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The debate on accounting regulations responsibility IFRS/US GAAP that accelerate the
financial crisis is technical and political. On a technical level the debate refers to the
perimeter applied for fair value and its estimation methods. The whole process of revising
accounting regulations on an international level wants to create a set of global accounting
system capable to ensure comparison and quality to accounting information, thus
eliminating creativity from accounting information supplied by financial statements.

Today’s accounting has to be kept according to a recognized set of international rules
adopted at national level. The need for international recognition derives from social and
economic globalization in which we live today, and national adoption is necessary due to
differences in social, cultural and economic relations between countries of the world.
Naming the set of internationally accepted standards is the Standards and their main
content is based on a number of general principles.

This article started from the idea that International Accounting and Financial Reporting
Standards have had a major impact over the accounting world. Accounting laws of
Continental Europe (especially France) centered on historical cost, are in opposition to
IFRS towards fair value. If accounting is based on historical cost we can say that excess of
prudence leads to inaction. On the other hand the Anglo-Saxon accounting system is based
on fair value that looks for a quick profit and to help investors.
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Financial statements record how resources have been handled by the management. The role
of financial statements is to provide informations that will help users to make decisions.
They can accomplish this mission only for those objectives that can be quantified as value
and quantity. IFRS is referring to the whole set of financial statements that have to include
a statement of the financial position, of the result, of changes in equity and treasury.
Alongside these informations has to be a summary of significant accounting policies as well
as informations about retrospective application of one or more accounting policies. The
national accounting framework assumed some of the international principles referring to
accounting policies. Although producing the financial information is set in a regulated
framework many enterprises make a correction to the result that is considered legal. It is
difficult to choose the most relevant accounting policy from all the policies provided by
IFRS. We can state that there is no objective result in the actual context to provide a
diversity of options that could reflect the same transaction. Choosing an option that involves
giving up another option influences the accounting result and the financial statements.
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The presence of choice in accounting raises the problem of choosing a certain accounting
policy. Starting from the limits of accounting principles suppliers of information turn to
different ways to shape, until distortion, the final result.

Users of financial statements have limited themselves to consulting only the Profit
and Loss account to find out information on the accounting result. It was considered the
most significant indicator for measuring performance without taking into consideration the
relevance of that information. Accounting result represents the result of the freedom of
choice of accounting policies for the companies, leading to an increase or decrease of this
result. We have at least 2 questions regarding this aspect:

1. How accurate can we determine the result taking this freedom into consideration?

2. Who uses creativity for financial performance reflected in the Profit and Loss
account?

The answer to the first question is that result can only be relative. In the actual context we
cannot say that there is an objective result but a more subjective one. Subjectivity is given
by choosing one regulation or an option that involves abandoning another regulation or
option. This game of choosing is a consequence on financial statement as well as on the
accounting result. That is why information provided by the results account must be
interpreted carefully because enterprises have means to distort it.

The answer to the second question is that financial statement users stimulate companies to
beautify their financial performance. Maximizing performance, thus the value, implies
maximizing net profit. Investors think that the most meaningful expression of performance
is liquidity. An investment will always be analyzed through future economic benefits,
meaning the potential to contribute to the cash flow. Maximizing cash flow implies a
constructive effort from the business and the necessity to channel these flows in order to
capitalize the business or to pay the capital invested.

The presence of choice in accounting raises the problem of choosing a certain accounting
policy. Starting from the limits of accounting principles suppliers of information turn to
different ways to shape, until distortion, the final result.

Through IFRS, accounting policies are defined as principles, bases, rules and specific
practices applied to enterprise in order to make and present the financial situation.

The accounting policies that are referred to in IFRS are those that allow making financial
statements with relevant and viable information regarding transactions and events from the
life of the enterprise. The two terms used by IFRS have the following connotations:
relevance is closely tied to investors’ necessities to make accurate decisions; viability refers
to the quality of information needed by financial statements. Based on this we can state that
there is a close connection between accounting policy and financial information. This
connection comes from the assumption that any change in accounting policies will
influence the financial statements. On the other hand relevance and credibility of the
information is closely related to the concept of faithful image, a concept from the Anglo-
Saxon accounting culture drafted in 1948, Great Britain under the expression true and fair



view, in the Companies Act that stated: every balance sheet must give a true and accurate
image of the financial and patrimonial statement of the company at the end of the exercise,
and every results account must give a true and faithful image of profit or loss at the end of
the financial exercise.

In Europe, this concept was introduced in 1978 for all members of ex- European Economic
Community (CEE) through 4™ Directive at the proposal of Great Britain.

According to the European Directive: annual accounts must give a faithful image of the
patrimony, as well as of the financial statement and the company results*. In France, the
General Accounting Plan states that accounting information supplied by financial
statements must ensure users an appropriate, loyal, clear and complete description of
transactions and events that appear in the life of an enterprise. Specific to French accounting
is the fact that the object of accounting information is the reflection of a faithful image of
reality represented by it.

The IFRS conceptual framework doesn’t refer directly to the concept of faithful image of
the financial position and performance of an enterprise, but states that faithful image is a
consequence of abiding by the quality of the financial information ( comprehensibility,
relevance, credibility and comparability) as well as applying proper accounting standards
that help prepare the financial statements of an enterprise.

