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OBJECTIVES AND CONCEPTS OF ACCOUNTING
PREFACE

The Ministry of Commerce in Saudi Arabia has been concerned with the development of the accaunting and
audit profession in the Kingdom in order for this profession to cope with the ongoing changes in the financial,
commercial, and economic sectors and to meet the requirements of this profession which is deemed to be
ane of the crucial activities of the community.

After an extensive study, the Ministry has laid down the Objectives and Concepts of Accaunting which form

" the cdqcep_u_ta_i framework for financial accounting and the basis for the preparation of standards of financial

accounting. In light of these objectives and concepts, the General Presentation and Disclosure Standard has
alsc been derived. This is considered to be the means that would verify that financial statements are up to the
level which would give 2 fair view of the financial position of the enterprise, the results of its operations, and
the changes in the sources and applications of its funds.

Ministerial Resolution No. 692, dated 28.2.1406H {11.11.1985 A.D) considered the Statements of Objectives
and Concepts of Accounting and General Presentation and Disclosure Standard o be an official reference
which guides all Certitied Public Accountants licensed to operate in the Kingdom of Saudi Arabia.

The Ministry of Commerce has also canducted an analytical study to clarify the circumstances in which the
referenced standards were prepared, together with a classified comparison with similar standards in one or
more of the following countries:

USA.,

Great Britain,

West Germany, and
Tunisia

0O 0 0 o

This comparison was made with consideration of the nature of the subject, the circumstances of research
and the feasibiiity of such comparison. Results of this study were attached to the text of said statements in
arder to apply these standards, clarify them and justify the reasons for their application.
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1.1
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1.3

1.4

1.5

1.5.2

INTRODUCTION

The objectives of financial accounting have been determined by way of the fundamental concepts
dominating in Saudi Arabia and by way of defining the outputs of this financial accounting process.

Therefore, in determining the objectives of financial accounting in this staternent, the importance of

financial statements has been emphasised because they represent the final product of financial ac-
counting which is prepared for the inforrnation benefit of external parties who have an interest in the
enterprise.

The main objective of this statement is manilested in the following main points:
(para 51)

Assist areas concerned with the formulation of the standards of financial accounting and direct their
eftorts 1o prepare those standards within the framework of this established statement of objectives.

Assist chartered accountants and other areas concerned (eg the management of the enterprise) in
arriving ai the proper accounting procedures to handle the transactions for which financiat accoun-
ting standards have not been issued.

Enhance the understanding of competent rea&ers_ of the financial statements of the ipfo_rrnation ton-
tained therein and the limits of their appfication.

The objectives are not intended to be a recitation of information that should be included in the finan-
cial statements of a business enterprise in order for them to be useful to the intended users. Rather,
they are intended to define in broad terms the primary function of the financial statements of
business enterprises and the nature of the information that should be included therein. Since the
primary function of the financial statements and the nature of the information that should be includ-
ed therein depends on the information needs of the primary users of the financia! statements, the
statemnernt of objectives aiso describes in broad terms the primary users and their information needs.

The limitations of the financial statements are not intended to be a recitation of the specific informa-
tion that should not bk included in ihe financia! statements of a business enterprise. Ditferent types
of information about a business enterprise are sought by different parties for different purposes. ltis
not the function of financial accounting and/or the financial statements to provide every type of in-
tormation sought about a business enterprise. The statement of limitations is intended to define in

“broad terms the functions that will not be satisfied by the financial statements of 2 business enter-
prise. This may be due 1o : )

Conflict between the primary function of the financial statements and other functions that could
have been satisfied through the statements; or

The inability of financial accounting, given the state of its development, to produce information that
can satisfy the other functions. '
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SCOPE OF THE STATEMENT

This statement establishes the objectives and limitations of financial statements of business enter-

prises in Saudi Arabia. Financial statements are the principal means of communicating accounting

information to those outside an enterprise. The financial statements now most frequently provided in

Saudi Arabia are (a) Balance Sheet or Statement of Financial Position, (b) Profit and Loss or State-
ment of Income and (c) Statement of Sources and Application of Funds.

{para 52) : '

The objectives and limitations set forth in this statement apply to the financial statements of 2l

business enterprises regardless of how they are legally organized or the nature of their operaticns.

For example, the Statement establishes objectives for the financial statements of an enterprise

whether it is conducted as a one man business, a partnership or a company with limited liabiity.

Also, the statement establishes objectives for the financial statements of a business enterprise
whether its activities are trading, constructing, manutfacturing, service or financial in nature.

The objectives established in this statement apply to the financial statements of business enter-
prises as opposed to the financial statements of non business organisations. Business enterprises
are organized for profit and include government - sponsored entities whose primary operating pur-
poses are to provide goods or services at a profit equivalent.

The objectives and limitations in this statement apply to general purpose external financial
statements of a business enterprise. General purpose external financial statements are those
prepared by the management of a business enterprise on a periodic basis tor the benefit of external
parties who have an interest in the business enterprise. Accordingly, the statement does not apply to
financial statements andlor presentations that management might prepare for its own internal use.

General purpose external financial statements are intended to provide information that is useful 1o
external parties. However, because the information needs of external parties might be contlicting or
might be beyond the scope of financial accounting information, the objectives in this statement are
focussed on the common information needs of the primary external parties which can be satisfied by
accounting information.

Although the statement does not prescribe specific financial accounting standards, it defines the
objectives and limitations of genera! purpose external financial statements. These objectives and
limitations provide a focus for the establishment of financial accounting standards in Saudi Arabia.
Also, knowledge of the objectives and limitations of general purpose external financial statements in
Saudi Arabia enables all who are affected by or interested in those statements to better understang

the content and limitations of information provided by the statements, thereby furthering their ability
to use the information effectively.

TEXT OF THE STATEMENT
THE PRIMARY EXTERNAL USERS AND THEIR COMMON INFORMATION NEEDS ~

The primary external users of general purpose financial statements are current and prospective
equity investors, current and prospective lenders; and current and prospective suppliers who enter
into long term supply agreements with the business enterprise. Although governmental agencies, in
particular, the Zakat and Taxation Department and departments responsible for granting subsidies
often use the information in financial statements for their purposes, they are excluded as primary
external users because they can and do prescribe the form and content of the financial statements
submitted to them for their specialized purposes. Accordingly they do not need to rely on information
provided to other external users. Management is also excluded as an external user of general pur-
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3.1

pose financial staternents because managers including directors, can receive most of their financial
information about the business enterprise they manage in other reports which can be specialtg}
tailored to their needs. '

(para 53).

The primary use of financial statements, which is common to alf of the primary external users of
general purpose financial statements, is the making of business decisions. The making of a decision
involves a choice among alternatives. If there are no alternatives there is no choice to be made and
if no choice Is required no decision needs to be made. The usual basis for choice is evaluation of alter-
natives. Such evaluation involves assessment of future outcomes associated with each alternative,
and in business decisions, the economic consequences of those autcomes. The primary role of
financial statements is to provide financial accounting information that can help, together with other
information, the primary external users assess the future outcomes and the economic conse-
quences associated with alternative choices facing them. In this context, the common information
needs of the primary external users can be shown as follows:

{para 54)

CURRENT AND PROSPECTIVE INVESTORS

Choices facing current and prospective equity investors which involve a particular business enter-
prise are to sell or hold, or to buy or not buy an equity interest in the enterprise. A current investor
facing the choice of selling or holding his equity interest in a business needs information that can
help him assess the future outcome and the economic consequences associated with each alter-
native. The economic consequences associaled with the choices of selling or holding an equity in-
terest in a particular business enterprise normally take the form of cash flows to the current in-
vestor, i.e., cash flows from the sale and reinvestment of the funds or cash tlows in the form of future
distributions to him and future realizable value of his interest. The financial statements of the

business enterprise in which an investor has an equity interest can not be expected to provide him

with information about the economic consequences associated with the immediate sale of his in-
terest —a quotation from a willing buyer is needed for that — nor information about the ecanomic
consequences associated with investing elsewhere --the financial statements of other business
enterprises would be looked to for this. The role of the financial statements of a business enterprise
in the evaluation of alternatives facing a current equity investor, must be related to the evaluatibn of
the economic consequences from holding, i.e., not selfing, an equity interest in the enterprise. To
fulfill this role, the financial statements should provide a current equity investor with accounting in-
formation that can help him, together with other information, assess the prospects of cash flows to
him trom hoiding an equity interest in a business enterprise which, in turn, depends on the ability of
the enterprise itself to generate favorable cash flows and the sufficiency of those flows.

{para 55)

A prospective investor facing the choice of buying or not buying an equity interest in a particular
business enterprise needs information that can help him assess the future outcome and economic
consequences associated with each alternative. Obviously, the financial statements of a particular
business enterprise cannot be expected to provide him with information about the economic conse-
quences associated with not buying an equity interest in that enterprise. The role of the financial
statements of a particular business enterprise in the evaluation of alternatives facing a prospective
equity investor must be related to the evaiuation of economic consequences of buying an equity in-
terest in the enterprise. The economic consequences of buying an equity interest in a business en-
trprise normaily take the form of future cash flows to the prospective equity investor, i.e., future
distributions to him and the future reaiizable vaiue of his investment. The financial statements should
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3.1.2

provide a prospective equity investor with accounting infarmation that can help him, together with
other information, assess the prospects of cash flows to him from buying an equity interest in a
business enterprise which, in turn, depends on the ability of the enterprise itself to generate
favorable cash flows and the sufficiency of those flows.

(para 56)

In addition to investment decisions, current equity investors make decisions when they vote at
shareholders’ meetings. The types of decisions they make include the reappointment of directors,
confirmation of interim dividends and approval of the final dividend, appointment of the auditors,
adoption of the final accounts and a variety of other issues that vary among companies and years.
The reappointment of directors usually is the most important matter on which shareholders vote and
for which financial statement information can be of substantial value. In view of the direct
managerial responsibilities given to directors by law and the responsibility of the board of directors
to appoint the senior officers of the enterprise, the major issue involved in the reappaintment of
the present directors is the performance of management. Shareholders need to appraise manage-
ment's performance and the financial statements are useful to shareholders for this purpose.!

The evaluation of management performance is normally based on the objective of the evaluator. To
shareholders,2 the performance of management shoutd, sooner or later, be reflected in increased
cash flow to them. Sharehotders invest cash in a business enterprise and expect to obtain sufficient
cash in return to make the investment worthwhile. They should be directly concerned, when they
evaluate management, with the ability of the enterprise to generate favorable cash flows and the
sufficiency of those flows. Accordingly, the appraisal of management performance reguires the
same {undamental information as does the equity investment decisions.

{para 57)

CURRENT AND PROSPECTIVE LENDERS

Current and prospective lenders face a number of choices pertaining to & business enterprise for
which financial statement information would be helpful. Current lenders have the choice of selling
their claims, if they are negotiable; sometimes they are asked 1o renew their loan agreements, and

they may also have the choice of enforcing certain provisions or restrictive covenants included in

the original loan agreements. Prospective lenders have the choice of making or not making the loan
or investing or not investing in debt securities. Prospective lenders may also have the choice of in-
cluding any restrictive covenants in the loan agreements and also deciding on such basic features
as liens, mortgages, rates of return, payment terms and maturity dates. Choices made by current
and prospective lenders tall into two categories: (1) the basic decisions to lend or not, to seli or hold
the debt security, and to renew or not renew the loan; (2} the secondary decisions involving security
arrangements, rates of return, payment terms and maturity dates.

{para 58) ) :

The two categories of choices faced by current and prospective lenders clearly involve assessing
the enterprise’s ability to pay. The greater the lender’s doubt about repayment, the more restrictive

covenants and security arrangements he is likely to insist upon and the higher the rate of return he

1. Even when the business enterprise is not organized as a corparation, its owners would have a need 10 evaluate the performance of
ptotessional managers who have been given the responsibility to manage the enterprise on their behall, The need ol non-corporate
owners 1o evaluate the pertormance of management is similar to the need of shareholders.

See footnote No.1
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3.2

requires to cover his risk. To be sure, the lender requires a great deal of information about the
enterprise other than accounting information to help him make his decisions. However, to the extent
that his information needs can be me! by the enterprise's financial statements, this information
should provide him with indications of the enterprise’s ability to pay. Accordingly, current and pro-
spective lenders should be directiy concerned with the ability of the enterprise to generate favorable
cash flows and the sufficiency o! those flows which requires the same fundamental information.
{para 59)

SUPPLIERS

Suppliers who extend ¢redit 1o the business enterprise for a short period of time are like short-term
lenders. Both groups need not to be very concerned about the enterprise’s cash flows and ability to
pay much beyond the few months of their credit terms. Decisions by both of these groups, to make
the short-term loan or 1o grant the credit, are probably not based on financial statement information.
However, a supplier who enters into a long-term agreement with the business enterprise involving a
major portion of his output for several years has another concern aside from the creditor position.
Such a supplier should be concerned about the viability of his relationship with the business enter-
prise. Even if the business enterprise pays cash on delivery, the supplier who gears up to provide the
enterprise’s needs on a continuing basis makes decisions which must be based, among other things,
on the profitabitity of his relationship with the business enterprise for a long period. The supplier’s
decisions depend, among other things, on the enterprise’s financial stability and prospects for con-
tinuing the type and volume of business on which the supply relationship depends. The business
enterprise's financial statements might reasonably be looked to for evidence along this line. The
supplier should be directly concerned with the enterprise’s ability to pay its debts as they fall due,
that is its solvency, the stability of the volume of operations as indicated by total sales of the
category for which the supplier’s output is used and the profitability of these operations.

(para 60} ;

CUSTOMERS AND EMPLOYEES

Customers, especially permanent ones, and employees have a vested interest in the continuity of
the enterprise as a source that would satisfy their needs for materials or services, in case of
customers, or as a source of income, in case of employees. It is also obvious that the enterprise’s
ability to continue as a source of need satistaction for both customers and employees depends
primarily on its capacity to generate sufficient cash flow. This also requires fundamental information
similar to that required by current and prospective investors and lenders.

{para 61)

THE NATURE OF FINANCIAL STATEMENT INFORMATION

Generat purpose external financial statements are products of financial accounting. Accordingiy,
the ability of the financial statements to provide for the information needs of external users, and as a
result, the objectives of those staterments, is affected by the nature of the information that can be
generzted by financial accounting.

information contained in a particular set of general purpose financial statements pertains to an
identifiable individual economic entity. The economic entity may be a single legal entity or it may be
a holding company and its subsidiaries. The scope of financial statement information is limited,
therefore, to a specifically identified entity. '

(para 62)

Only events that have already happened, that are subject to monetary measurement, and which af-
fect the financiai position of the business enterprise are usually recorded in the accounts. Financial
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statement information is, therefore, largely limited to the monetary effects of the events of the
business enterprise that have already happened.

The financial position of the business enterprise is expressed in financia! accounting in the form of
an equation such as owners' equity = assets— liabiiities. Each event affecting the financial position
of the enterprise has effects on two or more items reflected in the equation. A central concern of
financial accounting is the classification of those effects into capital and income etfects. According-
ly. general purpose financial statement information is focussed on the entity's capital and income.
{para 83) ‘

Financial information that is accumulated in a set of accounts of a particular entity is reported to in-
terested parties at regular intervals during the lite of the business enterprise. The most common
reporting period in Saudi Arabia is a financial year.

{para 64)

The financial effects of events are measured in financial accounting on the basis that the enterprise
has no intention or necessity to liquidate or curtall significantly the scale of operations. This has an
important bearing on periodic financial statements. In so far as the business enterprise is a con-
tinuous stream of activities, the process of breaking the stream into periodic segments, for each of
which financial statements are prepared, serves many real connections and tends to give the finan-
cial statements an aura of precision that is not justified. Financial statements, even under the most
favorable circumstances, are tentative in character. The impression gained from them and the
decisions resting upon them may have to be changed in the light of future events and should be
tempered with a knowledge of this contingency.

{para €3)

Income from a particular transaction (or expenses associated with it} must sometimes be reported
before (or after) the associated cash transaction in order to determine the income properly at-
tributable to a period and the assets and liabilities at the end of that period. Accordingly, financial
statements information is not limited to cash receipts and disbursements.

{para 66)

Financial accounting does not undertake to quantify and report many variables and events that
might be of importance to external users when they make busines decisions. For example, financial
accounting does not undertake to measure the value of a good reputation for product quality or ser-
vices, or the social impact of the entity’s operations, or the impact of the genera! economic condi-
tions on the entity. Events not supported by documentary or other objective verifiable evidence are
not generally recorded in the accounting records, unless this is clearly required for some other
reason relating to the financial statements, for example, the need to disclose additional information
that will make the statements not misleading. Accordingly, financial statements information is but

one type of information that external users should utilize, together with other types of information,
when they make decisions.
(para 67}

Financial accounting does not undertake to provide external users with assessments of the
economic consequences of choices or alternatives facing them. The analytical work current or pro-
- spective investors and lenders need to undertake in connection with the evatuation of the economic
consequences of difterent choices or alternatives facing them is not part of financial accounting.
. Financia! accounting also provides information which is useful in the appraisal of management's
performance, but such appraisals are not accounting functions. In general, the financial accounting
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3.3

3.31

function of providing financial information must be distinguished from the use of financial informa-
tion.

(para 68)

"A business enterprise’s success or failure depends on many factors including general economic

conditions, demand for its products and services, supply conditions of its economic resources,
management's ability to take advantage of opportunities and to cepe with adverse conditions. Some
of the factors atfecting the enterprise’s success or failure are often beyond the control of its
management. Financial accounting usually can not and does not separate management perfar-
mance from enterprise performance. Financial statement information is, therefore, limited for the
purpose of asessing management performance apart from enterprise information,

(para 69)

OBJECTIVES OF GENERAL PURPOSE FINANCIAL STATEMENTS

On the basis of the previous analysis of the common needs of the users of financial statements, the
objectives of the financial statements may be determined as follows:

PRESENTATION OF INFORMATION SUITABLE FOR THE NEEDS OF THE PRIMARY USERS

The primary objective of general purpose financial statements is to provide equity investors, lenders
and others with similar information needs with accounting information that is useful in miaking in-
vestment and lending decisions involving the business enterprise. It is not an objective of financial
statements to determine what those decisions should be. Specifically, current or prospective equity
investors or lenders seek information that can help them assess the enterprise’s ability in the future
to generate sufficient favorable cash flow, that is, cash flow it can distribute to meet its obligations
as they fall due and make distributions to its owners without curtailing the scale of its current opera-
tions.3 A business enterprise’s ability to generate sufficient favorable cash flow depends primarily
on its ability to generate sufficient earnings trom its operations and to convert those earnings into
sufficient cash flow. Therefore, current and prospective equity investors and lenders seek informa-

tion that can help them assess the business enterprise’s ability to generate earnings in the future

and convert those earnings into sufficient cash flow.
{para 70)

PERIODIC MEASUREMENT OF THE BUSINESS ENTERPRISE'S ABILITY TO GENERATE
EARNINGS

The ability of a business enterprise to generate earnings in the {uture and to convert those earnings
into sufficient cash flow depends on many variables including, but not limited to, general economic
conditions now and in the future, current and future demand for its products or services, current and
future conditions of supply, management ability to anticipate and take aavantage of future oppor-
tunities as well as lts abillty to cope w:th adverse condltlons and the enterprlse s current financial

obligations. To be sure, assessing the |mpact of some of these variables on the enterpnse s perfor-

mance may require information that are outside the scope of the financial statements of a business
enterprise. However, information about the historicat abifity of the business enterprise to generate
sufficient earnings and convert those earnings into sufficient cash flow should be useful to current
and prospective equity investors and lenders when they make their assessments about future
enterprise performance. It should be noted that those assessments are not based on evaluation of
enterprise performance.“Accordingly, the primary focus of the financial statements of a business

3. Investors and creditors. in Saudi Asabia and other countries ordinarily invest in or lend to enterprises they expect ta continue. Ag- -

“cordingly, they are Interested in the cash flow an interprise can distribute while maintanining its scale of cusrent operations.

. 4. Thisdoes not mean that the future canbe predicted merely by extrapclating the past. Equity investors and lenders need 1o assess the

possible or probable lrnmct of variables that may cause change and 1orm 1heir own assessment about the tuture and its reiation to
the pasl.
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3.33

enterprise should be on information about the enterprise's earnings and how they relate 1o its cash
flow requirements. The most fundamental task of financial accounting, therefore, is the periodic
measurement of enterprise income.

{para 71)

PRESENTATION OF INFORMATION FOR THE EVALUATION OF THE ENTERPRISE'S ABILI-
TY TO GENERATE CASH FLOW

Pericdic measurement of income and information disclosed about income in the financial
stalements of a business enlerprise should, to the extent possible, be useful to current and prospec-
tive equity investors and lenders in assessing the potential cash flow to them from holding an equity
interest or a loan position in the enterprise.

Periodic measurement of incorne based on accrual accounting is more useful tocurrentand prospec-
tive equity investors and lenders in assessing the potential cash flow to them than periodic
measurement of income that is based on cash receipts and disbursements. The typical business
enterprise is a continuing process and income is a stream which must be broken up, for purposes of
measurermnent and reporting, into convenient time-sections. The operations of a modern business
enterprise are such that transactions, and events that affect its income stream during a pericd do
not always coincide with the cash receipts and payments resulting from those transactions and
events. Current and prospective equity investors and lenders are not only interested in transactions
and events that had an elfect on the enterprise’s cash flow during the period, but also in those tran-
sactions, and events that will impact cash flow beyond the reporting period. Accordingly, periodic
measurement of income based on accrual acceounting is essential to useful financial statements.

To be useful, information disclosed about income in the financial statements of a business enter-
prise should inciude the sources and components of that income and should differentiate beween
recurring and norn-recurring sources. Current and prospective equity investors and lenders are in-
terested not only in how much income a business enterprise has generated in a particular period of
time but also in information about the sources, components and incidents of that income. Informa-
tion about the sources, components and incidents of income helps investors and ienders in forming
their own expectations about the future and its relation to the past.

{para 72)

PRESENTATION OF INFORMATION ON THE ECONOMIC RESOURCES OF.THE ENTER-
PRISE

-Current and prospective equity investors and lenders usually seek to compare the enterprise’s per-

formance with others. These comparisons are almost always made in relative, not absolute terms,
that is, income is usually related to the resources available to the énterprise before the comparisons
are made. Accordingly, current and prospective equity investors and lenders are interested in in-
formation about the economic resources of the business enterprise as well as the sources of these
resources, i.e., its asselts, liabilities and owners' equity. Information about the enterprise’s assets,
liabilities and owners’ equity provides a basis for current and prospective equity investors and
lenders to evaluate information about the enterprise's income and its componerits during a par-
ticutar period of time. Accordingly, the financial statements should include Information peculiar to
the enterprise’s assets, liabilities and owners’ equity.




assessing the potential cash flows to them from holding an equity interest or a loan position in the
enterpise. Current and prospective equity investors and lenders ordinarily perceive a business -~ -
enterprise as a continuing stream of operations and activities investing cash in noncash resources :
to earn more cash. Accordingly,the measurement of and information disclosed about the enter- - -
prise’s assets, liabilities and owners' equity should be consistent with that perception.3

{para 73)

3.3.4.1 Measurement of and information about a business enterprfse's assels should differentiate between
' assets that are direct sources of cash and those that are not direct sources of cash , Assets that are
direct sources of cash are money and claims to receive fixed amounts of money. Assets that are not
direct sources of cash represent streams of future service potentials that are expected to be used
by the business enterprise In its future operations and indirectly contribute to future cash fiow.
Measurement of and information about assets that are direct sources of cash should, to the extent
possible, be geared toward providing Indications of their direct cash inflow potential. Measurement
of and information about assets that are not direct sources of cash should, to the extent possible, be
geared toward providing indications of their service potential to the enterprise's operations.
(para 74)

3.3.4.2 A business enterprise’s liabilities are almost always direct causes of cash payments by the enter-
prise. Accordingly, measurement of and information about liabilities shouid be, to the extent possi-
ble, geared toward providing indications of their direct cash outliow potential.
- (para 75) T

3.35 PRESENTATION OF INFORMATION ON THE SOURCES AND APPLICATIONS OF FUNDS -

Current and prospective equity investors and lenders are directly interested in the ability of the = ——
business enterprise to pay its obligations as they fail due and make distributions to its owners -~ |
without curtailing the scale of its current operations. Accordingly, the financial statements should --——
provide information about the sources and utilization of the enterprise’s cash andjor other liquid ---
resources. information about how an enterprise obtains and ‘spends cash andl/or other liquid —— -
resources, including the extent to which those resources are obtained from or spent in operations, .. —
about borrowing and repayment of borrowing and about cash received from and distributed to  — -
owners is useful in understanding the enterprise’s operations and in assessing its ability to pay its  ——.
cbligations as they fall due and make distributions to its owners. Information contained in the finan- —_
cial statements should therefore cover the following: -

1. Funds generated from or utilized in operations.
2.  Funds obtained from borrowing or utilized in the repayment of toans.
‘3. Funds generated from new investments or distributed to owners.

4.  Sources and applications of other funds.

5. The objectives of financial statements do not necegsarily change il an enlerpiise shilts from expected operation 1o expected li- =~
- guidation, but the information that is relevant 1o those objectives, including measurement of enterprise’s assets, liabilities and
bwner's equity, may change,
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LIMITATIONS OF GENERAL PURPOSE FINANCIAL STATEMENTS

General purpose financial statements that are prepared on a basis consistent with the objectives set
forth in this statement should provide useful information to cusrent and prospective equity investors
and lenders and others who have similar information needs. However, such financial statements
would have some cbvious limitations. '

General purpose financial statements are not intended to pfovide information that can be used,
without adjustment, by the Zakat and Taxation Department to compute the zakat or tax obligation, or
by other governmental agencies to compute the government subsidy due to a business enterprise.
Tax and subsidy policies are usually motivated by social, economic, political and fiscal considera-
tions which require accounting standards that may be ditferent than those which would be consis-
tent with the objectives of general purpose financial statements. However, with some adjustment,
general purpose financial statements would fulfill the requirements of zakat, tax, and government
subsidies.

{para 78}

General purpose financial statements are not intended to provide information about the progress of
the business enterprise toward achieving non-monetary cobjectives such as human resources
development, nor are they intended to provide information that can be used directly to assess the
social costs of the enterprise operations. )

{para 79)

General purpose financial statements are not intended to provide information that could be con-
solidated, without adjustment, into nationa! accounts. General purpose financial statement informa-
tion pertains to an identifiable business enterprise and does not provide a direct measure of the
value added by the enterprise to the gross national product or other measures of its contribution at
the macro level of the Saudi economy. '

(para B0)

General purpose financial statements are not intended to provide information that can be used to
evaluate overall management performance apart from the performance of the enterprise itself.
However, information about the enterprise performarnce is useful in evaluating how management
has discharged its stewardship responsibility to owners.

{para B1)

Because of the characteristics and limitations of the information that can be provided through the
financial accounting process, general purpose financial statements are not intended to provide a
direct measure of the business enterprise vaiue either in liquidation, or as a going concern, or a
direct measure of the risk associated with holding an equity interest or a loan position in the
business enterprise.

{(para 82) [Next paragraph is No. 233]
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3.

3.1

341

{para 233)

" CONTENTS OF FINANCIAL STATEMENTS

~INTRODUCTION

INTRODUCTION

To be consistent, financial accounting standards need to rest upon fundamental concepts. A con-
cept is a fundamental term that is given meaning. A term is fundamental because repeated
reference to it wili be necessary, either explicitly or implicitly, when financial accounting standards
are being established, interpreted or applied. For example, the term asset is fundamental because
many of the financial accounting standards will dea! with assets of the business enterprise and,
therefore, repeated references to the meaning of an asset will be necessary when those standards
are being established, interpreted or applied.

Financial accounting is a measurement and communication process. Measurement and com-
munication may take many forms. Different measurement and communication forms require dif-
ferent standards. The basic form of the measurement and communication process that is ap-
propriate for Saudi Arabia should be identified before financial accounting standards are establish-
ed.

The fundamental concepts of financial accounting define the basic features of financial accounting
in Saudi Arabia.

SCOPE. OF THE STATEMENT ' o

This statement defines the basic elements of financial statements of business enterprises, the con- . —
cepts that should govern the measurement of those elements and the criteria that should be used to -
evaluate the usefulness of the information to be disclosed in the financial statements. These con- .
cepts determine the basic features of financial accounting. Although the statement” does’ not .
establish specitic financial accounting standards for business enterprises, it will be used together ._._
with the Statement of Objectives and Limitafions of Financial Statements of Busmess Enterprisesasa
basis for establishing those standards.

BASIC ELEMENTS OF FINANCIAL STATEMENTS

Financial statements are the means by which the information accumulated and processed in finan-
cial accounting is periodically communicated 10 external pames Information reported in the finan-
cial staternents is of two basic types:

1)  **Stocks™ which relate to a point in time; and
2) “Flows™ which relate to a period of time.

“Stocks™ refer to information about the financial position of the business enterprise at a particular
point of time. The Statement of Financial Position (the Balance Sheet) is the main vehicle for com-
municating this information. Assets, liabilities and owners® equity are the basic elements that depict —
the financial position of the business enterprise at a particular point of time. o

"Flows" refer to information about the changes in the financial position of the business enterprise
during a period of time. They include: =
{para 234)




3.1.2

i) Information about the results of the enterprise’s operations for a period of time. The Siatement
of Income (Profit and Loss Account) is the main vehicle for comrunicating this information.
Revenues, expenses, gains, losses and net income (net loss) are the basic elements that
depict the results of the enterprise’s operation for a period of time;

(para 235)

iy  Information about the enterprise’s owners’ equity changes for a period of time. The Statement
of Changes in Owners Equity is the main vehicle communicating this information. Net income
(net loss), investments by and distributions to owners are the basic elements that depict
changes in the enterprise’s owners' equity for a period of time; and
(para 236}

iiiy Information about the enterprise’s sources and utilization of cash or other liquid resources for
a period of fime. The Statement of Sources and Applications of Funds is the main vehicle for
communicating this information. Changes in assets, liabilities and owners’ equity that affect
cash or other liquid resources are reflected as sources or utilization of funds in the Staiement
of Sources and Application of Funds. '
The basic elements of the financial statements of a business enterprise are, therefore, assets,
liabilities, owners' equity, revenues, expenses, gains, losses, net income (net loss), investments by
owners and distributions 1o owners. These ten elements are of two types. The first type is financial
position elements and includes the first three. The second type is changes in financial position
elements and include the last seven. The two types of elements are furdamentally retated in that
assels, liabilities and owners'equity are changed by elements of the other type and in that an in-
crease (decrease) in an asset can not occur without a corresponding decrease {increase) in another
asset or a correspongding increase (decrease) in a liability or owners’ equity. The results of the
tinancial accounting process are expressed in a set of fundamentally related financial statements
which articulate with each other and rest upon the same underlying data.
{para 237)

DEFINITIONS OF THE BASIC ELEMENTS OF FINANCIAL STATEMENTS

~
-

A practical definition of any of the basic elements of the financial staterents must provide a basis
for distinguishing between items which fall within a specified category and those which do not. A
definition of asset, for example, must enable an accountani to decide whether a specified item pro-
posed for inclusion in the asset category meets the characteristics of all those items which are to be
called assets. The definitions of the basic elements of the financial statements are a significant first
step in determining the content of financial statements. They screen out items that lack one or more
characteristics of assets, liabilities, revenues, expenses, gains, losses or other elements of financial
statements. The definitions are not intended to provide criteria as to when the elements of financial
statements should be recognized or what property of these elements should be measured. The
recognition criteria and the property of the elements that should be measured are detined by the
measurement concepts. Below are the definitions of the basic elements of financial statements:
{para 238)

1. ASSETS

An asset is any item capable of providing future services or benefits, the rights to which have
been acquired by the enterprise as a result of past transactions or events and which is
presently measurable in monetary terms with acceptable refiability, provided that it is not
directly associated with an immeasurable obligation.

{para 239)
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The previous definition indicates that an asset regardless of its form has the following five
essential characteristics:
(para 240)

)

if)
i)

iv)

v)

| i}

Service or benefit potential, that is, it embodies the capacity, singularly or in combination
with other assets, to provide future services or benefits which contribute directly or in-
directly to future net cash inflows;’

Association with the business enterprise, that is, the business enterprise can obtain the
benefits or services that the item embodies;

Past transaction or event, that is, the transaction or event giving rise to the enterprise’s
right to obtain the benefits or services has already occurred;

Measurability, that is, some property of the item which has a demonstrable relaticnship
to its service or benefit potential is subject to measurement in monetary terms with ac-
ceptable reliability;

Measurability of any directly associated obligation, that is, any obligation that is incurred
by the entity to obtain the right to the asset is subject to measurement in monetary termns
with acceptable reliability. “*Executory” contracts (which are substantially unperformed
by both parties) typically involve valuable rights to service or benefit potential and
burdensome obligations. The usefulness of including such rights amang the enterprise’s
assets would be seriously limited unless the related cbligations are measurable and,
therefore, are also included among liabilities.

LIABILITIES

A liabiiity is a present obligation of the business enterprise to transfer assets or provide
services to other entities in the future as a result of past transactions or events and
which is presently measurable in monetary terms with acceptable reliability, provided
that it is not directly associated with an immeasurable, but valuable, right.

{Para 241)

The previous definition indicates that a liability regardless of its form has the following six
essential characteristics:

A present obligation, that is, a liability embodies a presen! duty or a responsibility o one
or more other entities;

Conveyance or disposition of assets in the future, that is, the present duty or the respon-
sibility requires settlement by transfer or use of assets in the future at a specified or
determinable date, on occurrence of a specified event, or on demand;

1

_This. charactenst:c is prcbah&y _the most dmlcult 1o assess. Uncertainty about busmess and economic outcomes often could,
whether or not a pamcular itam that rmgm be an asset with the capaaty to prowde future benefits to the enterprise, preclude

recognmon asan asset. The ltm:ls ot items that may y be recogmzed as expensas or Icsses rather than assets because of uncenamty

are some in which managemant's intent in inltating certain events is cleany to acquure of enhance Mure Dbenefits avaxlable 1o tha
T énterprise, K e, Far exmnpl? Pusiness ¢ en!arpnses engage  in developmen( activines. deveiop markets tram employees engage in
preoperatmg ng activities and | the sumlar casas in whu:h iis dtmcuh 1o assss lhe future benerts The uncer:amty not about me :mem

"o increase future benelfits but aboul whether and, Tf S0, 1o what extent they succeed i doing so.
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iiiy  Association with the enterprise, that is, the duty or responsibility has to be satisfied by
. the particular enterprise with little or no discretion;

iv) Past transaction or event, that is, the transaction or event obligating the business enter-
prise has already happened;
dewons Frah
v)  Measurability, that is, some property of the obligation which has a demonstratable rela-
tionship to the future transter or disposition of assets is subject 1o measurement in
monetary terms with acceptabie reliability; and

vi) Measurability of any directly associated valuable rights, that is, any rights to future
benefits obtained by the enterprise as a result of the transaction or event which provides
the basis for the liability is subject to measurement in monetary terms with accepteble
reliability. :

{Para 242)

3. OWNERS' EQUITY -

Owners' equity is the residual interest in the assets of the enterprise that remains atter deduc-
fing its liabilities. Owners’ equity always equals net assets (assetsdiabilities) that iswhyitisa
residual interest. Equity in & business enterprise stems from ownership rights and involves 2
relation between the enterprise and its owners (as owners) rather than as employees, sup-
pliers, lenders, customers or in some other non-owner fole.

{para 243)

4. REVENUES

Revenues of a business, enterprise are increases of its assets of decreases of its fiabilities or a
combination of bath during a specific period of time from selling or producing goods, allowing

other entities to use enterprise assets, rendering services or other profit-directed activities e
that constitute the enterprise’s ongoing major operations.

{para 244) -
The previous definition indicates that revenues have the following characteristics: C J

) The increases in assets or decreases in liabilities that represent revenues result from

profit-directed activities as opposed 10 increases in assets that result from investment by

-owners, other capital contributions to net assets from nonegquity sources, additional bor-

rowing, receipt of assets purchased or as opposed to decreases in liabiiities that resull

from settiement of debt by means other than delivering goods or rendering services of
allowing others to use enterprise assels;

- e ..
Mr ST vy L. .

[ S N

i)y The profit-directed activities that result in the revenues constitute the ongaing major
operations of the enterprise s opposed to incidental or peripheral transactions of the
enterprise with other entities and other events and circumstances attecting it. The
distinction between the ongoing major operations of the enterprise and its incidental of
peripheral transactions with other entities and other events and circumstances alfecting
it depends to a significant extent on the nature of the enterprise, its operations and its
other activities. Ongoing major operations for one kind of business enterprise may be
incidental or peripheral to another. The distinction requires judgement but it is very im-
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portant. The primary purpose behind the distinction is to make the information about an
enterprise’s income, its components and incidents as uselul as possibie io the externa
users of the financial statements. The distinction provides the basis for differentiating
between revenues and gains which is another component of the enterprise’s income.

iy Revenues represent increases in assets or decreases in liabilities and accordingly, the
new assets or the settled liabilities should meet the characteristics of assets or fiabilities
as specified before; and

iv}  Theincreases in assets or decreases in liabilities is associated with a specified period of
time,
{para 245)

EXPENSES

Expenses are the expiration of assets or the incurrence of liabilities (or a combination of both)
during a specific period of time resulting from selling or preducing goods, allowing other en-
tities to use enterprise assets, rendering services or other profit-directed activities that con-
stitute the enterprise's ongoing major operations.

(para 24g)

The previous definition indicates that expenses have the foltowing characteristics:

i} The decreases in assets or increases in liabilities that represent expenses result from
profit-directed activities of the enterprise as opposed to decreases in assets that resuit
from distributions to owners, other retirements of owners’ equity, expenditures to buy
assets, settlement of debt or as opposed to increases in liabilities that result from addi-
tional borrowing or from buying assets;

i)  The profit-directed activities that result in the expiration of assets or the incurrence of
liabilities constitute the ongoing major operations of the enterprise as opposed to in-
cidental or periphera! transactions with other entities or other events and circumstances
affecting the enterprise; ’

i)  Expenses represent decreases in assets or increases in liabilities and accordingly, the
assets that expire or the new liabilities rmust meet the characteristics of assets or
fiabilities noted before; and -

iv) The decreases in assets or the increases in liabilities are associated with a specific
period of time.
{para 247)

GAINS AND LOSSES

Gains are increases in owners' equity (net assets) resulting from peripheral or incidenta! tran-
sactions of the business enterprise with other entities and other events and circumstances af--

fecting it during a specific period except those that result from revenues or investments by

owners or other capital contributions to net assets from nonequity sources.
{para 248) '

Losses are decreases in owners’ equity (net assets) resulting from peripheral or incidental

1
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transactions of the enterprise with other entities and other events and circumstances affecting
it during a specitic period except those that result from expenses or distributions to owners.
{para 249)

The previous definitions indicate that gains and losses have some common characteristics.
The common characteristics of gains and losses are:

] They affect owners’ equity (net assets), gains increase it and losses decrease it

i)  They result from peripheral or incidental transactions of the enterprise with other entities
and other events and circumstances affecting it as opposed to its ongoing major opera-
tions. This characteristic ditferentiates gains from revenues and losses from expenses,

iii) They do not result from transactions or transfers between the enterprise and its owners
as owners or from other capital contributions to net assets from nonequity sources; and

ivy They are associated with a specific period of time.
(para 250}

Notwithstanding the common characteristics of gains and losses, not all gains and losses
result from the same causes. Some gains and losses resull from exchanges between the
enterprise and other entities, for example, gains and losses from the sale of productive assets
that are not held for sale in the normal course of business. Other gains or losses result from
one sided transactions, that is, nonreciprocal transfers between the enterprise and other en-
tities, for exampie, from operating subsidies and from assessment of penalties by a govern-
mental agency. Still, other gains and losses result trom holding assets or liabilities while their
value changes, for example, from changes in foreign exchange rates. And still other losses
result from involuntary conversions of assets, for example, loss of assets due to theft,
destruction of assets due to fire or an act of God such as flood.

{para 251)

NET INCOME (NET LOSS) ’

Net income (net loss) of the business enterprise for a specific period of time is the increase
_(decrease) in owners' equity, i.e., net assets, during the period resulting from its revenues, ex-

penses, gains and losses which are associated with that period. It includes all changes in net

assets during a period except those resulting from investment by or distribution to owners or

those resulting from other capital contributions to net assets from nonequity sources.

(para 252) ’

The previous definition indicates the following characteristics of net income (net loss):

i Net income (net loss) is the result of all ongoing major operations of the enterprise; its
peripheral or incidental transactions with other entities and other events and cir-
cumstances affecting it, which give rise to revenues, expenses, gains or losses that are
associated with the specific period of time for which income is being measured,

if) Net income (net loss) does not result from transfers between the business enterprise and
its owners as owners or from capital contributions to net assets from nonequity sources;
and

30




i i)  Netincome (net loss) is a residual measure, that is, it is measured indirectly. It is the di-
' : ference between revenues, gains, expenses and losses.
(para 253)

The basic components of net income (net loss) are revenues, expenses, gains and losses.
- However, these components may be combined in different ways 1o obtain useful intermediate
‘ measures of the enterprise’s performance during a specific period of time. Example of such
. intermediate measures are gross profit, income from continuing operations and operating in-
come. Those intermediate measures are, in effect, sub-totals of net income {net loss).
{para 254)

I 8. INVESTMENT BY AND DISTRIBUTIONS TO OWNERS

Investment by owners are increases in the net assets of the business enterprise resulting from
transfers of assets to it from other entities, the performance of services for it by other entities,
or the settlement of its liabilities by other entities to obtain or increase equity interests in the
. enterprise.
i {para 255)

Distributions to owners are decreases in the net assets of the business enterprise resulting
from transferring assets, rendering services or incurring liabilities by the enterprise to its
owners to reduce or terminate their equity interest in the enterprise.

{para 256) ’

| A Tne previous definitions indicate the following characteristics for investments by and distribu-
ey tions to owners:

i) They represent one sided transactions between the business enterprise and its owners
as owners, that ig, nonreciprocal transfers between the enterprise and its owners as op-
e posed to exchanges with owners;

iy  Investments by and distributions to owners involve the transfer of assets or liabilities, to
. or from the enterprise and accordingly, the assets or liabilities that are being transferred
: ! must meet the criteria for assets and liabilities specified previously; and

5— Rl iti} Investment by and distributions to owners do not result in gains or losses to the enter-
' prise,
(para 257)

3.2 CONCEPT OF EVENTS, TRANSACTIONS AND CIRCUMSTANCES
3.2.1 INTRODUCTION

Changes in the entity's assets, liabilities and owners’ equity are caused by events, transactions and
circumstances atfecting it. Measurement in financial accounting involves the recognition of events
affecting the entity’s assets and liabilities, determining the amounts of changes in those assets and
liabilities and expressing those amounts in monetary units. Events, transactions and circumstances
that change the entity's assets, liabilities and owners' equity are the basis for the basic elements of
the entity's results-of operations—revenues, expenses, gains, losses and net income—and other
changes in its financia! position with which financial accounting is concerned.

{para 258) '




3.2.2 DEFINITION OF EVENTS, TRANSACTIONS AND CIRCUMSTANCES

Events are happenings of consequences to the entity. Events may be classified in many ways. From
the standpoint of financial accounting, events are either external or internal. External events are
happenings that involve interaction between the entity and other entities or its environment. Intecrnal
events are happenings that occur within the entity, that is, events in which oniy the entity par-
ticipates.

{para 259}

A) BEXTERNAL EVENTS

Externzl events that affect the entity’s assets and liabilities may take the form of transactions,
casualties or circumstances.
{para 260)

A.1 Transactions

A transaction invoives an actual transfer of an asset or a liability between the entity and
other entities.

Transactions may be two sided or one sided but they always involve transters of assatls
or liabilities to or from the entity. Two sided transactions are called exchanges. One sig-
ed transactions are called nonreciprocal transfers.
Exchanges are reciprocal transfers of assets or liabilities between the entity and other
s entities in which the éntit} either sacrifices or settles other liabiiities.

.o (para 261) ' '

Nonreciprocal transfers are transfers in one direction of assets or liabilities, either from
the entity to other entities or trom other entities to the entity. Nonreciprocal transfers - -
may be between the entity and its owners (as owners) or may be between the entity and
—— entities other than owners. . - et

- investments by and distributions to owners (as owners) are nonreciprocal transfers bet-
- ween the entity and its owners. The entity does not sacrifice any of its assets or incur any
—_ liability in exchange for owners investments, and it receives nothmg of value to itself in
exchange for the assets it distributes 10 its owners.
-— Nonreciprocal transfers between the entity and entities other than owners are one sided
———— transactions in which the entity either:

————— i) Sacrifices assets or incurs liabilities without obtaining other assets or discharging
other liabilities; or

iy  Receives assets or discharges liabilities without sacrificing other assets or obtain-
ing other liabilities.

Examples of the first type are the contribution of assets by the entity to a c:hantable
organization, imposition of taxes or fines or theft and examples of the second 1 type are
the receipt of subsidies, receipt of capital contributions from nonequity sources.
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A.2 Casualties

other entities. Examples are fire, floods and other events usually termed acts of God.

i
5; . ) Casualties are sudden, unanticibated expirations in the entity'.;s assets not caused by
!
% (para 262)

H

|

A.3 Circumstances

-

Some external events do not involve current transfer of assets and/or liabilities betwean
the entity and other eniities. Yet, they affect the entity. Such external events create
tavorable or unfavorable circumstances affecting the entity. The effect may be current
or potential. Favorable or unfavorable circumstances which have a current effect on the
entity are a present condition or a set of present conditions involving current gains or
: losses to the entity. Examples of such circumstances are increases or decreases in
' market price or the change in the economic utility of the entity’s assets.?

B {para 263)

o ( Favorable or unfavorable circumstances which have a potential effect on the entity are a pre-
| ' sent condition or a set of present conditions involving an uncertainty as to possible gain or loss
to the entity which will ultimately be resolved when one or more future events oceur or fail to
occur.2 Resolution of the uncertainty may confirm the acquisition of an asset or the reduction

- - of a liability or the loss or impairment of an asset or the incurrence of a new liability. A present -
condition of a set of present conditions invalving an uncertainty as to possible gain to the entity

is a *‘gain contingency”'. A present condition or a set of present conditions involving an uncer- --

) tainty as to possible loss to the entity is a "loss contingency™. Examples of gain contingencies
— e e which may result in the acquisition of assets or gains are claims against others for breach of

- - agreements, claims for reimbursements under condemnation proceedings and claims for —
_— e price redetermination upward under construction or similar contracts. Exampies of loss con- —

: e tingencies which may result in the incurrence of liabilities, or losses or impairment of assets -
— e+ e are pending or threatened litigations, assessments or possible assessments of additional _
e e taxes, guarantees of indebtedness of others, and uncertainty about the coilectibility of the en- '
_ tity's receivables. . i
e (para 264) -

Lo o B} INTERNAL EVENTS -

. internal events are happenings that occur within the entity, that is, events in which only the
‘ - entity participates. Internal events encompass all the acitivities involved in the process of -
: transforming assets and other resources into products (goods or services). Transforming -
assets and other resources into products could take many forms and is not fimited to manu- -—
facturing operations. It includes, for example, commercial, mining, transportation, exploration, - —
agricuiture and service operations. Internal events encompass all of the activities that are in-  -—
tended to result in a product with an exchange value higher than the cost of the resources used -
to make it availabie for exchange. ¢ e

{para 265)

2. Tnefact that a present condition or a set of present conditions may involve current or potential gains or losses to the entity does nat
mean that such gains or iosses should be recognized. Recognition criteria for events, transactions and circumstances are defined
by the recognition concept,




3.3

3.31

3.3.2

3.3.3

MEASUREMENT CONCEPTS
INTRODUCTION

Measurement in financial accounting involves the determination of the amounts of the basic
elements of financial statements of a particular business enterprise. The measurement concepts
define certain assumptions underlying the measurement process and the basic characteristics of
the measurement process itself. They include: the entity concept; the going concern concept; the
measurement unit concept; the periodic reporting concept; the recognition concept; the measure-
ment basis concept; and the matching concept.

{para 266)

THE ENTITY CONGEPT

The business enterprise is conceived of as an economic entity in its own right, separate and distinct
from the parties who furnish its assets. The business enterprise accounts and its financial
statements are those of the entity rather than those of the proprietor, pariners, stockholders or other
parties or groups concerned. Accardingly, the enterprise’s assets are the entity’s assets rather than
the proprietors’, partners’ or stockholders® assets. The enterprise’s liabilities are claims against the
entity's assets rather than claims against the proprietors’, partners’ or stockhoiders’ assets. The
business enterprise’s revenues and expenses are changes in the entity's assets and fiabilities rather
than changes in the proprietors’, partners’ -or stockholders' assets and liabilities. The business
enterprise’s gains and losses are changes in the entity's net assets rather than changes in the pro-
prietors’, partners’ or stockholders’ net assets. Net income is that of the entity rather than that of the
proprietors, partners or stockholders until such time as transter to the owners has been etfected.
(para 267)

That the entity concept is impertant for unincorporated as well as ihcorporated business enterprises
should be emphasized. Even if the enterprise is not a company, and usually powerless to hold legal
title to assets, financial accounting must regard assets dedicated to the business enterprise as be-
ing the entity's assets. Considerations of both management and equity call for the reporting of the
enterprise income, in the first instance, as the entity income even if no formal legal action is needed
to secure transfer to individual possession.

