
conditions to assure the information on cash flow and the management actions on
the entity’s resources
disclosure should be organized; the information should be presented in such a way
as to assist readers in identifying the key items affecting the entity’s performance
disclosure should be clear, balanced, concise and written in plain language. To facilitate the readability and the understandability of the disclosure, it may be possible
to provide a glossary or a table/graphic presentation to communicate the key
points
disclosure should be linked; the notes should be clearly linked to the primary financial statement line items for a better understanding of the nature of the entity’s
activities.

The last three principles are clearly related to the structure and order of the information in the notes. The organization of information and the way in which it is presented
may impact on users’ perception of the importance of the notes.

5. FRC Discussion paper “Thinking about disclosure in a broader context”
In October 2012, the FRC published the Discussion Paper “Thinking about disclosure in a broader context” to encourage debate on the EFRAG Discussion Paper in order
to establish principles based disclosure framework, within which all regulators could operate.
The logical process applied in this paper is to try to find a solution to four essential
questions for the disclosure:
 What information do users need?
 Where should disclosures be located?
 When should a disclosure be provided?
 How should disclosures be communicated?
In response to the first question, the FRC view of ‘users’ is consistent with how the
term ‘users’ is understood in the IASB’s Conceptual Framework. In fact, the paper affirms that there is a need for disclosures contained within financial reports to be refocused so as to provide investors with information useful for making their resource allocation decisions and assessing the management’s stewardship.
On the basis of this affirmation, the paper presents two steps in establishing what the
purpose of disclosure is: the definition and objectives of disclosure.
Firstly, FRC have come up with the following definition: “to provide additional in-
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formation that is not generally known to users, to enable them to understand an entity’s
business model, governance and financial performance” (15).
Secondly, once a definition of disclosure is agreed upon, FRC identify what disclosure
should not be:
 A substitute for inadequacies in recognition and measurement; we recognise that
disclosures are required to ‘amplify and explain’ the primary financial statements,
but the aim should be to get to the ‘right’ answer on recognition and measurement
rather than using disclosure as a ‘quick fix’
 A mechanism to reconcile different positions where there is a lack of agreement
on recognition, measurement or presentation, unless the additional information
would help users
 A basis for re-calculation (16)
These two steps make it possible to identify the principles for the content of disclosures:
 Context for understanding the performance, position and development of the entity.
 The specific risks to which an entity is exposed, including their context as well as
management’s approach to those risks.
 An explanation of the corporate governance arrangements in place including setting out the responsibilities of the board.
 A disaggregation of amounts at a level that enables the key components of primary
financial statements to be understood.
 An explanation of the basis for recognition and measurement of line items in the
primary financial statements.
 Information relating to items not recognised in the balance sheet that, if or when
recognised, would have a significant effect on future cash flows.
The identification of the principles for the content of disclosures requires the application of the placement criteria (17) which in the FRC’s view, is an integral part of a disclosure framework.
Placement criteria assist in determining where disclosures should be “located in a financial report”, becoming a “method for organising disclosures”. It may even be a step
towards eliminating the duplication and inconsistency that often exists between the front
and back halves of the financial report, often as a result of similar requirements being set
by different regulators.
Developing placement criteria inevitably leads to drawing a line between the different
components of a financial report. This is clear-cut, but experimentation in this area would
be helpful, because thinking about the content of information in each of the components
can assist in the application of placement criteria.
One of the implications of the placement criteria is that some of the disclosures in financial reports will be located in a different place to where they are currently situated.
Table 3 presents the application of placement criteria to the principal components of
corporate reporting.
____________
(15) FRC Discussion Paper, “Thinking about disclosure in a broader context” p. 47
(16) FRC Discussion Paper, “Thinking about disclosure in a broader context” p. 48
(17) FRC Discussion Paper, “Thinking about disclosure in a broader context” pp 20-27
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Table 3 – Application of placement criteria(18)