Retroactivity in an accounting policy will be applied to comparative financial information
for prior periods of time as far away in time as possible to the moment of applicability. To
ensure time comparison of financial statements, an enterprise must apply its accounting
policies in a consistent way for transactions, events and similar conditions, except the time
that IFRS allows the use of different policies®. This fact is mentioned in the conceptual
framework of IFRS. For example, if a company chooses to change the evaluation method
for stocks that exit the inventory, from LIFO to FIFO, in a time of high prices, the analysis
based on the result indicate an increase in performance. Taking into consideration the policy
adopted by the company (changed following the increase of prices) we notice the result is
conjectural, determined by the simple market price change. At the same time the accounting
information provided by financial statements are no longer compared in time (in a year the
company evaluates stocks based on LIFO method, next year on FIFO).

Unlike International Standards, the national accounting framework mentions that any
change of accounting policies is made only for future periods of time, starting with the
financial exercise that follows the one in which the decision was made. If we change the
accounting policy and correct the errors related to a previous period of time, then the
balance sheet related to a previous time than the one being reported doesn’t have to be
changed.

In consequence we can observe a different approach from International Standards of
Accounting related to a retrospective application of accounting policies and to the reasons
that determine the change of a policy. Unlike International Accounting Standards that

2 4th Directive of European Economic Community, art. 2, paragraph 3.
31AS 8 Accounting policies, changes or errors and accounting estimates — (Ceccar, 2009)



provide a major role to uncertainty of the commercial activity, the national accounting
regulations refer to evaluations for the uncertain clients, moral usage of stocks, and useful
life duration in a secondary level.

IAS 1 Presenting financial statements states that in order to ensure an accurate financial
position and treasury flows, an enterprise must present detailed information regarding
accounting policies and changes that happen. An enterprise will change accounting policies
only if the change will have as a result obtaining financial statements that will provide
viable and relevant information regarding the financial position, financial performance or
treasury flows. Causes that modify accounting policies refer especially to a series of
situations specific to commercial activity ( if we cannot make certified estimates regarding
uncertain clients, life duration of amortizable assets, the consumption modality for future
economic benefits of amortizable assets).

Today’s accounting has to be kept according to a recognized set of international rules
adopted at national level. The need for international recognition derives from social and
economic globalization in which we live today, and national adoption is necessary due to
differences in social, cultural and economic relations between countries of the world.
Naming the set of internationally accepted standards is the Standards and their main content
is based on a number of general principles.

Nowadays evaluation is a key aspect for financial reporting because of the mutations from
traditional accounting to fair value (historical cost). International accounting state that
evaluation is a process to determinate monetary values that will be recognized as elements
in financial statements. The credibility of evaluation® is the one that allows or not
recognizing some elements from the financial statements. Many times the cost or value
must be estimated; using reasonable estimation is an essential part of drawing financial
statements and it doesn’t influence their credibility. If a reasonable estimate can’t be done
the item will not be recognized in the balance sheet or the Profit and Loss account. For
example, estimated return due to a court process may correspond to the definition of assets
and income as well as to the achievement probability criteria; still if a credible evaluation
of income is not possible then it cannot be registered as asset or income. FASB (Financial
Accounting Standards Comity) states: “Information provided by financial statements is a
result of an approximate quantification rather than an accurate one. Quantification often
implies many evaluations, classifications, synthesizing, reasoning and systematization. The
product of economic activity in a dynamic economy is uncertain and it’s a result of a
multitude of factors. So, in spite of the impression of accuracy given by financial statements,
with a few exceptions, quantifications are approximations that rely on rules and

conventions rather than exact sums’ .

Some items of annual financial statements cannot be evaluated with accuracy but just
estimated because of imminent uncertainties. The estimation process implies reasoning
based on recent credible information. Usually, estimation may be revised if changes in
circumstances take place as a result of new information or a better survey. The Conceptual
framework of IFRS mentions the uncertainty related to estimating future economic benefits.

4 Evaluation is designating a monetary expression to an item in order to present a financial statement.
3 Concepts of Financial Accounting Statements, no. 1.



“The concept of probability is used as far as recognition criteria in order to have a
reference for the uncertainty level in achieving a future economic benefice associated with
an item. This concept is imposed by the uncertainty of the economic environment.
Evaluating the level of uncertainty related to future economic benefits is tied to the
available information when drawing the financial statements”.® For example, when
cashing a debt is a possibility, in absence of an evidence to prove the contrary, recognizing
the debt as asset is justifiable. In case of diversity of debts, the possibility of not cashing
will be considered normal so the decrease of economic benefice will be registered as

expense.

Currently at global level we can talk about an intense process of accounting normalization,
so that European directives issued by the CEE are heavily outweighed by the
internationalization of capital markets. In this respect, we foresee the need to meet external
user information, ensuring greater comparability of financial information and the creation
of a single European market through the adoption of international accounting standards
issued by international regulators without coercive power, that allow freedom of
transposition to the legislation of the members of European Union. Over time it has been
shown that adopting the accounting standards IAS / FRS is a difficult process that is
gradually implemented especially in written law countries such as Romania where
professional ethics is often ignored, considering only mandatory written laws. On the other
hand though the Norms represent an evolution in the accounting normalization process is
not the absolute truth, as proved by certain standards (IAS 39 Financial Instruments:
Recognition and Measurement) that stirred negative reactions thus modifying the rule or
creating new rules (IFRS 9 Financial Instruments).

And the list of disadvantages adopting the accounting standards of IAS / IFRS in the EU
can continue with high costs, because there important differences between the accounting
rules and standards of a nation (recognition and measurement of items in the financial
statements).