{para 268)

Recognition of the business enterprise as an economic entity in its own right in financial accounting
does not eliminate the problem of discerning the boundaries of the enterprise in certain cases. Ex-
cept for joint ventures, the business enterprise organized in accordance with the Saudi Company
Law is deemed as a juristic person i.e., a separate legal entity, from the date of incorporation (see
Article 13 of the Company Law). However, the legal entity may not always coincide with the
economic entity. The entity concept defines the business enterprise as an economic rather than a
legal entity. In general, an economic entity is any business undertaking with a single management in
control of its activities. In some instances, a number of distinct legal entilies may be controlled by a
single management as 1o justify treatment of the group, as one economic entity.

{para 269)

THE GOING CONCERN CONCEPT
The business enterprise, i.e., the économic entity, is assumed to have continuity of lite. In the

absence of persuasive evidence to the contrary, the economic entity is assumed to have a remaining
life greater than that of its limited lite assets. This means, in particular, that the Statement of Finan-

34

)




cial Position and the Statement of Income assume no intention or necessity to liquidate the entity or
curtail significantly the scale of its operations.
(para 270)

The going concern concept has an important bearing on financial accounting and the financial
statements of a business enterprise. In so far as the business enterprise is conceived of as a con-
tinuous stream of activities, it is the task of financial accounting to make the most relevant and
significant measurements possible of the continuous fiow of the business enterprise acitivities,
Under this concept, the most relevant and significant measurements of the continuous flow of the
business enterprise activities are those pertaining to allocating its efforts and accomplishments as
between the present and future and placing those efforts and accomplishments in contrast. The
process of allocating the continuous flow of the business enterprise activities between the present
-and future severs many real connections and tends to give an aura of precision to financial state-
‘ment information which in substantial measure depends on the course of future events. The financial
statements of a period, even under the most favorable circumstances, are tentative in character.
The complete picture of the business enterprise is never entirely discernable priar to final liquida-
tion. Accordingly, the decisions resting upon the financial staterents may have to be changed in the
light of future events and the staternents should be prepared with this consideration in mind. The net
‘income figure, its components, the statement of the financial position figures and the related
-disclosures should not suggest a finality that is far from real.

{para 271)

By means of the Statement of Income a section of the continuous flow of the enterprise’s efforts and
accomplishments is presented as an exhibit of the enterprise’s performance and management's ef-

" tectiveness in handling its available resources during a period of time. To serve this purpose well,

the Statement of Income should be prepared as a series of connected reports. That is, the Staternent
of Income should not neglect to recognize all peripheral and incidental losses and gains, as those
elements undoubtedly serve to modify the long-run income stream. By means of the Statement of the
Financial Position, a picture as of a moment of time of the enterprise's assets which are reasonably
associated with its future activities and the present claims against those assets is presented.
{para 272)

PR . .

THE PERIODIC REPORTING CONCEPT

Information that is accumulated in a set of accounts for a particular entity is reported to interested
parties at regular intervals during the life of that entity. In other words, the life of the entity is broken
into reporting periods to provide interested parties with test readings by which they can evaluate the
entity’s performance. The most common reporting period in Saudi Arabia is a year, calendar or
fiscal. A principal task of financial accounting, therefore, is the assignment of the entity's continuous
stream of activities to specific reporting periods.

{para 273)

The principal alternative to the accounting period as a unit by which to measure and report pertor-

- mance is the project or completed venture which may cover varying lengths of time. For typical

trading and manufacturing establishments and for most other fines of business in Saudi Arabia, the
period is clearly superior, from the standpoint of expediency to the project or venture, as the focus of
measurement and reporting the entity’s performance. Fegular accounting peridds, however
established or defined, are consistent and, therefore, promote comparability. - -

(para 274)
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3.36

THE MEASUREMENT UNIT CONCEPT

The measurement of assets, liabilities, owners’ equity, revenues, expenses, gains, losses and net
income rmust be made in a common denominator. The monetary unit is the comman denominator in
which measurement in financial accounting is expressed. The monetary unit in Saudi Arabia is the
Saudi Riyal. In the absence of significant changes in its general purchasing power, the Saudi Riyal is
assumed to be stable as a measuring unit.

{para 275)

Stating assets, fiabilities, owners’ equity and changes in them in terms of a common denominator is
prerequisite to performing the operations necessary {o measure the entity's financial position and its
periodic net income. Defining the unit of measure in terms of money may present problems because
of decrezses (inflation) or increases {defiation} in the general purchasing power of the money over
time. If moderate inflation or deflation were to persist for several years or if substantial inflation or
deflation were to occur over short periods, the general purchasing power of the Saudi Riyals used to
express the amounts of ditferent elements of the financial statements might be ditferent. For exam-
ple, the general purchasing power of the Saudi Riyals in which expenses are expressed might be dif-
ferent from the general purchasing power of the Saudi Riyals in which revenues are expressed; or -
the general purchasing power of the Saudi Riyals in which certain assels are expressed might be
ditterent from the general purchasing power of the Saudi Riyals in which other assets are expressed.
Significant differences in the general purchasing power of the Saudi Riyal over time hampers com-
parability of the entity's performance between years as well as between the entity and other entities
for the same year.

{para 275)

The basic effect of the measurement unit concept is that moderate changes in the purchasing power
of the Saudi Riyal that persist for several years or substantial changes in its purchasing power that
occur over short periods will require restating the financial statements for changes in the purchasing
power of the Riyal.

{para 277)

THE RECOGNITION CONCEPT

Financial accounting is concerned with the measurement of the amounts of change in the entity’s
assets andfor liabilities. Changes in the entity's assets and liabilities are classified as revenues, ex-
penses, gains, losses, investment by and distributions to owners and other changes in its financial
position. Changes in the entity’s assets and liabilities are caused by external or internal events.
Before a change in the entity's assets and/or liabilities is measured and classified, the event causing
it shouid be subject to recognition in the accounting records. The recognition concept defines the
broad criteria for the recognition of external and internal events that affect the entity.

{para 278)

The effects of external and internal events on the entity's assets and liabilities should be recognized
and reported in the time periods to which they relale in accordance with the criteria set forth in the
following paragraphs rather than when cash is received or paid.

(para 279)

A} RECOGNITION OF EXTERNAL EVENTS

External events have been classilied as transactions, that is, events invoiving transfers of
assets or liabilities between the entity and other entities: casualties involving sudden unan-
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ticipated expirations of the entity’s assets, and tavorable and unfavorable circumstances in-
volving current or potential gains or losses 1o the entity.
- {para 280)

Transactions have been classified as exchanges or nonreciprocal transfers. Nonreciprocal
o transfers have been classified as those between the entity and its owners and those between
B the entity and entities other than owners. Favorable and unfavorable circumstances have been

classified as those involving current gains or losses to the entity and contingencies. Con-

tingencies have been classified as gain contingencies or loss contingencies.

(para 281)

According to this classification, recognition wilt be as foliows:

1} Exchanges between the entity and other entities should be recognized in the accounting
records when the transfer of assets or liabilities takes place or when services are
rendered or assels are used.

2)  Nonreciprocal transfers to or from owners (as owners) should be recognized when the
transfer of assets or liabilities takes place.

3)  Nonreciprocal transfers to or from entities other than owners should be recognized when
assets are acquired, when assets are-disposed of or their loss is discovered {for exam-
ple, in the case of theft), or when liabilities are incurred or discovered {for example, in the

P case of penalty imposed on the entity).

. 4)  Casualties involving the entity should be recognized when the sudden, unanticipated ex-
piration of the entity’'s assets occurs or is discovered.

5) Damage or destruction of the entity's assets caused by other entities should be
recognized when the damage or destruction occurs or is discovered.

6) Favourable circumstances invoiving current gains to the entity should not be recognized
when they occur.® Instead, their effects shouid be recognized at the time of later ex-
changes or transfers. Although such favorable circumstances create current gains to

R the entity, for example, the increase in the market prices of its assets, such gains are not

. recognizable. They do not refiect or measure the progress of operating activity; they are

- not the result of any transaction or any act of conversion; they make availabie no addi-

tional liquid resources which may be used to meet obligations or make disbursements 1o

owners; and they have little or no legal standing as gains.

e 7) Unfavourabie circurmnstances involving current losses to the entity should not be
| , recognized when they occur unless they are indicative of a permanent loss, that is, the
. recorded amounts of assets will not be recovered in the normal course of business.

e B} Gain contingencies should no! be recognized until they are confirmed by future
i recognizable events.*

3. This does not mean that such gaine should not be disclosed. indeed, il material, they should be disclosed provided thal they meetthe ...
characteristics ot useful information discussed under the quality of information concepts in this statement.

4. See loctnote number 3.
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8) Loss contingencies should be recognized if available information indicates that it is pro-
bable that one or more future events will occur confirming that an asset had been im-
paired or a liability had been incurred and the amount of the loss can be reasonably
estimated.d
{para 282)

B) RECOGNITION OF INTERNAL EVENTS

Internal events refer to happenings that occur within an entity which affect its assets. Internal
events encompass all the activities involved in the process of combining and transforming
assets and other resources into products (goods or services). Internal events are intended 1o
add utility to assets, that is, existing assets are combined and transformed into products that
are intended to have more value than the original assets used. Utility added to assets by inter-
nal events should not be recognized until it is confirmed by later exchanges. However,
changes in assets caused by internal events should be recognized when they accur, Changes
in assets caused by internal events should be recognized by regrouping the recorded amounts
for those assets to reflect the status of their transformation into products or services. N
(para 283) l’.

3.3.7 THE MEASUREMENT BASIS CONCEPT

The measurement basis concept is concerned with the determination of the monetary effects of
recognizable external and internal events. 1t defines the basis for determining the amounts that
should be recorded and reported as a result of recognizable externa! and internal events. Because
the assets and liabilities and changes in them are inseparably connected, measuring the assets and
liabilities and measuring changes in them are two aspects of the same problem. Accordingly, the
measurement basis concept is stated in terms of the measurement of assets and liabilities. But, it is
aiso applicable to changes in assets or liabilities whether those changes are classified as revenues,
expenses, gains, losses or other changes in the entity's financial position.

(para 2B4)

Assets and liabliities are either monetary or nonmonetary. A monetary asset is money or a claim to
receive a sum of money the amount of which is fixed or determinable without reference to future _
specific prices of specific goods or services. A monetary liability is an obligation to pay a sum ol';___
money the amount of which is fixed or determinable without reference to future prices of specific
goods or services. Monetary assets include cash, trade debtors, notes and other debt securities
owned. Monetary liabilities will require the conveyance of monetary assets, usually cash. All assets
and liabilities that are not monetary are nonmonetary. Obligations calling for services or goods in
quantities that are fixed or determinable without reference to changes in prit:es; and obligations to
pay cash in amounts dependent on future prices of specific goods or services are nonmonetary
liabilities. Nonmonetary assets include goods held primarily for sale or assets held primarily for
direct use in operations of the entity; shares owned; intangibles; prepayments; and claims to cash in
amounts dependent on future prices of specific goods or services.

{para 285)

The monetary-nonmonetary distinction is significant to the external users of the financial
statements. Monetary assets and liabiiities are directly and more definitely tied to the times and
amounts of future cash flows. Nonmonetary assets and liabilities are indirectly-and less definitely tied - - -

S This does nal mean that loss contingencies which can not be recognized in accordance with this criteria shovid not be disclosed.
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to the times and amounts of future cash flows. Whereas measurement of monetary assets and
liabilities should be geared toward providing indications of their direct cash flow potential,
measurement of nonmonetary items should be geared toward providing indications of their indirect
cash flow potential.

A) ACQUIRING ASSETS

The basis for measuring and initially reéording acquired assets should be their fair value on the
date of acquisition, that is, their acquisition cost. Applying this basis to the acquisition of an
asset depends on the nature of the transaction:

i}  An asset acquired by exchanging cash should be measured and initially recorded at the
amount of the cash disbursed;

fi) An asset acquired by exchanging a nonmonetary asset should be measured and initially
recorded at the fair value of the nonmonetary asset given up;

iii)  Anasset acquired by incurring a liability should be measured and initially recorded at the
present value of the amount to be paid;

iv)  Anasset acquired by issuing shares (or equity interests) of the acquiring entity should be
measured and initially recorded at the fair vaiue of the asset® , that is, shares issued (or
the increase in owners' equity because of investment by owners) should be measured
and recorded at the fair vaiue of the consideration received for the stock;

P V) A nonmonetary asset received by the entity in a nonreciprocal transfer from nonowners
[ should be measured and initially recorded at its fair value.
. {para 287)

B) MEASUREMENT OF AN ASSET VALUE AFTER ACQUISITION
The nature of an asset, and not the manner of its acquisition, determines the entity's subse-
quent measurement of its recorded amount. Assets are classified as monetary or hon-
( - monetary.
N (para 288)

1. Measurement of monetary assets after acquisition

The basis for measuring and reporting recorded monetary assets should be the present
value of the amounts expected to be collected. In the case of cash, this should be its face

1 amount. In the case of short-term claims to cash, this shouid be their face amounts
e reduced by an estimate of the amounts considered to be uncollectibie. in the case of
. iong-term claims to cash, this should be the amounts expected to be collected dis-
L counted to the present time based on the cost of money established in the transactions
- that resulted in the acquisition of those assets.
- {para 289)

6. An asset acquired may be entire entity. The acquisition of an entire entity should be differentiated frarn similar transactions which
have the eflect of uniting the ownership interests of two entities without disbursing resources of either enlity. It should ziso be dif-
ferentiated trom transfers of net assets and exchanges of shares between entities under common control. These types of transac-
tions are not considered acquisitions. Rather, they are considered changes in the legal forms of the entities involved.
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2. Measurement of nonmonetary assets after acquisition

The basis for measuring and reporting recorded nonmonetary assets should be their
historical costs after adjustment for decline in their service potential because of use or
because of unfavorable circumstances, damage or destruction, This basis of measure-
ment is applicable whether the nonmonetary assel is held for sale in its present form,
held for use or held as an investment to yield income andfor appreciation. Historical cost
represents, at acquisition date, a minimum judgement by management of the value of the
nonmonetary asset’s contribution to the entity's future cash flows. Historical cost of &
nonmonetary asset, not its current sale price or current replacement cost’, is the rele-
vant measure of its service potentia! because the entity's own management—not just
other buyers and sellers—participated in the establishment of the price that determinad
the asset's historical cost.? To be sure, external parties might be interested in informa-
tion about the current sale value or the current replacement cost of the entity’s non-
monetary assets. Such an interest does not justify substituting a measurement basis
based on prices established by other buyers and seliers for 3 measurement basis based
on prices that the entity had participated in estabiishing.” ,
{para 290) ' '

3.  Asset disposition measured

The basis for measuring and recording disposition of assels should be their acquisition
costs as adjusted for amortization and other recognized changes in acquisition costs
(the recorded amounts for the assets). Applying this basis to the disposition of an assel
does not depend on the nature of the transaction. Accordingly decreases inassetsas a
result of disposition should be measured by the recorded amounts of the disposed assets
whether the disposition is effected through an exchange, a nonreciprocal transter to
owners'? or to entities other than owners.

{para 291)

7. A cutrent market price may be an exit price or an entry price. Exit prices are prices in the market in which the entity would sell a -
nonmonetary asset. Entry prices are prices in the market in which the entity would buy a nonmonetary asset. Acurrent sale priceis
a current exit price. Current replacernent cost is a current entry price, The entity may or may not be involved in establishing .exit and
entry prices. The entity was invoived in establishing exit and entry prices for the nonmonetary assets it has sold or purchased.
Historicat cost is an entry price that the entity was involved in establishing on acquisition date. Current replacement costs and cur-
rent sale prices are entry and exit prices which the entity is not involved in establishing lor the nonmonelary assets which it currently
hoids. These prices represent current judgements by other buyers and sellers of the service potential of nonmonetary assets similar
to those that the entity holds. These judgements atfect the enlity's nonmonetary assets’ contribution to its future cash flow il it were
to buy or sell nonmonetary assels at those prices.

8. The Saudi Riyal in which historical cost is expressed may have to be adjusted because ol significant changes in its purchasing
power. Adjusting the Riyals in which the histarical cost is expressed does not change the measurement basis of nonmonetary
assets. The measurement basis is still historical cost. However, the number of Saudi Riyals representing the historical cost amount
is more or less than at date of acquisition because of inflation or deflation.

9. This does nol mean that the interest which external parties might have in information aboul the current sale value or the current
replacement cost of nonmonetary assets should be ignored. It such information meets the criteria of uselul inlormation set forth
under the quality of information concepts, it should be disclosed.

10. The distribution of nonmonetary assets 1o owners in lieu of cash 10 satisfy dividend requirements is not a nonreciprocal transter to
owners. The declaration of dividends creates a liability that should be measured on ihe basis of the amounts to be paid. The creation
of the liability for dividends is a nonreciprocal transfer to owners, The distribution of nonmanetary assets in lieu of cash is a setlie-
ment of the dividend liability. A gain of loss should be recognized if the recorded amount of the non-manetary assel that will be
distributed is difterent from the amount of the dividend liability.
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D)

MEASUREMENT OF INCURRING LIABILITIES

The basis for measuring and initially recording incurred liabilities should be the present value
of the amounts to be paid. Applying this basis to the incurrence of 2 liability depends on the
nature of the transaction:

i)

fii)

A liability incurred in exchange for cash should be measured and initially recorded at the
amount of cash received;

A liability incurred in exchange for a nonmonetary asset should be measured and initially
recorded at the present value of the amounts to be paid or the fair value of the non-
monetary asset received whichever is more clearly evident;

A liability incurred as a result of a nonreciprocal transfer to entities other than owners,
for example, imposition of taxes or fines, should be measured and initially recorded at
the amounts to be paid; and

A liability incurred as a result of a nonreciprocal transfer to owners, for example,
dividends payabie, should be measured and initially re§orded at the amounts to be paid.
{para 292) ) )

MEASUREMENT OF LIABILITIES AFTER THEY HAVE BEEN INCURRED

The nature of a liability and not the manner in which it had been incurred determines the
entity’s subsequent measurement of its recorded amounts. Liabilities are classified as either
monetary or nonmonetary.

(para 293)

1.

Measurement of monetary liabilities after they have been incurred

The basis for measuring and reporting recorded monetary liabilities should be the pre-
sent value of the amounts expected to be paid.in the case of short term liabilities, this
should be the face amount of liability, that is, the amounts expected to be paid without
discounting. In the case of long-term liabilities, this should be the amounts expected to

be paid discounted to the present time based on the cost of money established in the
transactions that resulted in the incurrence of those liabilities.

{para 294)

Measurement of nonmonetary liabilities after they have been incurred

The basis for measuring and reporting recorded nonmonetary liabiiities should be the
eoriginal prices established by the entity in the transactions that resulted in the incurrence
of those liabilities.

{para 295)

Settlement of liabililies measured.
The basis for measuring-and recording the settlement of fiabilities: that is, -liability

decrease, should be their recorded amounts. Applying this basis to the settlement of a
liability does not depend on the nature of the transaction. Accordingly, decreases in
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liabilities should be measured by the recorded amounts of the settled liabilities whether
the settlement is effected through an exchange, a nonreciprocal transfer to owners or
entities other than owners.

{para 296)

MEASUREMENT OF THE EFFECT OF INTERNAL EVENTS ON THE RECORDED
AMOUNTS OF ASSETS

Interna! events transform and combine assets and other resources into an output of product
which may be either goods or services. Internal events in this sense are not restricted to
manufacturing activities, but include other activities such as merchandising, transportation,
warehousing, holding goods or other assets and leasing or rental of owned assets. The cutput
of product resulting from internal events is intended to have added utility. Utility created by in-
ternal events should not be measured at the time the internal events occur. Instead, previously
recorded amounts of assets (their acquisition or historical cost) that are totally or partially
consumed by internal events should be shifted or allocated between asset categories or bet-
ween activities or periods during which the internal events take place. Theretore, the acquisi-
tion or historical cost of assets that are totally or partially consumed by internal events are
assembied by products or time intervals, not because, as regrouped, they express new values,
but because they express part of the total effort made to bring about revenues, that is, costs of
future revenues. Once revenues are recognized the related costs should be matched with
those revenues to measure the utility added by internal events represented by those costs.
Some costs, like manutacturing overhead which can be traced to a product, should be
allocated directly to a product; but other costs, like administrative overhead, which can not be
traced to a product, should be aliocated only to time periods, that is to say, against lotal
revenues recognized for the period.

(para 297)

THE MATCHING CONCEPT

Matching is the process of recognizing, measuring and relating revenues, expenses, gains and
losses of an entity for an accounting period. This is the process through which the entity’s net in-
come (net loss) for an accounting period is determined. Net income (net loss) for an accounting

period is the residual amount after expenses and losses have been matched with revenues and

gains. The matching process should be accomplished by separately recognizing and measuring
revenues and gains and separately recognizing and measuring expenses and losses. When these

are summarized and the algebraic sum is determined, it represents net income (net loss).
{para 298}

A)

REVENUE RECOGNITION

Revenues represent a flow of assets into the entity (or decreases in liabilities) from delivering
or producing goods, rendering services, permitting others to use entity’s assets or other ac-
tivities that constitute its primary central ongoing operations. The primary business operations
of an entity refer to those activities in which its resources are utilized (for example, the
manufacture and saie of a product) in contrast to transactions which may be unavoidable but
which, nevertheless, are only incidental to the primary function of the entity ({or example, the
disposal of a piece of equipment). Primary business operations are characterized by their
repetitive nature in contrast to those activities which occur infrequently and are considergd to
be nonrecurring or peripheral. '

(para’299)
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B)

Q)

Revenue recognition is concerned with selecting the point of time at which revenues are to be
recognized. It is generally acknowledged that revenues are earned gradually and continuously
by the entire process of business activity, ot just at a single point of time such as the moment
of sale or the accomplishment of delivery to a customer. It is also generally acknowledged that
asa practical matter the amount of revenues earned by the entire process of business activity
may nat be determinable until that process is terminated by a sale or delivery. Accordingly,
revenue should be recognized at a specific point in the earning process. Since revenues
represent increases in assets or decreases in liabilities, the point in time at which revenues are
recognized is also the point in time at which the related increases in assets or decreases in
liabilities should be recognized. Therefore, revenues should be recognized when two condi-
tions are met:

{para 300)

i) The earnings process is complete or virtually complete; and

i}  An exchange has taken place.

Clearly the earnings of revenues is the rmost important single factor in the recognition of
revenues. There is no set of circumstances in which the recognition of revenues before they
have been earned would be acceptable. For example, payments are sometimes received in
advance—as in the case of payments for professional services in advance. Such advance col-
lections should not be recognized as revenues, however, until they have been earned by
rendering the services. The exchange required as a second condition for revenue recognition
determines the time at which 1o recognize revenue. Accordingly, revenues should be recorded
when products are sold, services are provided or entity’s assets are used by others.

{para 301)

MEASUREMENT OF REVENUES

Revenues should be measured at the price established in the exchanges, that is, by the
amount of the increase in the entity’s assets or decrease in its liabilities resulting from deliver-
ing products, providing services, or allowing others to use assets without consideration of any
simul:aneousiy related reductions in assets or increases in liabilities. For example, when sales
are made on account, the amount of revenues shouid be measured by the amount of the in-
crease in accounts receivable, which should equal the prices established in the saie transac-
tion. The reduction in the amount of inventory and other past, present and future costs at-
tributabie to the sales transactions should not enter into the revenue measurement.

(para 302)

EXPENSE RECOGNITION

. Expenses refiect the flow of assets (represented by their acquisition or historical costs) out of

the entity as a result of the expiration of resources utilized in the creation of revenues. If the
economic services embodied in a group of assets are invested in another group of assets;
there has been no expiration; there has merely been a transtormation in the form in which
those economic services are stored for future benefit. Hence, the creation of a product by the
utilization of materials, labor and facilities does not constitute an expiration of resources: itisa -
transformation into a new form represented by that product. When the product is sold, its
usefulness to the entity will indeed have expired. At that time, an expense is incurred.

{(para 303) . :

-
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Expense recognition is concerned with selecting the point of time at which expenses should be
recognized. Expenses should be identified either with specific revenues or with specific
periods of time. The recognition of revenues, therelore, dictates that certain expenses closely
associated with those revenues be recognized at the same time. Obvious examples are the
cost of goods soid and salesmen's commission. These should be recognized as expenses at
the same time that the sales are recognized as revenues. Other expenses have no direct rela-
tionship to revenues but do have a direct relationship to the period during which revenues are
recognized. The trading establishment building in which sales are made does not depreciate
with each individual sale, but it does depreciate over the period of time during which sales are
made. The wages of supervisory persannel do not increase with each individual sale, but they
may be directly identified with periods of time during which sales revenues are created. Ex-
penses that have no direct relationship to revenues but do have a direct refationship to the
periods during which revenues are recognized fall, therefore, in two categories:

(para 304)

) Those that represent allocation of the acquisition or historical cost of assets that benelfit
more than one period; and

i)  Those that represent costs incurred duricy the period to obtain benefits that are ex-
hausted in the same period.

When more than one period receive benefits from a single asset, expense recognition should
be based on an allocation of the acquisition or historical cost of that asset to the periods

;;ériods benefited. When costs are incurred during the period to obtain benefits that are ex-

hausted in the same period, the cost should be recognized as an expense immediately.

. To summarize, expenses should be recognized based on one of these criteria:

—— {para 305)

i) Direct association with revenues recognized during the period; or -
i)y  Aliocation of cost between periods benefited; or

i) tmmediate recognition.

~——————— EXPENSE MEASUREMENT )

Expenses should be measured by the amount of the decrease in assets or the increase in liabilities '

resulting from the rendering of goocds or service or from permitting others to use the entity’s assets
without consideration of the revenues which occur simultaneously. For example, if the creation of
revenues is culminated in the form of sales made on account, expenses are measured by the
amount of decreases in inventory, cash and other assets and the amount of increases in wages
payable and other liabilities attributable to the sales transactions. The concurrent increase in trade
accounts receivable does not enter into the measurement of expenses.

{para 306)

_ The measurement basis for expenses which are recognized by direct association with revenues
. recognized during the period should be the acquisition or historical cost of the assels whose cost is

benefited. Estimates will often be necessary in allocating the costs of such assets to the
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3.4.1

being allocated to the periods benefited. The measurement basis for expenses recognized based on
immediate recognition should be the acquisition prices of the benefits acquired.
{para 307) : ‘

E)

GAINS AND LOSSES

Gains are any increases in net assets other than those resulting from the entity’s primary
operations and those resulting from additional investments by owners or capital contributions
to net assets from nonequity sources. The recognition criteria set forth under the recognition
concept limit recognizable gains to those that result from events that involve transfer of assets
or liabilities. Accordingly, gains should be recognized only when the transfer of assets or
liabilities takes place. Recognizable gains may result from.an exchange. Examples of such
gains are the sale of fixed assets at an amount in excess of their unexpired historical costs and
the settiement of liabilities for a consideration less than the amount at which such liabilities are
recorded in the accounts of the entity. Recognizable gains may also result from nonreciprocal
transfers with entities other than owners. Examples of such gains are the forgiveness of
liabilities owed.

(para 308)

Losses are any decreases in net assets other than those resulting from distribution to owners
or those resulting from the creation of revenues. The recognition criteria set forth under the
recognition concept limit recognizable losses to those that result from:

{para 309)

i) Exchanges—such losses should be recognized when the exchanges have taken place;

if)  Nonreciprocal transfers—such iosses should be recognized when the transfers have
taken place;

iliy Theft or damage to the entity’s assets by others—such losses should be recognized
when discovered;

iv) Casualties—such losses should be recognized when the casualty occurs or.is
discovered;

v)  Unfavorable circumstances which have a current effect on the entity—such losses
should be recognized when the unfavorable circumstances indicate that the recorded
amounts for the affected assets are perrnanently impaired; and

vi} Probable loss contingencies—such losses should be recognized when available infor-
mation indicates that one or more future events are likely to occur confirming the loss or
impairment of an asset or the incurrence of a liability provided that the amount of loss
¢an be reasonabiy estimated,

THE QUALITY OF ACCOUNTING CONCEFTS

INTRODUCTION

-~ The quality of.information concepts define the characteristics or the criteria of useful accountingin-

formation. These characteristics or criteria should assist those responsible for-establishing accoun-
ting standards, as well as, those responsible for the preparation of financial statements in evaluating

45




34.2

financial information produced by alternative accounting methods and in differentiating between
necessary and unnecessary disclosures. The usefulness of financial information must be evaluated
in relation to the objectives of presenting financial statements which are focussed on heiping current
and prospective equity investors, lenders and others make decisions invoiving the entity.

(para 310)

The decision making objective of presenting financial statements leads to the overriding criterion by
which alternative accounting methods or disclosure choices can be evaluated. Given a choice from
among alternative accounting methods or given a number of disclosure choices, the method that
should be chosen or the disclosure that should be made is the one that produces the information that
is most usetul for decision making by current and prospective equity investors, lenders and others
who have similar information needs.

{para 311)

To say that a choice from among alternaitive accounting methods or disclosure alternatives should
be based on the usefulness of the resulting information for decision making is not sutficient guidance
to those who have 1o make the choice. The specific characteristics that would make the information
usefui for decision making need to be discerned and defined. These characteristics are:

A) Relevance

B) Reliability

C) Neutrality

D) Comparability

E) Timeliness .

F)  Understandabilily
G) Materiality

H) Optimal disclosure

RELEVANCE

Relevance refers to the existence of the close relatlonshnp between the financial accountmg infor-
mation and the purposes for which this information is prepared.

- -

To be useful, financial accounting information should be relevant to one or more decisions of users

of that information. On this basis, onée can give a specific meaning of relevant financial accounting
information. ) )

{para 313)

INFORMATION WHICH MEETS THE OTHER CRITERIA OF USEFUL INFORMATION IS RELEVANT
TO A DECISION IF IT HELPS THE DECISION MAKER EVALUATE AN OUTCOME FROM ONE OF THE
COURSES OF ACTION UNDER CONSIDERATION.

e v

Current and prospective equity investors and lenders have many courses of action under considera-

fion. Some of these courses of action involve a particular entity but others do not. Obviously finan-

"gial accounting information can only be relevant to evaluating an outcome of a course of action that ~
invoives the entity about which the information is presented. Financial accounting information of a

particular entity can not and should not be expected to be reievant to evaluating an outcome of the
course of action that does not involve that entity. For example, the financial statements of the entity
in which an investor has an equity | :merest can not be expected to provide him with information about

" - the outcome from the immediate sale of his interest—a quotation from a wnll:ng buyer is needed for

that—or information about the outcome from investing elsewhere—the financial statements of
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other entities shouid be looked to for this. For this reason, the STATEMENT OF OBJECTIVES OF

~ FINANCIAL STATEMENTS OF BUSINESS ENTERPRISES concludes that the role of the financial

statements of a particular entity in the evaluation of outcomes of different courses of action under
consideration by current and prospective equity investors and lenders must be related to the
evaluation of the outcome from holding an equity interest or a loan position in the entity, (see
discussion and analysis noted before). On this basis one can give a more specific meaning of rele-
vant financial accounting information:

(para 314)

INFORMATICN ABOUT A PARTICULAR ENTITY WHICH MEETS THE OTHER CRITERIA OF USEFUL
INFORMATION IS RELEVANT IF IT HELPS CURRENT AND PROSPECTIVE EQUITY INVESTORS AND

- LENDERS EVALUATE THE OUTCOME FROM HOLDING AN EQUITY INTEREST OR A LOAN POSH-

TION IN THAT ENTITY.
{para 315)

RELIABILITY

Users of financial accounting information prefer that such information has a high degree of
reliability. Reliability is the characteristic which permits users to depend upon information with con-
fidence. Reliable financial accounting information reflects two qualities as follows:

(para 318)

)  The information is an accurate representation of what it purports to repfesent. .

That is, there is close “correspondence™ between such information and reality, Appraising a
measurement method in terms of this quality, that is, the degree to which information prod‘uc-
ed by the method corresponds with reality, can not be done in general. Specific circumstance
must be known before one can say whether a given measurement method c¢an be considered
sufficiently reliable in the case at hand. Reliability in this sense does not imply precision of the
information in the financial statements because financial aceounting involves approximation
and judgement. Rather, it reans that based on all the specific circumnstances surrounding a
particular transaction or event, the method chosen to measure and/or disclose its effects pro-
duces inforrnation that refiects the substance of the event or transaction. ’
{para 317)

ii)y The information is verifiable

Verifiable financlal accounting information provides results that can be substantially
duplicated by independent measures using the same measurement andlor disclosure
methods. To “verify" financial accounting information means to substantiate the information.
This implies that the person verifying the information will, among other things, reapply the
same measurement and/or disclosure methods that were used by the person who prepared
the information and reaches substantially the same conclusion. Measurement and disclosure,
however, can not be completely objective. The process of measuring and disclosing financial
information can never become compietely scientific, because its factual materials can never
be determined with complete and conclusive objectivity. Business does.not lend itself to
- laboratory analysis and its activities do not follow mathematical formulae. Hence, accounting
information is not always conclusively objective or completely verifiable. Nevertheless, the

usefulness of accounting information is enhanced If it is verifiable that is, if themeasurement

andlor disclosur_e methods used provide resuits that can be substantially corroborated by in-
dependent measurers.
{para 318)
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3.4.4

3.4.5

To summarize, reliability means that the measurement and/gr disclosure methods selected to
produce and present the information are appropriate to the specific circumstances and have
been applied in a manner that can be substantially replicated by independent measurers. As a
resuit, the information presented is an accurate representation of the underlying events and
does not contain material errors or distortions. There is another aspect to reliability, that is,
neutrality or freedom from bias. However, because of its importance it is discussed as a
separate characteristic of useful financial accounting information.

{para 319)

NEUTRALITY

Neutrality is meant as a positive term for the absence of bias. It clearly overlaps reliability because
biased information is unreliable. Neutral financial accounting information is directed toward the
common needs of external users and is independent of presumptions about particular needs of
specific users of the information. Neutral financial accounting information is evenhanded infarma-
tion and, therefore, is free from bias towards predetermined resulis.

Neutrality imposes on those who establish accounting standards or those who prepare financial
statements a responsibility to make evenhanded choices among alternative measurement and/or
disclosure methods motivated only by the relevance and reliability of the chosen methods without
regard to predetermined results. It also imposes on those who prepare financial statements to apply
measurement methods which require estimates in an evenhanded manner.

Neutrality, therefore, requires that:

{para 320}

i) Choice from among alternative measurement and/or disclosure methods is based only on
assessment of the relevance and reliability of the information produced by the alternative
methods; and

iiy  In applying measurerment and/or disclosure methods which require estimates, management
will not deliberately understate or overstate the required estimates in order to achieve certain
predetermined resuits.
(para 321) ’

COMPARABILITY

Comparable financial accounting information allows external users to identify real similarities and
differences in the business entity’'s performance in relation to the performance of other entities for
the same period or in relation to its own performance in prior years. Real similarities and differences
result from similarities and differences of the events and circumstances affecting ditferent entities
or those affecting the same entity over time. Real similarities and differences do not result from
similarities and differences of the measurement and/or disclosure methods, The usefulness of
financial accounting information ts, therefore, enhanced by the choice and application of simitar
measurement andlor disclosure methods to similar events {but not, of course, by treating
significantly different events as if they were similar). While there is some overlap between com-
parability, reliability and relevance, the many aspects of comnparability are so important in providing
useful financial accounting information to external users that a separate consideration seems {o be
warranted. There are two aspects of comparability that are significant to the usefulness of {inancial

accounting information. These are: - h o T
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i) Interperiod comparability of financial accounting information relating to the same entity, that
is, consistency. Interperiod comparability exists when the following conditions are met:

1)  Intraline comparability, that is, the several items which are aggregated for presentation
as one amount should be comparabie and the same items should be aggregated s one
i amount from one period to another;

2)  Monetary unit comparability, that is, the monetary units reported in any one articulated
set of financial statements for a given period should be substantially identical to those
reported in a set of financial statements for another period. This suggests that when
significant changes in the purchasing power of the Saudi Riyal occurs, the monetary
units reported on financial statements of different periods for the same entity should be
adjusted beiore effective comparison between periods can be achieved:

3) Formal comparability, that is, the presentations from one period to another are in the
same form;

T s 4)  Comparability of the lengths of the reporting periods, regular reporting periods for any
) one entity facilitate comparisons over time provided that the reporting periods are of
equal iength;

5}  Management and disclosure method comparability, that is the accounting methods used
‘ are not changed from one period to another or, if they are changed, the effects of the
1 changes are disclosed; and

6) Dislosure of changes in circumstances or in the nature of the underlying events between
periods.
{para 323)

iy  interentity comparability, that is comparability between entities, especially between entities
within the same line of business. Comparability between entities requires that the following

conditions are met:

1)  The six conditions required for interperiod comparability;

()

R 2)  Eliminations of alternative measurement and disclosure methods that can be used to
' measure and disclose the effects of events that are similar in substance; and

3) Disclosure of measurement and disclosure methods used by different entities.

34.6 TIMELINESS

Financial accounting information should be available to external parties when it is needed. If infor-
mation is not available when it is needed or becomes available so long after the reported events that
it has no impact on future action, the information loses its usefulness. Timeliness alone can not
make the information useful but a lack of timeliness reduces or eliminates the usefulness the infor-
mation might have had. There are two aspects of timeliness:

para 324)
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A) Frequency of reporting, that is, the length of the shortest reporting period. It is possible to
report too frequently or 100 infrequently. if the reporting period IS too short, the Statement of
income may be too heavily influenced by random of seasonal variations in the entity’s ac-
tivities, with the result that the information is misteading or at least not worth the user’s time.
But if the reporting period is too long, the user is required to wait too long before obtaining and
using the information included in the financial statements. By then it might be too late for the
information to make a difference in the user's assessments of the outcome of different
courses of action under consideration.

B) The lag between the end of the reporting period and the date the financial statements are
issued. A long lag between the end of the reporting period and the date the financial
statenents are issued reduces the usefulness of the information.

{para 325)

Optimal frequency and minimal lag are, therefore, inportant criteria of useful accounting in-
tormation. They apply primarily to the reporting function rather than to the accumulation and
measurement of financia! accounting data.

{para 326)

UNDERSTANDABILITY

Information can not be useful to external users who can not understand it. Understandability
depends on the extent and nature of the data contained in the financial statements, the way the data
is presented as well as the background and abilities of external users. Accordingly, the strengths and
limitations of financia! statement readers should not be overlooked by those who establish financial
accounting standards and those who prepare financial statements if there is serious interest in
communicating with external users.

(para 327)

This characteristic of useful accounting informalion requires careful attention by those who
establish financial accounting standards as well as by those who prepare financial statements.
Those who establish financial accounting standards need to aiways keep in mind that standards are
not established for the benefit of those who prepare financial statements. Rather, standards are
established for the benefit of those who need to rely on the financial statement 1o revaluate the out-
come of alternative courses of action under consideration. Accordingly, the strengths and limita-
tions of financial statement readers should be as important a consideration as anything else when
establishing standards. Those who prepare financial statements need to aiways keep in mind that
the statements are not prepared for the benefit of other accountants. Rather, they are prepared for
the benelit of external users who have limited, if any, knowledge of financial accounting.

(para 328) .

Accordingly, the strengths and limitations of those users should be kept in mind when designing
financial statements and writing the notes accompanying them. The use of classifications that are
meaningful to the users (not just to the accountant), information headings, juxtaposition of related
data and presentations of net figures which the users typically want to know, contribute to the
understandability of financial accounting information.

MATERIALITY AND OPTIMAL DISCLOSURE

Those two concepts are interrelated and relate also to the concepts of relevance and reliability.
Materiality and optimal disclosure are interrelated because if the information is material it should be
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disclosed and at the same time, information that is not disclosed is presumed to be immaterial.

{para 329)

Materiality and optimal disclosure relate to relevance because irrelevant information is considéred
immaterial and, therefore, should not be disclosed.
{para 330)

Materiality and optimal disclosure zalso relate to reliability because to be reliable the financial
statements should, among other things disclose all material relevant information. Financial accoun-
ting as a process of measurement and communication, frequently involves judgements. in making
these judgements, considerations of materiality play an essential part. Materiality in financial ac-
counting is a state of relative importance. importance may depend on quantitative or qualitative
characteristics or 2 combination of both. In general, an item must be regarded as material if its
omission, non-disclosure or misstatement would result in distortion of the information being
presented in the financial statements, and thereby influence users of the statements when making
evaluations or decisions.

Materiality calls for consideration as to who are or are likely to be the users of the particular financial
statements, and as to the information needs of those usersThe Statement of Objectives of Financial
Statements defines the primary users as well as their information needs. In this context, an item
shouid be considered materiai if its omission, nondisclosure or misstatement would result in distor-
tion of the information being presented in financial statements and thereby influence current or pro-
spective equity investors' or lenders’ assessment of the outcome from holding an equity interest or a
loan position in the business enterprise; or influence current equity investors’ evaluation of
management performance. In deciding whether an item is material, its nature and its amount shouid
both be taken into account. Ordinarily, the nature and the amount of an item shouid be evaluated
together, although in particular circumstances, either alone may have to be recognized as the
decisive factor. Characteristics of an item having primarily qualitative significance, that is,
characteristics related to the nature of the item, are:

{para 331)

)} The inherent importance of the transaction, event or circumstances that the item reflects
(unusual, unexpected, improper, in violation of contract or statute; and
{para 332}

iiy The inherent importance of the item as an indicator of the probable course of future events
{new activities, major changes in old ones or suggestive of changes in business practice or
activities).

Characteristics of an item having primarily quantitative significance, that is, the amount of an item
and its magnitude, are:
(para 333)

i) The magnitude of the itemn (smaller or larger) relative to normal expectations;

iy The magnitude of the itemn relative to an appropriate base {for example, Statement of Income
iterns in relation to operating income for the current year or the average operating income for
the last five years, including the current year, or Statement of Financial Position itemslinrela-
tion to owners’ equity or in relation to the appropriate statement groupihg such as current
_ assets, noncurrent assets, current liabilities, noncurrent liabilities).
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Optimal disclosure contributes to the usefulness of financial accounting information. The financial
statements should disciose that which is necessary to make them not misleading but the disclosure
should stress the matters which should be stressed (relevant and material matters),

{para 334)

There are two aspects of optimat disclosure: optimal aggregation and optimal written descriptions
and explanations. With respect! to optimal aggregation, the financial stalenments should provide suf-
ficient detalls to meet the users’ need for information about various categories of assels, liabilities,
owners' equity, revenues, expenses, gains, losses, sources and application of funds. Too much
details, however, can contribute to confusion, especially if the user is required to study many lines of
data that are not helpful in order to find the few that are needed. Furthermare, as excessive detail
can cause the user to overlook the significant data, immaterial items should not be separalely
stated.

{para 335)

With respect to optimal written descriptions and explanations, the headings, captions and amounts
must be supplemented by enough additional descriptions and explanations so that their meaning is
clear but not by so much information that important matters are buried in 2 mass of trivia. Notes ac-
companying the financial statements are always necessary to explain the approach taken by
management or the limitations of the statements. Such notes may be either too long or too skimpy
for optimal disciosure, depending partly on the background of the primary users of the financial
statements.

(para 336)

Whatever the circumstances, those who establish financial accounting standards and those who
prepare financial statements must aim at optimal disclosure as a significant step towards providing
usetul information.

(Next paragraph is No. 578)
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INTRODUCTION

This Standard sets forth the general presentation and disclosure requirements of financial

staternents including consolidated and development stage company financial statemnents. It also -

prescribes the accounting treatment for accounting changes and contingencies. Finally, it "~

prescribes the requirements with respect to the disclosure of the identity of the reporting entity,
nature of its business, identity of its financial statements, its accounting policies, accounting
changes, contingencies, commitments and subsequent events.

{para 578)"

The standard has been divided into four primary branches: the first one is devoted to the general
presentation, the second one is concerned with the general disciosure, while the third branch is
designed for the general presentation and disclosure requirements of consolidated financial
statements and finally the fourth one is concerned with the general presentation and disclosure re-
quirements of development stage business enterprises.

{para 579)

It should be noted that the standard should be studied in the light of the expianatory foreword and the
- proposed statement of the objectives of financial accounting in the Kingdom of Saudi Arabia and

also the proposed Statement of the Concepts of Financial Accounting.
(para 580)

SCOPE OF THE STANDARD

This standard is applicabie to the financial statements of business enterprises regardless of the legal
form of the reporting entity or the nature of its business activities. In addition, the standard encom-
passes specific materiality considerations which should be taken into account when determining
whether the items or components or groups should be disclosed in the same financial statements.
These considerations are not applicable to the other subjects of the standards of genera! presenta-
tion and disclosure.

{para 581)

TEXT OF THE STANDARD " a
Foliowing is the text of the general présentation and disclosure requirements:

GENERAL PRESENTATION

The standard of general presentation sets forth the presentation requirements of combined and in-

dividual financial statements. Following is a detailed description of these requirements:
{para 582)

* The paragraphs are the same as in the anaiytical study for easy relerenceThe numbers of the above paragraphs are mentioned in the
preface of the anatytical study.
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'3.1.1

GENERAL REQUIREMENTS

A) COMPLETE SET OF FINANCIAL STATEMENTS

B)

C)

{~"An Ttern should be considered material it its omission, nondisciosure of misstatement would _

A complete set of financial statements is composed of the following:

»  Statement of Financial Position

. Statement of Income (Loss)

e  Statement of Changes in Owners' Equity or alternatively, a Statement of Retained Earmn-
ings and disclosure of changes in other categories of owners’ equity.

»  Statement of Sources and Applications ot Funds.

These statements and related notes is the minimum presentation required to present the
financial position, results of operations and sources and applications of funds.
{para 583)

ORDER OF PRESENTATION OF FINANCIAL STATEMENTS
The financial statements should be presented in the following sequence:

. The Statement of Financial Position

. The Statement of Income (Loss)

»  The Statement of Retained Earnings (Accumulated Deficit)
or
The Statement of Changes in Owners’ Equity

«  The Statement of Sources and Applications of Funds

. Notes to the Financial Statements

(para 584}

MATERIALITY CONSIDERATIONS

L4

result in distortion of, or some other short-coming in the information being presented in the
financial staternents, and thereby influence users of the statements when making evaluations
or decisions. In deciding whether an item is material, its nature and its amount should both be
taken into account. Ordinarily, the nature and the amount of an item should be evaluated
together, although in particular circumstances either alone may have 1o be recognized as the
decisive factor.

{para 585)

whether it should be disclosed as a separate item or class or component in the financial
statements or in the related notes, the foliowing considerations should be taken into account.

1)  The nature of the item or the component or class (for example: cash, inventory, accounts
receivable, notes receivable, investments by equity owners, distributed dividends, sales,
real estate investment revenue, revenue {rom investments in other companies, gains on
sale of fixed‘assets, losses, salaries, wages, advertisement expenses, leases, cost of
goods sold, etc.) '
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2)

3)

4)

3)

. which has resuited in revenue, etc)

Bases of accounting measurement or conditions of accounting recognition of the item or
component or class (for example: the expected realizable value, the historical cost after
depreciation, first in first out, the movmg average dale of the exchange transaction

Degree of reliability in the accounting measurement {for example, estimated liabilities,
unestimated liabilities, estimated revenue, unestimated revenue, estimated expenses,
unestimated expenses, etc.)

The ability of management to determine the size of the item or component or class (for
example, variable expenses, fixed expenses, semi fixed expenses, expenses which are
subject to the estimation of managermnent such as the expenses of researches and
advertisement, unexpected expense, etc.)

The importance of the item or component or class for the decisions made by users based
on the financial statements.
(para 586)

When considering the amount of an item, it should be compared with an apprepriate base

amount. The following base amounts should be used:

a)

dy -

Statement of Income items should be compared with the net income for the current year
or the average net income for the last five years (including the current year), whichever is
the more relevant measure of net income having regard to the trend of the business over
that period.

Statement of Financial Position should be compared with the lower of:
i) Total owners’ equity {net assets); or

ii)  The appropriate BalancelSheet class total, for example, current assets, non—current
assets, current liabilities, non-current liabilities.

Where an item is subject to comparison with the base amounts in bath () and (b) above,

the more stringent test should prevail.

Statement of sources and applications of funds items should be compared with the lower

of:
i) Net increase or decrease in funds for the period; or

iy  Cash or working capital (depending on the definition of funds) at the end of the
period.