Another question is when should disclosure be provided? The FRC affirms that it is
important to analyze the principles of proportionality and materiality (19).
According to the proportionality principle, disclosures need to be proportionate to the
nature of an entity, taking into account the needs of the users of the financial reports.
This principle should eliminate the excessively differential disclosure regime: a number
of standard setters have been considering differential reporting regimes which have the effect of simplifying or reducing the disclosure burden for certain entities.
Moreover, the FRC paper examines the question of materiality from a disclosure perspective, focusing on what materiality means from a disclosure perspective as compared to
recognition and measurement and whether there are different levels of materiality for disclosure purposes.
It is clear that there should be a higher level of materiality for disclosures within the
notes to the financial statements. Further, the paper affirms that three different levels of
materiality may apply from the disclosure perspective:
 Top level – these are disclosures that would be of interest to the 10-minute reader
 Middle level – the concept of materiality as described in the accounting standards
 Bottom level – this refers to items that are considered to be insignificant or trivial, a
term often used in auditing standards
The FRC provides guidance (Table 3) on how these different levels might be applied to
disclosures, considering the different components of the financial report.

____________
(18)
(19)

This table is elaborated from FRC Discussion Paper, “Thinking about disclosure in a broader context”.
FRC Discussion Paper, “Thinking about disclosure in a broader context” pp 30-35 and Appendix C.

492

R ivista

italiana di ragioneria e di economia aziendale

-

ottobre

-

novembre

-

dicembre

2013

Table 4 – Application of materiality(20)

In order to focus the debate not just on the quantity, but on the quality of disclosure,
the FRC paper has developed some principles for communication (21) showing that disclosures should be:
 entity-specific: each disclosure should be assessed for its applicability to the entity,
tailored as appropriate, and should only include disclosures relevant to the entity.
This principle should eliminate generic boilerplate disclosures i.e., those tending to
comply with all the disclosure requirements rather than to identify only those disclosures that are applicable to the entity.
 clear, concise, and written in plain language, for example the use of a glossary or tables to present disclosures where industry-specific or accounting terms are used.
 current: disclosures should be reviewed to ensure that they are relevant to the current reporting period so as to delete disclosures that are no longer useful.
 explaining the substance of a transaction: disclosure should be prepared and communicated to assist the user to understand the business rationale behind the different type of transactions
The FRC affirmed that in applying these principles, information contained in the financial report should provide a clear link between an entity’s business, financial performance
and position.
 Disclosures should be linked to the business model of the entity where appropriate.
 There should be clear reconciliations between the amounts in the primary financial
statements and notes.
 Where non-GAAP figures are disclosed, there should be a clear reconciliation to the
____________
(20)
(21)

This table is elaborated from FRC Discussion Paper, “Thinking about disclosure in a broader context”.
FRC Discussion Paper, “Thinking about disclosure in a broader context” pp 38-43.
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amounts contained in the primary financial statements.
 Cross-references should be provided to link items and avoid duplication.
Disclosures often seem disconnected from the entity’s business and it is often difficult
to see the relationships between items.