Although it doesn’t appear in the IFRS Conceptual Framework, fair value is used to
evaluate some items of assets and debts. Choosing a basis for evaluation is a problem of
option or an imposition of law. The possibility to act within this option appears most of all
related to financial assets, historical cost being always mixed with other bases for
evaluation, like fair value. IFRS as well as US GAAP have rules regarding demarcating
financial assets based on the intent of the enterprise to classify these assets. If the enterprise
wants to purchase those assets to make immediate profit then they will be accounted as
financial instruments at fair value recognized in the Profit and Loss account. Any change
made in fair value will affect the Profit and Loss account. On the other hand if the enterprise
purchases these assets to keep them for a long time then they will be accounted as financial
instruments available for selling and evaluated at fair value. We can mention other example
too: stocks can be registered at the smallest value between cost and net achievable value,
bonds can be recorded at the market value and debts related to pensions at their actual value.

% IFRS, General Framework, point 85.



The European accounting referential grants much importance to the principle of permanent
methods that refers to applying evaluation methods in a consistent basis from one financial
year to another.

The International Financial Reporting Standards state that enterprises most use historical
cost as basis for evaluation in drawing up financial statements. By using historical cost as
basis for evaluation assets will be registered at cash value or equivalents paid in cash or at
fair value of the transactions offered in the moment of purchase. According to the European
Commission Regulation no. 1136 November 25, 2009, modifying Regulation no.
1126/2008’to adopt certain international accounting standards, some enterprises present
comparative information besides IFRS and historical synthesis of selected data for periods
previous to the first period that presents complete comparative information according IFRS.
IFRS 1% doesn’t specify that such synthesis to be according to rules of recognition and
evaluation of IFRS. Some enterprises present comparative information according to
previous accounting principles general accepted (GAAP)’ as well as comparative
information requested by IAS 1 Presenting financial statements. In every financial
statement that includes historical synthesis or compared information according to previous
accounting principles generally accepted (GAAP), an enterprise must point out clearly
information according to those principles (as not being made according to IFRS) and must
describe the nature of main adjustments needed to insure compliance with IFRS.

According to international accounting regulations, current cost represents cash value or
cash equivalents that should be paid if the same asset or a similar one is to be purchased at
a current time. Debts are accounted at an undiscounted cash value or equivalents cash
needed to settle an obligation at the current time. International accounting regulations as
well as national ones (OMFP NO. 3055/2009) use current cost only to evaluate provisions

IFRS general framework mentions that achievable value (also known as settling value)
represents that cash value that can be obtained in the present through normal sale of assets.
Debts are registered at discount value that is undiscounted value that will be used to pay off
debts. Achievable value is used to evaluate stock items, if net achievable value is lower
than stock cost. By achievable net value we understand estimated selling price that could
be obtained as long as the commercial activity is normal, from which we subtract estimated
costs to finalize a product and estimated costs needed to make sale (IAS 2 Stocks).

Actual value is the actual value of future cash input that is to be generated for a normal
activity of the enterprise as well as the actual value of future cash output needed to pay off
debts. Updating cash flow is applied to fixed assets used in production, these assets being
a generator of future economic benefits for the enterprise.

7 In the annex of the Regulation (CE) no. 1126/2008, International Financial Reporting Standards IFRS 1
Adopting for the first time International Financial Reporting Standards is replaced with IFRS (restructured in
2008).

8 On November 27, 2008, the Council for International Accounting Standards (IASB) published IFRS
1”’Adopting for the first time International Financial Reporting Standards”, that replaced the existent IFRS1.
° The accounting base used by an entity that adopts for the first time IFRS just before adopting them.



FAIR VALUE VECTOR OF CHANGE FOR INTERNATIONAL ACCOUNTING
REGULATIONS

I. Historical cost versus Fair value

Since the 1980’s, the use of the fair value method has been extensively debated between
supporters and critics . Supporters of fair value accounting propose that the fundamental
advantage of the fair value method is its ability to value assets based on the current market
prices. Furthermore, fair value is a truer and fairer method of reflecting the value of assets
as it the assets are a representative of the prevailing economic conditions . In contrast,
historical value simply shows the economic conditions that existed when the assets was
purchased . By not keeping the asset at fair value, the historical cost method creates a lack
of inaccuracy within the financial reports. Another benefit of using the fair value method
is the firm ability to compare similar assets. When many within the same industry use the
fair value method, corporations can compare their assets with the market much more
efficiently as financial instruments are valued during the same time and are using the same
principle or discount rate . If the historical cost method was used for valuing financial assets,
identical assets with identical cash flows would be valued differently based on the time they
were purchased . Lastly, proponents also argue that fair value is more unbiased and thus a
fairer method in determining an assets price. With fair value, as the worth of the asset is
constantly updated, the history of the asset, or the date at which it was acquired becomes
irrelevant . Also, fair value does not distinguish between different entities that purchase the
asset . Under historical cost, different entities would record different prices for the same
asset depending on the accessibility of markets and the entities credit standing . Fair value
helps to eliminate the differences in the price of the asset due to factors affecting the entity
rather than the industry.

While international standards move towards the implementation of fair value accounting,
many criticise the method and claim it does more harm than good. To begin with, opponents
of fair value argue that the method is not as comparable as it seems. Fair value accounting
invites the issue of subjective measurement. Though non-financial assets usually have a
cost price, when managers are allowed to disregard the cost price and value the asset based
on their subjective estimations on what the asset might be worth or the amount of future
cash flows the asset will be able to generate, comparability between corporations may not
be possible . Financial assets also go through subjective measure however; with financial
instruments it may be even harder for entities to compare financial assets. For example,
‘contract swaps’ do not a particular market where they are traded, thus their value is almost
completely dependent on the estimations of management .