- '~ 7 ° The following guidelines shouid be applied when considering the materiality of the amount of
an item;

a}

An amount which is equal to or greater than 10 per cent of the appropriate base amount,
should be presumed to be material unless there is evidence to the contrary.
{para 587)
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b) An amount which is equal to or less than 5 per cent of the appropriate base amount,
should be presumed to be immaterial uniess there is evidence to the contrary.,

c) The materiality of an amount which lies between 5 per cent and 10 per cent of the ap-
propriate base amount, is a matter of judgement, depending upon the circumstances.

Although the above guidelines are of necessity somewhat arbitrary, it is considered that their

application will help to reduce the possibility of widely divergent judgements when decisions
on materiality are made.

The following diagram summarizes the major factors that must be taken into consideration in

determining whether it is necessary to present a certain item in the financial statements or the
attached notes:

{para 588)
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Item to be
Presented

Is the item different from
other items?

Yes

Relative
Value of
ftem?

10% or more of the ac-
ceptable base vaiue

5% or less of the accep-
table base value

Not necessary to present Must be presented in
in financial statement or financial statements or
notes notes

Presentation depends on
existing circumstances
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D) GENERAL PRINCIPLES FOR THE PRESENTATION IN THE FINANCIAL STATEMENTS:

Tne following general principles must be taken into consideration with respect to preseniation
in the Financial Statements:

1)  Financial Statements should be prepared in such a form and use such terminology and
classification of itemns that significant information is readily understandable. ltems not
significant in themselves should be grouped with such other items as most closely ap-
proximate their nature. To eliminate unnecessary detail it is preferable to express all
amounts in the financial statements to the nearest Riyal or, depending on the magnitude
of the amounts involved, to the nearest thousand Riyals.

{para 589)

2) Financial statements are generally more meaningful when they are presented in com-
parative form with those of the preceding comparable period(s). Wnen comparative
statements are presented, the notes to the financial statements should contain informa- e
tion for al! the periods presented to the extent currentiy relevant. If changes have cccur-
red in the manner-or on the basis of presenting itemns from one period to another, such

changes should be disclosed and explained in accardance with the requirements of this
standard.

(para 590}

3)  Each financial statement must be titied descriptively including the name of the reporting
entity and its form (joint stock company, limited liability company, partnership, etc.) and

the date(s) as of which or the period(s) for which the financial statement is presented.
{para 591)

4) Notes to the financial statements should be captioned, and the captions should ade-
quately describe the matter contained. Notes should be numbered and the financial
statements should contain specific references thereto. In addition, each financial

statement should include a reference stating that the accompanying notes are an in-
tegral pant of the financial statements. <
l\.-r

3.1.2 GENERAL PRESENTATION REQUIREMENTS OF INDIVIDUAL FINANCIAL STATEMENTS

A) PRESENTATION IN THE STATEMENT OF FINANCIAL POSITION

1. The Statement of Financial Position should include and properly describe all assets,
liabilities and classes of owners’ equity. Assets and liabilities in the Statement of Finan-
cial Position should not be offset uniess a legal right of setoff exists.

{para 5952)

2. Assets should be presented in the Statement ofFinancial Positionin accordance with the
foltowing order:

i) Current assets;
iy Investments and financial assets;
i) Fixed assets: and
iv} Intangible assets.
{para 593}




Liabilities shoukd be presented in the Statement of Financial Position in the following
order:

) Current liabilities; and
ity  Noncurrent liabilities.
{para 594)

Owners' equity should be presented in the Statement ofFinancial-Position in the following
order:

i} Paid-in capital;
iiy  Donated capitat;
iiiy Reserves andior appropriated retained earnings; and

iv)  Unappropriated retained earnings.
(para 595)

Assets and liabilities should be classified into current and noncurrent.Z Current assets
should include cash and those assets ordinarily realizable in cash or sold or consumed
within one year from the date of the Statement of Financial Position® or during the course
of operations ¢ycle whichever is longer. -

{para 596)

Current assets should be segregated as between the main classes based on their nature
in the Statement of Financial Position, e.g. cash, temporary investments, accounts and
notes receivable, inventories and prepaid expenses. Material items within each class
should be segregated as between monetary and nonmonetary on the tace of the State-
ment of Financial Positionor in the related notes. In addition, material items within a class
that are subject to different measurement basis should be segregated.

{para 597)

The total of the current assets shouid be shown on the face of the Statement of Financial
Position. )

(para 598)

Noncurrent assets should be displayed on the face of the Statement of Financial Position
based on their general nature under the following captions: fixed assets; investments
and financial assets; intangible assets.

{para 599)

Noncurrent assets displayed under each caption should be segregated as between the
main classes based on their specific nature, e.g., land, buildings, office furniture and

. For certain types of business (e.g., leasing, banking, real estate, finance, building cperations. warehouses and companies in the

development stage), the current classifications may be of little significance, and may not be practically determinabie. in those cases
an unclassified Statement of Financial Positionshould be presented,

Even though not actually set aside in special accounts, funds that are clearty to be used in the future far the liquidation of long-term .
debt or for similar purposes should aiso be exciuded trom current assets. However, where such funds are considered 1o offset
Fmaturing debt which has praperly been classified as a current liability, they should be included within the current asset classifica-

tion.
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10.

11.

12.

13.

14,

185.

16.

17.

equipment under the fixed asset caption. Within each class, material monetary assets
should be segregated from nonmonetary assets* and assets subject to ditferent
measurement bases. Segregation between the items of noncurrent assets displayed
under each separate caption is made either on the face of the Statement of Financial
Position or in the related notes.

{para 600)

Asset valuation allowances (e.g., accumulated depreciation) should be deducted from
the assets to which they relate.
(para 601)

Current liabilities should include amounts payable within one year from the date of the
Staterent of Financial Position or during the operating cycle, whichever is longer.
{para 602)

Obligations, otherwise classified as current liabilities, should be excluded frem the cur-
rent liability classification to the extent that contractual arrangements have been made
for settlernent from other than current assets before the issuance of financial
statements. Examples would be: {a) a maturing short-term loan where contractual ar-
rangements have been made for iong-term refinancing and (b) trade accounts where

contractual arrangements have been made for settlement by the issue of share capital.
(para 603)

Current liabilities should be segregated as between the main classes, on the face of the
Statement of Financia! Position under separate captions according to their type eg., bank
loans, suppliers and accrued expenses, loans payable, dividends payable, deferred
revenues and current paymenis on lo'ng term debt.

(para 604) -

The total of the current liabilities should be shown on the face of the Statement of Finan-
cial Position.

{para 605)

Noncurrent liabilities should be segregated as between the main classes, e.g., long term
debt and other noncurrent kabilities.
{para 6086)

Armnounts owing on loans from directors, officers and shareholders or owners, amounts
owing to subsidiaries not consolidated, whether on account of a loan or otherwise, and
amounts owing to parent and other affiliated companies, whether on account of a foan or

otherwise, should be shown separately on the face of the Statement of Financial Position
or in the related notes.

{para 607)

The liabilities that are secured by a mortgage should be stated separately on the face of
the Statement of Financia! Positionor in the related notes and the assets used as a mor-
tgage or security for these liabilities should be disclosed.

{para 608) ’

4. See definition of monetary and nonmonetary assets, in the Staternent of "Concepts of Financial Accounting™.
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18.

Owners’ equity (net assets) should be segregated as between the following main classes:

i}

iv)

Paid-in capital (e.g. capital stock in the case of a joint stock company) should in-
clude investments by owners for which equity interests have been granted by the
reporting entity and are outstanding. $tems included in this class of owners’ equity
should be displayed separately based on the different rights associated with dif-
terent equity interests.

Donated capital should include capital contributions received by the reporting en-
tity from nonequity sources.

Reserves and/or appropriated retained earnings should include accumulated earn-
ings of the reporting entity that have been set aside because of the requirements of
the company law or otherwise. ltems included in this class of owners' equity should
be displayed separately based on the reasons for the reserve ar the appropriation
of retained earnings.

Unappropriated retained earnings should include accumulated retained earnings
of the reporting entity that are available without any restriction for distribution to its
OWners.

(para 609)

B) PRESENTATION IN THé STATEMENT OF INCOME

The results of operations of the reporting entity should be presented in the Statement of
Income in a multi-step format showing appropriate intermediate components of net in-
come. Specifically, the Statement of Income shouid display the foltowmg separate
components of net income where applicable:

i)
if)

i)

The results of continuing operations;

The resuits of discontinued operations including any related gain or loss from the
disposal of a segment of a business; and .

Extraordinary items, that is, gains or losses resulting from casualties and/or in-
voluntary expiration of usage period of assets for reasons not related to operations,

. (para 610)

The results of continuing operations should separately display the following:

i)

The results of the ongoing major operations of the reporting entity for which finan-
cial statements are prepared; and, where applicable:

The results of the peripheral or incidental transactions of the entity with other en-
tities and other events and circumstances affecting it other than:

1. Results of discontinued operations, and.
2. Extraordinary gains and losses.

The ongoing major operations of the reporting entity refer to its main line(s) of business
that is (are) the major source(s) of its revenues as opposed to its peripheral or incidental
transaclions with other entities and other events and circumstances affecting it. Ex-
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amples of the results of peripheral transactions with other entities that should be
displayed separately as part of the results of continuing operations are: income from
rental operation of a steel manufacturer and dividends received on shares owned by a
dairy producer. Exampies of the results of incidental transactions with other entities that
should be displayed separately as part of the results of continuing operations are: gains
(losses) on sale of assets not heid for sale in the normal course of business and revenues
from the sale of by-products (e.g., sale of animal feed by a dairy producer and sale of
scrap material by a construction contractor). Examples of the results of other events and
circumstances® that relate to the operations of the reporting entity and, theretore, should
be displayed separately as part of the results of continuing operations are: loss due to the
impairment of value of inventories; fines imposed by the government because of delay in
the completion of a project; & loss due to a judgement against the entity because of
breach of an agreement with a customer or supplier and a loss t:t:nlinge:nc),f6 resulting
from an unsettied claim regarding product liability.

(para 611)

3)  The results of operations of a discontinued segment of a business should be displayed
separately on the face of the Statement of Income and any recognizable gain orloss frem
the disposal of a segment of a business should be reported in conjunction with the
related results of discontinued operations. For purpose of applying this standard, &
segment of a business is defined as a component of the reporting entity whose activities
represent a separate major line of business. A segment may be in the form of 2 sub-
sidiary, a division, or a department or in some cases a joint venture or other nonsubsidy
investee, provided that its assets, results of operations, and activities can be clearly
distinguished,physically and operationally and for financial reporting purposes, from the
other assets, results of operations, and activities of the entity. A segment of a business
should be considered discontinued, for purpose of presentation of the results of apera-
tions, when it has been soid, abandoned, spun off, or otherwise disposed of, or whenitis
still operating but is the subject of a formal plan to dispose of it.

(para 612)

4) Extraordinary items refer to material gains or losses due 1o casualties and involuntary l.-
expiration of assets that is not related to operations and do not represent the disposal of
a segment of a business. Extraordinary items should be displayed as a separate compo-
nent of net income on the face of the Statement of Income following the display of the
results of continuing operations and, where applicable, the results of discontinued
operations.

Casualties refer to sudden, unanticipated expirations of the entity’s assets not caused by
the other entities. Examples are fires, floods, earthquakes and other similar events
usually termed acts of God.

An involuntary expiration of assets that is not related to operations is the sudden, unan-
ticipated damage, destruction or disappearance of assets caused by other entities. Ex-
amples are theft and expropriation.

(para 613)

5. Events and circumstances are defined in the propased Statement of Congepts of Financia! Accounting for Business Enterprises.

6. Loss contingency is defined in the proposed Statement of Concepts ol Financial Accounting for Business Enterprises.
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5)

€)

7

Any governmental operating subsidy should be dispiayed separately on the face of the

Statement of Income following the presentation of the results of operations before the
operating subsidy.
(para 614)

The following items, where appiicable, should be presented separately in the following
order on the face of the Statement of Income as part of the resuits of continuingapera-

. tions:

i) Net sales {or revenues) from major operations:

i)  Cost of sales (or revenues);

i} Gross profit (i.e., the difference between net sales and cost of sales);
v} Operating expenses related to major operations and including selling, general and
administrative expenses:

v}  |Income from major operations (i.e., the difference between gross profit and
operating expenses);

vi)  individual material elements of other income or gains and losses? {or in the ag-
gregate if individual elements are not material) resulting from the peripheral or in-
cidental transactions of the entity and other events and circumstances affeciing it
other than extraordinary items:; -

vii}  Income (loss) from continuing aperations (i.e., the total of all of the above items or
components).
(para 615}

income (loss) from continuing operations should be followed, where appiicable, by a

presentation of discontinued operations in the following manner:

Income frorn continuing operations SR xxxx

Discontinued operations (NOTE )

8)

7.

Income (loss) from operations of

discontinued division x SA xoxx
Loss on disposal of division x (_xxx__x_) XXX
Income ({loss) before extraordinary items SR xxxx
{para 616)

Income (loss) before extraordinary items should be followed, where appiicabie, by in-
dividually material elements of gains or losses from casualties and/or involuntary expira-
tions of assets in the following manner:
{para 617)
Income (loss) before extraordinary items SR xxxx
Loss from flood (note ) {xxxx)
Net income (net loss) . : o Xxxx

If there ware no such items this caption should read net income (loss).
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9)  The last caption on the Statement of Incaome should always be Net Income (Net Loss)
{para 618)

C) PRESENTATION IN THE STATEMENT OF SOURCES AND APPLICATIONS OF FUNDS

1) A Statement of Sources and Applications of Funds must be presented for each period for
which a Statement of Income is presented. The statement should portray all aspects of
the financia! and investing activities during the period.

{para 619)

2) There are a number of changes in the elements of the Statemen! of Financial Position
which cannot be regarded as financing and investing activities and which do not affect
the financial resources of the reporting entity. Consequently, these would be excluded
from the Statement of Sources and Applications of Funds. Exampies are :

a) Transfers to and from reserve accounts. These are internal allccations betwesn
accounts;

b}  Stock dividends on common shares. A stock dividend on common shares involves
an allocation of part of the retained earnings of the reporting entity to the
shareholders without any distribution of cash or other assets.

{para 620)

3) Funds should be preferably expressed in terms of cash. However, when current assets
and current liabilities are substantially monetary in nature, funds may be expressed in
terms of working capital. The definition of funds used as the basis for presenting the
sources and applications of funds shouid be disclosed.

(para 621)

4)  Although the types of information which will be included in the statement may vary
substantially between different industries and from one period to another, depending on
their relative importance, there are certain changes in funds which are of tajor
significance to the users of all financial statements and which should, therefore, be”

clearly displayed in the Statement of Sources and Applications of Funds in all cases.
These are:

a) Funds provided from or used in operations:

b}  Outlays for the purchase of non-fund assets8 (identifying separately such items as
investments, fixed assets and intangibles);

¢} Proceeds from the sale of non-fund assets (identitying separately such ilems as
investments, fixed assets and intangibles),

d) Issuance or assumption of non-fund debt® in exchange for fund assets;

8. The term nor-lund assets relers to all assets not included in the delinition of tunds. For example, when funds are gefined in terms of
cash. non-fund assets encompass ali of the other assets. On the other hand, when funds are defined in terms of working capital non-
fund assets would encompass non current assets.

9. The term non-fund debt refers to all liabilities nol included in the detinition of funds. For example, when funds are delined in terms of
cash, nonfund debt would encompass current and non-current liabilities. On the other hand, when funds are defined in terms of
working capital, non-jund debl encompasses non-current fiabilities.
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e)  Reduction of non-fund debt by repayrment of rec;lassiﬁcalion;_
f) Issuance of capital stock (or equity interests) in eéxchange for fund assets:

- g)  Redemption or repurchase of capital stock (or equity interests) in exchange for
fund assets;

h)  Dividends or other distributions to or on behalf of shareholders or owners in cash or
in kind;

= i) Dividends paid by subsidiaries to minority interests:
i Subsidy; and

Kk} Increase (decrease) in funds during the period.
(para 622)

5)  The ability of an enterprise to generate funds from operations of a reporting entity is an
important factor in considering its financing and investing activities. Accordingly, funds
from operations should be shown as a separate item in the Statement of Sourcesand
Applications of Funds. Since extraordinary iterns {casualties and involuntary expiration of
assets that is not related to operations) are by their nature significantly different from the
normal business activities of the reporting entity, they should be excluded from funds
from operations, and shown separately, for the same reason as they are presented
separately in the Siatement of Income
{para 623)

A 8) The normal business activities of a reporting entity rmay include sales or other income

' items in respect of which long-term credit is extended and cost of sales and other ex-

pense items in respect of which long-term indebtedness is incurred. Such transactions

may be regarded as consisting of two elements: the charge or credit to income, and the”
reiated non-fund financing. It, therefore, would be appropriate to reflect the income

element in funds from operations and the financing element as a source or an application

of funds. It may be desirable to provide separate disclosure of the amount of such items

included in funds from operations.

{para 624)

7)  Other financing and investing transactions that do not involve cash or other elements of
working capital should be displayed as a separate companent of the Statement of
Sources and Applications of Funds. Examples are, acquisition of non-fund assets by the
issuance of capital stock (owners' equity interests ) or non-fund debt and the conversion
of non-fund debt to preferred or common stock. Each one of these transactions
re;ﬁresents investing and financing aspects that do not inveive the use of cash or other
elements of working capital. Both aspects should be displayed on the face of the State-
ment of Sources and Applications of Funds under an appropriate caption such as *‘other
investing and financing transactions". The investing and financing aspects of each one of

- those transactions are closely related and one should be deducted from the other, but
both should be individually displayed on the face of the statement to show both the finan-
cing and investing aspects.

{para 625)
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E)

Prior period adjustments do not involve financing and investing activities in the current
period since they relate to the economic activity of previous periods. Comparative
Statements of Sources and Applications of Funds should be restated to'showithe ap-
propriate financing and investing activity for all periods presented.

(para 626)

D) PRESENTATION OF CHANGES IN OWNERS' EQUITY

Changes in owners' equity in most circumstances will be presented adequately in a Statement
of Retained Earnings and disclosures in the Notes 1o the Financial Statements as necessary
However, When transactions affecting owner's equity accounts are unusual or complex, a
Statement of Changes in Owners’ Equity may be used to set forth tully the changes for the period
in all accounts included in the equity section of the Statement of Financial Position. Inall cases.
changes in owners’ equity should be reported either in Statement of Retained Earnings and in
notes or in a Statement of Changes in Owners’ Equity as appropriate.

(para 627)

E} PRESENTATION IN THE STATEMENT OF RETAINED EARNINGS

F) REPRESENTATION IN THE STATEMENT OF CHANGES IN OWNERS' EQUITY

The Statement of Retained Earnings should separately report the changes in ap-
propriated (reserved) and unappropriated retained earnings during the period.

The Statement of Retained Earnings should separately display the beginning balances of
appropriated (e.g., the balances of legal, general and other reserves) and unappropriated
retained earnings before and after any prior period adjustments.

Additions to and deductions from the beginning balances of appropriated and
unapropriated retained earnings during the period shouid be separately displayed on the

face of the Statement of Retained Earnings together with a description of the nature of
the addition or deduction.

{para 628)

-

The Statement of Changes in Owners' Equity should report separately the changes in
paid-in capital; where applicable, donated capital; reserves and/or appropriated retained
earnings; and unappropriated retained earnings.

The Statement of Changes in Owners' Equity should separately display the beginning
balances of paid-in capital; where applicable, donated capital; reserves andlor ap-
propriated retained earnings; and unappropriated retained earnings before and after any
prior period adjustments.

Additiof®to and deductions from the beginning balances of paid-in.capital, where ap-
plicable, donated capital; reserves and/or appropriated retained earnings; and unap-
propriated retained earnings should be separately displayed on the face of the Statement

of Changes in Owners' Equity together with a description of the nature of the addition or
deduction.

" (para 629)

(Next paragraph is No. 679).

68




3.2

3.21

3.2.2

THE GENERAL DISCLOSURE

The standard of general disclosure defines disclosure requirements in-the financial statements with
respect to the following :

i) Nature of business.
i) Significant accounting policies.
© i) Accounting changes and their treatment.
iv) Contingencies.
v) Commitments.
vi) Subsequent events.
(para 679)

NATURE OF BUSINESS DISCLOSURE

Notes to the Financial Statements should include a brief description of the nature of an entity's
business.
{para 680)

DISCLOSURE OF ACCOUNTING POLICIES

A) A clear and concise description of the significan! accounting policies of an enterprise
should be included as an integral part of the financial statements.

As a minimum, disclosure of information on accounting policies should be provided in

the following situations:

a) When a selection has been made from alternative acceptabie accounting stan-
dards and methods; _

b) When there are accounting standards and methods used which are peculiar to an
industry in which an enterprise operates, even if such accounting standards and
methods are predominantly followed in that industry;

‘c) When the financial statements are prepared on a basis not in conformity with ane
or more of the fundamentai concepts of financial accounting for business enterprises
in Saudi Arabia.

{para 681) "

B} in order to provide an overview of the accounting policies of an entity these policies
must be disclosed together in the form of a summary rather than in individual notes to
the financial statements. Therefore, it is prelerable for the disciosure of accounting
poficies to be provided as either:

a)  The first note to the financial statements; or
b). A separate summary, to which the financial statements are cross-referenced.

Suitable titles would be «Summary of Accounting Policiess or «Accounting Policiess.
(para 682)
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<) Wrong or inappropriate treatment of items in the financial statements is not rectified
either by disclosure of accounting policies or by notes or explanatory material.
(para 683) R

323 CHANGE IN AN ACCOUNTING POLICY

A) When there is a change in an accounting policy of the reporting entity the new accoun-
ting policy should be applied retroactively by restating the financial statements of all
prior periods presented, except in those circumstances when the necessary financial
data is not reasonably determinabie.

{para 684)

B) When a change in an accounting policy is applied retroactively, the financial statements
of all prior periods presented for comparative purposes should be restzated to give eifect
to the new accounting policy, except in those circumstances when the effect of the new
accounting policy is not reasonably determinable for individual prior periods. In such
circumstances, an adjustment should be made to the opening balance of retained earn- s
ings of the current period, or such earlier period as is appropriate, to reflect the =
cumulative effect of the change on prior periods.
(para 685)

C) For each change in an accounting policy in the current period, the following information
should be disclosed:

a) A description of the change;
b) Justification of the change, and

¢) The effect of the change on the financial statements of the current period.
{para 686) ’

- D) When a change in an accounting policy has been applied retroactively and prior periods
have been restated, the fact that the financial statements of prior periods that are

presented have been restated and the effect of the change on those prior periods should,
be disclosed. &
{para 687) -

E) When a change in an accounting policy has been applied retroactively but prior periods
have not been restated, the fact that the financial statements of prior periods that are
presented have not been restated should be disclosed. The cumulative adjustment to
the opening balance of the retained earnings of the current period should also be

disclosed.
(para 688)

F The disclosure of particulars, including Riyal amounts applies to each change in an ac-
counting policy: it is not appropriate to net items when considering materiality.
‘{para 689) - :

G) A change in an-accounting policy that does not have a material effect in the current
period but is likely to have a material effect in future periods should be disclosed.
{para 690)
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324 CHANGE IN ACCOUNTING ESTIMATES

A)

)

Q)

3.2.5 CHANGE IN THE REPORTING ENTITY

A)

B)

Q)

The effect of a change in an accounting estimate should be accounted for in

a) The period of change, if the change affects the financial results of that period
only: ot
(para 691)

b) The periocd ol change and applicable future pericds, if the change afiects the
financial results of both current and future periods.
(para 692)

Disclosure of the nature and effect on net income before extraordinary items and net
income of the current period for a change in an accounting estimate that is rare or
unusual or that may affect the results of both current and future periods. such as a
change in the estimated service life of a fixed asset, should be made in the Notes to the
Financial Statements.

(para 693)

Disclosure is not necessary for a change in an estimate made each period in the course
of accounting for normal business activities, such as allowances for uncollectible ac-
counts.

(para 694)

1

Accounting changes that result in financial statements that are in effect the statements of a
different reporting entity should be reported by restating the financial statements of all prior
periods presented in order to show financial information for the new reporting entity for all
periods.

(para 695)

The financial statements of the period of a change in the reporting entity should deseribe the
nature of the change and the reason for it. .
{para 696)

The effect of the change on income before extracrdinary items and on net income shouid be
disclosed Jor all periods presented. Financial staternents of subsequent periods need not
repeat the disclosure.

{para 697)

3.2.6 CORRECTIONS OF ERRORS IN PRIOR PERIOD FINANCIAL STATEMENTS

A)

B)

. statements,.the following information should be disclosed:

The correction in the current period of an error in prior period financial statements should be
accounted for retroactively. The financial statements of ail prior periods presented lor com-
parative purposes should be restated, as necessary.

(para 698) .

When there has been a correction in the current period of an error in prior period financiat

1) A description of the error:
2) The effect of the correction of the error on the financial statements of the current and prior
periods; and
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3} The fact that the financial statements ot prior periods that are presented have been
restated.
(para 6I9)

3.2.7 CONTINGENCIES

A)

B)

C)

D)

E)

G)

The amount of a contingent loss should be accrued in the financial statements by a charge to
income when both of the following conditions are met:

1) Itis likely that a2 future event will confirm that an asset had been impaired or a liability in-
curred at the date of the financial statement; and ’

2) The amount of the loss can be reasonably estimated.
(para 700}

Disclosure of the nature of an accrual and the amount accrued is desirable.
The existence of a contingent loss at the date of the financial statements should be discigsed in

Notes to the Financial Statements when:
{para 701)

1) The occurrence of the confirming future event is likely but the amount of the loss cannot
be reasonabiy estimated; or

2) The occurrence of the confirming future event is likely and an accrual has been made but
there exists an exposure to ioss in excess of the amount accrued; or

3) The occurrence of the confirming future event is not determinable.
{para 702)

Contingent gains should not be accrued in financial statements.

(para {703)
When it is likely that a future event will confirm that an asset had been acquired or a liability
reduced at the date of the financial statements, the existence of a contingent gain should be

disclosed in Notes to the Financial Statements.
(para 704)

When the existence of a contingent gain, or a contingent oss which has not been accrued, is
disctosed in a note to the financial statements, the information should include:

1} The nature of the contingency; and

2) An estimate of the amount of the contingént gain or loss or a statement that such an
estimate cannot be made.

When the existence of a contingent gain or loss is disclosed in a note to the financial

statements, it is desirable to include a reference to contingencies on the Statement of Finan-
“cial Position. .~ o T '

{para 705)
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A)

B)

G

A)

B

Even though the possibility of loss may be remote, certam loss contmgenc:es shouid be

disclosed nonetheless. The common tharacteristic of these’ cantmgencres is ¥guaranteér. This
includes:

(para 706)
1) Guarantees (both direct and indirect) or indebtedness of others;
2} Guarantees of lease payment of others: and

3) Guarantees to repurchase receivables or the related property,
{para 707)

Disclosure of the above and other guarantees should include:
1) The nature of the guarantee:
2} The amount of the guarantee:

3) The value (if an amount is known or can be estimated) of any recovery that can be ex-
pected to result (as in the case of the entity’s right to proceed against an outside party).

3.2.8 COMMITMENTS

Unu.suaf or large commitments of the reporting entity should be disclosed in Notes to the
Financial Statements.

(Para 708)

The following information about unusual or large commitments should be disclosed:

1) A description of the commitment;

2) The terms of the commitment: and

3) The amount of the commitment.
" (para 709)

When a comrmitment is disclosed in 2 note to the financial statements, it is desirabie 1o include
a reference to commitments on the Statement of F:nanc:al Position.
{para 710)

3.2.9 SUBSEQUENT EVENTS

Financial statements should not be adjusted for, but disclosure should be made of those events
occurring between the date of the financial statements and the date of their issuance that do
not relate to conditions that existed at the date of the financial statements but;

1) Cause significant changes to assets or liabilities in the subsequent period: or

-
-

2)  Wili or may, have a significant effect on the future operations of the entity.
(para 711)




3.3

3.31

3.3.2

333

3.34

335

-8)  Disclosure of a subsequent event that does not require adjustment of the {inancial statements

would be made by way of a note to the financial statements.

(712)

C Disclosure of a subsequent event that does not require adjustment of the financial statements
should include:

1) A descriplion of the nature of the event; and

2} Anestimate of the financial effect, when practicabie, or a statement that such an estimate
cannot be made. '
(para 713)
{Next paragraph is No. 744)

GENERAL PRESENTATION AND DISCLOSURE REQUIREMENTS PECULIAR TO CON-

SOLIDATED FINANCIAL STATEMENTS

Consolidated financial statements should adhere to the general disclosure and presentation re-

quirements for al! financial staternents. There are also certain general disclosure and presentation re-

guirements which are peculiar to consolidated financial statements.

{para 744)

Consolidated financial statements should disclose the following:

A) The policy used by the parent company to consolidate the financial statements of its sub-
sidia_tries. This disclosure should be made as part of the disclosure of accounting policies;

B) The percentage of ownership interest held by the parent company in the subsidiaries that are
consoclidated;

C) The percentage of ownership interest heid by the parent company in the subsidiaries that are
not consolidated; and .

D) The basis of accounting for unconsolidated subsidiaries in the consclidated financial
statements.
(para 745)

A difference in fiscal periods of a parent and a subsidiary does not of itself justify the exclusion of the

subsidiary from consolidation. Normally the subsidiary can prepare for consolidation purposes

statements for a period which exactly or nearly coincide with the fiscal period of the parent.

{para 746)

When, for purposes of consolidation, it is not possible 1o use financial statements for a period which

substantially coincides with that of the parent's financial statements, this fact, and the period covered

by the financial statements used, should be disclosed.

{para 747)

When the fiscal periods of a parent and a subsidiary, the investment in which is accounted for by the

consolidation method, end in different dates, the effects of significant transactions of the subsidiary
that occur between those dates and significantly affect the financial position or results of operations of
the group should be recorded or disclosed, as appropriate.

(para 748).
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3.4

3.41

3.42

3.4.3

recorded or disclosed, as appropriate.

{para 748)

In calculatin_g consolidated net income, a deduction should be made in the amount of any minarity in-
terest’s proportion of the subsidiary company's income or loss before extraordinary items. Such an
amount is a separate item and should not be deducted from other items in the Statement of Income.
The parent company’s portion of the extraordinary items reported by a subsidiary should be disclosed
2s extraordinary items in the consolidated Statement of Income.

{para 749)

Minority interest in consolidated subsidiary companies should be shown separzatelyon the Statement.of
Financial Position between liabilities and owner's equity.
(para 750)

Where a subsidiary company holds shares of the parent company, the issued share capital of the
parent should be set out in full, with the cost of the shares held by the subsidiary shown as a deduction
from shareholders’ equity.

(para 751)

{Next para is No. 772)

GENERAL PRESENTATION AND DISCLOSURE REQUIREMENTS PECULIAR TO DEVELOP-
MENT STAGE COMPANIES

Development stage companies should adhere to the general disclosure and presentation requirerments
for all financial statements. There are also certain general disclosure and presentalion requirements
which are peculiar to the financial statements of development stage companies.

{para 772)

The financial statements of a development stage company should disclose the following:

A) Identitication of the financial statements as those of a development stage company; and

B} A description of the development stage activities in which the company is engaged.
{para 773) ’

In issuing the same basic financial statements as an established operating company, a development
stage company should present therein certain additional information. The basic financia! statements to
be presented'® and the additiona! information should include the following:

A) A Statement of Financial Position, including any cumulative net losses reported with a descrip
tive caption, such as ~deficit accumulated during the development stages, in the owners’ equi-
ty section.

B) A Statement of Income, showing amounts of revenue, expenses, gains and losses for each
period covered by the Statement of Income and, in addition, cumulative amounts from the
company’s inception.

(10}

Under some circumstances, an established operaling company may issue less than a full set of financial statements, lor exam-
ple, only a Statement of Financial Position. This standard does not preclude that possibility for development stage company.
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C) A Statement of Sources and Applications of Funds, showing the sources and uses of funds and
other investing and financing transactions tor gach period for which a Statement of income is

presented and, in addition, cumulative amounts from the enterprise’s inception.”

D) A Statement of Owners’ Equity, showing from the company’s inception:

1} For each issuance, the date and number of shares of stock, or equity interests issued for cash
and for other consideration.

2) For each issuance, the Riyal amounts {per share or other equity unit and in total) assigned to
the consideration received for shares of stock or equity interests. Riyal amounts should be
assigned to any noncash consideration received.

3) For each issuance involving noncash consideration, the nature of the noncash consideration
and the basis for assigning amounts.
{para 774)

3.4.4 In

the first year in which the company is considered an operating company,Notes to the Financial !
Statements should disclose that in prior years the company had been in the development stage. I
comparative statements include periods in which the company was first in the development stage and
later an operaling company, the cumulative amounts and other development stage disclosures are not

required for the periods in which the company was in the development stage.
{para 775). '




"4 ILLUSTRATIVE FINANCIAL STATEMENTS AND GENERAL GUIDELINES FOR THEIR

So%io . PREPARATION:

41 ILLUSTRATIVE STATEM ENTS

This appendix contains illustrative financial statements. Material contained in this appendix is for
general use only.

1. The methods of presentation used are illustrative only ang_in no way prescrip@\ and other
methods of presentation may equally comply with the General Presentation and Disclosures
Standard. -

2. The material contained in this appendix is organized as follows:

) lustrative statements of financial position:

a) Vertical classitied comparative statement
b) Horizontal classified comparative statement
c) Horizontal unclassified comparative statement

ii) [lllustrative Statements of income;

iii} lustrative Statements of Retained Earnings;

iv) Hlustrative Statements of Changes in Owners’ Equity;

v} Hlustrative Statements of Sources and Applications of Funds.

ILLUSTRATIVE STATEMENS OF FINANCIAL POSITION
—

Tr-ee illustrative Statements of Financial Position are presented on the following pages. The first sample is a
c.mparative classified vertical Statement of Financial Position containing the main captions that should
normally be presented. The second sample is 2 comparative, classified horizontal Statement of Financial
Position. The third sample is a comparative, unciassified horizontal Statement of Financial Position.
Reference to notes to financial statements is not intended to illustrate minimum number of note references on
a Statement of Financial Position. Rather, they are intended to illustrate format, .

We wish to re-emphasize that whichever form is used, the classification, grouping and descrigtion of items
must be carefully considered. The samples provided on the following pages are intended 1o illustrate general
situations. The format used by the reporting entity should be selecled with a view of presenting clearly the
r- -dre and amount of the entity’s assets, liabilities and owners’ equity.
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e g KAPLE A T VERTICAL COMPARATIVE CLASSIFIED STATEMENT OF FINANCIAL POSITION

ARABIAN COMPANY
A JOINT STOCK COMPANY

STATEMENT OF FINANCIAL POSITION
AS AT | [I14x2H.

14x1 14x2
SR SR . Notes SR SR
CURRENT ASSETS

XX Cash in hand and with banks { ) xx
XX Accounts receivable { ) XX
xx Inventories (I xX
XX Prepaid expenses . { ) XX
XX { ) XX
XX { ) xx

XXX Total Current Assets XXX

CURRENT LIABILITIES

XX Notes payable { ) xx
xx Accounts payable { ) XX
XX Accrued expenses ( ) XX
XX Dividends payable (] XX
xx Current maturities of long-term debt - { ) XX
XX Zakat { } XX
xx ( ) XX
XX ( ) XX
{xxx) ‘ Total Current Liabilities {(xxx) .
XX Working Capital - XXX
FIXED ASSETS, at cost (Note)
XX Land { ) xx
XX Buildings ( ) XX
XX Machinery and equipment ( ) XX
XX Office furniture and equipment () XX
{xx} Less : Accumulated depreciation () {xx)
XX { ) xx
XX { ) XX
XXX Total Fixed Assets XXX
INTANGIBLE ASSETS
XX Patent { ) XX
xx Goodwill ( 1} XX
XX () XX
b +3 { ) XX
XXX Total intangible Assets %xXX
XXX XXX
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14x1 14x2
. _.SR._._.SR e e . uwiee.. .Notes SR SR

NON-CURRENT LIABILITIES

xx Long-term lpans { ) XX

XX End of service indemnity ()} XX

XX { ) 33
{xxx) Total Non-Current Liabilities {xxx)
XXX Net Assets XXX

SHAREHOLDERS' EQUITY
Authorised share capital shares,

XX par valuge SR __ per share { ) XX
{xx) {Less) Unissued share capital .. . shares { ) {xx)
XX Paid up share capital XX
xx Donated capital { ) XX
XX Reserves or appropriated retained earnings xx
XX XX
XX XX
XXX Total Shareholders’ Equity XXX
XXX Contingent Liabilities {( ) XXX
XXX XXX
The attached Notes No. { Yo } form an integral part of these financial statemens,
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SAMPLE A : HORIZONTAL COMPARATIVE CLASSIFIED STATEMENT OF FINANGIAL POSITION

ARABIAN COMPANY
. A JOINT STOGK COMPANY

STATEMENT OF FINANCIAL POSITION
AS AT | {14x2H.

14x2 14x1 ' 14x2
Noles SR SR SR SR Notes SH SA
CURRENT ASSETS , CURRENT LIABILITIES
Cash in hand and with banks () XX xx . Noles payable () $
Accounls receivable (O a X% Accounts payable { } XX
Invenlories { ) 0 XX Accrued expenses { ) %X
Prepald expenses { ) XX Wl Dividends payable {) xx
{ ) XX XX Curent malurities of long-teim debl { } xX
{ } xX XX Zakal provislon { ) XX
{ ) XX XX { ) XX
() xX xX () XX
Total Currenl Assels XXX XXX Total Gurrent Liabilitles XXX
FIXED ASSETS, al cost (Nole ) NON-CURRENT LIABILITIES
Land () XX : xX Long-larm loans { } XX
Buildings () X XX End of service indemnily { ) xX
Machinery and equipment () xx Tolal Non-Current Liabililies XXX
Otfice lurnilure and equipment { ) XX XX
Less : Accumulaled depreciation () % X% SHAREHOLDERS' EQUITY
() ' *X Authorised share capilal ___ shales
{ ) XX X% par valua SR per share {) XX
_— Less : Unlssued share capltal __shares  { ) XX
Total Fixed Assels XXX XXX Paid up share caplial { ) XX
INTANGIBLE ASSETS Donaled capital () =
i i XX
Patent () X xx l:f::wa: :r alppl :sllah:di :Ia{ijned aa:nlngs { )
Goodwill () ¥ . ppropriated retained earnings { ) xX%
( } XX XX () xx
() AX xX () XX
i '
Tolal Inlangible Assels XXX XXX Tolal Shareholdera’ Equity XXX
s Conlingent Llabilllies xx
A . 3 *X
Total Assels * * Tolal LiabHitles and Shareholders’ Equity
, XXX

The sllached Noles ho. { Jlog ) lorm an integral parl ol thase linanclai stalements,

SR

XX
xX

XX
hS
X
AX
XX

XX
XX

XX
Ar
XX
XX
¢
XX
XX
L33

14x1

SR

AKX

XXX

A e ——— i =4
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SAMPLE C: HORIZONTAL COMPARATIVE UNCLASSIFIED STATEMENT OF FINANCIAL POSITION

ARABIAN COMPANY
A JOINT STOCK COMPANY

STATEMENT OF FINANCIAL POSITION
AS AT | [14x2H,

14x2 14x1 o 14x2 14x1
Notes SR SH SR SR _ Notes SR SR SR SR
Cash in hand and with banks ( ) xx xX Noles payable () XX XX
Accounts receivable { ) AX XX Accounls payable () XX XX
Nolas ra_celvable { ) XX XX Accruad expenses () xx x| XXX
Prepald sxpenses XX XX Shareholders' equily :
Land () XX XX Authorised share capilal shares %
Bulldings () XX xX par value SR ___________ per share { ) xx XX
Otlice furniture () XX XX Less : Unissued share capital shares { ) (xx) {xx)
Less : Accumulaled depreciation { ) xx Xx Pald up share capllal ) Xx XX
v Donated capilal { ) xX XX
XXX xxx Reserves or approprlaled relalned earnings ( ) XX xx
Goodwill { ) xK xx ~ Unappropriated relained earnings ( ) XX XX
Patent { ) XX XX XXX T
' XXX XXX Contingen! Llabillties {) XXX Xxx
XXX XXX XXX XXX

The atlached Noles No. { o | } lorm an Integral pard of these financial slalements.




MINORITY INTERESTS IN CONSOLIDATED STATEMENT OF FINANCIAL POSITION

it there is any minority interest in any of the consolidated subsidiaries, the consolidated statements of finan-
cial position should have a main capital between «Lang Term Loans» and «Shareholders’ Equity» showing the
amount of the minority interest as of the date of each statement of financial position (whether classified or
not classified) presented as follows in case of the classified vertical statement of financial position of a joint
stock company:

14x1H. 14x2H.
S.R. Notes S.R S.R
ped long term ioans { ) xx
XX Provision for terminal benefits ( ) b+
xx ) xx
XX Minority interest in subsidiaries® { ) XX
= Tx
Shareholders’ equity :
Authorized share capital shares
par value SR. per share XX
Less : Unissued share capital shares {xx)
XX Paid up share capital Txx
b+ S Donated capital () XX
XX Reserves or appropriated retained earnings %X
xx Unappropriated retained earnings XX
XX XX -
XX Contingent Liabilities { ) XX
XX

* The termn «consoligated» should be included if there are any unconsolidated subsidiaries.
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ILLUSTRATIVE STATEMENT OF INCOME

Three -illustrative Statements of Income are presented on the following pages as
follows : '

1.  Siatement of Income showing income from continuing operations and extraordinary items (Sample A);

2.  Statement of Income showing income from continuing operations, discontinued operations and ex-
traordinary itemns (sample B); and ,

3.  Statement of Income for a company that receives a subsidy from the government equal o its net losses
plus 15% of paid-in capital as secured profit for shareholders {(sample C).

Reference to Notes to Financial Statements is not intended 1o iilustrate minimum number of note references
on a Statement of Income. Rather, they are intended to illustrate format.

The format used by the reporting entity should be selected with a view of presenting ciearly the components
ol net income.
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SAMPLE (A) : STATEMENT OF INCOME : INCOME FROM CONTINUING OPERATIONS
Gt o o . ... .AND EXTRAORDINARY ITEMS

ARABIAN COMPANY
A JOINT STOCK COMPANY

STATEMENT OF INCOME

FOR THE YEAR ENDED | /14x2H.

14x1 H. 14x2 H.
SR SR Notes SR SR
XX Net sales { ) XX
(xx) Cost of goods soid { ) {xx)
xxx Gross prolfit XXX
Expenses related to major operations : .
XX Selling { ) XX i
XX General and administrative } XX
XXX XXX
XXX Income from major operations XXX
Other operating income (loss) :
XX Rental income, net () XX
xX Investment income { ) b +4
(xx) Loss on sale of fixed assets (xx) XXX
XXX Net income before extraordinary loss (profit) XXX
XXX Extraordinary loss {(profit} { ) {xxx)
XXX Net income XXX
-\\-
The attached Motes No. { Ytof ) torm an integral par! of these financial statements.




SAMPLE (B) : STATEMENT OF INCOME : INCOME FROM CONTINUING OPERATIONS
DISCONTINUED OPERATIONS AND EXTRAORDINARY ITEMS

ARABIAN COMPANY
A JOINT STOCK COMPANY

STATEMENT OF INCOME
FORTHE YEAR ENDED [/ [14x2H.

14x71 H. 14x2 H.
SR SA Notes SR SR
XX Net sales xX
{xx) Cost of goods sold (xx)
XXX Gross profit XXX

Expenses related to major operations :

XX Selling XX

XX General and administrative { ) XX
XXX . . XXX
XXX Income from continuing major operations XXX

Other operating income ({loss) :

XX Rental income, net { ) XX

xx Investment income { ) XX

{xx) Loss on sale of fixed assets {xx)
XXX income from continuing operations XXX

Discontinued operations :
Income (loss) from discontinued operations of

XX Division X XX

{xx) Loss on sale of discontinued operations assets {xx) {xxx}
XXX Net income before extraordinary loss XXX
XXX Extraordinary loss (xxx)
XXX Net income XXX

The attached Notes No. ( Ytof ) torm an integral part of these financial statements.
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SAMPLE (C) STATEMENT OF INCOME : INCOME FROM CONTINUING OPERATIONS
AND OPERATING SUBSIDY

ARABIAN COMPANY
A JOINT STOCK COMPANY

STATEMENT OF INCOME
FOR THE YEAR ENDED [ [14x2H.

14x1 H. 14x2 H.
SR SR Notes SR SR
XX Net sales { ) XX
{xx) Cost of goods sold () (xx)

XXX Gross profit X%X

Expenses related to major operations :

XX Seiling { ) xx i
XX General and administrative () XX
XXX XXX
XXX Income from major operations XXX
Other operating income {loss) :
XX Rental income, net { ) XX
xx investment income () XX
{xx) Loss on sale of fixed assets (xx)
XXX XXX
{xxx) Net loss before operating subsidy (xxx)
XX Operating subsidy XX
XXX Net income XXX
l\_..
The attached Notes No. { Ytof } form an inlegral part of these linancial statements.
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MINORITY INTEREST IN THE CONSOLIDATED STATEMENTS OF INCOME

If there is any minority interest in any of the consolidated subsidiaries, e consolidated statement of income
- shouid have a main caption between «lncome (ioss) before minority interest in net income of consolidated
subsidiaries» and «Net incomes as foliows:

14x1 H. 14x2 H.
S.R. Note S.R. S.R.
XX Net income belore extraordinary items xx

Extraordinary loss :

XX Disasters loss { ) (xx}
XX Net income before minority interest XX
{xx) Minority interest in subsidiaries* {xx)
XX Net income Xx

* The term =consolidated» should be included il there are any unconsolidated subsidiaries.
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ILLUSTRATIVE STATEMENT OF RETAINED EARNINGS

One illustrative Statement of Retained Earnings is presented on the foliowing page. The format used by the
reporting entity should be selected with a view of presenting clearly the changes in appropriated and unap-
propriated retained earnings during the periods of presentation.
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SAMPLE : STATEMENT OF RETAINED EARNINGS

ARABIAN COMPANY
A JOINT STOCK COMPANY

STATEMENT OF RETAINED EARNINGS
FOR THE YEAR ENDED / [J14x2H.

NOTE STATUTORY GENERAL APPH::F;IATED
RESERVE RESERVE RETAINED
EARNINGS
- SR SR SR
Balance 14 x O H. as previously
Reported ' ; Xxx XXX XXX
Adjustment applicable to the
. yearended 14xOH. (3 (xxx) {xxx) {xxx)
L Balance / 14 H. as restated XXX XXX XXX
Net income for year ended
L I N4ax1H. — —_ XXX
XXX XXX XXX
© 7 Transter to reserves xxx XXX (xxx)
. Dividends . —_ — (xxx)
T 77 Balance |/ N4x1H. XXX XXX XXX
""" Net income for the year ended
e ! N4x2H. — — XXX
L XXX XXX XXX
e Transfer to reserves xxx XXX {xxx)
- '=———  Dividends —- _ fxxx)
o L— " Retained Earnings ) X - oxxx XXX

The attached Notes No. { Yo ) form an integrai part of these financial statements.
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ILLUSTRATIVE STATEMENT OF CHANGES IN OWNERS' EQUITY

One iliustrative Statement of Changes in Owners' Equity is presented on the following page. The format used

by the reporting entity should be selected with a view of presenting clearly the changes in all owners’ equity
accounts during the period (s) of presentation.




SAMPLE: STATEMENT OF CHANGES IN OWNERS' EQUITY
Al

ARABIAN COMPANY
A JOINT STOCK COMPANY

STATEMENT OF CHANGES IN SHAREHOLDERS' EQUITY
YEAR ENDED Dhu Al Hajjah 30, 14x2 & 14x1 H,

UNAP-
PAID-UP PROPRIATED
SHARE DONATED STATUTORY GENERAL RETAINED
CAPITAL CAPITAL RESERVE AESERVE EARNINGS

Nole SR SR SR SR SR
Balance Dhu Al Hajjah 30, 14x0 H, as
previously reporled XXX XXX XXX XXX XXX
Adjustment applicable to the year 14x0 H. — — XXX XXX XXX
Balance Dhu Al Hajjah 30, 14x0 H. as reslated XXX XXX XXX XXX XXX
Sale of 1000 shares ol capilal XXX — —_— — - —
Net income, 14X1 H. — - — — XXX o
Transler lo reserves — — XXX XXX {xxx)
Donation of land for planl facllilies { ) — XXX — — —
Dividends — — e e XXX
Balance Dhu Al Hajjah 14x1 H. ) XXX XXX XXX XXX XXX
Net income 14x2 H. — — — —_ XXX
Transler {0 reseives - — XXX XXX {xxx)
Dividends e e e o XXX
Balance Dhu Al Haljah 30, 14x2 H. XXX XXX KX 2K XXX
The allached Noles No. ( )lo ) foim an integeal pari ol ihese inancial stalemants.