6. Comparative analysis of the two Discussion Papers
The value and relevance of disclosures has stimulated an important discussion on the increased complexity of corporate reporting, as demonstrated by the two Discussion papers
summarised above.
However, a careful reading of the EFRAG and FRC papers shows that the issue is difficult to solve.
The two papers examine the disclosure problem from two different perspectives.
The EFRAG chooses to concentrate the paper only on the notes to financial statements
and does not consider the other narrative sections (corporate governance, risk reporting and so
on) that are part of the corporate disclosure problem. The FRC considers it important to improve the quality of the corporate reporting by adopting a holistic approach that considers the
developments of a disclosure framework that is applicable to all different narrative sections.
The application of two different approaches leads to various contradictions regarding the
key elements presented in the Discussion Papers.
The purpose and the definition of notes, in the EFRAG paper, focus on past transactions
and exclude forward-looking information. This restriction could eliminate user relevant information from the notes despite not being linked to the primary financial statement: suffice
it to think of the significance of the forward-looking information in the assessment of a going
concern. The FRC paper, instead, gives great importance to forward-looking information defining the purpose of disclosure as to “provide additional information that is not generally
known to users to enable them to understand an entity’s business model, governance and
financial performance”.
Within this holistic approach, all the categories of information excluded from the notes in
the EFRAG paper, such as the information related to the reporting entity as a whole, management strategy as part of stewardship, and particular risks as part of the risk management
information, become a fundamental part of FRC thinking on disclosure because it may provide relevant information about an entity’s financial position.
According to these two different approaches, there are differences also in the principles
of relevance and materiality.
The EFRAG paper presents some indicators to identify the relevant and material information that should be included in the notes. These indicators could be difficult to apply because relevance and materiality are necessarily a matter of professional judgment that has to
take into consideration the effective and potential impact of the financial transactions. This
professional judgment cannot be reduced to a mechanical exercise.
The FRC paper examines the problem of proportionality and materiality in a broader
sense, without indicators that could be applied to disclosure.
The principle of proportionality is linked to the principle of relevance: the application of
proportionality to disclosure should be based on the relevance of the information contained
in the disclosure requirement for the users of the financial reports for a given entity and the
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cost of providing the information justified by the benefits to users.
The equilibrium between relevance and cost could simplify the disclosure requirements
for all entities and set principles-based disclosure requirements that allow preparers the flexibility to determine the level of disclosure appropriate to the different entities.
Regarding the concept of materiality, the FRC view is different from the EFRAG approach. In fact, the FRC paper presents only three different levels that, from the point of
view of disclosure, could be applied to all components of the corporate report.
Naturally, if the aim of applying materiality is to limit complexity and over-information,
the FRC approach to materiality could be unsuited to identifying the relevant information for
the users.
However, in both perspectives, the application of materiality related to categories or indicators could be critical because the concept of materiality differs in practice among preparers,
auditors and users so that its application may not be uniform, particularly in the narrative part
of the financial statements where the qualitative characteristics became very important.
Of course, EFRAG and FRC illustrate the same characteristics for the presentation and
organisation of the disclosure, stating that disclosure should be current, clear, and concise,
should explain the substance of a transaction, and be entity specific.
These characteristics address the need to streamline and clarify the great wealth of information necessary to meet the user’s needs.
As a result of the comparative analysis, despite the two initiatives on the disclosure seem
to be correlated for the joint project between EFRAG and FRC, the discussion papers follow
two different approaches that present few similarities. This situation could create various initiatives that complicate the debate on disclosure framework and the identification of disclosure requirements on a more consistent basis of agreed principles.