Evaluating at historical cost is an old accounting principle. It first appeared in June 1979,
in a French accounting scheme, after many theoretical debates. Evaluating at historical cost
means that inputs are registered by the enterprise in its patrimony at the acquisition price,
historical cost without any ulterior modification, even though the real value changes. It
reflects the value of items at the moment of their initial recognition, as a fair value at that
specific time. In this situation performance cannot be evaluated correctly because of the
overvaluation of profit, the enterprise having to pay inflation taxes and to sell fictive
dividends that are distributions of the firm’s capital. That is why corrections of the historical
costs have to be made through reevaluations or using accounting indexed to inflation.



Now, the result of the enterprise determined by historical cost reflect less than a real
potential especially for those enterprise centered on providing services and high tech that
invest a big part of their resources in intellectual capital. For these enterprises the traditional
model based on historical cost doesn’t reflect the real value of the enterprise. Also, by
applying the prudence principle, that treats asymmetrically value pluses and minuses
through registering probable expenses but not recognizing latent pluses of value, enterprises
accumulate accounting loses that do not reflect their real potential. It can be concluded that,
in the new business environment, the accounting model based on historical cost does not
insure the reflection of reality. But a question arises: “what do we use instead of historical
cost if this model is no longer according to the future and is characterized by : globalization-
technology-complexity?”.

The notion of fair value appeared for the first time in 1953, in Accounting Research
Bulletins related to balance sheet reevaluation; after this it was introduced by IASB in 1998
for evaluating financial instruments (IAS 39) corresponding to a logical evolution of
accounting.

The concept of fair value is defined by international accounting standards as: “the amount
for what an asset can be sold or paid off as a debt, willingly, between knowing parties
during a transaction that determines a price objectively”. Experts tried to find out the
relationship between fair value and market value if market value shows the fact that a price
must be searched on a market. They concluded that market value can be fair value if active,
stock, liquid and organized markets exist (a situation corresponding to Anglo-Saxon model
of accounting).

International accounting regulations favor fair value. By evaluating at fair value of an item
we will attribute a value related to the market- mark to market (figure no. 1).

}

NO YES
Is there an active market ? ‘
Fair value must be calculated Fair value identifies with market
by derivation from mark to model value (mark to market)

Figure no. 1 — Determination methods for fair value

Considered the best estimation for fair value, the international accounting normalization
instances validated the extensive practice of evaluating at fair value that tends to include all
balance sheet assets. Fair value is defined slightly different: “as the price resulted from a
normal transaction between partners with equal guns, well informed, a price that



corresponds to the actual value of cash flow expected from that asset” (Ionascu, 2003'7).
From the point of view of this definition and according to international standards, any asset
is similar to a financial asset for which a correct and real value is given to the actual value
of treasury flow expected taking into consideration the risks. So, the fair value is a value
oriented towards the future because of its correct estimation of cash flow expected from the
sale of the enterprise’s assets. Reality has proven that markets may be absent or
characterized by major unbalances. In this situation we have to find a substitute for market
value. Between market value and its substitute will exist a difference because market value
is observed by the management of the enterprise and it is performed independent of its value
judgments, and the item substituting the value is a value determined by the management,
determined by own professional judgments.

The methods proposed to determine fair value show difficulties in evaluating mark to
market. So, the fair value of an asset is given by the actual value of different treasury flows
expected in the future. Considering the difficulties, these methods suggest that generalizing
fair value as criteria for evaluating all financial assets and debts (the full fair value) seems
to be a utopic project because there are many risks to be considered that can generate loss.
For example, according to IFRS estimating net treasury flow to receive or to pay for an
asset at the end of its life duration, must be represented by the amount expected giving that
asset during an objective transaction, between interested and knowing parties, after the
deduction of costs associated to disposing the asset. The enterprise must present fair value
for every financial assets and debts designated in each category at the time of their
designation, as well as classification and accounting value from previous financial
statements. According to European Regulation Commission no. 1136/2009, enterprises are
allowed to designate a financial asset or debt previously recognized as a financial asset or
debt at fair value through the Profit and Loss account, or as available for sale''. If the
enterprise uses fair value in the opening statement of the financial position as deemed cost'?
for an item of tangible assets, a real estate investment or an intangible asset, then the first
financial statements of the enterprise made according to IFRS must present for each item-
row from its opening statement: aggregate value of those fair values and aggregate
adjustment of reported accounting values according to GAAP.

Problems refer to the impact of evaluation at fair value over the accounting information
recorded in the balance sheet and in the results account. So “is a result based on fair value
closer to the truth and more reliable than one established on historical cost?”” In order to

19 Jonascu 1. - The Dynamic of contemporary accounting — Studies regarding the accounting practices ,
Economic Publishing, Bucharest, 2003.

1 To determine true values according to IFRS, an entity must apply the definition of true value and other
precise guidelines to determine the true value of the specified asset or debt. These true values must reflect the
existing conditions at the time they were determined.

12 Commission Regulation (CE) no. 1136/2009 from November 25, 2009, that modifies Commission
Regulation (CE) no. 1126/2008 that adopts certain international accounting standards according to European
Parliament and Council Regulation (CE) no. 1606/2002 related to the International Standards of Financial
Reporting IFRS1, defines assumed cost as: a value used as a substitute for cost or amortized cost at a specific
time. Subsequent depreciation assumes that the entity has recognized initially the asset or debt at a certain
time and that the then cost was equal to its assumed cost.



estimate fair value of assets and debts SFAS 157 suggests a 3 level hierarchy: level I:
analysis of existent prices in an active market; level 2: analysis of observable market data;
level 3: market inputs that are not observable. Level 3 needs more reasonable judgments
from accounting professionals, and then it is applied to artificial financial instruments that
cause the most problems when companies implement SFAS 157. The problems emerging
from implementing SFAS 157 are caused by the lack of prices listed from inside some
active markets which makes the management of companies to resort to evaluation based on
own designs. Doing the hierarchy of fair value on 3 levels has become common between
financial statements. From another perspective, the notion of fair value is frowned upon by
the management of the companies because its use induces the change of a controllable
component (net profit) to a less controllable one (value of net assets). So the evaluation at
fair value decreases possibilities of managers related to adjusting results by using historical
costs. Historical cost allows setting provisions and making adjustments for devaluation,
methods with great impact over the result. At the same time appears the difficulty to explain
to stakeholders why the value of assets has changes through fair value.