ILLUSTRATIVE PRESENTATIONS OF SOURCES AND APPLICATIONS OF FUNDS

The following pages contain four sample presentati'o'ns of sources and applications of funds as {ollows:

Sample A : Statement of Sources and Appilications of Funds (Funds defined in terms of working
capital - unbalanced format).

Sample B : Statement of Sources and Appilications of Funds (Funds defined in terms of working
capital - balanced format).

Sample C: Statemnent of Sources and Appiications of Funds (Funds defined in terms of cash
-unbalanced format).

Sample D : Stalement of Sources and Applications of Funds (Funds defined in terms of cash

-balanced format)

The reporting entity shouid select the appropriate form of Statement of Sources and Applications of Funds

that would present the sources of funds, their applications, investment and other financing operations in a
clear manner.
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SAMPLE (A) : WORKING CAPITAL — UNBALANCED FORMAT

ARABIAN COMPANY
A JOINT STOCK COMPANY

STATEMENT OF SOURCES AND APPLICATIONS OF FUNDS
FOR THE YEAR ENDED Dhu Al Hajjah 30, 14x2 & 14x1H.

14x1H. 14x2H.
S.R. Note S.R. S.R.
WORKING CAPITAL PROVIDED BY ;
Operations :
XX Net income before extraordinary loss X%
Add {Deduct) items which did not provide or require
working capital
X Depreciation xx
XX Amortization XX
(xx) Gain on sale of fixed assets {xx)
XX Working capital provided by operations Xxx
Extraordinary items : .
XX Indemnity for losses (casualties) xx
XX Total working capita! provided by operations Xx
Other sources :
—_ Proceeds from sale of fixed assets XX
AX Long-term debt XX
XX Issued share capital XX XX
xx Total working capital provided XX
WORKING CAPITAL APPLIED TO :
Xx Repayment of long-term debt XX ‘
X% Dividends XX
XX Zakat XX
XX Purchase of fixed assets XX
XX Tota! working capital applied XX
{xx) Increase (Decrease) in working capital XX
Other investing and financing transactions :
— Issuance of share capital to acquire land XX
— Acquisition of land in exchange for share capital {xx)
The attached Notes No. (

Ytof ) form an integral part of these financial statements.
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14x1H.
S.R.

XX

SAMPLE (B) : WORKING CAPITAL — BALANCED FORMAT

ARABIAN COMPANY

A JOINT STOCK COMPANY

STATEMENT OF SOURCES AND APPLICATIONS OF FUNDS
FOR THE YEAR ENDED Dhu Al Hajjah 30, 14x2 & 14x1 H.

WORKING CAPITAL PROVIDED BY :

Operations :
Ne! income before extraordinary toss

Add (Deduct) iterns which did not provide or require

working capital :
Depreciation of fixed assets
Amortization
Gain on sale of fixed assets
Working capital provided by operations
Extraordinary items :
Indemnity for losses (casualties)
Total working capitai provided by operations

Other sources :

Proceeds from sale of fixed assets
Long-term debt
Issued share capital

Total working capital provided

WORKING CAPITAL APPLIED TO :

Repayment of long-term debt
Dividends

Zakat

Purchase of fixed assets

Total working capital applied

Increase (Decrease) in working capital

Other investing and financing transactions :

Issuance of share capital to acquire land

Acquisition of land in exchange for share capital

14x2H.
Note S.R. S.R.

XX
XX
XX
(xx)

xX

*X

XX
XX
%X

XX XX

xX

. .

X
XX
XX

xX

xx

XX

XX

{xx}

The attached Notes No. {

Yo ) form an integral part af these financial statemenis.
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SAMPLE (C) : CASH DEFINITION — UNBALANCED FORMAT

ARABIAN COMPANY ... -
A JOINT STOCK COMPANY

STATEMENT OF SOURCES AND APPLICATIONS OF FUNDS .
FOR THE YEAR ENDED Dhu Al Hajjah 30, 14x2 & 14x1 H.

14x1 H, 14x2 H.
SR, S.R. S.R.
CASH PROVIDED BY :
Operations :
XX Net income before extraordinary loss XX
Add (Deduct) iterns which did not provide or use cash :
- XX Depreciation XX
XX Amortization X
— Gain on sale of fixed assets {xx)
(xx) {Increase) decrease in inventories xx
XX {increase) decrease in trade receivabies (xx)
{xx) {increase) decrease in prepaid expenses XX
XX Increase (decrease) in account payable {xx)
- {xx) Increase (decrease) in accrued expenses XX XX
Xx
Extraordinary items :
XX Indemnity for losses {casualties) XX
: XX Total cash provided by operations xx
s Other sources :
e xx Lang-term debt XX
XX Short-term debt Xx
: _ lssued capital xx v -
- ‘.-5- XX Total of cash provided xx
) CASH APPLIED TO :
* xx Repayment of long-term debt xx
XX Dividends XX
xX Purchase of fixed assests XX
XX Zakat XX
XX Total cash applied XX
(xx) Increase {Decrease) in cash xx
.
L Other investing and financing transactions :
: _— lssuance of share capital 10 acquire land XX
N — Acquisition of tand in exchange for share capital {xx)
The attached Notes No. ( Yo { ) form an integral part of these financial Statements.
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OBJECTIVES AND CONCEPTS OF ACCOUNTING

42 COMPUTATIONAL GUIDELINES — FUNDS FROM OPERATIONS

The following computational guidelines are intended to aid in the calculation of flow of funds from
operations, and reflect a common method of calculation by adjusting income belore extraordinary items
for non-fund items. These guidelines are not intended to suggest a particular format or presentation on
the Statement of Sources and Applications of Funds.

1.  There are a number of items entering into the determination of income before extraordinary items
which do not reflect financing or investing activities. They neither use nor provide funds and,
therefore, do not affect the flow of funds from operations. Exarnples of these items are:

a) Depreciation, depletion, amortization. The use of funds occurred when the assel was pur-
chased, not when its cost is charged to income;

b) Write-down of non-fund assets. The write-down cf non-fund assets does not involve an actual
use of funds. The use of funds ccourred when the asset was purchased, not when its cost is
charged 1o income; '

¢)  Minority interest's share of net income. There is no use of funds unti! distributions are made
to the minarity interest.

2. Income betore extraordinary items may include gains or losses on the disposal of non-fund assets
or the settlement of non-fund liabilities, e.g.. gains or losses on sale of fixed assets or on retire-
ment of long term debt. Although these gains or losses are related to the operations of the repor-
ting entity, they do not in themseives provide or use funds and, therefore, should be eliminated
from income in determining the fiow of funds from operations. The proceeds from the disposal of
the asset or the outlay for the settlement of the liability represent a movement of funds and only

_these amounts should appear separately as a source of applicatibn of funds in the statement.

3. The sources of funds from operations in respect of investments accounted for by the equity

method should include only the dividends received. Separate display on such dividends is
desirable.

4. The flow of funds from, or the application of funds to, operations may be reflected as a singie
amount in the Statement of Sources and Applications of Funds. It is not considered necessary to
detail revenue and expense items which do not provide or use funds. However, where it is con-
sidered desirable to provide a link between income before exiraordinary items and funds from
operations, the items which do not provide or use funds could be shown, either as one net amount
or in detail. This reconciliation may appear on the face of the statement, in a separate tabulation
or in the notes to the financia! statements. There is a danger that a user of the financial
statements might regard the reconciling items as sources or applications of funds, especially
when the reconciliation is included on the face of the statement. Accordingly. there should be a
clear indication that such items do not constitute sources or applications of funds.
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HISTORICAL REVIEW OF THE PROJECT

In mid 1399H. talks were held with H.E. the Deputy Minister of Commerce, Mr. Yousaf Al-Hamdan, at that
T - time. The subject was accounting environment, auditing profession and aspects of its development in Saudi
: Arabia. At that time, the situation seemed critical and certain deficiencies in the profession were having
; a more serious impact on the economic and financial activities in the country than was actually recognized.
The discussion concluded with an agreement on the necessity of taking practical measures to remedy such
deficiencies and to develop the profession in a manner that would enabie accountants and auditors to cope
with the fundamenta! changes occuring in this field. Three months later, further discussions on this subiect
were held with H.E. the Minister of Commerce, Dr. Sulaiman Al Saleem, and it was determined that the pro-
fession in Saudi Arabia was not keeping abreast with the changes taking place in the country. However, defi-
ciencies were not clearly identified to allow designing effective solutions. A brief summary of deficiencies
: which have a general impact on the financial.commergial and economic activities, and also on the level of
development of the profession itself being one of the fundamental activities of society is provided in this
preface.

" To assist the Ministry in taking appropriate steps for deveioping the profession, Al-Rashed firm, through its
professional activity, formed a team of researchers, with the participation of Dr. Abduliah Al-Faisal from the
department of accountancy at King Saud University, to conduct a preliminary survey in order to define the
deficiencies. The survey was summarized in a memorandum which specifies deficiencies in the major areas
of the profession.

The finding of the study was reviewed by the Ministry and was accepted as 2 suitable start for the develop-
ment of the profession. Al-Rashed firm was requested to prepare a plan taking into consideration the ex-
periences of other countries in this field, and the specific requirements of the of the Kingdom's environment.
The result, was a comprehensive plan iitustrating methods to be foliowed to develop the profession. This plan
comprises the preparation of accounting and auditing standards and an internal organisation of the profes-
sion which provide bases for its continuous development.

The plan was discussed with concerned authorities at the Ministry and it was decided tc develop the profes-
sion in two phases which are :

PHASE 1: -

\__ Conduct a comparative study of the profession in three different countries. The purpose of the study was to
obtain information about the development of the profession in these countries to benefit trom their ex-
periences.

The Ministry of Commerce commissioned the Al-Rashed firm 10 start phase 1 of the project. Three countries
were seiected for this comparative study. To make the selection, nine different countries were identified and
classified into three groups based on the extent of development of their profession, their economic en-
vironments and the ability to benefit from their experiences in deveioping the profession in the Kingdom. The
three groups are as foliows :

, The First Group : U.S.A; England and Canada
The Second Group ; France, West Germany and Sweden
The Third Group : Tunisia, Venezuela and Brazil

Selected countries, one of each group, to comprise the study were U.5.A., West Germany and Tunis.

This comparative study specifically consisted of :
i) Review of authoritative pronouncements, laws and regulations of the three countries
which relate to :
a) Accounting standards and financial reporting requirements;
b}  Auditing standards and other auditing requirements;
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C/ t) Professional ethics; and
d) The internai organization of the profession,
i) interviews with officials representing the profession from the three countries to seek the
help of experts from these countries proficient in their languages.
iii)  Analysis of data gathered from steps i and ii.
iv) The preparation of a comparative report to be written in Arabig, setting-forth the profes-
sion's status in the three countries; the report should touch on the following :
a) A comparison of the internal organization of the professioh; the standards of ac-
counting and auditing; and the code of professional ethics in the three countries.
b}  Tentative conclusions as to the implications of the study to the development of the
profession in Saudi Arabia.

A detailed comparative study report on phase 1 results was submitted to the Ministry of Commerce. The
report was discussed with Al-Rashed firm in 2 meeting attended by H.E. The Minister of Commerce, H.E. The
Deputy Minister and other high ranking officials of the Ministry. Later on, a discussion was conducted with
H.E. The Deputy Minister of Commerce, Dr. Abdul-Rahman Al-Zamil, to determine the most suitable method
for the imptementation of phases il and 11l of the project.

Two options were considered which are ;
OPTION ONE :

Combine phases two and three into one comprehensive study to develop the profession in the
Kingdom of Saudi Arabia to cope with developments in other areas within the Kingdom and accom-
modate the best available practices of other developed countries. However, it was decided that
combining the two phases would require a substantial amount of time including a field survey in
order to specify the major beneficiaries from financial statements in the Kingdom, the information

required by them to make their decisions and the extent of the profession’s capability to provide
such information .

OPTION TWO :

implement phase two for the time being, especially the most immediate requirements for developing
the profession. Specifically, limit this phase to developing auditing standards, the internal organisa--
tion of the profession, the code of professional ethics, the financial accounting conceptual
framework, and the general presentation and disclosure standard.

The Ministry of Commerce chose option two and entrusted the Al-Rashed firm to implement it. The
contract was signed on 11.10.1402H.

PHASE Il : STUDY OF THE PROFESSION'S CURRENT CONCERNS

This phase of the plan concentrated on the following aspects of the profession :
1.  Selected subjects from financial accounting which cover the following :
a) Determination of the objectives of financial accounting.
b)  Selection and definition of the most important concepts of financial accounting.

c) Preparation of standard of general presentation and disclosure.
2. Auditing standards,

3.  Internal organisation of the profession.
A) METHOD OF IMPLEMENTATION

Extensive research was conducted and a variety of methods were explored {o determine the best ap-
proach for the implementation of this phase in order to arrive at recornmendations suitable for deal-
ing with the existing environment in the Kingdom within a reasonable time frame and also to
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establish a basis for continuous development of the profession with the assistance of professionalg
in the Kingdom who are capable of following up such recommendations after being approved ang
developed. Due care and attention was taken to involve technical experts from the selected coun-
tries who had mastered the Arabic language, hereinafter cailed «the experts», and highly qualitied
Saudi professors and advisors, hereinafter called «the advisorss, were also invited to take partinthe
o preparation and review of the recommendations of the experts. Al-Rashed firm's officials particular-
ly Sheikh Abdul-Aziz Al-Rashed and Mr. Yousef Al-Mobarak, hereinafter calied sthe officials», have
extended all possible efforts and expertise to organise the work of both the experts and the advisors
and gave it top priority over all other work in Al-Rashed firm. Experts from other Arab countries,
hereinafter called «the Arab experts», were also asked to assist with one or more aspects of the pro-
ject including translation,

It is worth noting that translation of all parts of the projects from English into Arabic and vice versa
was carried out by the experts themselves. The services of highly specialized translators to help with
i the translation were hired but to no avail from the viewpoint of time and quality. This was due to the
> special characterisitics of the project's components which required a thorough understanding of

each statement within the context of the whole project, and not individually whether in any one
. paragraph or within other paragraphs. This had its impact on the cost and timing of the project.

The proper organisation and coordination of work among the participants (experts, advisors, officiais
and Arab experts) has largely contributed to the achievement of the stated objectives of the project
as regards quality, speed, comprehensiveness, suitability to the Kingdom's circumstances and
refraining from depending, without adequate study, on the experience of an individual country,
The project was divided into three major parts, each assigned to a team of experts and an advisor
who also participated extensively in the project parts. Following is an overview of the method of im-
plementation of the project which will heip in interpreting the final results.

{1) A number of meelings were held among team members and certain agvisors to prepare
a background paper setting forth for the different teams the status quo of the profession and
the laws and regulations which govern the profession in the Kingdom. Several meetings were
held Inside the Kingdom and abroad and culminated with the compiling of the most important
aspects of the profession and the basic study trends in one comprehensive paper which in-
cluded the laws and basic background that might affect the profession in the Kingdom, and the
bases that might affect the preparation of the project’s parts. This paper was prepared in both
Arabic and English and distributed to the team members who were requested to take the
stated information into consideration while preparing the initial drafts for each part of the pro-

~ ject.

| ’ (2) Individua! working visits to the Kingdom were arranged for team members at various stages of

the project and they conducted actual case studies and participated in the discussion of cer-

T : tain problems revealed by the audits of certain clients of the Al-Rashed firm. Some of the team

IR members, together with Al-Rashed firm's officials, worked continuously on the project from its

inception four years ago to its completion. All of them were in continuous contact whether they
were experts, advisors or officials.

(3) Upon deliberate and in-depth study of all aspects of the project and visits to a number of pro-
fessionai institutes in this field and considering the work experience and knowiedge of the
team members, it was decided that the most suitable approach to implement this project was
to divide it into the foliowing segments : ,

a) The study of selected subjects in financial accounting including :

: ©  Objectives of financial accounting.

I o  Basic concepts in financial accounting.

; ! _ 0 Preparation of General Presentation and Disclosure Standards.
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b)

c)

These issues were handled by the following experts :

1.

Dr. Sabry Heakal, Ph. D. in accountancy, 1968, and a tellow of the American In-
stitute, with 11 years experience in teaching accounting and auditing in the US.A.
where he was promoted to the level of a full professor and Head of the Accoun-
tancy Depariment at the University of Minnesota, St. Claude. Dr. Heakal has §
years experience as a partner in-charge of the technical aspects of accounting and
auditing in one of the major public accounting firms in the United States. Dr.
Heakal has also contributed to the various activities of the American Institute of
Certified Public Accountants and is presently 3 member of one of the technical
committees of this institute .

Dr. Mohamed E. Mostata, Ph. D. in Accountancy, University of lllincis 1958, with 2
number of research works and publications in a variety of academic subjects of in-
rernational concern. Dr. Mostata conducted research work for the United Nations
on the use of accounting data in industrial projects of developing nations. Dr.
Mostafa has held the position of advisor to the International Labour Office since
1975. Most of Dr. Mostata's research work is devoted to the development of finan-
cial accounting. Dr. Mostafa has held a number of postions in U.S. universities in-
cluding head of an accountancy department and currently occupies the post of the
Dean of the School of Business Administration at California State University.

Dr. Abdul-Rahman |, Al-Humaid, advisor, Ph. D. in accountancy, with diversified
experience as advisor toa number of government agencies foliowed an academic
career at King Saud University untit he was promoted to the post of Head of the
Accountancy Department in the Faculty of Administrative Sciences.

Auditing standards, which cover :

General standards ... planning auditing, control, recording, evidence ... reporting stan-
dard and relevant procedures. These areas were handled by the following team
members :

1.

Mr. David Hatherly, who is the holder of a Master’s degree in Accountancy and is a
tellow of the British Institute of Chartered Accountants. Mr. Hatherly is presently
head of the technical division for accountancy and auditing research at the in-
stitute of Chartered Accountants in Scotland. He has 11 years of accounting and
auditing experience with a major accounting firm. Mr. Hatherly is also the author of
the book “'Collection of Evidence for Auditing™.

Mr. Peter Skuze, Licentiate in Law and a fellow of the British Institute of Chartered
Accountants. Mr. Skuze is the partner in charge of the technical aspects of ac-
counting, audiling and training in a medium sized company in England. He
represented his company in the discussions held to finalise draft recommendations
relevant to the auditing standards prepared by the British Institute of Chartered
Accountants. Mr. Skuze has over 13 years experience in the fieid of accounting and
auditing. '

Dr. Abdullah Al-Faisal, Advisor, Ph. D. in Accountancy, with more than four years
experience as professor of accountancy in the Faculty of Administrative Sciences
at King Saud University. Dr. Ai-Faisal is part-time consultant to a large number of
government agencies. He has been acquainted with this project since the initial
stages of its development.

Interna! organisation of the protession :
This was handled by the foliowing team members :

1.

Mr. ivan Q. Bull, a fellow of the American Insliti.l't-é of Cérilfied Public Accountants
(AICPA). He was Chairman of the board of directors of said institute for 1976. Mr.
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{4)

(5)

(6)

(7)

- (8)

Bull also headed the AICPA committee in charge of the atfairs of small businesses
and was a member of the executive committee in charge of the operations of the
institute and the ad hoc committee formed to study the problems confronting the
accounting profession in the U.S.A. which developed into the council presently in
charge of issuing the accounting and auditing standards. Mr. Bull is also a member
of the advisory council in charge of the preparation of consolidated financial
statements for the government of the United States. Mr. Bull has over 35 years ex-
perience in the fields of accounting and auditing. The latest post in his career was
as the managing partner of one of the major accounting firms in the United States.

2. Mr. Wallace E. Olson, a fellow of the AICPA, deputy Chairman of the board of
directors of the AICPA (1972-1973), head of the executive committee and manag-
ing director of the Institute (1973-1980), Head of the AICPA division in charge of the
code of ethics (1970-1972), and a partner {managing director) of a major accoun-
ting and auditing firm in the United States.

3.  Dr. Ahdullah AL-Moneef, Advisor, Ph. D. in accountancy, pari time consultant to
many government agencies and professor of Tax Accounting at the Facully o
Administrative Sciences at King Saud University for two years.

Each team prepared the preliminary drafts of the section for which they were responsible. The
draft was reviewed and then returned to them with fundamental comments so that they could
prepare their study and propesals to be sent to the members of the other teams for study and
comment. ' )

The drafts of all the sections were distributed among the teams in charge of the other sections
and they were requested to send their comments in writing to the officials to be stucied and
sent {0 the other teams.

The notes made by the team members together with the comments of the advisors were sent to
each team in order to review them and get acquainted with the efforts exerted by other teams
and their mutual impact. Many contacts took place between the team members, the advisors
and the officials dufing the preparation of the final dratt which would be distributed to the team
members, the advisors and the officials in arder to discuss it in a meeting to be attended by all
team members, the advisors and the officials. There were several alternatives regarding the
location of the meeting. The Scottish [nstitute generously offered to host the meeting and to
provide for all of the necessary facilities. After studying the best alternatives is was decided 1o
haold the meeting in Riyadh.

During the period from 6.1.1403 to 12.1.1403H. a meeting was held in Kasr Al-Riyadh Hotel at-
tended by all six experts, the three advisors and Al-Rashedfirm’s officials. Continuous morning
and evening sessions were held in a private conterence room. The members were provided
with all shorthand and recording facilities. The meetings continued for several days during
which the proposals forwarded by each team were studied and specific recommendations
were made. Important issues were revealed which necessitated that the Ministry of Com-
merce and other relevant bodies’ reaction towards thern be sounded out. We ali el that such

" a meeting would greatly atfect our judgements as regards the correctness of our research

approach and the suitability of our proposais.

In a meeting hosted by the Institute of Public Administration, an overview presentation of draft
recommendations was made to H.E. the Minister of Commerce, H.E. the Deputy Minister of

. Commerce and other.concerned high ranking officiais from the Ministry. His Excellency the

Minister of Finance and their Excellencies the Deputy Ministers as well as their Excellencies
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the Governor and Deputy Governor of SAMA attended the meeting. The Institute of Public
Administration generously arranged for the meeting and the recording of its proceedings. The
significance of this meetingwas manifested in clarifying the relevant trends and in giving Al-
Rashed firm impetus by asserting that the concerned authorities are giving due care and at-
tention to the profession. It was useful in clarifying the impartance of the issues which were
the subject of elaborate study by the team members themselves. It also gave impetus to the
tearn members, the advisors and the officials, thus confirming their interest in the project
and that their efforts would be taken care of by those responsible for the project's approval
and follow-up of its implementation.

(8) Team members, the advisory group and Al-Rashed firm held further meetings in Kasr Al-Riyadh
Hate! to discuss the results of their presentation to the Ministers’ meeting and final conclu-
sions from the previous days meetings and discussions were drawn. Members of each team
were requested to adjust their dratt recommendations as necessary and send them to the of-
ficials in Riyadh. One of the experts was commissioned to read the adjusted draft recommen-
dations in their final form as prepared by the team members.

(10) The final draft recommendations were sent to the officials and reviewed by the advisors. A
meeting was then held at Al-Rashed firm, attended by the officials, the advisors and Dr. Sabry
Heakal to discuss the final copy of the draft recommendations.

{(11) Another meeting was held at the Riyadh Hyatt Regency for several days to discuss the final
copy of the dralt recommendations. This meeting was attended by Al-Rashed firm'’s officials,
the advisor and Dr. Heakal in order to discuss the results of the three team’s revisions of the
draft recommendations. The proceedings of this meeting were fully recorded.

(12) Team members were then called in for further discussion with the advisors and Al-Rashed of-
ficials in Riyadh. This discussion resulted in further amendments of the final product

On 9.6.1403H. a meeting was held in Riyadh attended by the advisors, Dr. Sabry Heakal and
Al-Rashed officials. Al outstanding issues of the project and the amendments resulting from
the previous meeting were discussed. Each advisor was assigned a certain segment of the
project in order to finally ensure its adaptability to the circumstances of the Kingdom in
general and the present conditions of the profession in particular, and to ensure its accuracy
from the technical point of view, clarity of style and general consistency. .

(13) During the whole period and at various stages all the parts and studies were transiated into
Arabic. Atter this meeting the Arab experts were requested to review the translation of some of
the final products whether previously translated or still under consideration. This being done,
the study was delivered to the advisors and other expe. ts t2r final review.

{14) The Ministry of Commerce forwarded this study to the appropriate government departments
and to a selected group of certified public accountants seeking their comments and advice.

(15) Replies were studied and summarised. The study was then amended in accordance with sug-
gestions found acceptable by the Ministry,

(16) Ministerial Resolution No. 692, dated 28.2.1406 was finally issued approving this study which
is concerned with the objectives and concepts of fincancial accounting and the standard of
general presentation and disclosure, and is considered an official reference and guideline to
all centified public accountants who are licensed to practise this profession in Saudi Arabia.
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APPENDIX B : OBJECTIVES OF FINANCIAL ACCOUNTING: ANALYTICAL SURVEY
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1.1

1.2

ceeml L we i

EXPLANATORY FOREWORD

- INTRODUCTION

The general objective of this appendix is to study and analyse the scope of financial accounting in Saudi
Arabia to provide a basis for the issuance of the standards of financial accounting.
(para 2)

THE NEED FOR ACCOUNTING STANDARDS

The Kingdom of Saudi Arabia is undergoing substantial changes in all aspects, particularly in the
business enterprise sector. The varying degrees of these changes have created a serious state of lack
of balance. A clear example of this is the marginal development in the accounting and auditing profes-
sion as compared to other sectors of the economy. While business enterprises have drastically chang-
ed and greatly developed to the effect of creating a complexity of relationships never encountered in
the history of Saudi Arabia, the accounting and auditing profession did not develop enough to cope with
those changes.

(para 3)

The effect of this imbalance is reflected in the form and content of measurement of operations, events
and circumstances which affect the financial positions, results of aperations and general disclosure of
those results to the competent readers of the financial statements. Lower standards applied in the
practice of this profession will inevitably lead to very serious resuits, the most important of which is the
lack of confidence in the financial statements which present the financial position and the results of
operations of the business enterprises. This will result in reservation on part of the competeni readers
who will seek other means to understand the financial position and results of operations of the business
enterprises. These alternative methods of verifying financial information due to lack of confidence in
audited financial statements will affect the quality and volume of financial and business transactions in
particular and the national economy in general,

{para 4)

One of the most effective techniques of developing this profession is to issue standards of tinancial ac-

" counting which would determine the methods for the measurement of the effect of operations, events,

and circumstances on the financial position of the business enterprise and would present the resulls of
its operations to the competent readers of the financial statements. Many countries have recognized
the importance of accounting standards and have accordingly issued such standards to be the basis tor
the measurement of the effects of operations, events and circumstances and to present results to ali
competent readers of the financial statements.

The need for financial statements has been recognized in the Company Law. Article 123 requires the
directors of a joint stock company to prepare at the end of every fiscal year an inventory of the company
assets and liabilities as of that date, as well as a balance sheet, a profit and loss account and a report
showing the company activities and financial situation during the preceding fiscal year. Article 155 ex-
tends this requirement to share commandite companies while Article 175 reguires managers of a
limited liability company to prepare for every fiscal year a Balance Sheet, a Profit and Loss Accountand a
report showing the activities and financial situation of the company. Also, Article 26 requires a collective
name partnership to prepare a Balance Sheet and a Profit and Loss Account at the end of the partnership
fiscal year, Article 39 extends this requirement 1o simple commandite partnerships and Article 47 ex-
tends it to joint ventures.

Except for Article 26, which states that the profits and losses and of every partner should be determined
on the basis of the Balance Sheet and the Profit and Loss Account, the Company Law does not provide an
explicit rationale for the preparation of annual financial statements. In additian, the law does not define
the form or content of the required financial statements.

{para 5)
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Notwithstanding the lack of an explicit rationale in the Company Law! for the preparation of annual financial
staternents, an implicit rationale can be discerned. The Company taw for the most part, treats a
business enterprise, organized in accordance with its provisions, as an entity that is separate from its
owners. Article 13 states that every company incorporated under the law shall be deermed as a juristic
person as of the date of its incorporation. In addition, the law, especially in the case of joint stock and
limited liability companies, is predicated on the separation of the ownership and the management of
these legal entities. The implicit rationale in the Company Law for the preparation of annual financial
statements must be, therefore, the information needs of absentee equity investors for periodic test
readings that can help them make decisions involving the business enterprise.

{para 6)

tn light of the above we conclude that the Saudi Company Law does not expressly cover financial ac-
counting standards. The study of other relevant regulations and by-laws has also ied us to the same
conclusion. Furthermore, no official or professional entity has, so far, issued any accounting standards
in the country,

{para 7)

It is, therefore, clear that the absence of accounting standards will have a direct negative effect on the
national economy as a whole, as manifested in the foliowing:

1.  Difficulty of Making Decisions

The absence of accounting standards may lead to the availability of ditferent principles for the
treatment of the operations, events and circumstances of business enterprises. This will make it
difficult to compare the financial positions and results of operations of such enterprises and {o
compare between the various alternatives in the process of decision making. it goes without say-
ing that such comparison is considered to be the cap-stone for decision making. For example,
government agencies which use the financial statements of certain firms in determining subsidies
{electricity, gas, public transportation) or granting loans {Saudi Investmenl Fund) will find it dif-
ficult to compare the financial position of those organisations. The reason for this difficulty is that
operations, events and circumstances of similar nature are not treated in accordance with the
"same accounting standards, which makes it difficult to take the appropriate decisions with
respect to granting subsidies or loans.

-

External users of the financia! statements will also encounter some difficulty in comparing bet-

ween the various business enterprises for investment purposes. Different ways of presenting in- AN

formation in the financial statements of those enterprises due to the application of ditferent ac-
counting methods in handling operations, events or circumstances of similar nature will eventual-
ly lead to difficulty in taking any investment decisions.

(para B)

2.  Faulty Decision Making

The absence of accounting standards may lead to the application of improper accounting
methods for the measurement of operations, events and circumstances which will affect the
presentation of financial information and the results of those operations to the external users of
those statements. This will eventually prevent those financial statements from fairly presenting
the financial position and the results of operations of the enterprise. Due to the fact that informa-
tion contained in the financial statements is considered one of the main components in the pro-
cess of taking a variety of decisions by various users, such decisions wili inevitably be affected by

Article (66) of Saudi Compary Law States that «a corporation shall be administered by a board of directorss— Articles 152 and 153 state thal va parthes-

ship timited by shares shall be managed by one or more genecal partners who will be conirolied by a board of controliers. While Articles 21-34 supulate

that partners in a parinersp shali appownt one of more Managers 10 Manage the aftairs of the companys.
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this faulty information. Government agencies, for example, use financial statements in deciding
.on matters relating to the grant of subsidies. If such statements were not properily prepared, this
will affect the decisions retevant to determining those subsidies.

Lenders also use information contained in the financial statements, among other information, in
_ making decisions with respect to granting business loans. Whenever the financial staternents are
A delicient or faulty, this will lead to faulty decisions in granting such loans.

{(para 9)

3. Complication Of The Decision Making Process

The absence of accounting standards will lead to the preparation of financial staternents in a
comnplicated manner which makes it difficult for external users to understand the information
contzined in those statements without reference to the original scurces of such information which
may not be possible in most of the cases.

{para 10)

1.3 THE SIGNIFICANCE OF ACCOUNTING STANDARDS

Modern business enterprises in Saudi Arabia, that is, enterprises organized for profit, are characterized
by the separation between management and ownership.

With a condition of detached ownership, the scope of financial accounting has necessarily been ex-
panded. The function of reporting information to absentee owners has been added. Absentee owners
. need periodic test readings about the performance of the enterprise that can help them make decisions
about their investment in the enterprise and evaluate management’s discharge of its stewardship
. responsibility. This development has greatly increased the need for accounting standards. The
| absentee owners, unlike the owner/manager, do not have the apportunity to combine reported informa-
tion with first-hand knowledge of the conditions and activities of the business enterprise. The quality of
their decisions about their investments in the business enterprise and their evaluation of management
: depend critically, among other things, on the relevancy and reliability of the information on which their
e . decisions and evaluations are based. This makes it evident that there is a need for accounting standards
to ensure that relevant and reliable information is communicated to absentee owners.

{para 11)

-

The provision of relevant and reliable informtion is not limited to absentee (owners). Absentee owners
are not the only parties at interest. Modern business enterprises continually draw new capital from
many sources in the form of new equity participations or loans. Business enlerprises who seek capital
operate in varying circumstances of possible success or failure. Those who can supply capital make
decisions as to whether and where to invest or lend and at what return. Decisions by those who can
supply capital to a business enterprise reguire information to assess the prospects of the enterprise.

The quality of decisions made by those who can supply capital to a business enterprise depends, among
other things, on the relevance and reliability of the information on which their decisions are based. Ac-
cordingly, relevant and reliable information is critical to prospective equily investors as well as curren!
and prospective tenders and accounting standards are needed to ensure that.

{para 12)

Under these circumstances current and prospective equity investors and lenders, as well as other par-
ties, are subject to management discretion in terms of the relevance and the reliability of the informa-
tion it communicates to them. To be sure, much of the burden of seeing that relevan! and reliabie in-
tormation is communicated falls on the shoulders of chartered accountants. To discharge this respon-
sibility, the chartered accountant must be endowed with broad understanding, a keen sense of equity
and a high degree of objectivity if his work is to be mos! effective. But he needs also to be fortified by 2

set of authoritative financial accounting standards to which particular issues may be referred.
{para 13)
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Unfortunately, chartered accountants in Saudi Arabia have not yet had the berefit of a set of
authoritative financial accounting standards to furnish guidance and support. This condition has
rendered the burden of discharging their full obligations an almost impossible task. Chartered accoun-
tants in Saudi Arabia have been asked and have been willing to certify the correctness and com-

pleteness of the Tinancial statements when no authoritative standards of correctness and completeness
have been established.
(para 14)

THE IMPORTANCE OF CONCEPTUAL FRAMEWORK FOR FINANCIAL ACCOUNTING STAN-
DARDS

The circumstances surrounding the use and importance of financial statement information in Saudi
Arabia clearly indicate the need for financial accounting standards. But such standards can not be
determined by an appeal to authority or to common opinion. The approach to standards should be by the
way of the abjectives of financial statements so that the established standards may be relevan! thereto,
and by the way of the fundamental concepts of financial accounting so that the established standards
may be consistent. To be relevant, financial accounting standards need to be clearly related to the
essential objectives of the financial statements of business enterprises. To be consistent, stardards
need to rest upon well defined concepts.

(para 15)

The relevance of issued standards to the objectives of financial accounting is evident. Irrelevant stan-
dards will be useless and their objectives will be difficult to achieve. The specific objective of financial
statements is to provide suitable information that would enable users of those statements to take proper
financial decisions. Accounting standards provide guideiines for the measurement of operations, events
and circumstances that would affect the financial position of the business enterprise and the results of
its operations. Such standards should, therefore, be strictly relevant to cobjectives pecuiiar to the
business environment of the Kingdom of Saudi Arabia. To emphasise this relationship between stan-
dards and objectives of financial accounting, the establishment of financial accounting objectives in

Saudi Arabia will be the basic and primary step which precedes the issuance of accounting standards.
{para 16)

Understanding and appreciation of accounting standards by users of the financial statements and pro-
fessional accountants and auditors is also a basic condition {or the proper application of those stan-
dards. Financial accounting is not an empirical science; it is a social discipline which requires that its
standards are generally accepted by users and professional accountants. Unless these standards are

based on specific and clear-cut objectives, it will be difficult 1o accept those standards and to apply
them.

{para 17)

Finally, standards should be internally consistent or, otherwise, they will be self-contradictory and dif-
ficult to accept or apply. The best way to ensure this internal consistency is to issue these standards
within a conceptual {framework which defines the concepts and objectives of financial accounting.
(para 18)

©On the basis of the above argument and in line with the experience of other countries in this respect, we
notice that it is difficult to issue standards of the quality described above through appeal to official
authorilies or to the public opinion. They should, rather, be issued on the basis of a conceptual
framework which defines the objectives of financial accounting and refates those objectives and con-
cepts in a systematic and logical sequence.

{para 19)
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15 THE INTERRELATIONSHIP BETWEEN THE CONCEPTUAL FRAMEWORK AND THE STAN-
DARDS OF FINANCIAL ACCOUNTING

Accounting standards are mainly concerned with establishing the proper methods for the definition,
measurement, presentation and clarification of the various captions contained in the financial
statements. They are also concerned with the effect of the operations, events and circumstances on the
financial position of the business enterprise and the results of its operations. Each accounting standard
is usually concerned with a specific element of the financial statements or with a certain type of opera-
tions, events or circumstances which affect the financial position and results of operations of a given
business enterprise. The objectives of financial accounting are realised within this conceptuat
framework by defining the nature of information which needs to be produced to meet the needs of the
users of financial statements. The conceptual framework of financial accounting, on the other hand, is
mainly concerned with defining the nature and quality of information produced by financiai statements
to meet the requirements of the users of this information. In this respect the togical relationship is
established between the standards of financia! accounting and their conceptual framework: because
without defining the required information (objectives) and without defining the nature and quality of this
information (concepts), it will be difficult to determine the appropriate methods for the measurement,
presentation, and disclosure of the components of financial statements and the effect of operations,
events, and circumnstances on the financial position and the results of operations of a given business
enterprise {standards). This relationship is clearly delineated in the following figure. *

(para 20} :
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Elaments of the
Conceptual
Framework and

Standards In their
logical sequenca

Objectives ol Financial
Accounting

!

Concepls ol Financial
Accounling

|

Standards of Financial
Accounting

Main objective ol each element

|

Deline the nalure of financial accounting inlorma-
tlon that should be produced lo meel lhe re-
quirements ol users.

|

Define lhe nature and qualily of informalion produc-
ed by linancial accounling 1o meel lhe re-
quiremenis ol users. ‘

!

Daline the baslc appropilate melhods lor the
measurement, presentation and disclosure of the
elements of financial slalements and lhe elfecl of
operallons, evenls and circumstances on lhe
financial position and resulls of operalions of the
business enlerprisa.

Degree of dsfinition

}

Generally defined

}

Speciliically defined

|

Morte speciticaily
delined

RELATIONSHIP BETWEEN THE COMPONENTS OF CONCEPTUAL FRAMEWORK AND THE

STANDARDS OF FINANCIAL ACCOUNTING
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in short, the need for defining the components of the conceptual framework of financial accounting
before the issuance of standards should be emphasised. This is due to the relationship which connects
both the conceptual frarmework and the standards in a logical sequence. The conceptual framework and
the standards together form 2 connected chain of events and if any step in this sequence is missing it
will inevitably interrupt the buildup of this sequence and adversely alfect the achievernent of cbjectives
of financial accounting.

(para 21)

THE IMPORTANGCE OF FINANCIAL ACCOUNTING AS A COMPONENT OF THE CONGEPTUAL
FRAMEWORK

Financial accounting, as a service tool, is concerned with the measurement of the effect of operations,
events and circumstances on the financial position and results of operations of a given enternrise. The
most important functions of financial accounting are, therefore, manifested in the definition, analysis,
measurement, classification, summary and reporting the results of operations, events, circumstances
and their effect on the financial position and the results of operations of a given business enterprise. In
this respect, financial accounting is considered to be a service tool the main objective of which is to
produce and convey accounting information which would assist users of the financial stztemants of 5
given business enterprise in taking the appropriate decisions with respect 1o this enterprise.

{para 22)

The objectives of financial accounting, on the other hand, cannot be determined in 2 vacuum. They
should rather be extracted in terms of the users’ needs for information. Therefore, to determine the ob-
jectives of financial accounting, it is imperative to first determine the abjectives of the products of
financial accounting (namely the financial statements, and other relevant reports). Because the main
objective of determining objectives is to use these objectives as land marks for laying oul standards
which would govern the measurement, presentation and disclosure of captions stated in the financial
statements. These objectives will also determine the effect of operations, events, and circumstances on
the financial position and results of operations of the business enterprise. It is, therefore, imperative to
have objectives which are in conformity with the needs of external users for information contained in
the financial statements in order for those standards to serve their stated purpose. Without establishing
this relationship between the cbjectives of financial accounting and the users’ needs for information,

“the standards may lead to the production of misleading information which does not meet the re-

quirements of the external users of the financial statements.
{para 23}

The products of financial accounting that are published for external users consist of general purpose
and specific purpose financial statements or reports. General purpose financial statements are intend-
ed to address a group or more of users. The Saudi Company Law requires the issuance of such financial
statements. As previously stated, a number of articles of the company law stipulate that the
managements of business enterprises must prepare reports on the financial position and results of
operations which take the form of balance sheets and income statements of their enterprises.

Those statements are considered to be of general purpose because they are issued for the benefit of
one or mare groups of users. Specific purpose financial statements or reports are tailored 10 meet the
specific needs of a particular user, for exarnple, the financial statements specifically prepared to
determine government subsidies and financial reports submitted to the zakat and tax authorities for tax
considerations or the financial statements prepared to be submitted to a given bank or lending areas
with the cbjectives of obtaining a loan.

{para 24)

In light of the above, it is evident that the appropriate method of defining the objectives of linancial ac-
counting within the conceptual framework that meets the requirements in Saudi Arabia is based on the
stated objectives of the products of this financial accounting. Theretore, in defining the objeclives of
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financial accounting, general purpose financia! statements have been emphasised because they are
the end product of financial accounting. Specific purpose financial statements have been excluded
{rom this study for the following reasons:

1)  Users of specific purpose financial statements and reports have the authority to determine in-

formation which must be submitted to them, as contrasted to the users of general purpose finan-
cial statements.

2)  When the objectives of financial accounting are defined in conformity with general purpose
financial statements, this will assist in setting accounting standards which, after minor ad-
justments, will also suit the purposes of specific users such as the Zakat and Income Tax
Department, and other government agencies and funds which grant subsidies or loans.

3)  Setting accounting objectives tailored to meet the requirements of specific users will make it dif-
ficuit for those objectives to meet the need of the majority of external users who may not have the
capability or the authorily to define the financial information which must be supplied to them by
the business enterpirse concerned.

(para 25)

For the above reasons the objectives of financial accounting were determined in conformity with the
objectives of general purpose financial statements. These objectives will mainly determine the
framework for setting accounting standards which will take into account the social, legal and economic
aspects of the environment in Saudi Arabia.

- {para 26}

THE EFFECT OF THE ENVIRONMENT ON DETERMINING THE OBJECTIVES OF FINANGIAL
STATEMENTS

For the abjectives of financial statements to be successful as a basis for setting viable standards, these
objectives should be derived from and consistent with the environment dominant in Saudi Arabia. Un-
suitable objeclives will mostly lead to sefting standards that do not meet the environmental re-
quirements and are, therefore, difficult to apply. However, the ditficulty at this point resides in defining
the aspects of this environment through field research which is not feasible at the present time due to
the pressing need for such accounting standards. We have, therefore, resorted to the experience of the
Ministry of Commerce in analysing the work environment of business enterprises and the needs of ex-
ternal users of the general purpose financial statements as supported with practical experience and
personal observations.

(para 27)

In this respect, the Saudi Company Law is considered to be the main reference which determines the
legal environment of business enterprises. It defines the conditions of formation and management-
sharehoiders relationships and conditions of termination and liquidation of companies. What mainly
concerns us at this point is the protection of the interests of ownersfinvestors through providing them
periodically with financial information that would assist them in taking the appropriate decisions. This
emphasis on shareholders, particularly in the case of joint-stock companies, is considered to be one of
the main objectives of the issuance of financial statements in Saudi Arabia. The Company Law did not.
in fac!, define any means other than financial statements to convey the necessary financial information
to those users. Emphasis on the financial statements is, therefore, deemed essential to abiding by the
provisions of the Company Law in Saudi Arabia.

(para 28)

Additionally, certain observations and personal experience have contributed directly or indirectly to
defining the objectives ol financial statements. These observations cove, but are not limited to. the
tollowing factors:

118




10.

e L S

Rapid development of the national economy.

“Adoption of the faisser-fairé system of economy. - -

Availability of surplus liguidity that needs to be invested.

Modern trends of investment in shares rather than real estates.

The trend of major investors towards choosing among a variety of investrment options.

Limited information available to investors and others who de not have the capability or the
authority to determine the information which should be available in financial statements issued for

external users.

Nonavailability of professionat financial analysts to provide guidance to investors in their evalua-
tion of investment alternatives.

Occasional reliance on information from private sources which may be inaccurate in making deci-
sions of financial nature, particularly decisions relevant to investment.

Trend towards imitation by the majority of minor investors.

increased number of small investors with limited capital who seek investment opportunities for
thetr funds.

(para 29)

All these factors and others will undoubtedly impact the statement of objectives of financial statements.
The legal, economic and social aspects of the environment in the Kingdom are considered to De a major
indicator of the need of the society as a whole for financial information to assist them in making the right
decisions. These factors also emphasise the fact that objectives should account for the needs of
various sectors of the economy and society who may not have their own means of obtaining such in-
_formation which will guide them to the best investments available hence assist the development of the
national economy.

{para 30)

{Next paragraph is No. 103) -
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2.1 INTRODUCTION

Financial accounting is considered to be an important toal in the process of making decisions in modern
business enterprises. This importance is manifested in the information contained in financial
statements and the need of various sectors for this information in making decisions relevant to running
the affairs of business enterprises. In Saudi Arabia, as in other countries, to define the objectives of
financial accounting which will be the basis for the issuance of accounting standards, the fcliowing
conditions have te be fulfilied:

1.  Define the sectors of users for whom the objectives of financial accounting will be mainly ad-
dressed.

2. Determine the common needs for financial information of sectors of external users already
defined in the previous step.

3.  Define cbjectives which comply with the common requirements tor information by the various
sectors of external users, taking into consideration the type of information which can be produced
by financial accounting.

{para 103)"

The importance of defining a statement of objectives which will be the basis for the issuance of stan-
dards of accounting is manifested in describing, in general terms, the information which must be con-
tained in the financial statements (the end preduct of financial accounting) and in discriminating bet-
ween this information and other types of information which may be utilized by external users in making
their decisions with respect to a given business enterprise. Such statement of objectives must,
therefore, give a general description of the types of information which the financial statements may
contain and discriminate between this information and other types of information used by external
users. Tnis general description, in fact, represents one of the main links which connect the statement of
objectives, concepts and standards of financial accounting.

{para 104)

22  USERS OF FINANCIAL STATEMENTS

Users of the financial statements may be divided into the following two main categories:
{para 105}

L A) USERS DIRECTLY INVOLVED IN THE BUSINESS ENTERPRISE

This category of users includes present and prospective investors (shareholders), lenders, Zakat
and Income Tax Department; Government, government funds; the management, personnel,
clients and suppliers of the business enterprise. With the exception of the management itself, the
remaining users in this category are considered to be external users, because they do not keep
abreast of the day-to-day affairs of the enterprise.

B) USERS INDIRECTLY INVOLVED IN THE BUSINESS ENTERPRISE

This category of users inciudes goverriment control agencies and those concerned with planning
and directing the national economy. Users in this category are also considered to be external
users because they are not usually acquainted with the daily affairs of the business enterprise.

Users in the above two categories may also be classified in terms of their capacity or authority to
define their information needs, as follows: '

* Missing paragraphs are refevant to the text of the standard and are alceady stated in the introduction of this book.
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Users who have the capability or the authority to define their information needs of the
business enterprise o ‘

This group of users includes the Zakat and Income Tax Department, government funds,
management of the business enterprise itself, governmental control agencies, and
government agencies concerned with planning and direction of the national economy.

Users who do not have the capability or the authority to define their information
needs

This group covers the remaining categories of users. Although some lenders may have the
capability to define their information needs from a given business enterprise, in most
cases, these lenders mainly depend on the financial statements as submitted by the borrow-
ing business enterprise. However, because these users cannot impose specific financial
accounting standards for the preparation of those financial statements, they were also

classified within this category of users. The following figure outlines the above mentioned
classifications:
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Categories of Users of
Financial Statements

¥

v

Directly Involved

* Present and prospective investors
* Present and prospective lenders

* Zakat and Income Tax Department
* Government funds

* Suppliers

* Clients

= Staff

* Management

Indirectly Involved

* Governmental control agencies

* Government agencies concerned with
planning and directing the national economy

* Community at large

Have no authority and uncapabie
of defining Information Needs

Present and prospective investors
Present and prospective lenders
Suppliers

Clients

Staff

Community at large

Have the authority and capability
of defining their Information Needs

Zakat and Income Tax Department

* Government funds

* Governmental control agencies

* Government Agencies concerned with
planning and directing the national economy
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23 MAIN USERS ADDRESSED BY THE STATEMENT OF OBJECTIVES:

The Statement of Objectives of Financial statements is mainly concerned with external users who do not
have the authority or the capability to determine their information needs of the business enterprise. The
quality of information available to them is, therefore, subject to the judgement of the business enter-
prise with which they deal. This category of users includes present and prospective investors and
lenders, suppliers, clients, and personnel of the business enterprise. This is due to the fact that this
statement mainly concentrates on the production of generai purpose financial staternents which serve
external users. It was, therefore, logical not to concentrate on the specific needs of the tfollowing
categories of users.