7. Critical issues on the Disclosure framework
The studies carried out on disclosure in the last two decades have created great interest in
the narrative section of corporate reporting.
However, despite the undoubted effects of disclosure on the efficiency of capital markets,
as the empirical research in the literature review shows, the significant increase in the information provided in corporate reporting and the lack of an adequate regulation have contributed to
increasing the complexity, subjectivity and reduced reliability of disclosure.
The debate begun on the disclosure framework is a starting point for finding a solution to
the complexity and subjectivity of the narrative section of corporate reporting.
The EFRAG and FRC Discussion Papers, analyzing above, try to identify the purpose,
characteristics, principles and presentation of disclosure, setting off two different perspectives
that responding to the issues arising in the previous main studies.
First of all the discussion papers presents two different objects of application of disclosure
principles, the notes and the other narrative sections of corporate financial reporting respectively, both studied with great attention by the researchers.
The EFRAG focuses on the notes to the financial statement in order to rationalise this part
of corporate reporting but, despite the relevance for users of the explanatory information to the
financial statement and the value of the recognition and option measurements of the business
transaction (SONG et al.2010, GOH et al. 2009, KOLEV et al. 2009, FELDMAN, R et al.. 2010), a
disclosure framework that establishes best practice only for notes risks losing sight of the rele-
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vance of other information such as the make-up of the corporate governance or forward- looking information on risks and performance. This is in contradiction to a number of papers that
have pointed out the value of forward-looking financial information (COLE and JONES, 2004;
QUAGLI, 2004; CHANDRA, ETTREDGE, and STONE, 2006; LI, 2008; BERETTA and BOZZOLAN,
2008; KOTHARY, LI and SHORT, 2009) and corporate governance disclosure (DULACHA, PHIL
and IZAN, 2006; ENG and MAK, 2003; HANIFFA and COOKE, 2002; KARIM, 1996; COLLETT
and HRASKY, 2005) to investors as a basis of their investment decision-making.
Moreover, a more useful, readable and easily comparable disclosure in the notes could be
provided (by setting a number of indicators), but everything left out of the notes could be stated
elsewhere in the report, thus creating even more confusion.
On the other hand, the FRC paper, with its holistic approach to disclosure, giving equal
value to the all parts of the narrative section (management commentary, corporate governance
and notes) despite recognising the significance of forward-looking information on risks and performance, governance rules and management stewardship, provides over-generalised guidance
which does not allow for the definition of rules that can prevent the over-information and the
boilerplate phenomenon in disclosures.(LI, 2008 and 2010). The placement criteria that could be
so important to the disclosure framework should be thorough and appropriately connected to
the context of the disclosures.
Moreover, although the requirements of the EFRAG disclosure framework should eliminate the overloading of disclosures in the notes so as to give relevant information without high
costs, the lack of information that could be relevant to the users’ needs, such as forward-looking
information, cannot, naturally, assure the achievement of important benefits such as the cost of
capital reduction (HEALY, HUTTON and PALEPU, 1999).
At the same time, the FRC paper, without adequate application of the materiality and
placement criteria, could create higher disclosure preparation costs.
Additionally, neither Discussion Paper eliminates the over-disclosure that creates confusion
rather than informing users (ZHANG, 2001, KMPG, 2011).
The critical analysis underlines the gap between the EFRAG and FRC discussion papers
and the features of high quality disclosure identified by the main studies on disclosure.
Considering the results of the comparative and critical analysis it is important to do some reflections about the way forward to identify a disclosure framework.
First of all, the disclosure principles should guarantee the high quality of the narrative part
of corporate reporting that, as the results of literature review highlighted, is assured by equilibrium between costs/benefits and providing entity-specific information/comparability.
In order to assure a good trade-off between providing entity-specific information/ comparability, and costs/benefits it is indispensable to identify the right level of disclosure standardisation.
The level of disclosure in corporate reporting cannot be established without clearly identifying users’ needs, which could be obtained by better recognizing the purpose of corporate financial reporting as a whole.
The identification of the user’s needs could facilitate the different importance of the every
part of the narrative sections, as notes, governance and risk reporting, management commentary
and so on.
The definition of the users’ needs and the purpose of corporate financial reporting generate
the appropriate balance between a clear, understandable, relevant “single story of the entity” and
broader, detailed information.
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Naturally, the aim of the single parts of the narrative sections are different, for example, the
aim of the notes is different from the aim of other disclosure information as governance or risk
reporting, because they explain and interpret the financial statement item that are the hard core
of corporate financial reporting. As a consequence, it is necessary to apply a disclosure principle
that may be of assistance in determining where disclosures should be located and give appropriate weight to financial notes within a broader framework on disclosure.
The placement criteria proposed by FRC could be a good starting point to find an adequate
disclosure principle but it should be better defined and linked with the materiality principles.
The new framework on disclosures does need to be conscious of the potential impact of
materiality as recent studies point out (HEITZMAN, WASLEY and ZIMMERMAN, 2009; KIN,
2009). The right application of materiality could be assured a good application of the placement
criteria and create a basis to eliminate the over-information in the corporate reporting.
Moreover, the key principles of a Disclosure Framework cannot be established without reference to the principles stated in the Conceptual Framework, such as faithful representation,
materiality, constancy and comparability.
The focus on users’ needs, on placement criteria and on the principles stated in the Conceptual Framework could become the starting point for a fruitful discussion on best practice for
disclosure, that will allow a reduction in costs and enhance the possibility of providing reliable
and relevant information.
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