Based on the facts presented above, we can state that the opposition historical cost- fair
value is still active in a traditional Europe (especially France), that is excessive in prudence,
and the Anglo- Saxon countries that want before anything else a “quick buck” and to favor
the investors. Analyzing the above mentioned bases for evaluation we can talk about a mix
between historical cost and fair value. The advantage of using fair value compared to using
historical cost is that the value of the enterprise from financial statements is closer to market
value that is an objective value. If we cannot talk about an active market then we cannot
talk about the objectivity of fair value. So determining fair value will be made through
equivalence to a utility value calculated through actuarial methods, using math models
based on the evaluation of future treasury flows. Using mark to model we have subjectivity
generated by choosing the parameters of the model.

International accounting standardization is the result of the globalization of national
economies, especially financial markets. The conditions being set the development and use
of new accounting standards was more than a necessity. This has been reinforced by factors
such as increased reliability of accounting data, insurance of better conditions for
comparability of accounting statements of companies that search for public loans and to
facilitate business access to financial markets.

With Romania's transition to a market economy financial reporting followed a continuous
process. However, most of the time, financial reporting focused on providing information
to state authorities, not concentrated on providing information to investors, management,
financial institutions and other users of financial statements in an international context.

The State had a normalising role of the accounting system because he was a privileged user
of financial statements. At the same time, the accounting law no. 82/1991 was highly
influenced by the French accounting system, similar to the 4™ and 6™ Directives.

13 In September 2006, FASB issued SFAS 157 Fair Value Measurements that describe the hierarchy of fair
value and identifies priorities that must be followed by the management to estimate fair value of assets and
debts.



In this way the accounting system corresponded to cultural, linguistic, political and legal
Romanian space. Applying a French accounting system adapted to Romanian conditions
(started in 1994) was a first step in the modernization of the Romanian accounting system.
This phase ended in 1999 when it began to produce effects Development Program
Accounting System in Romania started in 1997. The year 1999 can be considered the year
of change in accounting legislation in Romania. In 1999 the Ministry of Finance issued
Order no. 403/1999, regarding accounting regulations harmonized with Directive IV of the
European Economic Community (EEC) and International Accounting Standards.

This was the starting point for the project of harmonizing Romanian legislation in the field
of accounting with IFRS and EU Directives. A first consequence of the application of Order
no. 403/1999 has been the implementation of new accounting regulations harmonized with
international accounting standards and the Fourth Directive EEC, experimentally, in a
number of thirteen companies and national companies.

The application was carried out as of 2000. After this project there have been fundamental
changes in accounting in Romanian legislation:

e Harmonization of financial reporting for companies considered large, with IFRS
requirements and to a lesser extent with 4th Directive of the European Union
through the adoption of Order no. 94/2001 "Accounting Regulations harmonized
with the 4™ Directive of the CEE and the International Accounting Standards"
(Order no. 94/2001 which abrogated Order no. 403/1999). There was such a change
of attitude by the Romanian accounting doctrine reorientation towards international
accounting referential philosophy which implied a major opening to Anglo-Saxon
accounting concepts and practices. At the same time, the very name of the order
suggested confusion over Romanian accounting law, which had to absorb both the
4™ Directive of the European Union, but also to further pursue the harmonization
with International Accounting Standards. In reality there was a compromise by
trying to integrate the same piece of legislation, both the European and International
accounting legislation. The major difficulty was the harmonizing of those 2
accounting sources that were most of the time different:

e The influence of European regulations manifested keeping in broad linings the
same structure of the 4" Directive;

e JASB influence manifested, first by the fact that Romanian companies were
required to prepare annual accounts in accordance with both the Accounting Law
no. 82/1991, republished, and with the Preparation and Presentation of Financial
Statements of the IASB and International Accounting Standards; and second, the
international influence over the order was shown by applying new accounting
principles, retrieved from [AS1 Financial statements presentation:

0 The concept of materiality;
0 Principle of substance over form;
0 Principle of separate evaluation of active and pasive.

At first glance assimilating international accounting standards didn’t seem so hard. A
deeper analysis of IAS 1 Financial statements presentation pointed out that an entity may
claim that it prepares financial statements according to international accounting standards



only if it “satisfies all the requirements of each standard and every interpretation
applicable of the Permanent Interpretation Committee”. Analyzing policies and options
relating to the preparation and presentation of financial statements, companies had to take
into account the letter and spirit of the regulations set out by the Minister of Public Finance
no. 94/2001 and therefore the ones presented in the international accounting standard 1AS
1 Financial statement presentation. According to Article 14 of IFRS, one of the goals of
financial reporting is to present the management results, including the way that
management used its resources.

In order for this goal to be achieved, financial statements must provide information for
economic decisions to be made (for example: to keep or to sell an investment, to maintain
or replace the management). Thus we can talk about a turning point in the entitie’s approach
as an agent, a theory resulting from IFRS.

Both Order no. 94 /2001 and order no. 306/2002 have set rules about the form and content
of financial statements: Order no. 94/2001 seeking full assimilation of the 4" Directive of
the EEC and further harmonization with International Accounting Standards, while OMFP.
306/2002 aimed at harmonizing with EU directives.