(para 108)

A) MANAGEMENT OF THE BUSINESS ENTERPRISE

Although the management of a given business enterprise may use financial statements as 2
source of information, the main role of management is manilested in the preparation of general
purpose financial statements addressed for external users. The management of any business
enterprise is, in fact, capable of obtaining all their information needs, inclusive of financial
statements and reports prepared for internal use. Therefore, objectives of the financial
statements should concentrate on the external rather than the internal users.

B) GOVERNMENT DEPARTMENTS

These inciude Zakat and income Tax Department, Government Funds, Governmental Control
Agencies, and Government agencies concerned with planning and directing the national
economy.

1t is evident that the general purpose financial statements which are prepared for externa! users
will also meet the requirements of government departments. However, this category of users

- have the official authority to define their information needs from any given enterprise. Further-
more, the requirements of these government departments are usually determined by certain
specific objectives which may not be similar to the needs of other external users of the financial
statements. Therefore, emphasis on the needs of these departments may lead to setting objec~
tives of financial statements which are not compatible with the common needs of the other exter-
nal users. As stated earlier, other external users of the financial statements do not have the
authority enjoyed by government departments to define and obtain the information which they
may need from the business enterprise. It is, therefore, logical to concentrate on the needs of this
category of users and consider these needs as the basis for setting the objectives of general pur-
pose financial statements which are addressed to external users. This emphasis on external users
does not mean that such financial statement will be rendered unsuitable for government depart-
ments such as Zakat and Income Tax Department, government funds, controlling agencies as wefl
as agencies concerned with the planning and direction of the national economy. For these
departments to make proper use of general purpose financial statements, information presented in
those statements may have to be adapted at varying degrees to meet the requirements of each of
such departments or, otherwise, they may request! the business enterprise to supply them with
special financial reports tailored to their specific needs.

2.4 COMMON INFORMATION NEEDS OF EXTERNAL USERS

The importance of equily investors as a group of users of financial statements does not require much
explanation as this general idea seems to be widely accepted in the Company Law. The infarmation
needs of other potential users, e.g., prospective equity investors as well as current and prospective
lenders have not received as much attention in the Company Law.

{para 107)
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However, we believe that few, it any, would rank the information needs of prospective equity investors
in making decisions involving a particular business enterprise. fac below the information needs of its
current equity investors. Both groups need information about a business enterprise to help them make
decisions involving the enterprise. Current equity investars need information to help them decide
whether to sell, hold or increase their investment in the business enterprise. Prospective equity in-
vestors need information to help them decide whether to invest or nol invest in the business enterprise.
The financial statements of a business enterprise can and should provide, at least partiglly, for the in-
*ormation needs of both groups. Accordingly, we believe that the information needs of prospective
2quity investors should be considered along with the information needs of current equity investors when
the objectives of the financial statements of business enterprises in Saudi Arabia are defined.

{para 108)

We also believe that few would disagree with the proposition that the financial statements should aiso
take into consideration the information needs of current and prospective lenders. Current and prospeg-
tive lenders make investment decisions similar to those made by equity investors, so they have similar
needs for financial information. The basic decisions made by lenders and pertaining to the business
enterprise are the decisions to make the loan or invest in debt securities issued by the enterprise and
this, in our view, requires among other things the same fundamental financial information equity in-
vestiors need.

{para 109)

Current and prospective equity investors and lenders invest or lend cash with the expectation of getting
more cash. Accordingly, they are primarily concerned with the business enterprise's ability to generate
favorable cash flow, They need financial information that is indicative of the business enterprise’s
potential to generate favorable cash flow. This leaves us with the conclusion that evidence
{indications)of the business enterprise’s ability to generate favorable cash flow in the normal course of
business should have top priority in the financial statements.

Business enterprises in Saudi Arabia are organized for profit. In addition, investors and lenders invest in
or lend to business enterprises they expect to continue. Accordingly, they are interested in the ability of
a business enterprise to generate favorable cash flows, as well as the adequacy of that cash flow to
meet its obligations when they fall due and make regular distributions 1o its owners without curtailing
the scale of its operations. The best indications of the ability of the business enterprise to generate
tavorable cash flow is its ability to generate:

rd

) Sufficient earnings; and
iiy Convert tho;e earnings into sufficient cash flow.

Accordingly, equity investors and lenders are directly interested in information about the ability of the
enterprise to generate earnings and convert those earnings mto cash flow.
{para 110) .

The sufficiency of the earnings is almost always measured in relative, not absolute terms. Investors and
lenders tend to compare the earnings of a particular business enterprise with the earnings that can be
obtained from other investments. Earnings are always related to the economic resources that are
utilized by the business enterprise before they are compared with earnings from other investment
alternatives. In addition, the sulficiency of the cash flow generated from earnings depends on the
business enterprise’s requirements to maintain the scale of its operations, as well as its debt and
owners’ equity cash outflow requirements. Accordingly, equity investors and lenders are directly in-
terested in information about a business enterprise’s economic resources and !he claums against those

“resources, i.e. its assets, liabilities and owners® equity.

»

{para 111) .
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The Saudi government is a major investor in and/or lender to many business enterprises. The Saudi
government does not always invest or lend on the basis of immediate monetary return. Other objectives
are also important, such as industrialization, development of human resources and the balanced
distribution of economic activities throughout the country. This suggests that the government 2s a cur-
rent or prospective investor or lender is directly interested in information about the progress of business
enterprises in achieving certain defined non-monetary objectives. While this is true, we believe that the
government as a current or a prospective investor or iender is also concerned about the economic
viability of the business enterprises it invests in or lends money to. The economic viability of a business
enterprise depends, among other things, on its ability to generate favorable cash flow. Accordingly, the
types of information that serve private investors’ and lenders’ information needs ought to serve some of
the government's information needs.

Obviously, other indicators of enterprise progress toward achieving non-monetary objectives require
other types of information. However, since indicators of enterprise progress toward achieving non-
monetary objectives might be ditferent from one business enterprise to another, the types of informa-
tion needed are not subject to generalization. Accordingly, the government information needs that refate
1o its nonmonetary investments or lending objectives ought to be satisfied through special reports. The

‘power and authority of the government as an investor or lender are such that it ought to be able to

prescribe the form and contents of such special reports.
{para 112)

In addition to investers and lenders, suppliers, clients and personnel of the business enterprise repre-
sent the major external users who must be taken into consideration in the Statement of Objectives. The
common need of all these users is manifested in the acquisition of indicators which would assist them in
evaluating the potential continuity of their relationship with the business enterprise. It is evident that
continued relationship of these users with the business enterprise depends, among other things, on the
enterprise’s capacity 1o continue as a source of income (in case of personnel) and as a source of goods
or services (in case of clients) or as a consumer of goods and services (in case of suppliers). It is also
evident that the business enterprise’s survival mainly depends on its capacity to generate favourable
income which can be turned into cash flow which would be sufficient to meet its commitments and
make regular payments to the equity investors without having to reduce the volume of its operations. in
evaluating this capacity, employees, clients, and suppliers should employ the same historical indicators

used by investors and lenders in evaluating the potential of this enterprise of generating favourable
cash flow. -

We can conclude from the above that primary external users have the same need for historical infor-
mation on the business enterprise’s capacity to generate income that may be converted to favourable
cash flow. General purpose financial statements that are prepared for external users should, therefore,
provide the required information within the capacity of financial accounting to produce such informa-
tion. .

{para 113)

LIMITATIONS OF GENERAL PURPOSE FINANCIAL STATEMENTS

General purpose financial statements are the only source of information available for external users to
make decisions with respect to a given business enterprise. However, making decisions relevant 1o
a given business enterprise requires the availability of a variety of information part of which will be
found in the financial statements while others should be sought from other sources. The Company Law in
Saudi Arabia, therefore, stipulates that boards of directors of joint stock companies are required to
produce annual management reports which include other kinds of information which are deemed
necessary for sharehoiders in making certain decisions (e.g. information relevant to taxation, or ap-
propriation of subsidies in case of companies entitled to such subsidies, or information relating to the
issuance of additional stock... etc.). In fact, limitation of general purpose financial statements are at-
tributed to the following reasons: '
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A) Ditficulty of producing specific information of any significance on a given enterprrse through
financial statements

B) Potential contradiction between the specific requirements of users and the common needs of
primary external users for information.
{para 114),

2.5.1 DIFFICULTY OF PRODUCING SPECIFIC INFORMATION OF ANY SIGNIFICANCE ON THE
PERFORMANCE OF A GIVEN BUSINESS ENTERPRISE

1. Evaluate Management Performance Apart From The Enterprise Performance

Financial statements used to be considered the basis for evaluating the performance of the
managemenl of the busines enterprise. Present equity investors decide in light of the financial in-
formation they have on hand either to renew or to withdraw their vote of trust in the management
of the enterprise. The primary question which triggers the minds of equily investorsis usually con-
cerned with the efficiency of management in utilizing the enterprise’s resources and managing its
funds in 2 manner that would achieve the stated objectives of the enterprise. The common cbjec-
tive of equity owners is, of course, to increase their share of cash flow which is generated from
their investments in the enterprise. The achievernent of this objective, as indicated earlier,
depends on the ability of the enterprise to realise favourable cash flows. This means that equity
owners use information contained in the financial statements with respect to the performance of
the enterprise in evaluating the performance of the enterprise's management. The reason for that
is that financial accounting and financial statements canno! separate the performance of
management from that of the enterprise itself. The performance of management is nalurally one
of the factors which contribute to the performance of the enterprise. However, there are other
tactors which affect the performance of the enterprise over which the management has no cor-
trol. The financial statements, therefore, cannot contribute any specific information to assist the
equity owners in generally evaluating the performance of management separately from the per-
i formance of the enterprise as a whole.

1 {para 115)

2. Evaluate the Enterprise’s Progress Toward Achileving Non-monetary Goals

For the production of information with respect to a given enterprise, financial accounting depends
- on the measurement of the monetary impact of operations, events and circumstances on the
financial position of that enterprise. However, information contained in genera! purpose financial
statements to be supplied to external users are strictly retevant to the financial position, results of
e operations and changes resultant from investment operations and financing as reflected in the
e Statements of Sources and Applications of Funds of this enterprise for a given period of time.
Theretfore, to follow up the progress of the enterprise and to ensure its achievemnent of stated ab-
jectives which are not subject to the measurements employed by financial accounting, other in-
i dicators (which fall outside the scope of general purpose financial statements} should be
- employed.
: - {para 116}

3. Direct Measures of the Enterprise’s Future Cash Flows

In producing financial information relevant to a given enterprise, financial accounting mainly
concentrates on operations, events and circumstances of historical nature which impact the
financial position and results of operations of that enterprise. Direct measures of the enterprise’s
cash flows depends on forecasting the impact of that enterprise’s operations, events and cir-
cumstances on the future of its cash flows. Therefore, direct measures of such cash flows fall
outside the scope of financial accounting and the information contained in the general purpose
financial statements.
(para 117)
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4. Direct Measures of the Present Value of the Business Enterprise

The role of financial accounting with respect to information contained in general purpose tinancial
statements prepared for external users is limited to providing historical indicators on the ability of
the enterprise to generate income and favourable cash flows and the relation of this ability with
the available economic resources of the enterprise. The main objective of these indicators is to
assist primary external users in evaluating the enterprise’s ability to continue o generate
favourable cash flow in the future. Irrespective of the fact that indicators contained in the financial
statements would help investors in the evaluation of their investments in a given enterprise, and
deciding on the acquisition of equity or on continuing to keep such equity, financial accounting,
however, does not aim at giving direct measures of the value of the business enterprise. Such
value, in fact, depends on a variety of factors most of which fall outside the scope ot pperations,
events and circumstances covered by financial accounting. '
{para 118)

5.  Direct Measures of the Risk Associated with Holding an Equity Interest or a Loan Position
in the Business Enterprise:

Financial accounting aiso gives some indicators on the historical ability of the enterprise with
respect to overcoming adverse conditions and taking advantage of available opportunities and
enhancing the enterprise’s ability to generate sufficient cash flows. These indicators, among
other factors, will help investors in making their own personal judgements associated with holding
an equity interest or a loan position in the business enterprise. However, financial accounting in
general and financial statements in particular do not provide direct measures of such risks.
{para 119)

2.5.2 POTENTIAL CONTRADICTION AMONG THE NEEDS OF VARIOUS USERS FOR INFORMATION

2.6

in order for the Statement of Objectives of Financial Statements to realise its objective otsetting ac-
counting standards, it would be necessary 1o emphasise the external users’ common need tor informa-
tion which may be generated from financial accounting. Without this emphasis, the Statement of Objec-
tives may be self-contradictory. The common need of external users for information is manifested in the
enterprise's ability to generate favourable cash flows. It is evident that information compatible with the
common requiremnents of primary external users referred to in the proposed Financial Statement Objec-
tives will partially satisfy the needs of other categories of external users. However, this need satistac;
tion may vary from one sector of external users to another. This means that, in most cases, such exter-
nal users may have to adapt this information to their specific needs. These users may also need specitic
reports which will address their particular needs. These external users not directly considered in the
Statement of Objectives are government agencies concerned with zakat and taxation, funds, agencies
concerned with planning and direction of the national economy and control agencies. These areas,
however, enjoy the authorities which enable them request information in the form of specific reports to
be submitted to themn by the enterprises concerned. Furthermore, the preparation of general purpose
financial statements in accordance with the common needs determined in the proposed Statement of
Objectives, will help these government agencies evaluate the information presented in those statements
and determine their suitability and/or the adjustment of this information to suit their needs. In this man-
ner, the Statement of Objectives and Standards based on those objectives will form a positive step
forward to the fulfiliment of objectives of those government agencies.

(para 120}

COMPARISON OF THE RECOMMENDED OBJECTIVES AND LIMITATIONS WITH THOSEIN THE
U.S.A, WEST GERMANY AND TUNISIA

Comparison of the recommended Objectives and Limitation of the Financial Statements of Business
Enterprises with those in the U.S.A., West Germany and Tunisia is beneficial in understanding the
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, recommendations set forth in the statement. The U.S.A., West Germany and Tunisia are selected as the
- - pasis for the comparison because they were the subject of the comparative study that made up the first
stage of the project. Appendix A is a matrix containing the comparisons.

1.  THE UNITED STATES

‘The comparison with the United States is based on the Statement of Financial Accounting Con-
cepts No. 1, «Objectives of Financial Reporting by Business Enterprises» issued by the Financial
Accounting Standards Board in November 1978. This statement is the first in 2 series of
statements that have either been issued or will be issued by the Financial Accounting Standards
Board as part of its project to deveiop a conceptual framework for financial accounting and
reporting in the United States.{"

2.  WEST GERMANY

The comparison with West Germany is based on the German Corporate Law which was revised
and has been effective since 1966, special laws dealing with certain companies and the Garman
Commercial Code. in West Germany, financial accounting regulations have been legally specified.
™ Legal requiremnents have been supplemented by more specific accounting rules prescribed by the
' official German Accounting Institute (institute der Wirtschaft Spruter), however, these guidelines
’ are to be in accordance with the legal requirements.

3. TUNISIA

- The comparison with Tunisia is based on the Unitform Accounting Plan {Plan Compatable General)
o issued in 1966. The plan contains the Tunisian accounting requirements applicable to business
enterprises.

The United States is the only country that has an explicit authoritative Statement of the Objectives of

' Financial Accounting and Reporting. In the United States, the objectives of financial accounting and
reporting are focussed on general purpose external financial reporting by business enterprises. The ob-
jectives stem primarily from the needs of external users who lack the authority to prescribe the infor-
mation they waht and must rely on information management communicates to them. The main function
of financial accounting and reporting is to provide information that can assist external users lo make
decisions involving the business enterprises. -
{para 121)

B —
: f: ) L, In the statement issued by the United States the objectives are directed toward the common interests of
. many users in the ability of an enterprise to generate favourable cash {lows but are phrased using in-
vestment and credit decisions to give them a focus. «investors» and «creditors» are used broadly and
inciude nat only those whao have or contemplate having a claim to enterprise resources but those who
advise or represent them.

{para 122)

- i The objectives pertain to financial reporting and are not restricted to financial statements. Investors,
: creditors and others are assumed to use information about the business enterprise in various ways to
assess the prospects for cash flows. Although financial reporling should provide basic intormation to

&)} Other staternents issued to date are:

i} Statement of Financial Accounting Concepts No. 2, «Qualitative Characteristics of Accounting Inlormalions, May 1980.

i) Statement of Financial Accounting boncepts No. 3, «Elements o! Financial Statements o Business
Enterprises» December 1980,

fii} Statement of Financial Accounting Concepts No. 4, «Objectives of Financial Reporting by Non Business Qrganizationsas,
December 1980. '
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aid them, they are expected to do their own assesments of the prospects for cash fiows.
~{para 123) '

The limitations of financial reporting set forth in the FASB Statement of Concepts No. 1 stem mostly
from the stated characteristics and limitations of financial accounting information. Other limitations are
also implied. For example, by tocussing the objectives on the information needs of investors and
ienders the implication is that financial reporting may not provide for the information needs of other
users, such as taxation authorities, except coincidently.

(para 124) '

The comparison between the recommendations for Saudi Arabia and the stated objectives of financial
reporling for business enterprises in the United States reveals certain simitarities as well as
dissimilarities. The two are similar in terms of their focus on the information needs of investors and
lenders, their perception that investors and lenders need information that can help them assess the
prospect of cash flow to them and their general perception of the nature of the information that should
be provided through the financial statements. The dissimilarities are mainly related {o the degree of
specificity of the two statements. The U.S.A. objectives are too genera! to provide adequale guidance
for the establishment of financial accounting standards in Saudi Arabia.

{para 125)

{Following paragraph is No. 202}
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APPENDIX B
COMPARATIVE MATRIX OF OBJECTIVES AND LIMITATIONS
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SAUDI ARABIA

UNITED STATES

WEST GERMANY

TUNISIA

OBJECTIVES OF FINAN-

CIAL STATEMENTS OF
BUSINESS ENTERPRISES

The basic cbjective of
financial statements is to
provide information
useful for making
business decisions by
those who do not have the
power or the authority to
prescripe intormation
they want {rom the
business enterprise.
Specifically, the financial
statements are intended
to provide information
that can aid currerd and
prospective equity in-
vestors and lenders in
assessing the potential
cash flow {o them from
haolding an equity interest
or a loan position in the
business enterprise.

An objective of the finan-
cial statemenls is 1o pro-
vide information that can
hetp current and pro-
spective equity investors
and lenders assess the
historical ability of the
business enierprise, to
generate favourable cash
fiow and the adequacy of
that cash flow.

An gbjective of the finan-
cial statement is to pro-
vide information about
the historical ability of the
business enterprise to
generate earnings, con-
veri those earnings into
cash flow, pay its obliga-
tions when they fall due
and make distributions to
its owners without cur-
tailing the scale of its
operations. Pericdic
rmeasurement of income
and intormation about
income is. therefore, the
cenira! objective of
financial accounting and
the linancial statements
of a business enterprise,

To be useful, periedic
measurement of income
should be based on ac-
crual accounting. Current
and prospective equity
investors and lenders are
not only interested in

OBJECTIVES OF FiNAN-
CIAL STATEMENTS OF
BUSINESS ENTERPRISES

= Financial reporting is not
an end in itsell but is in-
tended to provide infor-
mation that ts useful in
making business and
economic decisions
about business enler-
prises:

= Financial reporling
should provide intorma-
tion that is useful to pre-
sent and potentiat in-
vestors and creditors and
other users in making ra-
tional investment, credit
and similar decisions.

» Financial reporting
shoulid provide informa-
tion to help present and
potential investors and
creditors and other users
in assessing the amounts,
timing and uncertainty of
prospective cash
receipts trom dividends
or interest and the pro-
ceeds from the sale,
redemption or maturity of
securities or loans. Since
invesiors” and creditors”
cash flows are refated to
enterprise cash flows,
finzncial reporting should
provide information to
help investors, creditors
and others assess the
amounts, timing and
uncertainty ol prospec-
tive net cash in-flows 1o
the related enterprise.

¢ Financialreporting

shouid provide informa-
tion about economic
resources of an enter-
prise, the claims to those
resources and the effects
of transactions, events
and circumstances that
change its resources and
claims to those
resources.

+ The primary focus of
financial reporting is in-
tormation about earnings
and its components.

+ Financial reporting is ex-
pected 1o provide infor-

OBJECTIVES OF FINAN-
CIAL STATEMENTS OF
BUSINESS ENTERPRISES

There is no explicil state-
ment of objectives of finan-
cial statements of business
enterprises. However, the
Corporation Law which
became effective in 1966
states that, the annual
financial statements should
conform to proper accoun-
ting principles. They shall be
clear and well set out and
give as true a view of the
company's financial position
and of its operating resuits as
is possibie pursuant to the
valuation provisions set torth
in the law. The form of linan-
cial statements is set torth in
considerable detail in the
law.

OBJECTIVES OF FINAN-
CIAL REPORTING BY
BUSINESS ENTERPRISE

There are no explicitly stated
objectives far the financiat
statements of business
enterptises in the Uniform
Accounting Plan issued in
1966. The planitsellis a
unifgrm system of accoun-
ting applicable to the privale
as well as the pubiic sector.
The objectives of the plan
are: improvement in fiscal
control and national
economic planning throegh
systematic infarmation far
the social accounts and
standardization of rules for
financial statement presen-
tation.
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transactions and events
that had an effect on the
enterprise’s cash flow
during the period, but also
in those transactions and
events that will impact
cash flow beyond the
reporting period.

To be useful, information
about income should in-
clude the sources and
components of that in-
come and should dif-
terentiate between
recurring and non-
recurring sources. in-
tormation about! the
sgurces, components
and incidents of income
helps investors and
lenders in farming their
own expeclations about
the tuture and its relation
to the past.

An objective of financial
statements is to provide
information about the
enlerprise’s assels,
liabilities and owners’
equity. Current and pro-
spective equity investors
and lenders seek to
compare the enterprise’s
performance with others.
These comparisons are
almost always made in
relative, not absolute
terms, Information about
the enterprise’s assels,
liabilities and owners
equity provides a basis for
current and prospective
equily investors and
lenders lo evaluate in-
formation about the
enterprise’s income and
help them compare its
periormance with those
of others.

To be useful, measure-
men! of and information
about assels that are not
direct sources of cash
shouid be, 1o the extent
possible, geared toward
providing indications of
their direct cash in-llow
patential,

To be uselul, measure-
ment of and information
about assets that are not
direct sources of cash

mation auout an enter-
prise’'s financial perfor-
mance during a period
and abou! how manage-
ment of an enterprise has
discharged its steward-
ship responsibility to
owners,
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o

shouid.be, lc the extent
possible, geared toward
providing indications of
their service polential to
the enterprise operations.

+ ‘o be uselul, measure-
ment ol and information
about liabilities should be,
to the extent possible,
geared toward providing
indications of their direct
cash out-flow potential,

« An objective of financial
statements is to provide
information about the
sources and utilization of
the enlerprise’s cash or

. other liquid resources.

i information about the

enterprise’s sources and

utilization of cash or other
liquid resources assists
current and prospective
equity investors and
lenders assess the

- historical ability of the

' enterprise to convert

earnings into cash fiow

and the sufficiency of
thase cash fiows.

»  The type of information
se! forth in the previous
paragraph is also useful
- inhelping equity investors
{owners) evaluate the
management perfor-
mance and its discharge .
of its stewardship
respansibility.
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TUNISIA

LIMITATIONS OF FINAN-
CIAL STATEMENTS OF
BUSINESS ENTERPRISES

The financial statements will
not provide:

= inftormation that can be
used, without adjustment,
for tax or zakat computa-
tion.

« Information that can he
used, without adjustment,
for subsidy computation,

* Information that can be
consolidated, without
adjustment, into na-
tional accounts,

+ Information that can be
used to evaluate
management perfor-
mance apart from the
enterpriseperior-
mance.

* Direct measure of the
value of the business
enterpise.

= Direct measure of the
risk associated with
holding an aquity in-
terest or a loan position
in the business enter-
prise.

LIMITATIONS OF FINAN-
CIAL STATEMENTS OF
BUSINESS ENTERPRISES

EXPLICITLY STATED
LIMITATIONS

* Although financial repour-
ting may provide infor-
mation that may heip
those who desire to
estimate the value of a
business enterprise,
financial accounting is
no! designed to measure
directly the value of an
enterprise.

= Financial reporting, and
especially financial
statemen!s, usually can
not and does not separate
management perfor-
mance from enterprise
performance. Financial
reporting provides in-
formation about an
enterprise during a period
when it was under the
direction of a parlicular
management but does
not directly provide in-
formation about that
management's perfor-
mance,

IMPLIED LIMITATIONS

Because of the focus of the
statement of objectives on
the information need of in-
vestors and creditors there is
an implication that the in-

" formation may need to be

adiusted by other users, who
do not have similar intorma-
tion needs, to suit their pur-
poses. Accordingly, other
limitations recommended
explicitly for Saudi Arabia
mightbe impliedinthe LJ.S.A.

LIMITATIONS OF FINAN-
CIAL STATEMENTS OF
BUSINESS ENTERPRISES

No explicit statement of
{imitations of financial
statements of business
enterprises could be found.

LIMITATIONS OF FINAN|
CIAL STATEMENTS OF
BUSINESS ENTERPRISES

No explicit statement of
limitation of f{inancial
statements of business
enterprises could be found.
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1. EXPLANATORY FOREWORD

1.1 INTRODUCTION

To be consistent, financial accounting standards need to rest upon fundamental concepts. A concept is
a fundamental term that is given meaning. A term is fundamental because repeated reference to it will
be necessary, either explicitly or implicitly, when financial accounting standards are being established,
interpreted or applied. For example, the term asset is fundamental because many of the financial ac-
counting standards will deal with assets of the business enterprise and, therefore, repeated reference
to the meaning of an asset will be necessary when those standards are being established, interpreted or
applied.

{para 202)

1.2 IMPORTANCE OF DEFINING THE CONCEPTS OF FINANCIAL ACCOUNTING

The importance of defining the concepts of financial accounting is manifested in compiementing the
conceptual framework required for setting relevant and consistent standards. To be relevant, financial
statements must be based on clear financial stalement objectives (the end product of the financial
siatements). To be consistent, financial accounting standards must be based on a fully integrated group
- of concepts which define major accounting terms in conformity with a conceptual framework which
suits financial accounting in Saudi Arabia. Without these concepls, issued standards might be con-
tradictory. The advantages of defining the concepts of financial accounting are summed up in the
following.
(para 203)

7 1) ADAPTABILITY TO THE SAUDI ENVIRONMENT

Financial accounting is a means for defining measurement and communication of financial in-
formation relevant to the financial and economic operations of a given enterprise. This definition,
measurement and communication of financial information to users may take difterent forms and
would, therefore, require various standards. The basic framework for the definition, measurement
and communication of financial information should, therefore, be determined in a manner suitable
to the business environment in Saudi Arabia prior to the issuance of financial accounting stan-
dards.

{para 204} .

. 2) UNDERSTANDABILITY

Well defined financial accounting concepts will help users of the accounting standards betier
. understand the nature of accounting information contained in the financial statements and the
- limitations associated with the use of such information, in a manner that would enhance their
: ’ ability to utilize such information effectively.
{para 205)

. I 3) STANDARDIZED ACCOUNTING TERMINOLOGY
Accounting terms in Saudi Arabia are presently used in a non-standardized manner. Without hav-
ing standardized concepts of financial accounting, terms will have different connotations which
will limit the users’ ability to understand accounting information.
(para 206}

4y  ASSIST CHARTERED ACCOUNTANTS IN MAKING APPROPRIATE DECISIONS

Well defined financial accounting concepts will guide chartered accountants in making the right
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decisions when they are faced with problems for which no accounting standard has been
established.

{para 207)
1.3~ CLASSIFICATION OF FINANCIAL ACCOUNTING CONCEPTS
Financial accounting concepts are classified into four main categories, as follows:
1.3.1 CONCEPTS OF THE BASIC ELEMENTS OF FINANCIAL STATEMENTS

These concepts define the basic elements of the financial statements. As stated in the recommended
statement, the basic elements of the financial statements of a business enterprise are, therefore,
assets, liabilities, owners' equity, revenues, expenses, gains, losses, net income (net loss), investments
by owners and distributions to owners. These ten elements are of two types. The first type is financial
position elements and includes the first three elements. The second type is changes in financial position
elements and include the last seven elements. The two types of elements are fundamentally related in
that assets, liabilities and owners® equity are changed by elernents of the other type and in that way an
increase {decrease) in an asset can not cccur without a corresponding decrease (increase) in another
asset or a corresponding increase {decrease) in a liability or owners’ equity. The results of the financial
accounting process are expressed in a set of fundamentally related financial statements which ar-
ticulate with each other and rest upoen the same underlying data.

{para 209)

1.3.2 EVENTS, TRANSACTIONS AND CIRCUMSTANCES

These concepts define the events, transactions and circumstances which atiect the financial position
and the results of operations of a given entity. Definition of events, transactions and circumstances take
into account changes in the financial position and results of operations which are subject to financial
accounting measurement in any given entity.

(para 210)

1.3.3 MEASUREMENT CONCEPTS

Measurement in financial accounting involves the determination of the amounts of the basic elements
of financial statements of a particular business enterprise. The measurement concepts define certain
assumptions underlying the measurement process and the basic characteristics of the measurement
process itself. Measurement concepts are divided into two main categories. The first category is con-
cerned with safeguarding the capital to be empioyed as a basis for measurement of income and deter-
mination of changes in the financial position which represent the elements of income of a given entity.
Concepts of measurement were defined on the assumption that income cannot be realised uniess
capital funds are secured. The second category is concerned with the attribute or attributes of
measureable elements of the financial statements. This determination calls for setting the basis for
measurement, As stated in the commentary, the concept of measurement has been defined on the
* basis of the assumption that measurable elements depend on the nature of the asset or liability subject
to measurement and its direct {or indirect) relationship with the entity’s cash flows.
(para 211) '

1.3.4 THE QUALITY OF INFORMATION CONCEPTS

The quality of information concepts define the characteristics or the criteria of useful accounting in-
formation. These characteristics or criteria should assist those responsible for establishing accounting
standards as well as those responsible for the preparation of financial statements in evaluating financial
information produced by afternalive accounting methods and in ditferentiating between necessary and
unnecessary disciosures.

(para 212) (Next paragraph is No. 356)
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WHY CONCEPTS ARE NEEDED

Financial accounting is a measurement and communication process. Measurement of a business
enterprise's activities and performance and communication of information about those activities and
performance may take many forms. Concepts are needed to define the basic teatures of the measure-
ment and communication process that shouid be adopted in Saudi Arabia. The concepts together with
the objectives and limitations of financial statements form the necessary foundation for establishing
financial accounting standards that are relevant and consistent. To be relevant, standards need to be
clearly related to the objectives of financial statements. To be consistent, the standards need o rest
upon a set of integrated concepts. Concepts are needed, theretore, to guide the body responsitle for
establishing accounting standards. In this respect, the Financial Accounting Standards Board in the
United States notes :

«Financial reporting concepls by nature are pervasive. They concern the similarities of
economic circumstances across industry lines and among companies. These similarities
are significant. There are, of course, dissimilarities that must be considered too-including
things like different types of contracts and financing arrangements, different kinds of
resources, different kinds of obiigations, and different regulatory and government
requirements-though similarities are the basis for concepts with general application.

Standing between the underlying concepts and accounting practices in specific situations
are accounting standards-general solutions to identitied financial accounting problems.
Standard setting, to be evenhanded, must be built on established concepts and solve unique
problems by referring to objectives; that is what provides the evenhandedness.

Attainment of objectives involves a balance of presumed usefulness and practicability of
relevance of information and its reliability-of benefit and cost. ‘That balancing is the job of
standard setting, the task of the Financial Accounting Standard Board. A conceptual
framework can provide a constant thread of reason, a basis for solution-a constitution-to
guide the FASB. It will narrow the range of alternatives to be considered by the Board
because some alternatives will clearly be sunconstitutional. it will also provide the
members of the Board with a common foundation on which to debate the merits of the
alternatives.

Concepts cannot be expected automatically and unequivocally to resolve specific problems.
Like a constitution, a conceptual framework for financial accounting and reporting will re-
quire interpretation and, occasionally, amendment. Setting standards is an ongoing activity
because new or unique situations are always arising to which concepts must be applied or
interpreted»?.

Concepts are an essential building block in any scheme designed to increase the credibility
of financial statements by enhancing their comparability. In this respect the Financial Ac-
counting Standard’s Board of the United States notes:

«increased comparability of the information contained in financtal statements is one of the
most important implications of a conceptual framework. Since comparing alternative in-
vestment or lending opportunities is an essential part of most investment decisions, in-
vestors and creditors desire financial statement information that is comparabie, both for
single enterprises over time and between enterprises at the same time. They also want to be
able to compare enterprise performance using data unclouded by different methods of ac-

1.

ﬁnancial Accounting Standard Board, «An Analysis of Isues Relaled to Conceptual Framework for Financial Accounting and Repor-
ting: Elements of Financial Statement and their Measurements, December 2, 1978, Stamiord.
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counting for the same facts and circumstances. Consequently, investors and creditors rank

comparability among the mast important qualities of useful financial statement informa-
tion»2,

«Without a conceptual underpinning, periodic earnings and financial position are essentially
matters of judgement and personal opinion. Preciseness of definition of fundamentals nar-
rows subjectivity, circumscribes the areas for applying judgements, and provides a frame of
reference for those judgements. A conceptual framework should foster consistency of

_ treatment of fike things, provide the means for identifying unlike things, and leave open for
judgement the estimates inherent in the accounting process. Without the discipline that a
sharpened conceptual framework can provide it is doubtful whether financial reporting
generally can attain an optimal level of credibility»3.

2.2 FOR WHOM CONCEPTS ARE MEANT

Concepts are primarily intended to guide the body responsibie for establishing accounting standards.
They provide a frame of reference to which all standards shouid be anchored, thus, assuring their in- |
ternal consistency. But a conceptual frame of reference can and should be useful to other parties in-
cluding preparers, auditors and users of financial statements. In this respect the Financial Accounting
Standards Board of the United States notes that a conceptual framework would:

A)

B)

C)

«Provide a frame of reference for resolving accounting questions in the absence of a specific
promulgated standard. A conceptual framework can provide direction for analysis of cir-
cumstances that give rise to accounting questions not specifically addressed in a promulgated
standard. It can guide thai analysis by focusing consideration on some alternative solutions while
eliminating others from the realm of possibility. It can give financial statement preparers and
auditors some degree of confidence, though by no means assurance, that if 2 detailed rule on the
question were promulgated consistent with the conceptual framework it would prescribe the
same resolution. Thus, a conceptua! framework is a guide for predictable analysis and judgment.

_Determine the bounds for judgement in preparing financial statements. A conceptual framework

cannot and should not be so detailed that it automatically provides an accounting answer to a set
of financia! facts. Overprescription of detail would make it mechanistic, not conceptual. Judge-
ment would be squeezed out, and a probable result would be frequent mismatches of accounting
solutions and business probiems. At the same time, the conceptual framework cannot be left so
abstract that a high degree of subjectivity prevails in applying the concepls, for then the factors
that underiie the skepticism of present financial reporting would continue. A conceptual
framework does not eliminate judgement in preparing financial statements, as some have pro-
phesied. Rather, it determines the bounds for judgement.

Increase financial statement users’ understanding of and confidence in financial statements.
Ftnancial statement users often lament the =quality of earnings» or, more precisely, a perceived
lack thereof. Some users believe that accounting numbers are prepared on the basis of an amor-
phous set of principies and rules that permit oo much freedom in deciding what financial
statements shouid show. If a conceptual framework for financial accounling and reporting makes
sense and-equally important-if {inancial statement users make the requisite effor! to understand
the framework, the confidence that those users have in the information contained in financial
statements will increase. Financial statement users will recognize that the definitions and
measures of the basic elements of financial statements (assets, liabilities, earnings, etc.) are
consistent from company 1o company. The need for them to attempt to make compensatory ad-
justments, addbacks, or eliminations to achieve tomparability should decrease significantly.

2.
3.

Ibid p. 8
lhid p. 9
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Mareover, financial statement users will understand the limitations of accounting information, and
that also is important. Thus, their ability to use financial statement information with intelligence
and confidence in assessing the performance and prospects of a business enterpnse will be
enhanceds4.

{para 357)

2.3 ELEMENTS OF FINANCIAL STATEMENTS

The basic elements of financial statements are the building blocks for financial accounting. The function
of financial accounting is (1) to measure the assets held by a specific entity; {2) to reflect the claims
against the interests (fiabilities and owners’ equity) in that entity; (3) to measure changes in those
assets, liabilities and owners' equity; (4) to assign the changes to specific periods of time; {5) to classify
the changes into those that represent revenues, expenses, gains, losses and those that represent other
changes in assets, liabilities, and owners’ equity; (6} to express the foregoing in terms of money as a
common denominator; and (7) to provide periodic reports about the entity’s assets, liabilities, owners’
equity as of a particular point in time, net income and its components and the sources and utilization of
cash or other liquid funds.

(para 358}

This perception of the function of financial accounting necessitates that the elements of financial
statements should be defined.

1

ELEMENTS OF THE FINANCIAL STATEMENTS

Assets, liabilities, owners’ equity, revenues, expenses, gains, losses, investment by owners and
distribution to owners. These elements are the building blocks in the structure of financial ac-
counting because financial accounting measurement and reporting of results are based on these
elements.

EVENTS, TRANSACTIONS AND CIRCUMSTANCES

Financial accounting concerns itself with the measurement of changes which take place in a
given business enterprise’s assets, liabilities and owners' equity. It is also concerned with deter-
mining the reasons of those changes and defining their concepts. Changes in assets, liabilities
and owners' equity which are subject to measurement by financial accounting are, infact, a result
of the events, transactions, and circumstances of the business enterprise. However, due to the
fact that a given business enterprise may be affected by a variety of events, transactions and cir-

cumstances of which some may be liable {0 measurement and others do not lend themselves to
such measurement, it would, therefore, be necessary to determine those events, transactions and
circumstances which lend themselves to financial accounting measurement.

FINANCIAL ACCOUNTING MEASUREMENT

Measurement of elements of financial statements and changes in those elements is considered to
be one of the major functions of financial accounting. Financial accounting measurement involves
certain assumptions with respect to the business enterprise concerned and the period of time
subject to this measurement. Financial accounting measurement is also characterised with a
variety of features which discriminate it from other types of measurement. Basic assumptions and
characteristic features of financial accounting are, therelore, delineated in these concepts of
financial accounting measurement. )

THE QUALITY OF INFORMATION CONCEPTS:

The ultimate objective of financial accounting is to produce and communicate useful information
which takes the form of financial-statemenis and other reports which help areas concerned to- - -
make the appropriate decisions with respect to a given business enterprise. information produced
by financial accounting are usually affected by methods of measurement and disclosure adopted

4.

bidpp. 6&7
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by the enterprise’s management. Financial accounting standards will limit the measurement and
disclosure alternatives. However, these standards are not expected to eliminate all other
available alternative methods of measurement and disciosure. Additionally, setting of financial
accounting standards involves selection among the various measurement and disclosure alter-
natives. The best criterion of such selection, is the utility of information which may be produced by
each such alternative method of measurement or disclosure. Determining the characteristics of
useful information is the function of the concepts of quality of information.

(para 359)

2.3.1 THE FUNDAMENTAL CONCEPTS OF FINANCIAL ACCOUNTING

The definition of basic elements of financial accounting has two aspects: consistency of financial

statements and the definition of the main elements on the basis of which depends the basic component
of the financial statements.

(para 380)

With respect o consistency, before defining the elements of financial statements, the components of

Financial Posilion Statements and Income Statement of a given business enterprise must be subjected to
the same methods of financial accounting measurement. This may involve a decision of whether to

follow the same method for measurement of the value of stock inventory as listed in the Statement of
Financial Position or determining the cost of commodities sold as stated in the income Staternent. in

other words, it should be determined if the measurement of changes in assets, liabilities and owners’

equity is performed in accordance with the same methods applied for the measurement of those assets,

liabilities and owners’ equity. This will also determine if it is possible to define the elernents of the in-
come Statement irrespective of defining the elements of the Statement of Financial Position. It is ¢clear

that consistency depends on whether it is necessary to subject the elements of both the Statement of

FinancialPositionand thelncome Statement o separate mzthods of measurement in order to produce

useful information on the performance of the business znterprise, its economic resources and the rights

incurred thereof, taking into consideration the objectives which define financial statements and the

limits of their application. In our opinion, it is not necessary to separate the elements of Income State-
ment from those of Statement of Financial Position in order to produce information which would help

achieve the stated objectives of financial statements. On the contrary, consistency among the elements

of the Income Statement and Staternent of Financial Position should be a basic condition to enable
‘primary external users to evaiuate the performance of the business enterprise in light of available
economic resources and commitments. We have, therefore, defined the elements of financial

statements on the basis of their consistency and ability to achieve the recornmended statement of ob-
jectives and limitations of financial statements.

{para 361).

There are two basic approaches o the definition of the basic efements of financial staternents:
i) The asset and liability approach; and
iy  The revenue and expense approach.

These two approaches involve two distinct conceptual views of net income {earnings) measurement.

The conceptual issue in choosing belween the asset and liability approach and the revenue and ex-

pense approach is concerned with reflecting the most fundamental elements of financial statements

whose definitions control the definilions of other elements. The asset and liability approach depends on
definition of assets and liabilities to define net income {earnings) and its components. The revenue and
expense approach depends on definition of revenues, expenses, gains and losses;-and relating them to - -
define net income (earnings).

{para 362}
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In the asset and liability approach, net income (earnings) is a change in net assets (assets less liabilities)
. and, therefore, represents changes in measures of relevant attributes of assets and liabilities. Under
this approach, the positive elements in net income - revenues - and gains are defined in terms of in-
creases in assets and decreases in liabilities during the period; the negative elements in net income
-expenses and losses - are defined in terms of decreases in assets and increases in liabilities during the
period. Assets and liabilities are the key concepts under this approach and the definitions of all other
elements of financial statlements - owners’ equity, revenues, expenses, gains, losses, investment by and
distribution to owners are dependent on the definitions of the key concepts. Under this approach, net
income is determined through a process of matching revenues, expenses, gains and losses. However,
good matching of these components of net income is the inevitable consequence of good definitions
and measurement of assets and liabilities.
(para 363)

in the revenue and expense approach, the concepts of revenue, expense, gain and loss are the key
concepts and net income is defined in terms of differences between these elements. Measuring net in-
come, under this approach, depends primarily on good definitions of revenues, expenses, gains and
losses. The primary concern in the revenue and expense approach is to measure net income of the
enterprise, not o measure increases Or decreases in its wealth. Measuring net income, under this ap-
proach, incidentally results in measuring an increase or decrease in owners’ equity. Since revenues,
expenses, gains and losses are the governing concepts, measures of assets and liabilities are generally
determined by the requirements of the net income measurement process. Thus, 2 bealance sheet
reflecting this approach may include as assets and liabilities or as other elements, items that do not
represent assets and liabilities under the asset and liability approach. For example, business enter-
prises may suffer losses from fire, flood and other casualties that occur randomly and cannot be
predicted for individual enterprises. However, insurance can spread the risk over many enterprises 2t a
relatively small cost to each. An enterprise that pays insurance premiums to an insurer has an in-
surance expense for the period covered that it deducts from revenues to measure income. Many
enterprises choose to bear all of the risk of loss rather than pay an insurer to bear it. Since those enter-
prises incur no obligations to pay other entities or suffer no decrease in assets unless a fire, flood or
other casualties occur, under the asset and liability approach, losses should be recognized as deduc-
tions from revenues for periods in which the casuaities occur. Under the revenue and expense ap-
. proach the revenues of these enterprises must cover uninsured losses and that a proportionate part of
future losses should be deducted trom revenues of each period. Otherwise, costs of losses will not be
properly matched against related revenues, and income will be averstated in most periods andgreatly
" understated in periods in which the fire, flood or other casualties occur.
(para 364)

The definitions of the elements of financial statements set forth in this statement adapts the asset and
liability approach because measurement of income under the revenue and expense approach would be
less reliable. Revenues and expenses are not precise concepts in the revenue and expense approach,
and income is, therefore, a significantly less precise concept than in the asset and liability approach.
The lack of preciseness makes income in the revenue and expense approach unduly subject to the ef-
fects of personal opinion about what income of an enterprise for a period should be. On the other hand,
the limits of definitions of revenues, expenses, gains, losses and net income that are imposed by
relating them to change in assets and liabilities, make the concept of income more precise and the
resulting measure of income reliable. Financial accounting and financial statements, in our view, are
primarily historical in that information about events that have taken place provides the basic data of
financial accounting and financial statements.

{para 365}

expense approaches with a particular measurement basis. Either approach is compatible with
measurement of several different attributes of the elements of financial statements. For example,
historical cost, current replacement cost, net realizable value or discounted future cash flows could be
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used as 2 measurement basis under either of the two approaches. Disagreements about the attributes
of elements of financial statements that should. be measured, are not the causes of substantive dif-
ferences between the two approaches.

{para 366)

It should also be noted that differences between the two approaches do not reflect differences in opi-
nion as to which financial statements is more useful to equity investors and lenders. Most advocates of
either approach would agree that the information in the Statement of Income is likely to be more usetul
to investors and lenders than the information in the Statement of Financial Position. That is, most ad
vocates of either approach agree that income measurement is the focus of financial accounting and the
financial statements. The basic difference between the two approaches is what should be included and
what should be excluded from assets, liabilities, revenues, €xpenses, gains and losses. Under the asset
and liability approach assets are defined in terms of economic resources that represent & potential
benefit to the particular business enterprise. The potential benefit is an eventual direct of indirect net
cash inflow 1o the enterprise. The revenue and expense approach, on the other hand, is less concerned
with whether assets are economic resources than with whether costs are appropriately matched with
revenues. Thus, under this approach, assets would include all items that would be included under the
assets and liability approach as assets, plus deferred charges waiting 1o be matched with revenues in
future accounting periods even though those deferred charges do not represent economic resources.
(para 387)

Under the asset and liability approach, liabilities represent present obligations of an enterprise 1o
transfer assets to other entities in the future. The revenue and expense approach accepts this concepl
of liabilities but also recognizes certain deferred credits and reserves necessary to maich costs with
revenues to measure income properly.

(para 368)

Under the asset and liability approach, revenues, expenses, gains and losses are defined and measured
by increases in assets andfor decreases in liabilities and, accordingly, the increases in assets andlor
decreases in liabilities that represent those eiements are dependent on the definitions of assets and
liabilities. Under the revenue and expense approach revenues, expenses, gains and losses are defined

and measured independently from assets and liabilities. However, since the Statement of income and

the Statement of Financial Position are related, the recognition of revenues, expenses, gains and
losses under the revenue and expense approach results in increases in assets andfor decreases in
liabilities (para 368}

”
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The following figure summarises the various alternatives which are taken into consideration in defining the
elements of financial staternents ‘and alternatives selected as a'basis‘for defining the elements'in'this state-

ment.
{para 370)

CONSISTENCY OF
FINANCIAL STATEMENT
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I

NO

l

.
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l
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|
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232 CONCEPTS OF FINANCIAL ACCOUNTING MEASUREMENT

DR VP

2.3.2.1 ASSUMPTIONS UNDERLYING THE MEASUREMENT PROCESS

Four concepts define four basic assumptions that underlie the measurement process in financial
accounting. These are:

i} The entity concept;

ii)y The going concern concept;
iii} The measurement unit concept; and
iv) The periogic reporting concept.

Although these might be considered self-evident they need to be defined to complete the conceptual
basis of financial accounting.

(para 371)

A) The Entity Concept

The entity concept is in accordance with the Company Law which assures separation of the af-
fairs of the business enterprise from the affairs of its owners. Article 13 of the Company Law
states that, except for joint ventures, every company incorparated under the Law shall be
deemed as juristic person as of the date of its incorporation. Furthermore, the law, especizllyin
the case of joint stock and limited fiability companies, is predicated on the separation of the
ownership role from the management role. But even if the concepts were not supporied by law,
it would have been amply evident by observations of how business enterprises are organized
and managed in Saudi Arabia.

{para 372}

B) The Going Concern Concept

The going concern concept is also evident from limited observations of investment and lending
decisions in Saudi Arabia. Investors and lenders invest in or lend 10 enterprises they expeci 1o
continue. They are necessarily interested in information about how the enterprise is faring as a
going concern not as an entity that is about to be fiquidated. Even when the law limits the legal
life of a company to a certain number of years (usuaily thirty years) the intent is not to force I+
quidation after that period of time. Rather the intent is 10 review the privilege granted to the
enterprise to conduct business under the originally specified legal form. To give the going cor-
cern concept operational meaning our recommendation is to define it as follows:

In the absence of persuasive evidence to the contrary, the econamic entity is assumed to
have a remaining life greater than that of its limited life assels.