From the analysis it is clear that, by its actions, the Ministry of Finance (accounting
regulator in Romania) has favored European accounting directives restricting the scope of
IFRS. Figure 2 presents the analysis of the implementation of [FRS in Romania.

New competitors

IASBHFRS

Mamfj_facturelrs of Nationt_al Users of financial
inancia Accounting statments
statmnets system
. (Banks,
(Enterprises) State,Investors)
Alternatives Direct competition
European US-GAAP
Directives

Figure no. 2 — Model analysis of IFRS implementation in Romania

At present, Romania follows Order no. 3 055/2009 that abrogated Order no. 1 752/2005.
The new accounting regulation according to the 4™ and 6™ Directive of CEE states that the
same rules should be applied to all the economic agents with difference of the number of

elements of the financial annual statements according to their size, exactly like in the Order
no. 1 752/2005.



Businesses must provide the legislation that stood at the basis of their accounting policies,
or the accounting regulations complied in the 4™ Directive of European Economic
Committees, approved by Order no. 3055/2009, or IAS/IFRS if the enterprise compiles
IFRS statements.

When Romanian accounting system was first reformed we used historical costs that became
basis for evaluation used as a general rule for financial statements. Choosing historical cost
as evaluation basis was linked to the viability of the information obtained. Meanwhile, it’s
been proven that this model is not relevant for a hyper inflationist economy such as
Romania. Nowadays, national accounting regulations mention that all assets are to be
recognized initially at historical cost, except those assets that are contributed because they
are evaluated at contribution value and those assets that are obtained free and evaluated at
fair value. After initial recognition, all assets are evaluated at historical cost (according to
OMFP no. 3055/2009). There are exceptions referring to tangible assets and financial
instruments (including those financial instruments derived in consolidated situations) for
which we choose reevaluation, evaluation being made at fair value. Unlike international
regulations that somewhat eliminated using expressions like basic treatment and alternative
treatment, national accounting regulations continue to use expressions like basic evaluation
rules and alternative evaluation rules (OMFP 3055/2009).

Based on what we presented above we can appreciate the fact that no measuring basis can
be considered better than another. We consider that choosing an evaluation model depends
on the purpose of the evaluating process as well as on the intention of the enterprise to
obtain or not immediate profit. Constraints determined by the economic and legal context
have a very important role. Bertoni and De Rosa'* (2007, pg. 145-159) propose a matrix
(fig. 3) for the attributes of the value measurement basis.

Input value Output value
Historical values Historical cost Irrelevant
Current market value;
Current values Current cost net achievable value;
present value of future
cash flow

Figure no. 3 — Matrix for value measurement basis

14 Bertoni, M.; De Rosa, B. - Financial Performance According to IFRS and the Role of Comprehensive
Income, Economic Integration: Prospects and Dilemmas, A. Kumar, V. Kandzija, eds., pp. 145-159,
Ljubljana, Faculty of Economics, 2007 [online]. Disponibil la: http://ssrn.com/abstract=1544269.



The matrix presented in the figure above is used to analyze fair value as measurement basis.
The first dimension of the matrix in relation to the market, identifies attributes for
measuring the value of assets and liabilities that could be bought (input value) or sold
(output value) by the enterprise. The second dimension considered to develop the taxonomy
of the measurement presented by Bertoni and De Rosa, is the one that highlights fair value
criteria compared to historical cost.

As we have already said before, fair value is obtained by combining different measurement
attributes from the bottom level: “market value”, “actual value of future cash low”,
“replacement costs”. Some of these values are derived from commodity markets while
others from purchasing markets. All these attributes have something in common: they are
characterized by their orientation to present or future values. As a measurement feature, fair
value criteria refers to the inferior part of the matrix, the one on the bottom right especially.

II.  Fair value — an evolutionary notion with many aspects

Synthesizing opinions related to fair value presented by Frangois Mousel'> we can state
that fair value is an evolutionary notion with many aspects. This statement is justified by
the things presented as follows. Although it is presented in many international accounting
standards, the definition of fair value doesn’t appear in the conceptual framework of IFRS.
Fair value is defined by international accounting regulation as the amount for which an
asset can be changed or a passive settled between well informed parties, willingly in normal
competition conditions. This definition leaves us to understand that fair value is a market
value that materializes in a commercial transaction independent from specific internal
factors of the enterprise. At the same time, this definition translates the concern to
materialize this notion, meaning that a market value would be an external, objective and
verifiable reference that does not need subjective feedback.

For reevaluation regarding assets at a specific previous time to a transaction there is no fair
value by definition. An example for this ascertainment is fungible financial instruments
negotiated on a liquid and well organized market. For such instruments, the listed price at
a certain time is the amount used to change these instruments between well informed and
willing parties. This happens because from a historical point of view, the fair value concept
was used first for financial instruments. Moreover, the usefulness of applying the fair value
of financial instruments held at the end of the negotiation is justified because the value of
these assets would be represented by a potential selling price susceptible to materialize at a
certain time. Fair value would be justifiable through the imminence approach of a
commercial transaction. This is but a recent tendency that extends the concept of fair value
from financial instruments to tangible and intangible assets. The logic of this expansion is
totally different. Often, these assets are destined to a long time use so there is no imminence
of a commercial transaction concerning them. On the contrary, using fair value in these
cases reflects the conviction that purchasing costs oar but a pertinent indication of value
(using value) for this asset. While this observation seems debatable in theory, still, it leads
to major difficulties for practice and often makes us think to a change of meaning for the
term fair value. Regarding tangible and intangible assets, an enterprise has to choose
between 2 accounting methods: cost and reevaluation. The choice must be the same for