This means that the recorded amounts for the limited life assets represent investment made by
the enterprise in those assets which it expects to recover in the normal course of business not
through forced or voluntary liquidation. Liquidation values are, therefore, not relevant in finan-
cial accounting unless persuasive evidence would indicate that the invested amounts in limited
life assets will be recovered through forced or voluntary liquidation of those amounts.

(para 373)

C) The Measurement Unit Concept

It is self-evident that the monetary unit in Saudi Arabia is the Saudi Riyal and that financial
statements in the Kingdom reflect measures stated in the Saudi Riyal. However, the moneiary
unit is both a medium of exchange and a measure of exchangability or «standard of values. The
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first of these characteristics, that is, medium of exchange, specifies the type of economic
system in Saudi Arabia - one in which money is almost used universally to pay for goods and
services and to discharge debt. This characteristic is not of much significance since accounts
can and had been kept in ancient societies in the absence of money. It is the second
characteristic that is important in financial accounting. Financial accounting involves
measurement of assets, liabilities, owners' equity and changes therein. In order to measure, a
unit common to all objects that are to be measured is needed. This is merely a logical require-
ment that two or more objects must be expressed in identical units before they can be added
together or subtracted one from the other. In an exchange economy, such as that of the
Kingdom, the only measure common to all objects that do or can enter into the exchange is
their exchangeability or evalue in exchange» and this is expressed in terms of money in its
function as a common denominator or standard of value. This leads to the question as, to
whether the use of the Saudi Riyal as a measurement unit does in tact express al! objects
(nonmonetary assets and liabilities) in terms of a common unit. The value of a Saudi Riyal in
exchange is measured by its purchasing power. The purchasing power of the Saudi Riya! is not
fixed. Rather, it is dependent on the value of other objects in exchange (their prices) which are
determined by the forces of supply and demand. The purchasing power of the Saudi Riya! in-
creases when the prices of objects and services it can buy go down and vice versa. Under
these conditions it is obvious that the Saudi Riyal cannot be the same measuring urit all the
time, that is, it cannot have the same purchasing power ail the time when prices of objects and
services it can buy are not stable all the time. To assume that it is stable as a measuring unit
would not be consistent with reality. This leads to the recommendation set forth in this state-
ment that moderate changes in the purchasing power of the Saudi Riyai that persist for several
years or substantial changes in its purchasing power that occur over short periods require
restating the financial statements for general price level changes. The objective behind the
restatement is not to change the measurement basis used in financial accounting. rather the
objective is to express the same measurement basis in 2 common unit, that is, Saudi Riyals
with the same purchasing power. :

(para 374)

D) The Periodic Reporting concept

The periodic reporting concept is supported by observations. Financial statements are
prepared to provide test readings at regular intervals. In addition, the company law calls for
periodic reporting at the end of each fiscal year during the life of the business enterprise. The
principal alternative to the period as the basis for reporting is the compleled project or venture.
For the typical business enterprise in the Kingdom, the period is clearly more superior,
{para 375)

2322 THE BASIC FEATURES OF THE MEASUREMENT PROCESS

The recommendations set forth in this statement under the recognition measurement basis and
matching concepts reflect two choices. The first choice is the capital maintenance view and the se-

cond choice is the attribute or attributes of financial statement elements that should be measured.
{para 376)

‘A) Maintenance of Share Capital

Income results only atter capital has been maintained or costs have been recovered. The
capital maintenance view chosen, therefore, divides a business enterprise’s return on invest-
ment (income) from its return on investment {capital or cost recovered). The Financial Accoun-
ting Standards Board in the United States defines two major concepts of capital; Financial
Capital and Physical Capital; and deséribes the major ditferences between the two as foilows:
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«The major difference between the two concepts is the way they account for changes in
values of assets held. The fmancnal capital concept vtews cap:tal maintenance in money
value terms and recognizes increases or decreases in values of assets held as gains or
losses, which may be separated from operating earnings by describing them as holding
gains or losses. The other concept views capital maintenance in terms of the physical
properties of assets and, therefore, recognizesno gains or losses from changes in value
of the same productive capacity of an enterprise. Thus, changes in values of assets held,
such as inventory, property, plant, equipment and somne intangibles, are included in earn-
ings in the financial capital maintenance view but are excluded from earnings and taken
directly to capital in the physical capital maintenance view.

(para 377)

Proponents of financial capital maintenance view disagree about the timing of recogni-

~tion of increases or decreases in values of assets held and about whether they should be

included in operating earnings or disclosed separately as holding gains or losses. Pro-
ponents of physical capital maintenance view disagree about the definition of same pro-
ductive capacity. Some favour replacement of physical assets in kind. Others regard
preductive capacity either as the capacity to produce the same volume of goods or ser-
vices or the capacity to produce the same value of goods and services.

{para 378)

it should be recognized, of course, that maintenance of capital is an abstraction needed
to measure earnings to divide return of capital from return on capital. The abstraction
does not assume that assets are actually replaced when used or that they will necessarily
be replaced in the futures>.

Proponents of the physical capital concept favor accounting for assets suc\»as inventories,
property, plant, equipment and intangibles at their current replacement costs without
recognizing changes in their replacement prices as holding gains and losses. That is, the
changes in replacement prices of these assets during a period are not components of income
but a capital maintenance adjustment of owners’ equity.

(para 379)

The recommendations set forth in this statement adopt the financial capital maintenance view.
These recommendations are supported by two considerations:

The first is the nonreliability and impracticality of current replacement cost measures in
Saudi Arabia especially when one considers that many of the assets that would be sub-
ject to current replacement cost measurement are obtained outside the country. Accor-
dingly, their replacement cost depends on where the assummed replacement would be ob-
tained and how it would be obtained.

The second consideration is more fundamental. Business enterprises invest cash in
nonmonetary assets, e.g., inventories, property, plant, equipment and intangibies, with
the expectations of generating more cash. Investments in these assets involve a
necessary holding period that varies from one asset to another while they are being
utilized to generate cash. Gains or losses due to changes in the prices of those assels
during their respective holding periods are measures of the success or lailure of the
decisions 1o invest in those assets as much as gains or losses from their utilization. To be
sure, to replace an existing asset might require more cash than the amount of cash
originally invested. However, cash requirements 1o replace assels are a management of
.income as opposed to a measurement of income con51derat:on

{para 380) ~ I T

{5) Ibid pp. 14, 15
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B) Attribute/s that should be measured

““The second choice that undetlies the récommendations set forth in this statement is the at-
tribute or attributes of financial statement elements that should be measured. Various pro-
posals have emerged in the United States and other countries® that call for accounting
measures of attributes that are different from those measured and presented in financial
statements presently. The Financial Accounting Standards Board in the United States
described five attributes that have been used or proposed for measuring and presenting
various classes of assets and liabilities as follows:

(para 381)

—  Historical costistorical proceeds-the amount paid to acquire an asset (less subsequent
- amortization) or the amount received when & liability was incurred. Although present
financia! statements are frequently characterized as being primarily concerned with the
attribute of historical cost, that description fits well only a few major classes of assets
such as inventaries (and then only when they have not been written down to market under
the rule of lower-of-cost-or-market); property, plant and equipment; and intangibles.
i Historical proceeds, the fiability counterpart of historical cost for assets, is used today,
. : for example, to measure cash borrowings and cash advances from customers.

K {para 382)

—  Current cost/current proceeds-the amount required currently to obtain the same asset or
the amount that would be received if the same obligation were incurred currently. Pro-
ponents difter about the meaning of «the same assets, some meaning replacement in kind
and others meaning replacement of equivalent productive capacity. Current cost is used
today, for example, for inventories carried at market under the lower-of-cost-oronarket
value. Current cost also is the measure adopted by the Securities and Exchange Com-
mission in its Accounting Series Release No. 190, which requires large publicly held
companies to disclose certain replacement cost data.

{para 383)

—  Current exit value in orderly liquidation-the amount of cash that could be obtained cur-

L : rently by selling an asset (that is, current market value, if & market exists), or the amount

required currently to efiminate an obligation. Current exit value is used by mutual funds,

brokers and dealers in securities, and some insurance companies to account for

- C marketable securities. ’
{para 384)

{ 6 ) For example, the Sandilands Report in England which recommends that financial statements be prepared on 2 basis described as

i «Current Caost Accounting». Report of the Inftation Accounting Committee (EEP Sandiland Eq.. CBE, Chairman) Inflation Accounting
_ {London - Her Majesty's Stationery Office, 1975)
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— Expected exit value in due course of business-the nondiscounted amount of cash into
* which an asset is expected to'be converted:(that is, its riet realizable value) or the non-
discounted amount of cash expected to be paid to eliminate a liability. Trade accounts
receivable are presently measured at their expected exit values, as are accrued wages
and income taxes payable.
(para 385)

—  Present value of expected cash flows-the discounted amount of net cash inflows pertain-
ing to an asset or the discounted amount of net cash outflows required to eliminate &
liability. Measures of present values of long-term receivables and long-term abligations
are widely used in present financial statements. Initially, the historical cost of most long-
term receivables is equivalent to the present value of expected interest and principal

payments. Also, capitalized leases are necessarily measured at the present value of ex-
pected lease rentals.»(®

(para 386}

The choice of the financial capital view of capital maintenance, discussed in the previous
paragraph, does not lead automatically to any one of these attributes exclusively. Any of the
five attributes described by the Financial Accounting Standard Board can be selected as a
measurement basis under the financial capital maintenance view. The recommendations set
forth in this statement are based on the beiief that the choice of an attribute should be based on
its relevancy to the objectives of financia! statements as well as its reliability. The objectives of
financial statements suggest that the selection of the attribute to be measured depends on the
nature of the asset or liability. In this respect, assets and fiabilities are either monetary or
nonmonetary. Monetary assets and lisbilities are more directly and definitely related to the
enterprise’s future cash flows than nonmonetary assets and liabilities. Measurement of and in-
formation about monetary assets and liabilities should provide indications of their direct con-
tribution to the enterprise’s future cash flows. The attributes that are most consistent with this
view are the expected exit value in due course of business or the present value of expected
cash flows as outlined under the measurement basis concept in this statement.

{para 387)

On the other hand, measurement of and information about nonmonetary assets and liabilities
shoutd provide indications of their indirect contribution to the enterprise's future cash tlows,

that is, their service potential to the enterprise. The attribute that is most consistent with this

view is the historical cost/historical proceeds. The use of historical costs is essential to an .
assessment of an enterprise’s fungamental ability to add sufficient utility of time, place, or form -
to the materials, products or services it buys, so that they can be sold above cost. In addition,
historical costs are soundly based on recognition of the effect of actual, not merely possible,
transactions. Historical costs are relevant because they represent prices that the enterprise
participated in establishing, not prices established exclusively by other entities. Finally, the
most common, the best understood, the simplest, the most versatile concept of profit is the
excess of selling price over cost. The following figure summarises the alternatives available

and those selected to be the basis for defining the concepts and characteristic features of
elements to be measured.

{para 388)

(7) Financial Accounting Standard Board, op. cit. p.p. 1617
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THE OL_JALITY OF INFORMATION CONCEPTS

Tne quality of information concepts describe the criteria that make financial accounting information
useful, These criteria are intended to guide those responsible for establishing accounting standards
in Saudi Arabia as well as preparers and auditors of financial statements in selecting armong aiter-
native accounting andlor disclosure alternatives. The recommended criteria for usetful accounting
information substantially encompass all of those that have been adopted or recommended in other
countries. For example, they substantially encompass those that have been adopted by the Financial
Accounting Standards Board in the United States®® except for the costibenefit criteria which we
deleted from our recommendations. To be sure, to gather, process and communicate information
requires time and effort and costs money. Useful information is an economic good and accordingly
its benefit must exceed its cost. Clearly the cost/benefit relationship is an appropriate criterion of a
proposed accounting standard or in the choice from among alternatives. However, this criterion was
nheglected in our recommendations because we are not able, at the present time, to present any
generzlly applicable observations about it beyond the cbvious necessity to compare the cost and
value of information when establishing a standard or when selecting among alternatives.

{para 389)

Our recommendations also encompass those recommended by the Accounting Standards Steering
Committee of the Institute of Chartered Accountants in England and Wales in 1975./ This Commit-
tee recommended relevant, understandable, refiable, complete objective, timely and comparable as
desirable characteristics of accounting information.

(para 390)

The eight criteria of useful information recommended in this statement can be of practical
assistance to preparers of financial statements who wish to maximize the value of their output to ex-
ternal users. We do not, however, visualize successful use of these criteria in any simple, automatic
way. The professional judgement of experienced and conscientious preparers will be important.
{para 391}

The eight criteria are not of equal importance. Relevance and reliability are clearly the major con-
siderations in the selection of measurement methods to apply to any asset or liability. Measurement
methods can be ranked on the basis of relevance to equity investors’and lenders’ information need.
On the other hand, the reliability of a specific measurement method can only be judged by reference
to the special circumstances. Comparability and neutrality are appropriate criteria of both
measurement and communication. Timeliness, understandability, materiality and optimal disclosure
are criteria of effective communication or reporting; they have little applicabiity to the measurement
process.

{para 392}

{8) See appendix B for comparison of concepts recommended for Saudi Arabia with those in the United States.

{8) Accounling Standard Steering Committee of the Institute of Chartered Accountants in England and Wales. The Corporate Repart
{London-ICAEW, 1975). p. 28.
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i 24  COMPARISON OF RECOMMENDED CQNCEPT_S WITH THOSE IN THE USA WEST GER-
i ' MANY AND TUNISIA I
Appendix A contains a comparison of the recommended concepts with those in the United States,
West Germany and Tunisia. The comparison with the United States is based on the Financial Ac-
= counting Standard Statements of Financial Accounting Concepts:
No. 2 «Qualitative Characteristics of Accounting Information» Published May 1280.
No. 3 «Eiements of Financial Statements of Business Enterprisess published December
1980.
e {para 393)

The comparison with West Germany is based on the financial accounting provisions in the revised
Corporate Law which has been effective since 1966 and the requirements for accounting and fiscal
statements set forth in the German Commercial Code {see Appendix C and D).

(para 394)

The comparison with Tunisia is based on the Tunisian Plan Compatable General which has been
( mandatory for the public and private sectors in Tunisia since 1966.
{para 385)

it shauld be noted that in the United States, the asset and liability view of income has been adopted
by the Financial Accounting Standards Board as a basis for the definitions of the elements of Finan-
cial Statemnents. However, there are differences between the definitions of the elements of financial
statements adopted by the Financial Accounting Standards Board and those recammended for Saudi
Arabia. All of these exceplions are obvious and can be discerned from reading Appendix B to this
statement. The one difference that is not obvious is very fundamental. it concerns the definition of
comprehensive income in the United States. Comprehensive income is defined to include all
: changes in equity during a period except those resulting from investment by or distributions to
i . owners. Under this concep! of comprehensive income, capital contributions from nonequity owners
would be considered income to the the enterprise receiving it. The definition of net income recom-
mended for Saudi Arabia would exciude from income capital contributions from nonequity sources.
For example, all government grants to a business enterprise, revenue as well as capital grants,
. would be reflected as income under the Financial Accounting Standards Board’s concept of com-
v prehensive income. On the other hand, under the concept of net income recommended for Saudi
: ) . Arabia, only revenue grants would be reflected as income and capital grants would be taken directly
L-' o net assets.
(para 396}

- The difference between the two income concepts also affects the definitions of gains in the United
1. N States and Saudi Arabia. We believe that the concept of net income recommended for Saudi Arabia
| is more consistent with the objectives of financial statements than the comprehensive income con-

cept of the Financial Accounting Standards Board. Finangial statements are used by investors and
' o ienders to evaluate the enterprise performance. We believe that performance tlows primarily from
fulfilment by the enterprise of the terms of its transactions with outside entities that result in
__revenues, expenses associated with those revenues and gains and losses. Therefore, we would ex-
" clude from net income and include in the amount of capital any capital contributions to the enter-
prise from nonequity sources.

- It shouid-also be neted that final pronouncements have not yet been issued by the Financial Accoun-.—.
ting Standards Board on the measurement concepts that have been addressed in our recommenda-
tions for Saudi Arabia. Accordingly, comparison between the measurement concepts recommended
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for Saudi Arabia and possible conclusions that the Financial Accounting Standards Board may reac,
. on measurement, recognition, measurement unit and matching issues would serve no useful pur.

' pose.

{para 397)

Comparison with WestGermany and{Tunisia is difficult in vieuf’ of the lack of official pronouncements
on the subjects addressed in our recommendations for Saudi Arabia. However, it is clear that in both
countries historical cost/historical proceeds are the attributes selected generally for measurement.
Conservatism is the basic principle of valuation in West Germany in so far as current assets are
concerned. German law requires that current assets be written down to the lower ol replacement or
reproduction cost or net realizable value. Current assets may also be written down, in West Ger-
many, to the extent permissible jor purposes of taxation. The application of the German Tax Law
often leads to an understatement of assets in statutory financial statements. The chief exampies are
accelerated depreciation for various types of fixed assets and inventory reserves of up 1o 20 percent
on certain imported products. Normally, advantage can be taken of these provisions of tax law only if
the amounts involved are reflected in the financial statements.

{para 398B)

In Tunisia, on the other hand, financial accounting is geared toward a set of objectives that are fun-
damentally different from those recommended for Saudi Arabia. Accordingly, the comparison with
Tunisia at the concept level does not serve a useful purpose.

{para 329)

{Next paragraph is Na. 503) !
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COMPARATIVE MATRIX ON FINANCIAL ACCOUNTING CONCEPTS

SAUDI ARABIA

UNITED STATES

WEST GERMANY

TUNISIA

Elements of Financial
Statements

Elements of Financial
Statements

Elements of Financial

Statements

Elements of Financial
Statements

Assets: An asset is any
Item capable ol providing
future services or
benetits, the rights to
which have been ac-
quired by the enterprise
as a result of past tran-
sactions or events and
whichislpresently
measurable in monetary
terms with acceptable
reiiability, provided that it
is not directly associated
with an immeasurable
obligation.

Liabilities: A liability is a
present obligation of the
business enlerprise to
transfer assets or provide
services o other entities
in the future as a result of
past transactions or
events and which is
presently measurable in
rnonetary terms with ac-
ceptable reliability, pro-
vided that it is not directly
associated with an im-
measurable, but valuable
right.

Owners' Equlty:

. Owners’ equity Is the

residual interest in the
assels of the enterprise
that remains after deduc-
ting its liabilities.

Revenues: Revenuesofa
business enterprise are
increases of its assets or
decreases of It liabilities
or a combination of both
during a specific period of
time {rom selling or pro-
ducing goods, allowing
other entities to use
enterprise assets,
rendering services ot
other profit-directed ac-
tivities that constitute the
enlerprise’s ongoing ma-
jor operations.

Expenses: Expenses are
the expiration o! asseis or
the incurrence ' of

liabilitles {or 2 combina-

tion of bath) during-a -

specific perlod of time
from setling or producing

Financial Accounting Stan-
dards Board Statements of
Financial Accounting Con-
cepts No. 3 identities and
defines the following
elements:

« Assets are probable

{uture economic benefits
obtained or controlled by
a particuiar entity as 2
result of past transac-
tions or events.

= Liabilities are probable

future sacrifices of
economic benefits aris-
ing from present cbliga-
tions of a particular enlity
to transfer assets or pro-
vide services to other en-

tities in the future as a2 -

resull of past lransac-
tions or events.

= Equity is the residual in-

terest in the assets of an
entity that remains after
deducting its liabilities. In
a business entetprise, the
equity is the ownership
interest.

* |nvestment by ownersare

increase in net assetsofa
particular enterprise
resulting from transfers
to it from other entities or
something of value to cb-
tain or increase owner-
ship interests (or equity)
in It. Assets are most
commonly received as
investments by owners,
but that which is received
may also include services
or satisfaction or con-
version of liabilities of the
enlerprise,

* Distributions to owners

are decreases in net
assets of a particular
enterprise resulting from
transfering assets,
tendering services, or
fncurring liabilities by the
entarprise to owners.
Distributions to owners
decrease ownership in-
terests (or equity) in an
enterprise,

The revised corparation law

which has been in existence
since 1966 as well as the
specific accounting rules
prescribed by the official
German accounting institute
{Institute derwirt-

schattsprifer) do not contain
generic definitions of the
elements of financial
statements. However, the
Corporation law contains a
detailed listing of the items
that should be inciudedin the
balance sheet and profit and
loss stalement. It also in-
cludes provisions for in-
dividual captions of the an-
rual balance sheet and profit
and loss statement. A
transiated version of the ac-
counting provisions in the
corporation law listing the
items to be included in the
balance sheet and the profit
and loss statement is in-
cluded as appendix C. {Ar-
ticles 151, 152,157 and 158}

* Assels include fixed and

financial, current, defer-
red charges and unpaid
contributions to the share
capital of those who have
been called. Fixed and
Financial assels include
all those Items which at
the date of the balance
sheet are Intended to
serve the business per-
manently. Current assets
include typical assets
that are:normaily
classified under this cap-
tion except that they in-
clude the company's own
purchased shares.

« Liabilitles include share

capital,disclosed
reserves, provision for
diminution in value pro-
visions for accrued
ltabilities for a term of at
least four years, other
liabilities, deferred in-
come and retained eamn-
ings.

« Elements of profit and

loss statement include
proceeds from turnover,

The Tunisian Plan Com-
patable General adopted in
1965 is centered around a
unitorm classification of ac-
counts. Agccounts are
codified on the basis ol the
decimal system, classilica-
tion having been sel up in
accordance with economic
and legal requirements.
There are {en classes or
groups of interrelated ac-
counts, and each class, ex-
cept the last, has ten main
accounts (see appendix E}.
Classes 1 - 5 form the
batance sheet or linancial
position accounts, i.e.,
assets and liabilities, classes
€, 7 and B are the cperating
and profit and loss accounts,
i.e., income and expense
accounts: class 9 consists of
the operating analysis ac-
count with [ts cost
breakdowns, while the last
class 10 contains the infor-
mation or special accounts
covering non-financial in-
formation needs such as
commitments.

The Pian Compatable
General does not include
generic definitions of the
elements of [inancial
statements similar to those
in the U.5.A. or those
recommended for Saudi
Arabia. However, the
operating and profit and loss
accounts (Classes 6, 7 and B}
do ditferentiate between
revenues, expenses, gains
and losses.
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goeds, allowing others to
use enterprise assels,
rendering services or
other profitdirected ac-
tivities that constitute the
enterprise’s on going
major gperalion.

Gains: Gains are in-
creases in gowners’ equity
{not assets) resulting
trom peripheral or in-
cidental transactions of
the business enterprise
with other entities and
cther events and cir-
cumstances affecting it
curing a specific period
except those that result
from revenues or in-
vestments by owners or
other capital contribu-
tions from non-equity
sources.

Losses: Losses are
decreases in owners’
equity (net assets)
resulting from peripheral
or incidental transactions
of the enterprise with
other entities and other
events and .cir-
cumstances affecting it
during a specific period
except those that result
fromexpenses Of
distributions to owners,

Net income (Net Loss):
Net income (netlass) of a
business enterprise for a
specilic period of time is
the increase (decrease)in
owners' equity, i.e., net
assets, during the period
tesulting {rom its
revenues, expenses,
gains and losses which
are associated with that
period. 1t includes all
changes in net assets
during a period except
those resulling from in.
vestment by or distribu-
tion to owners or from
capital contributions from
nonequily sources.

Investment by owners:
Investmen! by owners are
increases in the net

assets of the business

enterprise resulting from
transiers of assets to it

-

Comprehensive income
is the change in equity
(net assets) of an entity
during a period from
transactions and other
events and
cumstances trom
nonowner sources, 1t in-
cludes all changes in
equity during a period
except those resulling
from investments by
owners and distributions
1o owners.

Revenues are inflows or
other enhancements of
assets of an entity or sel-
tiements of its liabilities
{or a combination of bath)
during a period from
deflivering services, or
other activities that con-
stitute the entity’s ongo-
ing majer or central
operations.

Expenses are outflows or
other using up ot assets or
incurrences of liabilities
{or a combination of both)
during a period from
delivering or producing
goods, rendering ser-
vices, or ¢arrying out
other activities that con-
stitute the entity’s ongo-
ing major or central
operations.

Gains are increases in
equity (net asse!s) from
peripheral or incidental
transactions of an equity
and from all other tran-
sactions and other events
and circumstances af-
fecting the entity during a
period except those that
result trom revenues or
investments by owners.

aggregate performance,
gross profit, income from
incidental or peripheral
sources and profit or loss
for the year. The law
specifies which iterns of
income and expenses
must be shown separate-
ty in the profit and loss
statement; those not so
shown are included under
«other incomes» and
wwther expenditures».
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from other entities, the
perlformance of services
- for it by other entities, or
T the settiement of its
liabilities by other en-
tities - to obtain or in-
crease equity interests in
the enterprise.

Bistribution 1o owners:
Distributions to owners
are decreases in the net
assets of the business
enterprise resulting from
translerring assets,
rendering services of in-
curring liabilities by the
enterprise toits owners o
reduce or terminate their
equity interest in the
enterprise,

V
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The Measurement Con- { The Measurement Con- | The Measurement Caon-

The Measurement Con-
cepls cepts cepts

cepts

* The Entity Concept: The | The Financial Accounting Although the CorporationLaw | The Tunisian Plan Cc;m-

business enterprise is
conceived of as an
economic entity separate
and distinct {rom the par-
ties who furnish its
assels.

The Going Concern
Concept in the absence
of persuasive evidence 1o
the contrary, the business
enterprise is assurned to
have a remaining fife
greater than that of its
lirnited lite assets.

The Periodic Reporting
Concept: The life of the
business enterprise is
broken inte reporting
pericds to provide in-
terested parties with test
readings by which they
can evaiuate the entity's
pertormance. The most
common reporling period
in Saudi Arabia is a year,
Calendar or fiscal. A
principal task of financial
accounting is the
assignment of the enter-
prise's continuous
stream of activities to
specitic reporting
periods.

The Measurement Unit
Concept: The monetary
unit is the common
denpominator in which
measurement in financial
accounting is expressed.
The monetary unit in
Saudi Arabia is the Saudi
Riyal. In the absence of
significant changes in its
general purchasing
power, the Saudi Riyal is
assumedtobe stableasa
measuring unit,

The Recognition
‘Concept: The etfects of

external and internal -

events on the entity’s
assets and liabilities
should be recognized and
teported in the time
periods to which they

relate in accordance with

the tollowing criteria

Standards Beard has not vet
issued final pronouncements
dealing with the entity, going
concern, the periodic repor-
ting, the measurement unit,
the recognition, the
measurement basis or the
matching concepts.
However, FASH Statement
of Financial Accounting
Concepts No. 3, which deals
basically with the elements
of financial statements, con-
tains a brief discussion o!
saome of the measurement
concepts that underlie or are
otherwise Closely related to
the elements of financial
statemenits. The following is
a summary of this discus-
sion:

Accrual Accounting at-
fempts to record the
financial effects on an
enterprise of transactions
and other events and cir-
cumstances that have
cash consequences for
the enterprise in the
periods in which those
transactions, events and
circumstances occur
rather than only in the
periods in which cash is
received or paid by the
enterprise (paragraph
79).

Allocation is the accoun-
ting process of assigning
or distributing an amount
according lo a planor a
formula. itis broader than
and includes amortiza-
tion, which is the accoun-
ting process of reducing
an amount by periodie
payments or write-gdowns.
{paragraph 82)

Realization in the most
precise sense means the
process of converting
noncash resources and
rights into money and is
most precisely used in
accounting and financial
reporting to refer to sales
o! assets for cash or
claims to cash. The

does not explicitly state all
the measurement concepts
that underlie linancial ac-
counting in West Germany, a
review of the vatuation pro-
visions set forth in the iaw
and Articles 38 to 44 of the
Commercial Code (See AP-
pendix D) reveals the follow-
ing:

+ The Entity Concept. that

is. the business enter-
prise is conceived as an
enlity in its own right.

* The Time Period Concept,

performance is measured
in relation to a time
period, i.e., a year, as op-
posed to a completed
venture, project etc.

* The Monetary Unit Con-

cept, the Deutsche Mark
is the unit of measure-
ment with no provision for
changes in its purchasing
power,

* Valuation of Assets and

Liabilities, acquisition
cost or manufacturing
cost is the maximum
balance sheet vaiue for
assels whereas liabilities
must be carried at the
amount actually payabie;
unrealized gains may not
be reflected in the carry-
ing amounts, except an-
nuity obiigations which
are carried at their dis-
counted value. Conser-
vatism is the basic
philosophy of valuation
insofar as current assets
are concerned. The law
requires that current
assets be writter down to
the lower of replacement
or reproduction cost or
net realizable value, Cur-
rent assets may also be
wrilen down 10 the extent
permissible for purposes
of taxation. Losses and
drop in prices between
the balance sheet date
and the later time o!
vaiuation are recognized

patable General includes
several provisions that relate
1o the measurement aspects
of financial accounting. A
review of these provisions
indicates that the foliowing
are the main concepts that
underlie the measurement
provisions set {orth in the
Ptan,

= Accrual aceounting,
Transactions and events
are recaorded when they
oceur rather than only in
the periad in which cash
is received or paid by the
business enterprise.

* The Time Period Concept.
Performance is
measured in retation to a
time period.

* The Monetary Unit con-
cepl. The Tunisian Dinar
is the unit of measure-
ment with no provision tor
changes in its purchasing
power,

* The Measurement Basis
Concept. The Tunisian
plan prescribes rules on
valuation especially in
regard to the write-ofl of
fixed assets ang inven-
tories. Valuation is based
on historical cost.

* Measuring the Resutts of
Operations. The results of
operations are measured
in stages as foltows:

i} The first stage is
designed o
measure the value
added by the ac-
counting unit
which is measured
by matching
operating revenue
with operating ex-
penses except that
expenses are
limited to those |
that! represent ex-
pired goods and
services pur-
chased outside the
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rather than when cash is
received or paid.

" wExchanges between
the entity and other en-
tities should be
recognized in the ac-
counting records when
the transfer ol assets or
liabilities takes place or
when services are
rendered or when
assets are used.

sNonreciprocal
translers to or from
owners {as owners}
should be recognized
when the transler of
assets or liabilities
takes place.

sNonreciprocal
transiers to or from en-
tities other than owners
should be  recognized
when assets are
disposed of or their loss

is discovered {for ex- "

ample, in the case of
theft), or whenliabilities
are Incurred or
discovered (lor exam-
ple, in the case of
penalty imposed on the
entity).

« Casualties involving the
entity should be
recognized when the
sudden, unanticipated
expiration of the
entity’s assets occurs
or is discovered.

"+ Damage or destruction
of the entity's assets
caused by other en-
tities should be
recognized when the
damage or destruction
occurs or is
discovered,

*Favorable cir-
cumstances involving
current gains o the en-
tity should not be
recognized when they
occur. Instead, their
eflorts should be
recogrized at the time
of later exchanges or
transfers. Although,
such favorable cir-
tumstlances create
current gains o the en-
tity, for example, the
increase in the market

related terms realized
andunrealized, therelore,
Identity revenues or gains
or losses on assets sold
and unsold, respectively.
{paragraph 83)

Recognition is the pro-
cess ol formaliy recor-
ding or incorporating an
Item in the financial
statements of an entity.
Thus, an asset, liability,
fevenue, expense, gainor
loss may be recognized
(recorded) or
unrecognized
{unrecorded). (Paragraph
a3)

Malching of costs and
revenues is combined or
simullaneous recognition
of the revenues and ex-
penses that result directly
and jointly from the same
transactions or other
events. In most business
enterprises, some tran-
sactions or events result
simultaneously in both a
revenue and one or more
expenses. The revenue
and expense{s) are
directiy related to each
other and require
recognition at the same
time. Many expenses,
however, are not related
directly to parcticular
revenues but can be
related (o a period on the
basis of transactions or
events occurring in that
period or by allocation.
Recognition of those ex-
penses is largely in-
dependent of recognition
of particular revenues,
but they are deducted
from particular revenues
by being recognizedinthe
same period. Some costs
that cannot be directly
telated to particular
revenues are incurred to
obtain benefits that are
exhausted in the period in
which the coslts are in-
curred. Other costs are
also recognized as ex-
penses in the period in

. which they are incurred

because the period to
which they otherwise

to the extent that they al-
fecl goods on hand or
liabilities at the balance
shee! date. For example,
{t a debtor goes inte
bankrupticy after the
balance sheet date, the
receivabie is reduced in
value il it is considered
that the debtor was
already in ditficulty at the
balance sheet date, In-
tangible assets purchas-
ed may be capitalized or
expensed when acquired.

Measuring the Resulls
o! Operations. The
results of operations are
determined by the net
change during the period
in those balance sheet
items which are,ina
sense deferred for later
transfer intc the profit and
koss statement. From this
follows the formal princi-
ple of balance sheet con-
tinuity; l.e., the closing
balance sheet of one
period is necessarily the
opening balance sheet of
the next. However,
although curren! assets
wrilten down at the end of
the year are carried [or-
ward at the new valuation
into the next year, they do
(ifonhandattheend ol the
next year) necessarily
remain at the written-
down valuationbut maybe
revalued upward within
the limits of the acquisi-
tion cost or manufacturing
cost. If a material
revaiuation is made, the
amount of write-up must
be disclosed.

Accrual . Accounting
Transaction, events and
unfavorable cir-
cumstances affecting the
business enterprise are
recorded when they oc-
cur rather than in the
period in which cash is
teceived or paid by the

_ enterprise.

ii)

w

accounting unit,
For example, ex-
penses in this
stage do not In-
clude wages and
sataries or
depreciation.

In this stage, the
incidental or
peripheral
operating income,
operating subsidies
and the value added
determined in the
previous stage are
added lcgether and
matched with
wages, salaries and
incirect tazes (lor
example, duties,
value added tax) to
arrive at operating
income.

In this stage, finan-
cial tncome Is add-
ed to operating in-
come {(determined
in the previous
stage) and matched
with financial ex-
penses, Jdirect
taxes (except in-
come taxes),

- depreciation and

provisions for dif-
ferent allowances
to arrive a! net
operating income.

In this stage, net
operating income is
increased by ex-
traordinary gains,
teduced by ex-

-traordinary losses

and inccme taxes to
arrive at net profit
{loss) for the year,
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prices of its assels
such gains are not
recognizable. They do
not rellect or measure
the progress of
operating activity, they
are not the result of any
{ransaction or any act
of conversion; they
make available no ad-
ditional liquid
resgurces which may
be used 10 mee!l obliga-
tions of make
disbursements to
owners; and they have
little ar no legal stan-
ding as gains.

+ Unfavorable - cir-
cumstance involving
current losses to the
.entity should not be
recognized when they
occur anlass they are
inaicative of a perma-
nent loss, that is, the
recorded amount of
assets will not be
recoveredinthe normal
course of business.

«Gain contingencies
should not be
recognized until they
are confirmed by tuture
recognizable events,

s L oss conlingencies
should be recognized it
available information
indicates that it is pro-
bable that cne or more
future events will occur
confirming that an
‘mssel had been im-
paired and the amount

of the loss can be
reasonably estimated.

= Utility added to assets
by internal events
should not be
recognized until it is
confirmed by later ex-
changes. However,
changes in assets
caused by internal
evenls should be
recognized by regroup-
ing the recorded
amounis lor those
assets to reflec! the
status of their
transformation into
producls or services.

relate is indeterminable
or not worth the effort to
determine.

However, many assels yield
their benefits to an enler-
prise over several periods,
for example, prepaid in-
surance, buildings, and
various kinds of egquipment,
Expenses resulting from
their use are normally
allocated to the periods of
their estimated useiul lives
{the periods over which they
are expected to provide
benelits) by a «systematic
and rational» allocation pro-
cedure, for example, by
recognizing depreciation or
other amortization.
{Paragraphs 88, B7, B8, 89).
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The Measurement Basis
Concept

Acqguiring assets: The
basis for measuring and
initially recording ac-
quired assets is their fair
value on the date of ac-
quisition, that is, their
acquisition cost.

Incurring liabilities: The
basis for measuring and
initially recording incur-
red liabilities is the pre-
sent value of the amounts
to be paid.

Measurement of
monetary assets after
acquisition: The basis for
measuring and reporting
recorded monetary
assets is the present
value of the amoun! ex-
pected to be coilecled.

Measurement of non-
monetary assels alter
acguisition: The basis lor
measuring and reporting
recorded nonmonetary
assetls is their historical
costs aiter adjusiment for
decline in their service
potential because of use
or because of un-

" favorable circumstances,

damage or destruction.
This basis of measure-
ment! is applicable
whether the nonmonetary
asset is heid by sale inits
present form, held for use
or held as an investment
to yield income andfor
appreciation.

Measurement af
monetary liabilities after
they have been incurred.
The basis for measuring
and reporting recorded
maonetary liabilities is the
present value of the
amounls expected (o be
paid.

Measurement of non-
monetary liabilities atter
they have been incurred:
The basis !or measuring
and reporting tecorded
nonmonetary liabilities is
the ogriginal price
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established by the entity
in the transactions that
resulted in the incurrence
of those liabilities.

* Measurement of effect of
internal events on the
recarded amounts of
assets: The acquisition
cosis of assets which are
partially or completely
depreciated are deter-
mined and grouped to
reflect the cost of pro-
dugts on the time periods
during which the internal
events occur.

* Setttement of liabilities
measured: The basis for
measuring and recording
the settiement of
liabitities, that is liability
decreases, is their
recorded amounts.

« Effect of internal events
measured: The basis for
measuring the output of
product resulting from
internal events is the
previously recorded
amounts of assets {their
acquisition or historical
costs)that are consumed,

The Matching concept:
Matching is the process of
recognizing, measuring and
relating revenues, expenses,
gains and losses of an entity
{or an accounting period. The
maltching process is ac-
complished by separately
recognizing and measuring
revenues and gains and
separately recognizing and
measuring expenses and
losses. When these are
summarized and the
2lgebraic sum is determined,
it represents net income (net
loss).

* Revenue recognition:
Revenues should be
recognized when two
conditions are met:

i) The earning pro-
cess is complete
or virtually com-
plete;and

i) An exchange has
taken place.
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» HRevenue Measurement:
Revenues should be
measured at the price
established in the ex-
changes, that is, by the
amount of the increase in
the entity's assets or
decrease in its liabilities
resulting from delivering
products, providing ser-
vices or allowing others to
use assets without con-
sideration of any
simultaneously related
reductions in assets or
increases in liabilities.

« Expense Hecognition:
Expenses shcuid be
recognized based on one
of these criteria:

i) Direct association
with revenues
recognized during
the pericd; or

ii} Allocation of cost
between periods
benefited; or

iii) Immediate
recognition.

Expense Measurement:
Expenses should be
measured by the amount
of the decrease in assets
-or the ingrease in
liabilities resulting from
the rendering of goods or
services or from permit-
ting others to use the en-
tity's assets without
consideration of the
revenues which occur
simultaneously.

) The measurement
basis for expenses
which are
recognized by
direc! association
with revenues
recognized during
the period should
be the acquisition
or historical cost of
the assets that
have expired or the
amount of the
liability incurred.

ii) The measurement
basis for expenses
which are
recognized by
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atlocation shoutd
bre the acquisition
or historical cost of
the asset whose
cos! is being
altocated to the
periods benelited.

it} The measurement
basis lor expenses
recognized based
on immediate
recognition should
be the acguisition
prices of the
benefits acguired.

Gains should be
recognized only when
transfer of assets or
liabilities takes place.
Recognizable gains may
result from exchanges or
from nonreciprocal
transfers with entities
other than owners. The
recognilion criteria set
forth under the recogni-
tion concept limil
recognizable gains to
those that result from
events that involve
transfer of assets or
tiabilities between the
entity and entilies other
than owners.

Losses are any
decreases in net assets
other than those resulting
from distribution to
owners or those resutting
from the creation of
revenues, The recogni-
tion concepl limit
recognizable losses to
those that result from:

i} Exchange - such
losses shouid be
recognized when
the transiers have
taken place;

ii Nonreciprocal
transfers-such
losses shouid be
recognized when
the translets have
taken place;

i} Theft or damage to
the entity’'s assets
by others-such
losses should be
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iv)

v)

vi)

recognized when
discavered;

Casualtlies-such
{osses should be
recognized when
the casualtly oc-
curs or is
discovered,

Unlaveorable cir-
cumstances which
have a current ef-
{ect on the entity-
such losses should
be recognized
when the un-
tavarable cir-
cumstances in-
dicate that the
recorded amounts
for the affected
assels are per-
manently im-
paired; and

Probable loss
contingencies-
such losses should
be recognized
when available in-
formation in-
dicates that one or
more future events
are likely to occur
confirming the loss
or impairment of
an asset or the in-
currence of a
liability provided
that the amount of
loss can be
reasonably
estimated.
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The Quality of Information
Concepts

Quality of Information
Concepts

The quality of information
concepts define the
characteristics or the criteria
of uselyl accounting infar-
mation, These
characteristics or criteria
should assist those respon-
sible tor establishing ac-
counting standards, as well
as, those responsibie lor the
preparation of financial
statements in evaluating
financial information pro-
duced by aiternative ac-
counting methods and in dif-
ferentiating between
hecessary and unnecessary
disciosures.

* Relevance - information
about a particular entity
which mee!s the other
criteria of useful informa-
tion is relevant if it helps
current and prospective
equity investars and
lenders evaluate the oul-
come lrom holding an
equity interest or a loan
position in that entity.

= Reliability - Reliability is
the characteristic which
permits users to depend
upon information with
confidence. Reliable
financial accounting in-
tormation reflects two
qualities as follows:

I} The information
is accurate
tepresentation of
what it purports to
represent. That is,
there is close
correspondences
between such in-
formation and
reality. Appraising
3 measurement
method in terms of
this quality, that is,
the degree 1o
which information
produced by the
method cor-
responds  with
reality, cannot be
done in general,
Specific cir-
cumstances must
be known belore

Financial Accounting Stan-
dards Board Statement ol
Financial Accounting Con-
cepts No. 2 identifies and
defines several gualitative
characteristics of accoun-
ting information. The follow-
ing are highlights of thase
characteristics:

* Helevance

* Reievant accounting
information is capable
of making a difterence
in a decision by help-
ing users to form
predictions about the
outcomes of past,
present, and future
events or to confirm or
correct prior expecta-
tions. Information can
make a difference to
decisions by improv-
ing decision makers"
capacities to predict
or by providing feed-
back on earlier ex-
pectations. Usually,
information does boln
at once, because
knowledge about the
outcomes of actions
already taken will
generally improve
decision makers’
abilities to predict the
results of simitar
future actions.
Without 3 knowledge
of the past, the basis
tor a prediction will
usually be lacking.
Without zn interes! in
the future, knowledge
of the past is sterile.

+* Timeliness, that is,
having information
available 10 decision
makers belore it loses
its capacity to in-
fluence decisions, is
an ancillary aspect of
relevance. H intorma-
tion is not available
when it is needed or
becomes available so
long atter the reported
avents that it has no

- value for future action,
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i)

pne ¢tan  say
whether a given
measurement
method c¢an be
considered sutli-
ciently reliable in
the case at hand.

The information
is verifiable.
Veritiable financial
acgounting infor-
mation provides
results that can be
substantially
duplicated by in-
dependent
measures using
the same
measurement
andior disclosure
methods.

Neutrality -Neutrality is
meant as a positive term
tor the absence of bias. It
clearly overlaps reliability
because biased informa-
tion is unreliable. Neutral
tinancial accounting in-

fo
o

rmation is directed
ward the common

needs of external users
and is independent of
presumptions about par-
ticular needs of specific

us

ers of the information.

Neutral tinancial ac-
counting information is

ev

enhanded information

and, therelore, is free
from bias towards
predetermined results.
Neutrality, therefore, re-

qu
1)

ii}

ires that.

Choice from
among alternalive
measurement
andior disclosure
methods is based
only on assess-
ment of the
relevance and

reliability of the in- .

formation pro-
duced by the
alternative
methods; and

in applying
measufement
andlor disclosure
methods which.re-
quire estimates,
management will
not deliberately
understate or

it 1acks relevance and
is of little or no use.
Timeliness alone
cannol make informa-
tion relevant, but a
lack of timeliness can
rab information of
relevance it might
otherwise have had.

+ Reliability

= The reliability of a
measure rests on the
faithiulness with
which it represents
what it purports to
represent, coupled
with an assurance for
the user thatithas that
representational
quality. To be uselul,
intormation must be
reliable as weil as
retevant. Degrees of
reliability rust be
recognized. it is harcly
even a question of
black or white, but
rather of more
reliability or less.
Reliability resis upon
the extent to which the
accounting descrip-
tion or measurement
is wverifiable and
representationalty
faithful. Neutrality of
intormation also in-
teracts with those two
components of
reliability to atfect the
usefulness of the in-
formation.

» Verifiability is a quality
that may be
demonstrated by
securing a high
degree of consensus
among independent
measures using the
same measurement
methods. Represen-
tational faithfulness,
on the other hand,
refers to the cor-
respondence or
agreement between
the accounting

. numbers and the
resources or events

- those numbers pur-
port to represent. A
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+

overstate the re-
quired estimates in
order to achieve
certain predeter-
mined results.

«Comparability-

Comparable financial ac-
counting information
a2llows external users to
identify real similarities
and differences in the
business entity's perfor-
mance! other entities for
the same period or in rela-
tion to its own perlor-
mance in prior years.
There are two aspects of
comparability, that are
significant 1o the
usefulness of financial
accounting informalion.
These are:

i} interperiod com-
parability of finan-
cial accounting in-
formation relating
to the same entity,
that is, consistency.

R) Interentity com-
parability, that is,
comparability bet-
ween entities,
especially between
entities within the
‘same line of
business.

* Timeliness-Financial

accounting information
should be available 10 ex-
ternal parties when it is
needed, i information is
not available when it is
needed or becomes
availaple so long after the
reported events thai has
no impac! an future action,
the information loses its
usefuiness. There are two
aspects ol timeliness. One
is frequency of reporting
that is, the length of the
shortest reporling period.
It is possible o report too
irequenily or too infre-
quently. The other aspect
of timeiiness is the lag
between the end of the
reporting period and the
date the [financiai
statements are issued. A
long iag between the end

respondence,
“THowever, does not
guarantee that an ac-
counling measure-
ment will be relevant
to the user's needs if
the resources or
events represented by
the measurement are
inappropriate to the
purpose al hand.

_* Neutrality means that,

in tormulating or im-
plementing standards,
the primnary concern
should he the
relevance and
reliability ot the in-
formation that results,
nat the elfect that the
new rule may have on
a particular interest. A
neutral choice bet-
ween accounling
alternatives is tree
from bias towards a
predetermined resul}.
The abjeclives of
financial reporting
serve many different
information users who
have diverse in-
terests, and no cne
predetermined result
is likely to suit alt in-
terests.

* Comparakility and

Consistency

= Inlormation about a
particular enlerprise
gains greatly in
usefulness if it can be
compared with similar
information about
other enterprises and
with similar informa-
tion about the same
enterprise for some
other period or some
other point in time.
Comparability bel.
weehn enterprises and
consistency in the
application of
methods over time
increases the infor-
mational value o!
comparisons or
relative economic
opportunities or per-

1otmance. = The’

signiticance of intar-
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of the reporting period and
the date the financial
statements are issued
teduces the usetulness of
the information. Qptimal
frecuency and minimal lag
are, therefore, important
criteria of useful accoun-
ting information.

Understandability-
|ntormation cannot be
useful to external users
who can net understand
it. Understandability
depends on the extent
and nature of the data
cantained in the financial
statements, the way the
data is presented as well
as the background and
abilities of external users.
The strengths and limita-
tions of financial state-
ment readers should not
be overlooked by those
who establish financiat
accounting standards
and those who prepare
tinancial statements it
there is sefious interestin
communicating with ex-
ternal users.

Materiality and Cptimal
Disciosure - Those two
concepts are interrelated
and relate also to the
concepts of relevance
ard reliability. Materiality
and optimal disclosure
are interrelated because
it the information is
material, it should be
disclosed and at the same
time information that is
not disciosed is presum-
ed to be immaterial.
Materiality and optimal
disclosure relate to
relevance because ir-
relevant intormation is
considered immaterial
and, theretore, should not
be disclosed. Materiality
and optimal disclosure
also relate to reliability
because o be reliable the
financial statements
should, among other
things, disclose all
material reievant infor-
mation,

mation, especially
quantitative informa-
tion, depends to a
great extent on the
user's ability to relate
it to some benchmark.

Materiality

Materiality is @ per-
vasive concep! that
relates to the
gualitative
characteristics,
especially relevance
and reliability.
Materiality and
relevance are both
defined in terms of
what infiluences or
makes a diflerence to
a decision maker, but
the two terms can be
distinguished. A deci-
sion not to disclose
certain information
may be made, say,
because investors
have no need for that
kind of information (it
is not reievant) or
because the amounts
involved are too small
to make a difterence
{they are not malterial).
Magnitude by itsell,
without regard to the
nature of the item and
the circumstances in
which the judgement
has to be made, will
not generally be suf-
ficient basis for @
materiality judge-
ment. The Board’'s
present pasition is that
no general standards
of materiality can be
formulated to take into
account all the con-
siderations that enter
into an experienced
human judgement.
Qualitative materialily
criteria may be given
by the Board in
specilic standards in
the luture, as in the
past, as appropriate.
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Materiality calls for con-
sideration as to who are
or are likely to be the
users af the particular
financial statements, and
as 1o the information
needs of those users, An
item should be con-
sidered material i{ its
omission, non-disclosure
or misstatement would
result in distortion of the
information being
presented in the financial
statements and thereby
intivence current or pro-
spective equity investors”
or lenders’ assessment of
the outcome from holding
an equity interest or loan
pasition in the business
enterprise; or influence
current equily investors”
evaluation of manage-
ment performance. Op-
timal disclosure con-
tributes to the usefulness
ol linancial accounting
information. The financial
statements should
disclose that which is
necessary to make them
not misieading but the
disclosure sheould siress
the matters which should
be stressed {relevant and
material matters). There
are two aspects of op-
timal disclosure; optimal
aggregation and optimal
verbal descriplions and
explanations.

+ Costs and Benefits

Each user of aceoun-
ting intormation will
uniquely perceive the
relative vaiue to be at-
tached to each quality
of that information.
Ultimately, a
standard-setting body
has to do its best to
meet the needs of
sociely as a whole
when il promulgates a
standard that
sacrifices one of those
gualities for another;
and it must also be
aware constantly ol
the calcuius of costs
and benefits. In order
te justify requiring a
particular disclosure,
the perceived benefits
to be derived from that
disclasure must ex-
ceed the perceived
costs associated with
it. However, to say
anything precise
about their incidence
is dillicull. There are
costs of using infor-
rnation 3s well 2s of
providing it and the
benelfits from pro-
viding tinancial in-
formation accrue to
preparers as well as
users of that informa-
tion.

» Understandability

-

Information cannot be
useful to decision
makers who cannot
understand i, even
though it may other-
wise be relevant to
decision and be
reliable. However,
understandability of
information is related
to the characteristics
of the information
itself and, therefore,
understandability
¢annot be evaluatedin
overall terrms but mus!
be judged inrelation to
a specific class of
decision makers.
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1. EXPLANATORY FOREWORD
11 INTRODUCTION

As stated in Article 123 of the Saudi Company Law, the primary responsibility for the preparation of
the financial statements of a reporting entity!!? rests with its management. Consequently, manage-
ment is responsible for the proper presentation and disclosure in the financial statements. The term
financial ststements covers the Statement of Financial Position, the Statement of Income, the State-
ment of Changes in Owners’ Equity or the Statement of Retained Earnings, the Statement of Sources
and Applications of Funds and any exptanatory notes necssary to make the financial stalements
clear, undersiandable and not misleading.

{para 503)

Financial staternents are intended to provide information for use in making decisions by current and
prospective equity investors, lenders and others. Specifically, the financial statements should pro-
vide information that is useful to current and prospective equity investors and lendets in assessing
the potential cash flow to them from holding an equity interest or a loan position in a reporting entity.
The proposed Statememt of Objeclives and Limitations of Financial Statements of Business Enter-
prises indicates that in order for the financial statements o provide for the information need of equity
investors and lenders the statements should provide information about:

>

) The reperting entity's income, the components of income and their incidents;

i} The reporting entity’s assets, liabilities and owners’ equity;

iiiy How a reporting entity obtains and spends cash or other liquid resources, about its borrowing
and repayment of borrowing and about its capital transactions, including cash dividends and
other distributions of entity resources to owners.
{para 504)

In combination, those types of information contribute to equity investors and lenders evaluation of
the past financial performance and present financial position of an enlity and indirectly to their
assessment of the potential cash flow to them from holding an equity interest or a loan position in the
entity. _

{para 505) ‘

. Als=o, those types of intormation contribute to current equity investors’ evaluation of how manage-
s ~ ment has discharged its stewardship responsibility for the use of the entity resources. The Statement
of Income (together with related notes) contributes to the objectives of financial statements by pro-
viding information about the extent to which owners’ equity has increased or decreased during a
period from transactions and other events and circumstances, other than investments by and
distributions to owners and other contributions to capital from nonequity sources. The Staternent of
Income provides this information by reporting the amounts of revenues, expenses, gains and losses
that have been recognized during the period in a manner that would disclose the components and
incidents of income for the period.
{para 5086)

The Statement of Financial Position (together with related notes) contributes to the objectives of
financial statements by providing information about the nature and amounts of investments in the
reparting entity’s assets, its present obligations to creditors, and the owners’ equity in its assets. The
; Statement of Financial Position contributes also to the objectives of financia! statements by providing
1 - information that is useful to equity investors and lenders in assessing the entity’s liquidity. .. .

: {para 507) L. .

(1)} The reporting entity refers 1o a business enterprise far which financial statements are being pregared lor issuance to external par-
ties. )




The Statement of Sources and Applications of Founds {together with any related notes) contributes to
the objectives of financial statements by providing information about:

a)  How the activities of the reporting entity have been financed, including the extent to which
funds have been generated from operations;

b} How the funds have been used; and

¢} The effects of these activities on the funds of the reporting entity.
{para 508)

The Statement of Changes in Owners’ Equity {together with related notes) or the staterment of retained
Earnings (together with disciosure in notes or on the face of the Statement of Financial Position of
changes in other categories of owners' equity) contribute to the objectives of financial statemerits by
providing information about investments by and distributions to owners during the period, the extent
to which income is being retained by the entity and other capital contributions from nonsquity
sources.

{para 509}

1.2 REQUIREMENTS FOR THE GENERAL PRESENTATION OF FINANCIAL STATEMENTS

1.2.1  GENERAL REQUIREMENTS

Requirements for the proper presentation of financial statements involve considerations of the pro-
per placement and display of information about the financial position of a reporting entity, the results
of its operations, changes in its owners® equity, and the sources and applications of its cash or other
liquid resources. Placement of financial statement information is concerned with the gquestion of
whether information should be reported in the main body of the financial statements or in the notes to
the financial statements.

(para 510)

Display of financial statement information is concerned mainly with the degree of aggregationf¢! or
the amount of detail that should be displayed and the manner of their display. The proposed State-
~ ment of Objectives and Limitations of Financial Statements of Business Enterprises together with the,
" proposed Statements of Concepts of Financial Accounting for Business Enterprises provide the
overall basis for decisions regarding the placement and display of items in the body of financial
statements and the related notes.
(para 511)

Display involves considerations of the materiality of the items, components or classes of items in the

financial statements. Materiality considerations as they relate to dispiay of financial statement in-
- formation are guantitative as well as gualitative in nature. Quantitative materiality considerations

center around the relative magnitude of an item, a component or a class of items.

{para 512)

{2) In this standard three terms are used repeatedly to refer o dilferent degree of aggregation. The three terms and their intended N
meaning are as follows:

i} AnHem: The mos! detailed display of assets, fiabilities, revenues, expenses, gains and losses, given as a separate line
in the main body of the linancial siatements or schedules cortained in the notes to the statements is referred
o as an item.

For example, gain on sale of fixed assets may be an item in the stalement of income.

i) A Component: A combination of items in the Statement of Income or the Statement of Sources and Applications of Fund is
referred to as a component. For exampie, operating income is a component in the Statement of income and
cash provided by operations is a component in the Statement of Sources and Appiications of Founds.

i) A Class: A combinaticn of itemns in theStatement of Financial Positionis relerred 1o zs a class. For exampie. current
asse!s is a class of assets: current liabililies is a class of liabilities, etc.
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1 I - . -.Qualitative materiality considerations center.around the nature, and. characteristics of items, com- , .
: ' ponents or classes of items, their measurement bases, and their relationship to certain indicators
that are considered to be useful to the primary users in evaluating the performance of the reporting
entity and assessing its prospect. The General Presentation and Disclosure Standard prescribed
- materiality criteria for the aggregation or disaggregation of items, components or classes of items in
the main body of the financial statements.
{para 513)

1.2.2 REQUIREMENTS PECULIAR TO EACH FINANCIAL STATEMENT
1.2.2.1 DISPLAY IN THE STATEMENT OF INCOME

The elernents that should be included in the Statement of income are revenues, expenses, gains,
losses and net income which are defined in the proposed Statement of Concepts of Financial Ac-
counting for Business Enterprises. It is useful to the primary users of financial statements to display
revenues, expenses, gains and losses in meaningful components of net income.

{para 514)

Components of net income refer to groupings of related revenues, expenses, gains and losses. The
following considerations affect the display of information tn the statement of income:

iy A component of income should be separately displayed if it is relevant 1o the evaluation of the
historical ability of the reporting entity to generate incorme. This calis for the separate display of
= income from the ongoing major operations of the reporting entity: the results of its peripheral or
incidental transactians with other entities and other events and circumstances affecting it
which relate to its operations; the results of its discontinued operations; and the results of other
events and circumstances affecting it that are of a character significantly different from the
typical or custormnary activities of the entity and are of such infrequent occurrence that they
would not reasonably be expected to recur in the foreseeable future;

ii) Enough detail should be given 1o enable financial statement users to understand the main rela-
lionships among revenues, expenses, gains and losses. Accordingly, it is useful to display P
separately: expenses that vary with the volume ol operations or with various components of nat "
income; expenses that are discretionary; and expenses that are stable over time;

o i) It is useful to distinguish among revenues, expenses, gains and losses, the measurement of
' which is subject to different levels of reliability;

iv) Itis not acceptable to display net amounts of iterns (such as gains and losses) if knowledge of
the relationship between the gross amounts is likely to be useful for the evaluation of the repor-
ting entity’s performance and the assessment of its future; and

v) If the Statement of Income is to be understandable, fully descriptive labels need to be used for '
various items and components displayed in the statement.

The following figure summarises the main components of net income which must be presented
in the Statement of Income according to their materiality.
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COMPONENTS OF NET INCOME

Revenues and expenses of the ) :
ongoing major operations of the Income from major ongo- .
reporting entity ing operations
Revenues, expenses or gains A
and losses resulting from Income from peripheral or
peripheral or incidental tran- incidenlal transactions
sactions

\

Income from ongoing
transactions

Revenues, expenses, gains and
losses of discontinued opera- Results of discontinued
tions or operations which are operations

expecied to discontinue

Income before extraor-
dinary gains or losses

N
Results of extraordinary events Extraordinary gains or
and circumstances losses
[
Net income

% Summarry of the Main components of Net Income which must be presented in the Statement of In-
come.
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1.2.2.2 DISPLAY IN THE STATEMENT UF SOURCES AND APPLICATIONS-OF FUNDS
The elements that shouid be inciuded in the Statement of Scurces and Applications of Funds are:

~ i} Changes in the elements of the Statement of Financial Position {i.e., changes in assets,
liabilities and owners’ equity) that affect funds; and

i) Changes in the elements of the Statement of Financial Position that, although they do not affect

funds, represent financing and investing transactions of the reporting entity.
{para 5186)

The definition of funds determines the changes in the elements of the Statement of Financial Position
that Affects funds. Funds can be defined to mean cash used in this sense, the Statement of Sources
and Applications of Funds is basically the same as a Statement of Sources and Uses of Cash. Funds
could aiso be defined to mean working capital (current assets less current liahilities). Used in this
sense, the Statement of Sources and Appiications of Funds is basically the same as a Statement of
. Sources and Uses of Working Capital.

-~ . {para 517}

The proposed Statement of Objectives of Financial Statements of Business Enterprises indicates that

equity investors and ienders seek information about how the reporting entity obtains and spends

cash or other liquid resources. It would appear, therefore, that funds defined to mean cash is more

appropriate than funds defined to mean working capital given the information need of equity in-
- vestors or lenders. However, in situations where current assets and current liabilities of a reporting
entity are substantially monetary in nature it would also be appropriate to define funds to mean work-

ing capital.

(para 518)

There are certain changes in the elements of the Statement of Financial Position that do not affect
funds as defined in the previous paragraph. Yet, those changes are the resufts of transactions that
_ involve simultaneous financing and investing aspects. Examples would be the acquisition of a
building by issuing shares of capital stock, the exchange of tand for land and buildings and the con-
version of long-term debt to preferred or common stock. A Statement of Sources and Applications of
Funds which includes only changes in the elements of the Statement of Financial Position involving”
funds may fail to provide all appropriate information about the financing and investing aclivities of the
reporting entity. Accordingly, a Statement of Sources and Applications of Funds should include,
where applicable, changes in the elements of the Statement of Financial Position resulting from investing
and financing transactions not involving funds.
{para 519)

To be useful to equity investors, lenders and others, the Statement of Sources and Appiications of
Funds shouid display the sources and uses of cash or warking capital separale from other investing
and financing transactions not involving funds. Scurces and uses of cash or working capital should
be displayed in meaningful components. It is useful to show a component separately if it is relevant to
the evaluation of the historical ability of the reporting entity to generate cash or working capital or if it
is relevant to the evaluation of its historical cash or working capital requirements, This calls for the
separate display of cash or working capital generated from or used in operations, from the disposal
of assets, from borrowing and from investment by owners or other capital contributions from none-
quity owners. This also calls for the separate display of cash or working capital used 1o repay bor-
rowings, to invest in noncash or noncurrent assets and to make distributions to owners.

{para 520)
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1223 DISPLAY IN THE STATEMENT OF FINANCIAL POSITION . .

The elements that should be included in the Statement of Financial Position, assets, liabilities ang
owners' equity are defined in the proposed Statement of Concepts of Financial Accounting for

Business Enterprises. It is helpful to users of financial statements if those ltems are displayed i,
meaningful classes,

(para 521)

The main consideration for determining the number of classes that should be dispiayed and the con.
tent of each class is that the resulting display should be helpful to the users of financial statements in
assessing the nature, amounts, and liquidity of available assets, including management's intentiong
regarding their function in use, and the amounts and timing of obligations that require liquid
resources for settiement. Within each class, assets and liabilities can be displayed as items in
various ways.The main consideration for the display of elements of the Statement of Financial Posi-
tion suggests the following: - -

{para 522)

) Assets that are held for sale in their present form should be reported separately from assets
held for use as inputs to production or other transformation process or for use in operations

and those should be reported separately from assets held as investments to yield income
andfor appreciation;

iy Assets with different general liquidity characteristics should be reported as separate items or
classes, for example, current vs. non-current assets;

iify Assets with different nature should be displayed as separate items or classes:
iv) Assets with different measurement basis should be reported as separate items or classes;
v) Monetary liabilities should be segregated from nonmonetary liabilities;

vi) Liabilities with different timing requirements should be reported as separate itermns or classes,
for example, current vs. noncurrent fiabilities: ’

vii) Classes or itemns of owners' equity that are not available for distribution shouid be reported
separately from classes or items available for distribution;

viii) Classes or items of owners’ equity that represent investments by owners should be reported
separately from classes or items that represent capital contributions from nonequity sources;

ix) Classes or items of owners’ equity that are set aside for specific reasons, for example, legal
reserve, should be reported separately from other classes or items of owners’ equity; and

’ - “
x) If the Statement of Financial Position'io be understandable, fully descriptive labels need to be
used for various items and classes displayed in the statement.

(para 523)
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1.2.2.4 DISPLAY IN THE STATEMENT OF RETAINED EARNINGS

13

1.3.1

1.3.2

OR THE STATEMENT OF CHANGES IN OWNERS* EQUITY

Changes in assets and liabilities that affect owners’ equity in most circumstances can be displayed
adequately in a Statemnent of Retained Earnings augmented by additional disclosures in the notes to
the financial statements. However, when {ransactions affecting owners’ equity are unusual or com-
plex a Staternent of Changes in Owners’ Equity may be used to set forth more fully the changes for the
period in all classes or items of owners' equity. In all cases, it is helpful to the users ol financial
statements that changes in owners’ equity during the period should be displayed either in a State-
ment of Retained Earnings and notes to financial statements or in a Statement of Changes in Owners’
Equity in a manner that would assist them in assessing the nature and sources of those changes. This
suggests the foliowing:

(para 524)

i) Additional investrments by owners should be displayed separately trom other additional capital
contributions from non-equity sources;

iy Distributions to owners during the pericd should be displayed separately;

Income retained in the enterprise should be displayed separately including separate display of
amounts set aside for specific reasons; and

If the Statement of Changes in Owners' Equity or the Statement of Retained Earnings is to be
understandable, fully descriptive labels need to be used for various items and classes of items
displayed in the statement.

(para 525)

GENERAL DISCLOSURE REQUIREMENTS

General disclosures refer to certain information of general nature that should be disclosed in order
tor the financial statements not to be misleading. This information pertains to the following:
(para 526)

IDENTITY OF THE REPORTING ENTITY

Financial statements are prepared for a particular entity as of a particular date or for a particular
period. Obviously, the identity of the reporting entity should be disclosed along with a description of
its legal form. In addition, the Statement ofFinancial Position date(s) and the period(s) covered by the
financial statements should be disclosed. Finally, information about the nature of the activities or
business of the reporting entity facilitates comparison with similar entities and, therefore, should be
disciosed.

(para 527)

ACCOUNTING POLICIES

The significant accounting policies of a reporting entity encompasses the specific standards, bases
and the methods of their application adopted by the management of the reporting enlity to prepare
and present its financial statements. The accounting policies adopted by the reporting entity can af-
fect significantly the presentation of its financial position, results of operations and other changes in
the financial position. Accordingly, the usefulness of financial statements for purposes of making
decisions about the reporting entity depends signilicantly upon the user’s understanding of the
adopted accounting policies.

{para 528) ‘
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The task of interpreting financial statement is complicated by the adoption of diverse policies in

- many areas of accounting: There is not & single list of accepted policies to which users may refer and

1.3.3

1.3.3.1

the diverse accounting policies that are presently available for adoption can produce significantly

‘different sets of financial statements based on the same transactions, events and conditions.

(para 529)

ACCOUNTING CHANGES

Accounting changes encompass changes in accounting policies, changes in accounting estimates,
correction of errors discovered in prior period financial statements and changes in the reporting en-
tity. The detaits of each of these changes are as follows:

(para 530)

CHANGE IN AN ACCOUNTING POLICY

Accounting policies encompass the specific standards, bases and methods of their agplication
adopted by management of the reporting entity to prepare and present its tinancial statements. A
change in accounting policies involves a choice from among acceptable alternatives. Gererally,
changes in accounting poiicies affect or have a potential effect on either net income or owners’
equity but may also atfect working capital or other items.

(para 531)

Changes in accounting policy wouid include, for example, a change in the method of determining the
costs applicable to items in inventory (i.e., a2 change from the average cost method to the first in, first
out method), or a change in the method of calcutating depreciation (e.g., 2 change from a diminishing
balance method o a straight-line method).

{para 532)

Neither (a} the initial adoption or alteration of an accounting policy necessitated by transactions,
events or circumstances that are clearly different in substance from those previously occurring nor
(b} the initial adoption of an accounting policy in recognition of transactions, events or circumstances
occcurring for the first time or that previously were immaterial in their etfect is considered to be a
change in an accounting policy.

{para 533)

The classification of an itern in the financia! statements of the current period may be different from
that in the financial statements of prior periods as a result of a change in the grouping of items within
or among relevant categories. Such a change in classification is a matter of presentation and is, not
in itself, a change in an accounting policy. However, to enhance comparability with the financial
statements of the current period, the item should be reciassified in the financial statements of the
prior periods to conform with the new basis.

(para 534)

Various treatments can be advocated to deal with a change in an accounting policy, including the
following:

a) Prospéctive application. The new accounting policy is applied only to events and transactions
occuring after the date of the change and to any outstanding related balances existing at the
date of the change. No cumulative catch-up adjustment is made to such balances.

b) Retroactive application with no restatement of prior periods. The new accounting policy is ap-
plied to events and transactions from the date of origin o! such items and a cumulative ad-
justment representing the effect of the change in an accounting policy on prior periods is made
in the period in which the change is made. Two ditferent treatments of the cumulative adjust-
ment may be followed: an item In net income or an adjustment of the opening balance of re-
tained earnings. -
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c) Retroactive application with restatement of prior periods. The new accounting poficy is applied
to events, transactions, and circumstances from the date of Qngm of such items. The financial
statements for each pnor penod presented tor comparatlve purposes are testaled to reflect
the new policy. The balance of retained earnings at the beginning of the earliest period
presented is restated to reflect the cumulative effect of the change on periods prior to that
date.

{para 535)

The basic consideration in reporting a change in an accounting policy or a method of applying an
accounting policy should be the ability of the users of the financial statements to associate the
results of the reporting entity with particutar time periods so that they can assess the impact of
changes in economic conditions on those results. In addition, the usefulness of financial statement
information is increased by consistency from period to period and by comparability of measurements
among entities over time. 1t follows that the usefulness of information about the results of the entity
operations is likely to be increased if it indicates, as far as possible, the time period within which the
components of net income are associated. This suggests that it would be preterable to restale pas!
results following a change in an accounting policy that affected the reporting of pas! resulis.

When there has been a change in an accounting policy, a description of the nature of the change, its
justification as well as its etfect on the current and prior periods assists in understanding the
significance of the change and its impact on the financial statements.

{para 536)

CHANGE IN AN ACCOUNTING ESTIMATE

The preparation of financial statements involves making estimates which are based on information
available at the time when the financial statements are prepared. For exampie, estimates are re-
quired of uncaltectible receivables, the impairment of value of recorded amounts of certain assets
such as inventories, and the useful life of depreciable assets. It may be necessary to revise an
estimate in a subsequent period if new information becomes available or more experience is gained
or new events occur which would change the previous estimate.

{para 537)

A change in an estimate may affect the financial results of future periods, as well as those ol the
current period. It may be argued that, in such cases, a cumulative adjustment should be made in the
current period representing the retroactive effect of the revision on prior periods so thal the financial
results of future periods would be on the new basis. The preferable accounting treatment is to reflect
the effect of a change in an estimate in the period of the change and applicable future periods it it af-
fects both. A change in an estimate should not be given retroactive effect since it arises from new in-
formation or developments.

Where there has been a change in an accounting estimate that is rare or unusual or that may affect
the results of both current and future periods, the description of the nature of the change and its el-
fect on the current period assists in understanding the significance of the change and its impact on
the financial statements.

(para 53B)

CHANGE IN THE REPORTING ENTITY

A change in the reporting entity is a special type of change in accounting policiés adopted by the
management of the reporting entity which results in financial statements that, in effect, are those of
a different reporting entity. Exampies of this type of change include presenting consolidated financial
staternents in place of financial statements ot individual entities thal make up an existing atliliated
group of companies and changing specific subsidiaries comprising the group of companies for which
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consolidated financial statements have been presented in the past. A change in the reporting entity

- does not take place when-a company-acquires another company..and, therefore, prepares con-

1334
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1.3.4.1

solidated financial statements for the first time or when a parent company sells a subsidiary and,
therefore, removes that subsidiary from consoclidated financial statements.
(para 539)

Like any other change in an accounting policy, a change in the reporting entity should be reflected
retroactively to facilitate comparison of results of the reporting entity over time. In addition, the
nature and justification for the change and its effects on the results of aoperations should alse be
disclosed in order for the financia! statements to be understandabie.

(para 540)

CORRECTION OF AN ERROR IN PRIOR PERIODS
FINANCIAL STATEMENTS

Errors in financial statements result from mathematical mistakes; mistakes in the application of ac-
counting standards and methods; and oversight or misuse of available information and data that bear
on accounting estimates and which were available at the time the financial statemenis were
prepared.
(para 541)

An error correction should be distinguished from a change in an accounting estimate. A change in an
accounting estimate results from new information or new experience or hew events that was not
available, was not obtained or did not occur at the time the financial statements were prepared. An
estimate made as part of the normal process of accounting, which is proved by subsequent events to
be inaccurate, is not considered to be an error. An error correction should be also distinguished from
a change in an accounting policy. An error correction may result from a change in an accounting
policy that is not acceptable to one which is acceptable. On the other hand, a change in an accoun-

ting policy is limited to a change from one that is acceptable to another which is also acceptabie.
{para 542)

Correction of an error in the financial statements of a prior period discovered in the current period
should be accounted for as a prior period adjustment. The financial statements of the period in which
the error occurred should be restated to reflect the correction and the opening balance of retained
earnings and other affected balances in subsequent periods, including the current period, should be
adjusted accordingly. When the error occurred prior to the earliest period for which financial
statements are presented, the opening balance of retained earnings for that period and other af-
fected balances should be adjusted to reflect the correction. Disclosure of the nature of the correc-
tion and its effects is necessary in order for the financial statements 1o be understandable.

(para 543)

CONTINGENCIES AND COMMITMENTS
CONTINGENCIES

Contingencies are a condition or a set of conditions existing as of the date of the Statement of Finan-
cial Position and involving an uncertainty as to possibte gain or loss to the reporting entity that will
ultimately be resolved when one or more future events occur or fail to occur. Resolution of the
uncertainty may confirm the acquisition of an asset or the reduction of a liability or the loss or im-
pairment of an asset or the incurrence of a liability.

{para 544}

The recognition concept set forth in the proposed Statement of Concepts of Financial Accounting for
Business Enterprises prohibits the recognition of a gain contingency unlil the confirming event or
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events occur. The recognition concept also indicates that a loss contingency should be recognized if
information available at the date of the Statement of Financial Position indicates that the future event

" orevents confirming the imipaiimeént of an-dsset ortheincurrente vt eliability are-likely 1o.occur and.

1.3.4.2

13.5

there is a reasonable estimate of the amount of the loss.
{para 545}

Disclosure of unrecognizable foss contingencies in Notes to the Financial Statements if the occurrence of
the event or events confirming the loss is not a remote possibility is necessary to make the financial
statements not misleading. Gain contingencies need to be disclosed if the occurrence of the event or
events confirming the gain is likely. Disclosure of contingencies is in accordance with the informa-
tion need of external users of financial statements set forth in the «Proposed Statement of Objectives
and Limitations of Financial Statements of Business Enterprises».

{para 548)

COMMITMENTS

Commitments are unperformed executory agreements between the reporting entity and other en-
tities or agreements that restrict the action that can be taken by the entity. In the normal course of
business, a reporting entity typically has a number of unfulfilled commitments. Ordinarily, these need
no! be disclosed because they represent normal commitments. However, certain commitments by
their nature andfor amount require disclosure because they represent unusual agresments or
restrictions on the activities of the entity and/or they are unusually large in amount. Disclosure of
these types of commitments is in accordance with the information need of the external users of
financial statements. Accordingly, disclosure is necessary for the following and similar types of
commitments: ’

{para 547)

. To purchase large amount of fixed assets;

«  To maintain certain level of working capital,

. To reduce debt by a specific amount;

. To limit additional debt;

. To restrict dividends or distributions to owners;

. To acquire {or be acquired) or to merge with another company,

. Not to merge with, or acquire, another company,

. To issue additional shares of capital stock, cash or other assets in connection with a business
combination; ‘

. To enter into long term leases;

. To purchase (or sell) a targe amount of inventory (especially at a fixed price for goods whose
market price fluctuates frequently or dramatically);

. To enter into unusual employment contracts or into agreements not to compete;

. To purchase shares or equity interests from a stockholder or an owner; and

. Jo purchase or sell foreign currency.
{para 548)

SUBSEQUENT EVENTS

Events which occur afterthe dale of Statement of Financial Position and the date on whichthe finan-
cial statements are authorized for issuance outside the reporting entity may indicate the need for ad-

justments o assets or liabilities or may require disclosure. In general, there are two types of subse-
quent events:
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a) Those which provide further evidence of conditions which existed at financia! statement date;

ST and A T R <o S RN BT e et o DRSS it LT I . s . .
b)  Those which are indicative of conditions which arose subsequent to the financial statement
date.
{para 549)

The impact on the financial statements of each subsequent event depends on the nature of that
event. Subsequent events may invoilve additional information with respect to certain items in the
financial statements. Such information must be available 1o the reporting entity prior to the issuance
of financial statements in order for this entity to evaluate the degree of accuracy of estimates made
and adjust the financial statements where necessary.

{para 550)

‘Adjustments to assets and liabilities are required for events occurring after the Statement of Finan-

cial Position date which provide further evidence of conditions which existed at the Statement of
Financiai Position date. For example, adjustments may be made for a loss on a trade receivable ac-
count which is confirmed by the bankruptcy of a customer which occur after the Statement of

Financial Position date.
(para £51)

Adjustments to assets and liabilities are not appropriate for events occurring after the Statement of
Financial Position date, If such events do not relate to conditions existing at that date. An example is
the destruction of a major production plant by fire after the Statement of Financial Position date.
However, disclosure should be made of events occurring atter the Statement of Financial Position
date that are indicative of conditions that arose subsequent to that date if their non-disclosure would

affect the ability of the users of the financial statements to make proper evaliuations and decisions.
{para 552)

Examples of subsequent events that require only disclosure (but not adjustments) are:

. Long-term debt incurred or refinanced;

. Additional investments by owners;

» - Distributions to owners;

. Initiation or settiement of a claim which the event giving rise to the claim occurred atter the
date of the Statement of Financial Position;

Large or unusual commitments to purchase fixed assets; .
Large or unusual commitments to purchase inventory; L
- A long-term lease agreement;

Casuaities;

The purchase of a business;

Sale of fixed assets; and

Loss on receivables resulting from condilions arising after the date qf the Statement of Finan-

cial Position.
(para 553}

GENERAL PRESENTATION AND DISCLOSURE REQUIREMENTS PECULIAR
TO CONSOLIDATED FINANCIAL STATEMENTS

Consolidated financial statemnents are intended to present the financial position, results of opera-
tions, changes in owners’ equity and the sources and applications of funds of a parent company and
its subsidiaries essentially as if the group were a single reporting entity comprised of branches or
divisions.
{para £54)
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The resuiting accounting entity is an ecanomic rather than a legal unit, and its financial statements

are considered to reflect the substance of the combined economic relationships to an extent not
" possible by merely providing the separate financial statements'6fthe iégal-entities-comprising the

group.

{para 555)

Consolidaled financial statements should adhere to the general presentation and disclosure re-
quirements for all financial statements. However, there are also certain general presentation and
disclosure requirements which are peculiar lo consolidated financial statements. These relate to the
following:

iy Difterence in the fiscal periods of a parent and a subsidiary;
ii) Minority interest; and
il Reciprocal shareholdings, that is, the presentation of shares of the parent compzny held by a
subsidiary company.

The General Presentation and Disclosure Standard sets forth the requirements for the prasentation of
the minority interest and reciprocal shareholdings and the disclosures necessary when difierences
i exist in the fiscal periods of a parent and a subsidiary. The standard does not set forth requiremeants
for the preparation of consclidated financial statements including the conditions under which con-
solidated financial statermnents should be presented. '
(para 558)

15 GENERAL PRESENTATION AND DISCLOSURE REQUIREMENTS PECULIAR
TO DEVELOPMENT STAGE COMPANIES

A development stage corhpany is a business enterprise which is devoting substantialiy all of its ei-
forts to establishing a new business and, accordingly, its planned major ongoing operations have not
commenced or its planned major operations have commenced but there has been no significant
revenue therefrom. The provision of useful financial staterent informalion to equity investors and
lenders is applicable to business enterprises in the development stage. However, the financial
statements of a business enterprise in that stage should be identified as those of a development
stage company or enterprise. In addition, the cumuiative amounts of expenditures, cash flows,
revenues, if any, expenses, gains and fosses during the development stage need to be disclosed so
that equity investors, lenders and others would obtain a clear understanding of the magnitude of that

-~ stage.

o (para 557)

(Next paragraph is No. 806)
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COMMENTARY

INTRODUCTION

Financial statements are the primary means of providing primary external users with the essential
financial information to assist them in evaluating the performance of a business enterprise and tak-
ing the appropriate decisions accordingly. The evaluation of performance of a2 business enterprise
involves, besides other considerations, three major aspects of comparisons.

A)  Compare the enterprise's perforrnance for the current accounting period with that of previous
period(s).

T B) Compare the enterprise's performance for the current period with that of other similar enter-
prises,

C) Compare the performance of the enterprise with the volume and nature of available economic
resources, with particular attention to events and circumstances affecting those resources.
{para 806) :

In order for users of financial statements to make the above referenced comparisons in a proper

manner and arrive at accurate estimates on the performance of the business enterprise, standards

of financial accounting should specify a sound basis for the presentation of such information in the

financial statements and attached notations which properly disclose the circumstances of the

enterprise. This is the reason for choosing the General Presentation and Disciosure Standard 1o be the
‘ first standard of financial accounting in Saudi Arabia.

(para 807)

The General Presentation and Disclosure Standard has been prepared prior to setting forth the stan-
dards which govern the measurement of each element of the financial statements and deline notes 2
that have to be disclosed in those statements, for the following reasons: A
A}  Setting standards for each element of the financial statements is a process of continuous
nature to cope with the transactions, events and circumstances that would affecl those
elements. This is evident from the experience of other countries which preceded Saudi Arabia
in the development of similar standards of financial accounting. Most of the international
financial accounting standards which were issued initially have dealt with matters relevant to
general presentation and disclosure. ] :

B) Saudi business enterprises organized in accordance with Saudi Company Law will continue to
issue their financial statements in accordance with provisions of this law without due respect to
the specific standards which cover each element of those financial statements. Users of the
financial statements in Saudi Arabia will also continue 1o rely on those statements in their ap-

. praisal of the performance of business enterprises concerned and in taking their decisions
without consideration of specific standards relevant to each element of those financial
statements. Within this environment the importance of the General Presention and Disclosure
Standard emerges as the first of financial accounting standards, because of their effect on
organising the presentation of elements of the financial statements and defining the informa-
tion to be disclosed in order for those statements to be informative rather than misleading.

C)  The recommended Statement of Objectives and Limitations of Financial Accounting and Financial =~ 2
Concepts depend on the main lines which determine the requirements of presentation and
disclosure in the financial statements. ot

-

'
D} The General Presentation and Disclosure Standard is mainly concerned with important issues
which do not depend in their treatment on specific measurement and disclosure standards that
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are peculiar to each individual element of the financial statements. For example, theGeneral
Presentation and Disclosure Standard meets the requirements of accounting treatment and
disclosure of changes in accounting policies, the nature of activity of the accounting entity,
subsequent events, policy adopted by the enterprise’s management as a basis for the prepara-
tion of financial statements, financial commitments, contingencies, and the degree of getails in
the information that should be presented in the financial statements.

(para B08)

BENEFICIARIES FROM THE GENERAL PRESENTATION AND DISCLOSURE STANDARD

Benefit tfrom the General Presentation and Disclosure Standard mainly goes to the users of financial
statements. Observance by a business enterprise of the requirements of this standard in preparing
financial statements will facilitate the job of external users of these financial statements who are
concerned with the evaluation of the performance of this enterprise and comparing this performance
with that of similar enterprises.

{parz B09)

The General Presentation and Disciosure Standard also has some advantages to chartered accoun-
tants operating in Saudi Arabia, as this standard will assist them in the fulfilment of their obligations
ang expressing their opinion on the financial statements of business enterprises being audited. At the
present time, the method of general presentation and disclosure varies from one enterprise o
another in the degree of detail, nature and types of notes en significant matters in those financial
staternents. Irrespective of varying degrees noticed in the notes to the financial statements, reser-
vation is rarely noticed with respect to the degree of detail in those statements or the sufficiency of
general presentation. This, in our opinion, is due to the absence of a well defined standard which
determines the method of presentation and disclosure in financial statements which will put the
chartered accountant in a2 weak position in case he insists on maintaining a different degree of detail
in the financia! statements or if he insists on certain general disclosures which the enterprise’s
management may not wish to disclose.

{para 810)

The ullimate advantage of the issuance of General Presentation and Disclosure Standards goes to the
external users of financial statements who are interested in evaluating the performance of the
business enterprise and taking proper decisions to invest in enterprises which have the capacity to
employ the sources of funds available to them in a proper manner.

(para 811)

COMPONENTS OF THE GENERAL PRESENTATION AND DISCLOSURE STANDARD

The General Presentation and Disclosure Standard covers the following:

1.  The financial statements which need to be prepared 1o present external users with the required
Information to enable them to evaluate the enterprise’s performance and its ability to realise
the objectives of investors, lenders, and other beneficiaries. The type and nature of this infor- -

mation needed by those beneficiaries has already been defined in the recommended State-
ment of Objectives and Limitations of Financial Accounting.

2. Requirements of presentation in the financial statements in conformity with the type and nature
of information needed by external users inclusive of the requirements of presentation of con-
solidated financial-statements and financial statements of development stage enterprises.

3.  Reguirements relevant to the definition of an accounting entity, nature of activity, significant
accounting policies, subsequent events, contingencies, and financial obligations of the
business enterprise.
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4. Requirements of general presentation and disclosure relevant to consolidated financial
statements and financial statements of development stage enterprises.
{para B812)

This standard has been developed 1o meet the recornmended Statement of Objectives and Concepts
of Financial Staternents as set forth in conformity with the circurnstances of Saudi Arabia,:ascom-
pared to the requirements of general presentation and disclosure in the U.S.A., West Germany. and
Tunisia, the three countries which have been included in the comparative study conducted during the
first stage of the project.

REQUIRED FINANCIAL STATEMENTS
The General Presentation and Disclosure Standard specifies the financial staternents which nead to

be prepared in order to reftect the whole picture of the financial position, results of operations. and
sources and application of funds of a business enterprise. These statements are as follows:

IR SN I )

1}  Statement of Financial Position {referred to as Balance Sheet in the Saudi Company Lzw).
2) Statement of Income (referred to as Profit and Loss Account in Saudi Company Law).

3)  Statement of Changes in Owners’ Equity, or Statement of Retained Earnings.

4)  Statement of Sources and Application of Funds (currently not required by Saudi Company Law).

(para 813)

The Saudi Company Law did not, in tact, specify a {imit on the financial statements which business
enterprises are requested to present. Besides, it is believed that requirements of the external users
of the financial statements, as defined in the recommended Statement of Financial Accounting;Ob-
jectives, are not fulfilied by the information usually stated in the Statement of Financial Position
(Balance Sheet) or the Income Staternent (Profit and Loss Account). The recomrmended Statement of
Objectives and Limitations states that in order for financial statements 1o meet the requirerments of external
users for information, such statements must cover the following information:

A) Results of operations of the business enterprise, inclusive of components of income, their
sources and continuity. .

B) Asstes, liabilties and owners' equity of the business enterprise.

C) Sources and application of funds of the buéiness enterprise.

Naturally, it is impossible o present all the above-mentioned information if the financial statements
were limited to the Statement of Financial Position and Statement of Income. Taking the level of ex-
perience of Saudi external users of financial statements in financial and accounting matiers and due
to the lack of professional financial analysts on whorn they may rely in the collection and analysis ol
information, it would be imperative for financial accounting to offer as much information as possible
in order to serve the objectives of external users in Saudi Arabia. In our opinion, limitation of the
financial statements to the Statement of Finangial Posilion and the Income Statement will deprive the
external user in Saudi Arabia of significant information which he cannot possibly derive from those
statements, because such information are related to the sources and application of funds as well as
changes in owner's equity during the accounting period of the respective business enterprise.
(para 814) T e - - AR

In comparing the financial statements required by the recommended General Presentation and
Disclosure Standard with those required by similar standards in the U.S.A., West Germany and
Tunisia, the following may be noted:
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e financial statements stipulated in the recommended General Presentation and Disclosure
tandard are in conformity, to a great extent, with the requirements of the Generally Accepted

Accounting Priniciples in the U.S.A., which specily the preparation of the following statements
as a minimum requirement to properly present the financial position, results of operations, angd
sources and application of funds of a given business enterprise:

A) Statement of Financial Position.
B) Statement of income.
C) Statement of Retained Earnings, or Statemen! of Changes in Owners’ Equity.

D) Statement of Changes in the Financial Position {(equivalent to the recommended State-
ment of Changes in the Sources and Application of Funds).

The main difference between the requirements of Generalty Accepted Accounting Principles in
the U.S.A. and those of the recommended General Presentation and Disclosure Stancard s
related to the Statement of Changes in the Financial Position. The standard which governs the
ontents of this statement in the U.S.A. emphasises the necessity of presenting all the changes
which occur in the financial position of a given enterprise in this statement. On the other hand,
he recommended General Presentation and Disclosure Standard emphasises the necessity of

disclosing the changes which affect the enterprise’s investment and financial transactions at
the same time.

2) The German Company Law issued in 1976 (which contains provisions of regulating financial
méli statemnents) has emphasised the necessity of preparing the following financiai statements:
A) Balance Sheel.
'B) Profit and Loss Account,
' C) Retained Earnings (as part of Profit and Loss Account).
Reference has been made to the detailed contents of these financial statements in the first
stage of the project. it is further evident that although Company Law in West Germany did not
refer to the necessity of preparing the Statement of Sources and Application of Funds or any

equivalent statement, it is one of the commonly prepared financial statements in that country.

3) The Tunisian Plan Compatable General set forth in 1966 which is conSidered to be the official

source of financial accounting standards has stipulated the preparation of the following finan-
cial statements:

A) Balance Sheet.

B} Operations Account.

C) (\hilization Account.

D) Allocation of the Resulls of Gross Utilization Account.
E) Allocation of the results of Net Utilization Account.

'F)  Statement! of Aliocation and Distribution of Funds for the year. -
{para 815)

200




23.2

2.3.21

E e S B U T N

More details on the contents of these financial statements were given in the comparative
survey conducted during the first phase of this project. However, i is worth mentioning at this
point that financial statements in Tunisia have been prepared on the basis of established
financial accounting objectives in thal country which emphasised the presentation of
necessary information needed to enable planners for the national economy prepare such
statements for purposes of national planning in Tunisia. This, in fact, is the reason for the varia-
tion of financial statements required in Tunisia from those stipulated in the General Presenta-
tion and Disclosure Standard.

REQUIREMENTS OF PRESENTATION OF INFORMATION IN THE FINANCIAL STATEMENTS

The General Presentation and Disclosure Standard is characterised by grouping all the requirements
of presentation in the financial statements in a single standard and by defining clear and unified
principles for such presentation. The purpose of this general standard is to minimize the variation in
the degree of details presently noticed in financial statements issued in Saudi Arabia. This general
standard is also characterised by relating the requirements of detailed presentation and the
classification of those details to the needs of externa! users as set forth in the Statement otObjec-
tives. The requirements of presentation, according to this genera! standard, are classified into the
following two categories:

{para 816)

A)  General Presentation Requirements.
B) Specific Presentation Requirements for Individual Financial Statements.

GENERAL PRESENTATION REQUIREMENTS

By defining the elements to be presented in financial statements, the General Presentation and
Disclosure Standard has in fact, emphasised on the basic principles which determine the method by
which information are presented in the financial statements; the order of their presentation; the
necessity of presenting comparative data; the need for giving a title to each financial statement
which defines the name of the issuing firm, legal status, as well as date or period covered; the
necessity of giving clear titles for notes attached to financial statements assigning numbers and
cross referencing those notes in the various relevant financia! statements. This general standard has
also stiputated the necessity of selecting the appropriate format, terminology and the classification

- of items, components and groups in a manner that would facilitate the comprehension of significant

data covered by those statements.

{para B17)

General presentation requirements have also defined the main considerations for presenting any
given item, element or group of items independently in the financial statements or in the attached
notes according to their level of materiality. The general standard has further classified these con-
siderations into qualitative and quantitative, and stipulated that qualitative considerations must
supersede the quantitative ones. By this token, if a given item, element or group cannot be
characterised as peculiar of its kind, there will be no need to present it independently and vice versa,
provided that such item, element or group of items meet the requirements of maleriality. In this
respect, general presentation requirements have specified the method by which the level of
materiality of a given item, element or groups of items is determined as well as indicators which will
distinguish between material and immaterial information.

{para 818} )

- In eomparing -the. requirements of the recommended General Presentation and Disclosure Standard

with those of the U.S.A., West Germany or Tunisia it will be evident that these three countries have
not tackled the general requirements of presentation of information in the financial statements with
the same degree of comprehension shown in the recommended General Presentationang Disclosure
Standard. Accountants in the U.S.A., for example, resort 1o prevailing customs as relates to the re-

201

/%(C




~ quirements of general presentation. This is due to the fact that Generally'Accepted'Accounting Prin-

2322

cipies in the U.S.A. do not contain clear cut provisions; with the exception of publication No. {43)
which emphasised the advantages of comparative financial statements, the standards, of the three
referenced countries do not have specific guidelines for determining the ileve! of materiality for
a given item, element or component for the purpose of their independent presentation in the financial
statements or the attached notes.

{para B19)

The requirements tackled by the General Presentation and Disclosure Standard recommended for
Saudi Arabia are considered to be a matter of formalities which go beyond the general scope of ac-
counting standards. However, the current situation in Saudi Arabia which is characterised by the
variety of backgrounds of accountants and auditors and the emergence of ditierent metheds of
presentation with varying degrees of coverage and classification, the stipulation of general presen-
tation requirement has become imperative for this country. In our opinion, the ultimate cbjective of
setting standards of financial accounting is to assist external users of the financial statements in the
evaluation of performance of a business enterprise and in taking the appropriate decisions. Azcoun-
ting standards will achieve this objective only when they lake into account the needs of external
users tor those statements both in terms of form and content. Matters of form not governed by the
standards of accounting may affect the capability of external users of the financial statements in
delineating information which meet their specific needs. Furthermore, modern information theories
emphasise the significance of form of any report and its effect on the readers’ ability 10 comprehend
and utilize its contents.

(para 820}

SPECIFIC PRESENTATION REQUIREMENTS FOR INDIVIDUAL FINANCIAL STATEMENTS

The General Presentation and Disclosure Standard referred to these requirements under a variety of
headings with respect to each type of financial statements with particular emphasis to qualitative
considerations of classification of information within each such financial statement. The qualitative
considerations stated in the referenced standard and considered to be the basis for the classification
of information in each financial statement are based on our concept of material information which
must be presented in these statements. Such concept of what is deemed to be material information

is closely related to the stated objectives of the financial statements which specify the need of ex-_

ternal users for information and the type and nature of such information which must be presented in
the financia! statements to meet this need. The Statement of Objectives, for example, specified the
need of external users for information which would assist them in evaluating the enterprise’s ability
to generate favourabie cash flow sufficient to meet the enterprise’s financial obligations when they
are due and to distribute profits without limiting the enterprise’s present volume of operations. The
Statement of Objectives further stated that the ability of the enterprise to generate favourabie cash
fiow depends to a great extent on its ability to create sufficient income which can be changed into
cash flow. in order for the external users to evaluate the ability of the business enterprise 10 generate
cash flow, the recommended Statement of Objectives e phasnsed the necessity of incorporating
information on the enterprise’s components, sources/ continuity of income. It further specified the
main principles for the classification of this information in the Statment of Income, with particular
reterence to the following elements:

" (para 821}

1. Results of operations of the going concern, detailed as major operations, secondary or in-
cidental operations. '

2. The results of operations -of -a discontinued concern, detailing the results of discontinued

operations and gains (or losses) generated from disposal of the assets and payment of obliga-
tions.
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3. lncidental gams or losses that are not related {o the transaction of going or discontinued con-
-cerns, :

It must be noted at this point that the specific requirements of presentation peculiar to each financial
statement in conformity with the recommended Statement of Objectives of Financial Accounting(par-
ticutarly with respect to the nature of needs of external users for specific types of information) is
considered to be the first official attempt of its kind to determine such requirements on the basis of
specific and clear objectives of financial accounting that have taken into consideration the specific
environment of Saudi Arabia.

{para 822)

In comparing the requirements of presentation for each financial statement with similar re-
quirements in the U.S.A., West Germany and Tunisia, the following will be noted:

1. US.A.

In the U.S.A. there is no single standard which specifies all the requirements of presentation
relevant to each financial statement. Prevailing customs, however, play 2 major role in the
classification of information that need to be detailed in financial statements. Qtficial re-
guirements of this sort have been issued by the following agencies which are officially
recognized as the agencies concerned with setling such standards:

{para 823}

A)  Accounting Research Bulletin (ARB) No. 43, issued by the Financial Accounting Pro-
cedures Committee (FAPC) of the American Institute for Certified Public Accountants
(AICPA), Chapter 3, Section {A) which defined current assets and liabilities.

B)  Opinion of the Accounting Principles Board (APB) of the AICPA Nos. 9 and 30 which
defined the requirements of presentation of results of operation.

C) Opinion of the APB, AICPA, No. 18 which defined the requirements of presentation in the
Statement of Changes in the Financial Position.

D) Opinion No. 28 of the APB/AICPA which sets forth the considerations relevant to the
preparation and presentation of information in the financial statements which eover
periods of time shorter than one fiscal year,

E) Statement No. 4 of the Financial Accounting Standards Board (FASB) which specitied the
method of presentation of gains and losses resulting from the amortization of long term
loans.

F) Statement No. 6 of the FASE which specifies the method of classification of short term
loans that are expected to be {financed by the business enterprise in the long run.

G) Statement No. 16 of FASB which defines the method of presentation of changes relevant
to previous accounting periods.