15 Translation and synthetization after (Mousel, 2006, pp. 157-162).



each category of assets, a category being a multitude of assets of similar nature and use.
Between categories of assets the evaluation methods may vary. This structuring is a breach
of the individual evaluation principle that is most important for a fiscal accounting. The
logic of using reevaluation model for tangible and intangible assets is pretty different from
the one regarding financial assets. Actually, the first are destined for a normal enterprise
activity because they are subject for depreciation. Overlapping the depreciation and
reevaluation technique, IFRS recognizes clearly that the net accounting value for an asset
using cost method ( purchasing cost minus accumulated depreciation) is not a pertinent
information, in most cases, as real value ( fair value), for this asset. Actually, these assets
destined for exploitation lack in unambiguous market value most of the time. Individual
regulation has to base itself on approximation to determine fair value: similar transaction
on comparable goods (with the possibility to report I time if the transactions do not exist at
the time of reevaluation) or recognizable evaluation methods in general. The obvious
problem of these approximations is that they turn the notion of fair value from external and
consensual reference value to an estimated theoretical value influenced by the enterprise.

III.  Fair value and the present financial crisis

The benefits of reporting fair value will indeed provide a “fair” picture of an entity's position
and its performance if the process in place to determine fair values incorporates a solid
understanding of the item in question, consistently applies reasonable assumptions and
judgment and, using plain English terms, discloses, to the user, any risks inherent in this
process and what this could mean for the financial statements.

Fair value is a basic underpinning of many accounting standards. It is used as the basis for
recognition of most transactions, the ongoing measurement of certain balances and it is
often used as a basis for evaluating the need for an impairment provision or write-down and
the amount thereof. Fair value in International Financial Reporting Standards (IFRS) is
intended to represent the best estimate of what independent, armslength third parties would
negotiate when buying an asset or agreeing to assume a liability. IFRS 13 — Fair Value
Measurement provides the following definition of fair value: * the price that would be
received to sell an asset or paid to transfer a liability in an orderly transaction between
market participants at the measurement date”. (IFRS 13) This definition is based on the
notion of an exit price because it reflects the price at which a market participant that holds
the assets or owes the liability could exit that asset or liability by selling the asset or
transferring the liability to a third party. Fair value is a market-based measurement using
assumptions that market participants would use when pricing the asset or liability, including
assumptions about risk.

International accounting regulations, especially fair value principle have been the target of
many allegations. At present the idea that fair value has had an important role in the
financial and economic crisis because of its pro cyclic effect, is certified. For this reason
the accounting regulations based on fair value have to be reformed. The causal relationship
between accounting regulations and economic crisis is a subject that causes a lot of
commotion. The debates on this regard have tried to find answers to a few underlying
issues: what is a market price when there is no transaction?; how do we measure
performance and what is its definition?; what is the relation between international



accounting regulations and gaining from financial markets?; do accounting regulations have
an impact on social responsibility of the enterprise?.

Propositions made by IASB and FASB (Exposure draft July 14™ 2009) leave a free
way to expansion of the fair value implementing perimeter. The expansion of fair value
implementing perimeter to result will lead to an increase of volatility for the accounting
result. Also, evaluating at fair value sends us to a model that favors measuring performance
through different items of active and passive in the balance sheet. Representation of the
enterprise as a portfolio of changeable assets and passive is the main principle of a normal
international accounting system. The expansion of use of fair value includes the increase of
accounting evaluations to prices based on models that are more difficult to estimate and
with a high uncertainty margin. There for the published accounting results are more opaque.

One of the arguments of those protecting fair value is that any alternative method
hides reality presented on a market. The idea that market price is useful information is
accepted, but at the same time it is considered that it should not change the result of the
enterprise. Assimilation of fair value market price is based on the efficiency of information
model of capital markets whose application is based on a set of assumptions that can’t
always be verified (market liquidity, integration of available information in assets price).
Interests of accounting regulators are oriented towards investors, but investors are not a
homogenous class from the point of view of accounting information. At present, short term
investors are favored by international accounting regulations which make the principle of
continuity to seem to not be respected but seem to be reflected in a short term management.

Fair value is obtained by combining different measurement attributes from the bottom level:
“market value”, “actual value of future cash low”, “replacement costs”. Some of these
values are derived from commodity markets while others from purchasing markets. All
these attributes have something in common: they are characterized by their orientation to

present or future values.

The debates on accounting regulations responsibility IFRS/ US GAAP to increase financial
crisis is far from over and it exists in a political and technical double dimension. On a
technical level the debate is about the perimeter of fair value application and on the other
hand it is about its estimation modalities.

In applying fair value measurements and disclosures, users need have access to more timely,
complete and relevant information but inevitably this brings with it some measurement
uncertainty. The benefits of reporting fair value will indeed provide a “fair” picture of an
entity's position and its performance if the process in place to determine fair values
incorporates a solid understanding of the item in question, consistently applies reasonable
assumptions and judgment .

In the search for culprits after the financial crisis, some political and industry commentators
have pointed the finger of blame at fair-value accounting. A recurring allegation in some
quarters is that it contributes to excessive leverage in boom markets and similarly
overblown write-downs of assets during a bust. A scenary which critics advance is that
banks are forced to sell distressed securities at fire-sale prices, depleting bank capital and
sending asset values through the floor. This can lead to a downward spiral that hurts banks



and investors. While large losses can clearly cause problems for banks and other
institutions, the jury is out as to whether reporting these losses under fair-value accounting
creates additional problems. Would the market have reacted differently if banks had used a
different set of accounting standards? Many commentators say that the accounting
principles were not the original cause of the crisis, there is an argument to suggest they
"sped up the impact". But only because accounting standards are definitely more fair-value
based these days than historically was the case. So they are by definition going to reflect
more current information. However, the switch to fair-value accounting is far from
complete, with trading-type operations tending to report under those standards while banks
assess most of their assets and liabilities under historical-cost principles.

In context of economic instability, with a negative impact on organisations dealing with
financial blockages or bankruptcy, performance can be measured only based upon the
accounting result. It is well known that any organization in order to survive has to balance
its earnings with the payments. Thus starts “the beginning of the end”, meaning the end of
payments. On the other hand, the accounting policies applied, distort the result. Do
profitable organisations have liquidities? Not in most cases. Behind profitability, they hide
serious problems of treasury. The actors of financial information are interested in a flowing
activity, especially in the organisation capacity to insure a proper speed for liquidities. Can
this kind of demand correspond to a commitment based accounting and based mostly on
profit? Under the wand of commitment accounting, ,,the marriage” of income=earnings,
expenses=payments, will never become “official”'¢.

Lag time between recognition of income in accounting and cashing, and
recognition of expenses in accounting and payment can decide the financial outcome of the
organization. In this context, practitioners and theoreticians focused their attention on the
treasury result, considered vital information for the organization, because it finances its
activity and it assures its durability.

Financial specialists have to ensure the financial balance of the organisation, a
balance between working capital and the need for working capital. Achieving this balance
reflects the efficient conduct of the business and its maintenance over several successive
financial years reflects the organization's success in economic and strengthen its market
position. When earnings and payments are not synchronized, the treasury registers a
positive or negative value. Positive treasury translates into financial unbalance and means
monetary deficit covered by loans at high costs. In order to avoid this situation, treasury
management plays a major role.

A classic accounting response to volatility is to recommend hedging. While that can reduce
overall volatility, it comes at a price. It's really a case of how much volatility the enterprise
can live with. We could take the view that , we've not lived with a lot of change in the past
and where we've thought there might be a lot of volatility we've done things to offset it and
taken out hedging.

16 Riileanu V., Raileanu A.S., 2009, Accounting and fiscal approaches regarding taxes, Publishing
Economica, Bucharest.



While historical-cost accounting may have delayed the delivery of some market
information on distressed companies, there are a lot of sources of information. In essence,
investors, creditors and regulators use accounting signals to form opinions and make
decisions If there is other information in the market you might actually have heightened
uncertainty because the accounting is not catching up. So it's not clear that having historical-
cost accounting would have calmed everybody's nerves. Ultimately, accounting attempts to
reflect the underlying economic circumstances, albeit not always with precision due to
measurement issues. The accounting is actually the barometer of declining or improving
circumstances, not the cause of it.

Though fair value accounting may not have originally started the crisis, researchers say it
may be contributed to slow recovery of the markets . When investment bank began to
realize the amount of default loans, they tried to value them based on mark- to- market
pricing. However, there wasn’t a market for these bad loans as the money dried up and the
subprime market became highly illiquid . Due to uncertainty in the economy, investment
banks began to revalue their bad loans using estimations in an attempt to sell their bad loans
and raise capital to survive . These estimations made by management were highly
overstated and inaccurate thus, investment banks were not able to sell the default mortgages
and inevitably the bank could not raise enough capital to survive. Here, fair value slowed
down the recovery of the economy as inaccurate estimations contributed to the closure of
investment banks.

Going forward, international accounting boards must realize that there are advantages of
both the historical cost method as well the fair value method. Here, one must remember that
the prime reason for both of the methods is to give the most accurate and reliable
information possible. To do this one cannot disregard the use of the historical cost method
and completely rely on the fair value method or vice — versa. A mixed model that
encompasses the advantages of both methods would be the most efficient way of valuing
assets in the current economy.

Firstly, international accounting boards such as IASB must differentiate between assets that
usually would increase or decrease in value over time and those that are relatively
stationary. Once assets are categorized, [ASB can publish which assets should follow the
fair value method and which should follow historical cost. For example, since the price of
property usually rises over time, the fair value method should be used for this asset as
apposed to historical cost. Second, to avoid volatility, IASB could let entities revalue assets
every five years as apposed to every year. Lastly, the most difficult assets to value are
financial instruments. A new accounting method may be needed in the future to correctly
value financial assets; perhaps one that lets entities revalue their financial assets on an
incremental five year basis and record unrealized gains while also finding a way to make
these unrealized gains more reliable.

In conclusion, since the 1970’s, the economy has changed drastically and new financial
instruments are becoming a more prominent part of an entities financial statements. To
correctly value the assets, the traditional method of historical cost accounting is not
applicable and thus the fair value method of accounting must be used. There are many



advantages and disadvantages of using the fair value method and there are even allegations
claiming the current financial crisis was caused due to the fair value method.

When comparing the historical cost method and the fair value method, one realizes the trade
off between using historical cost and being more reliable or using the fair value method and
being more relevant. Moving forward, accounting boards must find a way to keep asset
values reliable while also making them relevant.

The requirements to use fair value measurements have been criticized for producing
inaccurate results in the unusual market conditions recently experienced. Such results, it
is argued, hurt the company in the long run. If a company must record losses in such an
environment, critics claim, it signals bad news to investors that may ultimately be
misleading. Therefore, they say, it is preferable to record only realized gains and losses. In
considering this controversy, it is important to recognize that accounting principles such as
fair value are developed with the objective of providing information that will best serve the
interests of investors, businesses and policy makers over the long term.
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