H) Statement No. 33 of the FASB which determines the requirements of presentalion of in-
formation relevant to the etfect of changes of the price structure {resulting trom inflation
or depression) on the enterprise’s results of operation and financial position.

... ) Statement No. 37 of FASB which determined the method of classilying deferred income
taxes in the Statement of Financial Position. B
(para 824)
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_In addition to the above, other accounting measurement and presentation standards with
respect to various components of the financial statements and relevant interpretation contain
further requirements with regard to the method of presenting certain elements in the financial
staternents. For example, Statement No. (12) of FASB stipulated that unrealised losses
resulting from long term investment in current securities should be classified as part of owners’
equity in the Statement of Financial Position. If we take into consideration the Generally Ac-
cepted Accounting Principles as applicable in the U.S.A. and the above mentioned bulletins,

opinions and statements and with turther consideration to prevailing accounting customs, we
will find out that provisions of the General Presentation and Disclosure Standard are consistent
with the requirements of Generally Accepted Accounting Principles in the U.S.A. in certain
respects and different in others. However, it is important to note at this point that these aspects
of similarity or difference are not a result of abidance by or departure from GAAP in the USA.
Rather it is the result of an indepth study of the requirements relevant to those principles and
standards in the other countries involved in this comparative survey in order to specify aspects
that are consistent with the recommended Objectives and Concepts of Financial Accounting

which take into account the prevalent circumstances in the Kingdom of Saudi Arabia. Following
is a summary of the similarities and differences between the recommended General Presenta-
tion and Disclosure Standard in Saudi Arabia and Generally Accepted Accounting Principles

applicable in the UJ.S.A.
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GENERAL PRESENTATION AND DISCLOSURE STANDARD COMPARED WITH SIMILAR STANDARDS IN THE U.S.A.

PRes

STATEMENT

DESCRIPTION

KINGOOM OF SAUDI ARABIA

U.3.A,

REMARKS

1. Incoma Stalement

1) Formal.

Mulil-phass atalemanl

Mulll-phasa stalsmaeni

2} Phasea contsined In
sintamant.

1) Hesults of the going concern
2) Aesults of disconlinued concerm.
3) Incldenial galnsifosses.

1} Resutls of 1he geing concern,
2} Raaults of disconlinued concern
3) Exiraordinary gatns/iosses.
& Cumulstive elfect of changes
In necouniing pollcles,
{AF8 Dpinlon No. 30}

The differance |3 aitribuled 1o the dilterant treatment of the
eflecl of changes In sccounting poticlas sa recommended in
the Genaral Presentation and Diactosura Standard (G.P.0:8) In
Saudi Arabla s compared 10 GAAPIn U.8.A.GAAP stipulsle ihal
previous years' financtal ststemants thould nol be adjusiad
to raflect changes In occounting paticles, They alsa require that
the cumuialive alfeci of changes In accounting policiss on
previous yesrs musl be raflected in the Incaome Statemant In
which the chengs has occuned and 1o be presantad as tha last
componeni of nel income fot thal year, [Oplnian No. 20 of APB).

Tha Saudl QPDS did not follow GAAP whh regard ta the lreal-
mant of accounting changas a3 GPDS stipulaies that pravious
years' linsnctsl siatements sifactad by changes In accouniing
policles musi be adjusied sccotdingly. This praviston atma at
helping sxtesnat usars In the evaluation ol tha bualnzas enier
prise's parformance 1rom one accounting pertod 1e anoiher,
which taquires the pressniailon of comparative ligquiea bassd
on tha same policias applicable fGr tha current yesr and'the ad-
Jusiment of previous years' flinanclat statemants lo cops with
the changes In accounting poticles. ’

3) Major datalis of tha rasvits
of a golng concatn,

1) Rasults of major transactions of a
golng concarn,

2) Resulla of sacondary iransacilons
of acitvitles {wheihar going of
Incideniaty and the elfect ol
clreumsiances on 1he enterprlss,
axcepl lor Incidental Hems,

Raesulls of iransactions of 1hs golng
concen with disclosure of exiraor-
dinary Huimns thal arg nol expecied 1o
racut in (he near Iuture if found to be
relallvely signillcant, [Opinion 30,
APR).

The racommanded GPDS raquires more datalls tn the prasen:
Iation of resulls of transactiona of a going concern &s tom.
patad lo Opinion No, 30 of APB In the 1.5.A_Thia |s due to tha
Saudt GPDS concern wih supplylng extamal ysers af ihe
Hnanclal 1lalamants with inlormatien on the sources of incame
and tha dagree of thelr continuily. il also slms al amphasising
1he imporiance of separaling the rasulls ol major lransaciions
fram those ol secondary or Incldanial sctiviiles and the eifecl
of glrcumstances an & given anlarprise, )

1) tncoma Stalemant conid )

#) Results of discontinyed of
susponded operatiory with
tespect 10 2 Qivan lire of Ine
snlerprise’s activities,

Must be proseniad »s 3 separais
elemant of net Income lo disclose
tha rasulls of {ransactions of the
disconilnued ftne of scilvity and the
gaing or lossas resulian) from the
disposal of |he assels and the sel-
ttemanl of obligstions 29 indepen.
deni amy In 1he income staiemani
of tetevani noles,

HMust be pressnisd a3 an Indepen.
dent slameanl of nel Income 10
disclose the result of irensactions ol
the digcontinued line of aclivily and
the gains or fosses resullani from
iha disposat of the asseis and (ha
seltlement of obligelions 83 lo.
dapendent liams (n the Incoms
stalermant of relevant notes (Dpinlon)
10, AFB).

The racommanded Saudl GPDS s tn conformity with Opinton
Ha. 30 of APB wilh respect lo smphatising the Importénce of
tasulls of disconlinusd or suspendad lranaections concarnad
with a specihic tina of the enierpeise’s acilviting,

Tha provistons stipufated in the GPDS alm o providing evtarnal
wsers ol the linancial statemants wilk sulfletent Informailon lor
Iha evaluation of 1he snterprise’'s parformance In ihs pasi and
to dalarmine thair future rslationship with 1his anteipride.,

5 Incideniat palns'Losses

Musl ba presanted, If found 1o be
maierial, a1 an Independent elemant
of nel Incamae,

Must be presenied, if found 1o be
malerlsl, a3 an indeponden| elomant
of nel incoma,

{Oplaton No. 30, APB).
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STATEMENT

DESCRIPTION

KINQDOM Di‘ SAUDIARABIA

U.S A,

REMARKS

i peree ST

t] tncoms Statement (contd )

£y Incidenial grins/iosses
dalined.

They are dalined as majerisl gaing ot
losses which resull from
calastrophes or lorce majsure oul-
vide the acops of tha snierprise’s
activity,

They sre delined a3 malerial gains or
losses which rasult from exirsor-
dinary tncldents of clrcumstances
that were nol expecled to occur In
Ihe forsseeabls future. They are
delermined in tight of 1he
anlarpiisa’s clicumsiances,
geographicat focalion and flatds of
aclivity, ... el

[Opinlon Ho. )8, APB).

tn nddillon 1o the sbove, 1he foltow-
Ing gainsfosses are considered 10 be
toeidenial;

#} Gainftoss rasulling from amorilse-
tlon of fong 1arm debts, (Oplalon
Ho. 28 of APB and Slaiemenl No. 4,
FASB).

tncldental palnafiosses sre delined differently In boih coun-
irles. Delinl11dn staled In Ssudi GPDS Is mote pracise than that -
of the U.S.A, For Saudi Arabla, an Incidential gainiloss develops
a3 a luncilon of the refallanship of avenis or circumstances,
wlih |he narmal transacttons of |he enterprise, If such galnfloss
occurs tofatly outside the scope of objectives of 1he businass’
entarprise. The U.S. siandard, on 1he other hand, requirey thst
gach case shatl be determined Indepandenily ailer taking Into
consideralion the circumalances of (he business anterprise.
For sxampls, losses Incurrad ol a flood which hity Florida Is
trazled a3 normal toss while suchioss Isireated as Incldentalin
case || occurred under Lha seme clreumstances In Adions
which scarcely suftars Irom floods as compared 1o Fiorids.

b) Gain resulilng from lowesing tay
duss becsuse of aceounting lor
tax loas cardlnd from 8 previous
yeust 1o the etlect of lowering
curtant year's tases,

{Optnlon Ho. 11, APB).

¢} QatnMoys resutiing rom the sate
ol the sssets ol an amalgamaled
anterprise i guch sale has takan
place wllhin two yaars of the dale
ol such amalgamstion,
{Opinion 14, APBL

N Quatliative constdaraltons
for the prasenialion of certaln
1tam3 within the major com-
ponanls of asl Income,

The recommended QPDS has daiin-
od quailiative consldersiions which
delerming i corlain ltems must be
presantad within the componants of
nal income. For sxamplae, time
rolatad sxpenses sre sepataied from
sapentes ralatad 10 producis and
thair volume.

GAAP In the U.B.A, did not define
quattialive considarations lor
detarmninlag it certain itlams musl be
presented within tha components of
nel incomn. in the U.8.A, this mainly
depends on the prevalling customs
and nalure of the enisiprise’s ac-
1lvily. In this respacl, Il |8 worth
menilontng that some siandardy In
{he U.3.A, hava slipulaled that cer-
tain 11am3 must ba presenied (n the
Incomae Siatemant.
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. ETATEMENT

DESCR!PTION

KINGDOM OF SAUDI ANABIA

UB.A,

REMARKS

2} Statemani of Financlal Posl-
lien

1} Type ol Stalement

Clussttind untess the clansllicslion
of curcent asseis and tabilifies Is
deamed relatively rumatestat,

Classillad unfess ihe classiticallon
of currant assets and habilies is
desmad 1a be relalivaly immaiurial
dua 10 |he pature of {ha snleiphise’s
sctivity &3 in the chge ol banks,
Assais and tabilities are mainly
classilled a8 curreni and led, GAAP
did nol spacily any olher classiica-
fion. Howaver, Tha prevailing ac.
counting cusioms elaasily fined
#3801% Info homogeneous categorlay
in accordanca with the nature of the
acliveling of the anlerphise.

tARD No. 4.

The main objacliva of GPDS, as reiaias to (ha classilication ol
financial position statemeni, is lo provide Lhe axlarnal raader
with inlotmation on [he assels nd tiabitities thal would assist
him Intha avalealion of the snterprise’s abilily 1o gensrate cash
flaw which ts suilicisnt o meet 1ha financial obligations of ihe
sntarpnse, and 10 disidbute profils wilheut liemiation to the
current volume ol operaiions ol the anterprise.

-

2 Delinlilon of curran] asssts
and lablittias,

« Atsets which can ba lurnied Intg
cash sold or consumed within ons
year of he dale of Financiat Position
Statemenl.

& Llablittias that are dus lor pay-
manl within one year of the date of
Flaancisi Posltion Statamant,

* Assels thal are iquidated, sold or
consumad wilhin one year of the
dale of Financial Position Statamant
of within the duration of the apera-
Iton cycles, whichevat I8 longer,

w Liabliilles tha) are duse for pay-
maeni within one year ol the date of
{he Financlat Posilion Statemanl
or duting the ¢ycis of aparation,
which sves 12 longad,

[ARB Ng. 4])

Curranl assals and liabilittes a3 delined In lerms of the
posnibitity of Mguidalion, sate, consumpiion, or belng: dus
wilhin one yaar irtespeciive ol the duration ol the opersiion
cycle, will assist 1n the slandardisstion of Ham classilichlion
amang vatious businass entarprises in 8 mannat thal weuld
ansist sxlernal usars of tha finsncial statemenis in compiring
and svalualing 1ha linanctal posllions ol vatious anlsrprises on
tha tame Dasis,

3} Presonisilon of sssetfilabllity
[ems or groups within the
matn classllicstions of the
Flnsncis! Position Ststement

The racommended standad dalinad
Iha maln considerations lor the
presentation of sssslitiatitily
Itamslgroupi wilthin 1ha main
classificallons for asselaftiamliting,

Foz axample, yarious Assets are
sepaisiely presanted In sccordance
with Ihe nsturs of sach such Ham,
Cash ssnels ara saparaied irom
non-¢cash assale, Furtharmare,
assels subjecied la dillarant prin.
chptes of Tradtment [n the measure:
mant of thalr value of B18813 subject
(o varylng degrens ol conlidencas In
sntimating their vatue 3ie alyo
soparsted,

fn tha same foken, the standard pro-
vided lor the detalied prassnlalign of
matn llems or groups of lisbitllieg,
For axample, long 1arm I0ans weid
ssparaind from other long term
abHgmlons, It slso stiputated that
amounis dus lo managers/senior
parsonnel, members of 1he board of
directars, equily investors, sub-
tid)ariss, holding Companises as well
aq labHiiles secured by morigage
must be proparly presenied and
disclasad.
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STATEMENT

DESCAIPTION

KINGDOM OF SAUDI ARADIA

USA.

REMARKS

4] Datalts of shareholders’
equity

This slandard requlres 8 delailed
prasaniation of sharsholdess’ equity.
23 Tollows:

A} Share capltat fully pald In accor-
dance with the various aguity
ights,

B Capital grants.

Cilegsl Rasefve snd other
atlowances.

D) Unalloeated retalned eamings,

GAAP tequite Ihat The nominal value
of share capidal duly paid shoulo be
disiinguished lrom {43ué ptemium
and orther captal participation
besides presenting relained eaen.
ings as an indepandanl ilem

Bocause companley are not legally
otliged 10 form any legal 1eserves.
no provisions are slpulated lo give a
detailed presentahion in ihe Slate-
menl of Financial Posillon. However,
QAAP emphasise 1he necessity of
cless presenialion and disclosure ol
altocated retained earnmngs

tARG No. 43y

{FASH Siatemenl No. 5)

5y Arrsngemeni ol Informatlon
it ba prasentad In tha
Stalemant of Financisf
Position.

Tha recommended slandard providey
for the preseniation ol assels in ac-
cordance with thair degree of H-
quidity, as toltows:

A) Current Assels

B} Invesiments and Financiat
LYITIIY

C} Fixsd Aasels.

O} infangible Asanls.

This standard slso stipufates that
{labHittes mus| be presanted sccor-
ding lo their due dales a3 lotlows.
A) Currant Liabilities.

Bj Hon-current liabliities,

FinsHy, Ihe Ganeral Prasentation and
Disclosure Standard provides fot the
prasantation of shareholders' egquity
#% on addendum lo the assels and
Nebiliiies wheieby Ihe componenis
of shargholders aquily will be
presented as Indapendent itoms or
groups ol iHems within Ihs sdden-
dum.

GAAP do not specify any given for-
mat {or Ihe presenistion of tnlorma.
tion Ia the Statement ol Financial
Posttion. Howevet. according to
prevailing custam such inloimation
is arranged in a manner sumlar to the
taquitenients shipulaled by the
tecomended siandards lor Saudh
Atabia

The arrangement required by the tecornmended General
Ptesentalion and Disclosure Slandard emphasl!eum'lmpm-
1ance of presenling informalion in 8 manner which would assist
external ysers of The hinancial siatements it evaluating the
degree of hquidiy and ciedil worthineds of 1he Dusiness

enteIprise

3) Statemen! of Sousces and
Applicatlon ol Funds

1) Thils.

8. mnd A L ol Funds

lan

Siatameni ol Changes In Financial
Postion
{Oplmon No. 19, APB)

2} Conlents,

1) Changss in the Stalemani of
Financist Position Io the eifsct of
In¢reate (sourcest or decreasa
{sppticatton) ol lunds.

N Financing and Invesiment
opetshions which do not
! slfect dunds

All ehanges In tha Statement ol
Financlal Poslilon, sxcluding equity
dtattiputlon in 1erms of shares and
other transfary beliween
shareholders’ anquily AecounisiOm.
mon Heo. 19, APR)

ta the recommended General Preseniation and Disclosure
Siandard, amphasis on tha changes in the scurces and ap-
phcation af tunds ts due 10 the imporiance of inlormalion rete:
vanl 1o cash Haw tor iha sxteinal users of financial stalemenis

in Saudh Araba
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REMARKS .

DESCRIPTION

KINGDOM OF SAUDI ARABIA

US.A,

STATEMENT

3) Whan lasued?

1 must be tasued lor each sccounting
patlod which requires thatssuw of an
{ncoma Sislamaent

1t musi be lssued forwach scecounling
perlod which tequties (halssue ol en
Income Slatamaent {Cpinton Ho. 19,
APB)

&) Delinition of Funda.

1) Cash Funds; or

2} WorkingCapliat If mos! of 1he
current assets and llabilities are of
lnanctal nalure,

Change1 in the sources and ap-
plication of funds are desmed 1o .
tarm pant of the changes in the
finanelal postiion, GAAP allow &
business entarprise lo dellne tunds
In the mannes which sulls the nalure
ol 1ty sctivitles, Inclusive of eash
tunds, operating caplial, liquld
sasely, curisnl sssels, and short
fetm lnvestmand in negotlable
sacurities, provided thal ihe refevant
statement or sitachad 1ables conlain
st athar changes which occurred In
tha Statamant of Financlal Position.
Oplnton No. 19, APB}

This ditteranca is dug 1o 1he facl 1hs In the U.S.A. il changes

) Statement Formnsl and -
rangemant of intormalion
prasented therain,

& The racommanded genersl
standard does nol specily any
givan tormat lor tha Siatement of
Sourcas snd Applicailons of
Funds. This sialamenl may be
prosanied a3 2 balanced of 3n
unbalanced sistsmant.

+ Information i praterably
prasenied In this statemen) a8
joltows:

Funds resulting trom or applied In
operations.

Othar sourean of funds,
Application of funds,

invasiment and Finsncing opera:
tions which do nol allecl funds.

QAAP do nol specily a glven lormat
for Ihe Sialement of Changesin
Financial Positienbul lefl the
business enterprisa with tha opilon
|0 delermine the lormal which sulls
113 putposas. GAAP did not aa0
spachy any given arrangament for
the prassntation of changes in the
statement ol Financlal Posttion.
Howavet, they amphasised tha
necatsily of presenting funds
Iaulling o epplled In operations as
Hema independant lrom alemenls of
changes in the Financial Positlon.
{Opinion No. 19, APB}

|a the financlial posilion ke amphssised, while the Saud!
recammended General Presentation and Disclosure Standad
has only amphasised Ihe changed which allect funds.

&) Tables ptiached 10 the
stalement.

The standard did nol requite 13bles
10 be altachad to tha Statement ot

Sources and Application of Funds

whather these funds are dafined a3
eash liquidily or working capital,

GAAP requlre that B isble shoutd be
sitachad 1o the statament which will
preseni changes In the components
of working capltat, in the ¢venl 1hal
{he busingss snierpiise defines
Tunds Lo refer to working capital.

4y Sratement of Aelsined
Earningd and changes in
awners equily

1) Conlenlt

The recommandad siandard gave ¥
detalled sczount of the conlenls of
the Stalament ol Retalned Earnings
of changes In shargholders aqulty
Busingys anterprises may use eilhes
sislameni. It the Stalsment of Re.
1alned Estnings s utad By 3 basls for
\he presentation of changes In
sharaholders egqulty, such stalement
musl conlaln opening bafances,
addittons, disposats & closing
balances lor altocated and
unallacated satnlags sepaiatety. Dul

Alihough Oplnion No. 19 of the APB
sisind thal the Sistemant of Incoms
and vislemeni of Aetained Esrnings
»3 the minimum requifament for the
presentaiion of tasuity ol transac-
tions, It did not specily aay detalied
conlanly 1o be preseniad in the
staternant of Tatained Caeningn,
Furtharinore, GAAP did pot teler o
{he Sialamant of Changes In

Sharghotdery' Equity a3 an altar
nallve 10 the Stalament of Relstned
Earnings. However, prevatiing

it 1he business enlerprise concerned

cuslom accepled Lha yae of bolh

I e
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choosss to uzs the Statement of
Changes !n Shireholders’ Eqully,
1hts stalemani must contaln opening
batances, sdditions, disposals,
cloaing balances for esch llem ol
sharehalders' eqully separatsly,
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WEST GERMANY

Provisions of presentation in the financial statements in West Germany are contained in the
Corporate Law-issued in-31.12.1966: Article 149 of this.law. emphasised the necessity of
preparing financial statements on an annual basis in accordance with valid accounting prin-
ciples and in conformity with evaluation principles stated in the Carporate Law as well as the
provisions of commercial law with respect to bookkeeping and financial statement preparation.
The Corporate Law defined annual financial statements as follows:

{para B25)

A)  Profit and Loss Account

B} Baiance Sheet

A) Profit and Loss Account {Articie 157)

From analysis of the contents of the Profit and Loss Account as specified by the Cor-
porate Law in West Germany, it is noted that this statement covers the following two
statements which are required by the recommended General Presentationand Disclosure
Standard:
{para B26)

a) Income Statement
b) Statement of Retained Earnings

Article 157 of the referenced law stated that PJL account should be prepared in various
stages to refiect details of the main components of net income as follow:

1) Income/Earmings

a) Gross Profit
b) Income from investments and participations
¢) Income from financial assets
d) incorne from interests
e} Earnings from the sale of fixed assets
f} Income from decrease of aliowance for doubtful debts
g) Income from decrease in aliocations for due liabilities
h) Incidental [ncome
i) Income from Loss bearing contracts
{para B27)

2) Expenses/Losses

a) Salariesiwages .

b} Social Insurance contributions

c) Social and the elderly welfare contributions

d) Depreciation, amortisation, and allowances for depreciation of fixed and intangible
assets

e) Amortisation and allowance for depreciation of financial assets, excluding
atlowance for doubtful debts

f) Losses from reduction in value of current assets excluding inventory and allowance
for doubtful debts

g) Losses from sale or disposa! of fixed assets or securities -

h} Interest and other charges

i} - Income and other taxes

i) Charges of loss bearing contracts

k} Other expenses




N} Profits déferred (posted) in accordance with profit sharing plars.
m}Net Profit/Loss for the year {net incomefloss)
{para B28)

From the study of the above mentioned main components of financial statements. it is
noted that presentation in the Profit and Loss Account in accordance with the provi-
sions of the Corporate Law depends on the following two principies:

a) Income/Earnings are presented on the basis of sources of such incomelearnings
irrespective of their conlinuity

b) Expenses/Losses are presented on the basis of the nature of the expenselloss ir-
respective of the nature of activity or the circumstances which contributed to the
expensefloss (e.g. major continuous activity, suspended/discontinued activity, in-
cidental/minor activities, circumstances related to a going concern, or extraor-
dinary cireumstances)

{para B29)

In comparing the requirements of presentation in the Profit and Loss Account in West
Germany with the requirements of presentation in the Statement of Income recom-
mended for Saudi Arabia we find out that Saudi presentation requirements have taken
into consideration the need of external users of the financial statemnents for historical
information which defines the relationship between the business enterprise’s perfor-
mance in the past and its prospective performance. These recommendsd re-
quirements have, therefore, emphasised the importance of presenting the degree of
continuity pertaining to components of income through the classification of those
components as continued activities (major, secondary, or incidental}, noncontinued
activities or incidental gainfloss. This, in fact, is a substantial difference between the
requirements of presentation of information in the Profit and Loss Account in West
Germany and those of recommended Income Statement in Saudi Arabia.

It is worth mentioning at this point that Articie (157) of the Corporate Law in West
Germany has exempted companies not registered in the securities clearing house
from presenting the components of gross profit in their P/L account if the total amount
of its Balance Sheet does not exceed 3m. DM. This exemption is also applied to farily
owned companies whose Balance Sheets do not exceed 3m DM provided that each
shareholder shall have the right to have a P/L account in conformity with the provisions
of Article 157 if such a statement is deemed necessary for purposes of the general
meeting held to discuss the year end financial statements of the company. Such an
exemption is considered to be ancther substantial deviation of the West German
presentation requirements from those recommended for Saudi Arabia. Presentation
requirements recommended for Saudi Arabia do not differentiate between business
enlerprises according to their size, negotiability of shareholders equity or owners.
This, in fact, is due to our belief in the significance of financial statements tor current
and prospective investors and lenders.

{para 830)

. Retained Earnings

Article 153 of the Corporate Law stipulates that changes in the retained earnings, legal
reserve, and other resources shall be presented for each accounting period. in the
Profit and Loss Account. In this respect there is no substantial ditference between the
provisions of presentation of retained earnings in West Germany and those of presen-
tation in the Staternent of Retained Earnings recommended for Saudi Arabia. Arlicle
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149 of the Corporale Law stipulates that the opening balance of retained earnings
should be presented in the P/L account and added to net profithoss for the current
period together with disclosure of changes in thé Tégal reserve and other reserves in
order to arrive at the balance of unallocated retained earnings at the end of the current
period.

{para 831)

B) Statement of Financial Position (Balance Sheet)

Article 151 of the Corporate Law stated the components of the Balance Sheetand their
method of classification. It also stated that underiined captions represent the
minimum limit of asset and liability categories that shall be presented in the Balance
Sheet unless such caption(s) is not available in the respective company.

{para 832}

ASSET SIDE:
1. Uncollected capital participations (requested but unpaid to date}

2. Fixed Assets and Securities:
(para 833)

A) Fixed and Intangible Assets:

. Head Office buildings, plant, and other buildings assigned for cperation

. Housing Units

Land

. Buildings on owned property not classified under (1) or (2) above

. Machines and installations

. Office machines and equipment

. Assets under construction and advance payments for the purchase of fixed assets
. Concessions, patents etc., and licenses required to utilize such rights

o N bW

B) Financial Assets (Securities):

1. Participations in other organisations

2. Investments in securities, not classified under (1) above

3. Loans of a minimum term of four years pinpeinting those secured by the mortgage
or collateral )

3. CURRENT ASSETS
A) INVENTORY :

1. Raw Materials
2. Goods in process
3. Processed (finished) gocds

B) OTHER CURRENT ASSETS:

1. Advance payments not classified under (A.7)

2. Trade receivables with receivables due after one year properly disclosed
3. Notes receivable, with notes that can be discounted properly disclosed -
4. Check in process

5. Cash in hand. in central bank and deterred checks
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6. Banks accounts
. 7. Securities not-classified under -3, 4, 8, 9.or.under financial assets
8. Stocks purchased, with par value properly disclosed
9. Participations in holding companies or in prospecting companies
10. Related company receivables

11. Receivables due from directors and members of the supervisory board
12. Other assets

C) OTHER DEFERRED REVENUE EXPENSES
D) ACCUMULATED LOSS
(para 834)

LIABILITIES SIDE:

-t

Capital
2. Reserves:
a) Legal reserve
b) Other optional reserve
Allocations for diminution in the value of assets
4. Allocation for liabilities due:
a) Pension
b} Other due liabilities
5. Liabilities due within four years
A) Loans pledged with mortgage or equivalent
B) Bank loans, loans pledged with mortgage properly disclosed
C) Other lizbilities, with those pledged with mortgages, or equivaient properly disclosed.
in addition to the above, amounts of loans, and liabilities shown in A, B, and C above
which will be due in less than four years should be properly disclosed.
6. Other Liabilities:
A) Accounts payable resulting from purchases or services
B) Notes payable
. C) Bank accounts payable not classified in (5.B)
D) Prepayments
E) Amounts due to reiated companies
F) Other liabilities

w

- 71. Deferred revenues or deferred income -

8. Retained Earnings

In comparing the requirements of presentation in the Balance Sheet as stated in Article 151 of
the Corporate Law with the requirements of presentation in the Statement of Financial Position
as stated in the recommended General Presentation and Disclosure Standard the lollowing
major differences are noted.

(para 835)

A) CLASSIFICATION OF LIABILITIES:

The Genera! Presentation and Disclosure Standard requires that current liabilities must
be classified according to amounts due within one year of the date of the Statement of
Financia! Position. On the other hand, classification of liabilities as approved by Article
151 of the German Law does not cover a classification parallel to that of the current
liabilities {in the Saudi recommended general standard) because liabilities according to
this articie are classified according to their nature with the exception of liabilities which
mature altef four years. The classification of current liabilities as stated in the General
Presentation and Disclosure Standard is due to the belief in the significance of supplying
external users of the financial statements with information that would help them estimate

214



B)

C)

D)

the requirements of cash flow at the date of the Statement of Financial Paosition in order
to cover the upcoming accounting cycle and to enable the accounting entity to meet
these requiremarits 6f positive cash Tiow THAY hed 16 58 "gendrated within tte same ac.
counting period.

WHAT 1S A CURRENT ASSET:

From the study of the items classified under current assets in accordance with Article
151 of the Corporate Law, it becomes clear that current assets in Germany are not
limited to assets which can be turned into ¢ash liquidity or can be sold or used within one
year of the date of the Statement of Financial Position. On the other hand,the recom-
mended Saudi General Presentation and Disclosure Standard has already defined those
current assets. The definition of current assets as stated in the General Presentation and
Disclosure Standard has clearly defined those current assets. This definition of current
assets as stated in the General Presentation and Disciosure Standard is intended to pro-
vide the external users of financial statements with sufficient information 1o estimate
positive cash fiow expected at the date of the Statement of Financial Position which will be
available to meet the requirements for financial liquidity during the same accounting
period.

PRESENTATION OF SHAREHOLDERS' EQUITY:

Article 151 of the Corporate Law differentiates between capital and reserves (Legal and
Optional) and between retained earnings or accumulated loss as components of
shareholders equity and in terms of the location of their presentation in the Balance
Sheet. Article 151 considers retained earnings or accumulated loss as complementary
accounting elements to the other elements in the Balance Sheet inclusive of capital and
reserves, This article also requires the presentation of capital and reserves as indepen-
dent items on top of the liability side; the retained earnings are presented as an indepen-
dent item at the bottom of the asset side; while accumulated loss is presented as an in-
dependent item at the end of the asset side of the Balance Shee!. This presentation is due
to legal considerations, peculiar to West Germany that are different from the legai con-
cept of shareholders’ equity as applicabie in Saudi Arabia. The requirements of General
Presentation and Disclosure Standard reflects the diflerence as it requires the presenta-
tion of all shareholders equity in one group in the Statement of Financial Position as a

complementary accounting element to assets and liabilities while paid capital. legal

reserve, other optional reserves, retained earnings or accumulated losses are presented
as independent itemns within this group.

PRESENTATION OF DATA IN THE STATEMENT OF FINANCIAL POSITION:

The General Presentation and Disclosuré Standard stipulates that assets should be
presented in accordance with the degree of their liquidity as follows:

1) Current Asgsets

2) investments and financial assets
3) Fixed Assets

4) Intangible Assets

This standard also requires the presentation of liabilities in accordance with their acerual
as follows:

1) Current Liabilities
2) Non-current Liabilities
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Finally, this standard requires the presentation of shareholders’ equity as an independent
group complementary to assets and liabilities with their élements presented as indepen-
dent items within this group, in the following order:

1. Paid-in capital

2. Donated capital

3. Reserves

4. Retained earnings or accumulated losses

The requirements for the order of presentation of data in the Statement of FinancialPosi-
tion in accardance with the General Presentation and Disclosure Standard is due to the
belief in the importance of data relevant to cash flow requirements to the externat users
of the financial statements.

Article 151 of the Corporate Law on the other hand, has taken a different orientation from
the Saudi recommended standard, particularly as relates to the presentation of informa-
tion in the Statement of Financial Position.

3. TUNISIA

Presentation requirements with respect to financial statements in Tunisia are statedin
the Plan Compatabie issued in 1966. This plan is considered o be the official source of
financial accounting standards in Tunisia. It stipulates that business enterprises
should use standardised statements of account which classify the financial operations
of various business enterprises in a standard manner and in accordance with the
same rules. This plan has also imposed a standard method for the measurement and
presentation of results of operations.

The Tunisian Plan Compatable stiputates that each business enterprise should prepare
the following financiai statements:

. Balance Sheet

. Production Account

. Utilization Account

. Appropriation Account of Results of Utilization

. Appropriation Account of Results of Net Utilization

. Statement of Distribution and Appropriation of the current year’s profits.
{para 836)

o th B WM —

At the end of this section there is an appendix which contains sample financial
staternents required by the Tunisian Plan Compatable. Comparison between the re-
quirements of presentation in the referenced financial statements with those of the
General Presentation and Disclosure Standard is in fact useless due to substantial di-
ferences between the objectives of financial statements in Tunisia and those of Saudi
Arabia. For example, one of the major objectives of financial statements in Tunisia is to
assist authorities concerned with the planning of national economy in the preparation of
nationwide accounts and determining the effect of the business enlerprises on the na-
tional economic plan. The recommended Objectives of Financial Statements in Saudi
Arabia, on the other hand, have emphasised the need of investors, lenders, and other ex-
ternal users of the financial statem »nts for authentic information that would assist them
in evaluating the performance of business enterprises in terms of their ability to generate
sufficient cash fiow. . '
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GENERAL DISCLOSURE REQUIREMENTS

‘General disclosure is usually concerned with information’of gerieral naturethat is fiot related to a -

specific element of the financial statements which must be presented in the financial statements or
relevant notes. This general information is classified inlo certain areas for which a specific standard
is applied to detail what should be presented. These standards cover the following:

1.  Nature of the business enterprise
2. Accounting policies
3.  Accounting changes, which include:

A}  Changes in accounting policies

B} Changes in accounting estimates

C) Changes in the accounting entity for which financial statements are prepared
D) Correction of errors which might have occurred in previous accounting pericds

4. Contingencies

Commitments

6. Subsequent events
(para B37)

o4

The necessity to account for changes in the accounting policy and contingencies has been
established with respect to the standard which covers these two subjects. Following is an account of
our understanding of the importance of these subjects, justifications of the requirements of the
standard relevant to each of them and a comparison of these requirements with similar requirements
applicable, if any, in the U.S.A., West Germany and Tunisia. It is worth mentioning at this point that
Generally Accepted Accounting Principles applicabie in other countries do not have one specific
standard which determines the requirements of general disclosure. For example, in the United
States, general disclosure requirements have been issued by different areas concerned with finan-
cial accounting standards, as follows:

(para 838)

A)  Opinion No. 20 of APB of the AICPA which defined the treatment of accounting changes and
their relevant notes.

B) Opinion No. 22 of APB of the AICPA which specified the requirement for the disclosure of’im-
portant accounting policies.

C) Statement No. 3 of financial accounting standards issued by FASB which determined the re-
guirements of treatment and presentation of accounting changes in the financial statements
for accounting cycles of less than one year in duration.

D) Statement No. 5 of the financial accounting standards issued Dy FASB, which determined the
requirements of treatment and presentation of contingencies and commitments of the repor-
ting entity.

E)  Statement No. 14, FASB, which specified the requirements for the disclosure of the nature of
activity of the reporting entity.

In addition to the above, the requirements for the disclosure of subsequent events in the U.S.A. have
been stated in the Statements of Auditing Standards. Reguirements for the disclosure of certain
subsequent events have also been stated in a number of measurement standards that cover certain
captions of the financial statements or certain types of activities or events. For example, Opinion No.
16 APB with respect to accounting measurement and treatment of amalgamation and relevant notes
emphasised the necessity of disclosing amalgamations which take place during the period trom the

217




23341

o T SN A A L S S A P SN

date of theStatement of Financial Position and the date of publication of such statement. Statement
No. 12 of Financial Accounting Standards concerned with actouriting measurérfient-and treatment
of investment in equities has emphasised the necessity to disclose changes in the market value of
this investment during the period between the date ofStatement ofFinancial Position and the date of
publication of such financial statements.

{para 839)

DISCLOSURE OF THE NATURE OF ACTIVITY OF THE REPORTING ENTITY

It has been stated in the introduction to this section that the evaluation of the performance of the
reporting entity on part of the external users of the financial statements involves, besides other im-
portant considerations, the foliowing three major comparisons:

1. Compare the performance of the business enterprise for the current period with tha! of
previous accounting period(s).

2. Compare the performance of the business enterprise for the current period with that of similar
business enterprises.

3.  Compare the performance of the business enterprise with the volume and nature of availzble
economic resources, events and circumstances aftecting such performance.
(para 840)

The importance of acquaintance with the nature of the activities of a given business enterprise can-
not be further emphasised. Such information will assist in determining business enterprises of similar
nature and the changes that take place in the nature of the enterprise’s activities over time, which
will be taken into account in comparing the performance of the same business enterprise in different
accounting periods. On this basis, theGeneral Presentation andDisclosure Standard emphasises the

- necessity of disclosing the nature of business of the reporting entity. - -

23.3.2

{para 841)

In comparing the requirements of General Presentation and Disclosure Standards with respect to the
disclosure of the nature of activity of the reporting entity with similar requirements as stipulated in
other countries, we find out, for exampie, that GAAP in the U.S.A. stipulate the disclosure of nature of

business of the reporting entity while similar standards in West Germany and Tunisia do not require
such disclosure.

DISCLOSURE OF THE ACCOUNTING POLICIES OF THE ﬁEPORTING ENTITY

The accounting policies adopted by the management of the business enterprise in the preparaticn of
financial statements have an important effect on the overall picture that such financial statements
will leave on the enterprise’s financial position, results of operation and changes in the financial
position. In this manner, the utility of the financial statements in taking decisions that would affect the
business enterprise will depend to a great extent on the understanding on part of the users of the
financial statements and their appreciation of the accounting policies on the basis of which these
statements were prepared. The importance of disclosing accounting policies is further emphasised
in light of the tact of non existence of Generally Accepted Accounting Policies in Saudi Arabia to be
followed by business enterprises in the country and used as a reference by the users of financial
statements. The avaitability of a variety of accounting policies that rmay be adopted in the preparation
of financial statements will lead to substantial ditferences in the presentation of financial statemnents
that are based on the same events and circumstances. The General Presentation and Disclosure
Standard has therefore emphasised the necessity of disclosing significant accounting policies on the
basis of which the business enterprise prepares its financial statements. Examples of accounting
policies that should be disclosed are the following:

{para 842)
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Basis for the consolidation of financial statements.
Method of costing and evaluation of inventory. N
Accounting basis for the recognition of revenges.™ e
Methods of depreciation and amortisation.
Accounting basis for the recognition of voyage revenues in case of maritime organizations.
Accounting treatment of preoperating expenses.
Accounting treatmenl of financing construction loans.
Accounting treatment of earnings or losses resulting from the translation of foreign currencies.
Accounting basis for the preparation of the financial statements (i.e. accrual basis or cash
basis ... etc.)
10. Accounting treatment of research and study expenses.
11. Accounting treatment of area development, permanent agricultural expenses or ¢rcps not
reaped at the close of a given accounting period.

OO NO O N EN =

From the study of general disclosure requirements in other countries, it is evident that GAAP in the
U.S.A., contrary to both West Germany and Tunisia, oblige business enterprises 1o disclose their ac-
counting policies which are adopted by their managements as the basis for the preparation o! finan-
cial staterments. Following is a comparison between the requirements with respect to the disciosure
of accounting policies as stated in GAAP in the U.S.A. and these of the recommended General
Presentation and Disclosure Standard in Saudi Arabia.

(para 843)

DISCLOSURE AND TREATMENT OF CHANGES IN ACCOUNTING POLICIES
Change in Accounting Policies

Changes in accounting policies take place when the management of the reporting entity decides 1o
replace an acceptable accounting policy with another acceptable policy tor the treatment of certain
outstanding transactions or balances that took place in a previous accounting period. Such changes
may also occur as a result of approval of a new accounting policy for the treatment of transactions or
balances which pertain to the current accounting period, because such transactions did nol take
place in the previous accounting period. In this case, the previous accounting policies will continue in
effect with respect to existing transactions or balances which were generated in a previous accoun-
ting pericd.
(para 844)

-

It is clear that changes in accounting policies, if nol properly treated and completely disciosed, will
impact the ability of external users of the financial statements to compare the performance of the
business enterprise for the current period with that of previous periods. For this reason, the recom-
mended General Presentation and Disclosure Standard covered the requirements of treatment of
changes in the accounting policies and their disclosure. To achieve this objective, the following
alternative methods for the treatment of such changes have been considered as follows:

{para B45)

A) Future Application

This means that the newly approved accounting policy will be applied to transactions and
events that take place after the date of that change and to balances outstanding at the date of
change without adjustment to these balances in a manner that would reflect the effect of the
new policy on previous accounting periods. This alternative has been discarded because it
does not rmeet the need for comparing the performance of the reporting entity from one ac-
counting period o another.

{para B4Bb)
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Subject

Kingdom of Saudl| Arable

U.S.A.

Ramarks

Detinition of Accounting
Policles

Accounting policles cover specific standards,
principles and mathods of spplication selecled
by the management of the reporting entlly In the
praparalion of {inanctal slalements,

Accounting policles cover the princlples, rules
and mathods ol application selecled by the
managemen! of reporiing enllly In the prepara-
lion of Hs linanclal stalements.

Principles referred lo In the U.S.A. are equivafent
to tha standards applicable in Saudi Arabia.

Cases In which dlaclosure
becomes Imperative

1. In the evenl of selection among acceplable
ctilerla and methods of applicatlion,

2. In the event of existence ol accounling
standards or speclilc methods of application
pecullar to a glven aclivily aven If 1t Is ap-
plted by most enterprises with that same
kind of actlvity, .

3, In the event that fInanclal statements ara

prapared on a basts thai is dliferent from one
or more of \he recommendad concepls of
financial sccounting.

1. In the even! of selection among acceplable
altsrnatives,

2. In Iha even! of existence of accounting
standards or specliic methods of applicatlon
peculiar to a glven actlvity even I |t is ap-
ptied by mosi enterprises with thal same
kind of activity.

1. Unusual appiicalions or new applicatlons to
the principles of financtal accounting.

The difference between the U.5.A. and Saudl
Arnbia is due to the fact that raquirements of
disclosure In the US.A, have been lasued on the
basis of the undarsianding that tha reporting en-
1ty's applicationa of GAAP impiles the abldance
by certaln specific concepts of measurement and
disclosure. In Saud| Arabla, on the olher hand, no
accouniing standards have been [ssued which
commil the reporting antilies 1o follow standard
concepts of measurement and disclosure,

Note Location

Mole number «1x 10 the [Ingnclal statements of
as a separale summary which will be referred to
in the Nnanclal statemenls,

Note number «1» to tha financlal stalements or
as a separale-summary which will ba referred to
in the financtal stalements,
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B) Application with Retroactive Effect without Adjustment to Previous Accounting Periods
that are affected by the Change ‘
The new accounting policy is applied to transactions and events as of their date of inception
provided that they have outstanding balances on the date of change and adjustment is made to
reflect the effect of changing this accounting policy on previous years' accounts and the
presentation of such adjustment in the financial statements for the year during which this
change has taken place. Adjustment to the current year's financial statements to reflect this
change can be done as follows:

£

1.  As an independent caption in the Statement of Income; ar
2.  As an adjustment to the opening balance of retained earnings.
(para 847)

This alternative has also been discarded because it does not meet the comparison re-
quirements of the reporting entity fror one accounting period to another. Rather, it provides tor
the preparation of financial statements for the year in which the change has taken place in ac-
cordance with the new accounting policy and presents the comparative linancial statements
o for previous years in accordance with the old financial statements. Additionally, the presenta-
tion of accumulated adjustment as an independenl item in the Statement of Income for the year
which witnessed such change will lead to the disclosure of an item in the Statement of Income
that is irrelevant to the results of operations of the current year.
{para 848}

C) Application of Changes with Retroactive Effect and Adjustment of Financial Statements
for the Accounting Periods that Are Aftected by Such Changes

According to this method, the new accounting policy will be applied to relevant transactions
and events {rom the date of their inception provided that they have outstanding balances at the
date this change ook place. Financial statements for the previous years are also adjusted to
reflect this change and the opening balance of retained earnings are presented in @ manner
that would reflect the cumutative effect of changing the accounting policies on years preceding
the date of putting such change into effect. The recommended General Presentation and
Disclosure Standard has adopted this alternative because it meets the objective of comparing
the performance of the enterprise for various accounting periods through the presentation of

- financial statements for previous year(s) in line with the new accounting policy. This, in fact, will

. eliminate any misinterpretation of the reporting entity’s performance for the whole period ir-
respective of the different accounting policies adopted for prior accounting periods. The basic
consideration for the adaption of this alternative is to enable external users of the financial
statements establish a relationship between the results of operations of the reporting entity
over specific accounting periods in order for them to evaluate the effect of changes in the
sconomic circustances of the reporting entity on the results of its operations. It is evident that
information presented on the results of operations of the reporting entity will be more useful
when components of net income are connecled to specified periods of time, it is, therefore,
preferable to adjust the results of operations for previous periods to cope with the changes in
accounting policies whenever the results of such operations are atiected by those changes.
(para 849)

In addition to the accounting treatment of changes in the accounling policies, the recom-
mended general standard also stiputated the following disclosure requirements in the event of
changes in accounting policies:

A)  Description of change
B} Justification of change
C) Eifect of the change on the relevant accounting period
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. The recommended standard further provided for 2 .referance 1o the adjustment of prior

penod(s) financial statements in order to reflect the effect of such change on the results of
operations for those periods.

The standard also provides alternative requirements in the event that it is deemed possible to
adjust the prior period(s) financial statement to cope with changes in accounting policies.

In comparing the requirements of the General Presentation and Disclosure Standard with
respect to changes in accounting policies with similar requirements applicable in the U.S.A.,
West Germany and Tunisia, the following is noted:

{para 850}

1. GAAP of the U.S. A tackled the issue of changes in accounting policies in an official man-
ner through Opinion No. 20 of APB which provided for the accounting treatment of
thanges in accounting policies and relevant notes. On the other hand, the Corporate Law
of West Germany and the Plan Compatable of Tunisia did not touch on this subject.

2. A comparison of the requirements stated in GAAP of thel.S.A.with those stated in the
recommended General Presentation and Disclosure Standard in Saudi Arabia with respect
to changes in accounting policies will disclose a great deal of similarity in terms of
disclosure of such changes but are different in terms of the accounting treatment of
these changes. For example, Opinion No. 20 of GAAP stipulates that the reporting entity
should disclose the following with respect to changes in accounting policies:

A)  Description of change
B) Justification of change

C) Effect of this change on the financial statements for the respective accounting
period

The above referenced opinion provides for the treatment of changes in accounting policies in

- all respects, with some stated exceptions, with retroactive effect without adjustment of finan-

cial statements tor prior periods that are affected by this change to the effect of disclosing ac-
cumulated adjustment that reflects the efiect of this change on prior periods as an independent
item in the Statement of Income for the accounting period in which the change took place. This.
opinion further requires the presentation of explanatory notes to be attached to each Statement
ofincome which show the net income for each accounting period befare and after contingent
earnings and losses. In this manner, the new accounting policy will also cover prior years that
are affected by such policy. The adoption of this method of accounting treatment in the U.S.A.
is due to the following two factors that were considered by APB in issuing its Opinion No. {20):

First Factor: It is the belief of APB that financial statements covering prior accounting periods,
when issued, should not be adjusted as a result to changes in accounting policies. The reason
for that is that competent readers of the financial statements may lose confidence in these
statements. This has led to the issue of Opinion No. 20 of APB which prevented the adjustment
of financial statements for prior periods except in certain specific circumstances.

Second Factor: lt is the belief of APB in the significaﬁce of providing external users of the
financial statements with a means to compare the performance of the reporting entity from one
period to another without any misrepresentation that may be due to changes in accounting
policies. This factor has led to the issuance of APB decision which emphasised the necessity of
attaching explanatory notes to each Statement of Income presented that shows net income for
each accounting period before and after contingent earnings or losses. In this manner, the new
accounting policy will apply 1o the prior year(s) period that is actually affected by this policy.
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In our opinion, the method of treatment of changes in accounting policies as approved by

_APB’s Opinion No. 20 is considered to be too complicated tor the circumstances in Saudi

Arabia particularly if we take into consideration the provisions of Atticte 124 of the Saudi Com-
pany Law which emphasised the necessity of presenting the financial statements in accor-
dance with the same principles of evaluation and classification adopted in prior years, unless
the general meeting of the shareholders approves the change on the basis of the recommen-
dations to this effect from the respective auditor in charge. We further do not expect that users
of the financial statements in Saudi Arabia will lose confidence in those statements in the even!
of their adjustment to cope with the adjustments in financial policies, especially it we take into
account the conditions stated by the Company Law to effect such change which is turther
elaborated by the General Presentation and Disclosure Standard that prescribes the re-
quirements and justifications for such change. Qur main concern was therefore, with the
selection of the appropriate method of treatment that would assist externzal users of the finan-
cial staternents in making a comparison of the performance of the reporting entity, from cne
accounting period 1o another without difficulty.

Change in Accounting Estimates

A change in accounting estimates may result from new information that has an effect on such
estimates but was not available at the time these estimates were established. This change may
altso result from the accumulated experience of the reporting entity or may be in response 1o
the occurrence of new events. Changes in accounting estimates as a result of availgbility of
new information is treated as error correction and, in this sense, shall not be subject to the re-
quirements of treatment and disclosure stated in the General Presentaion and Disclosure
Standard.lt is evident that a change in accounting estimates if not properly accounted for and
completely disclosed may affect the ability of external users of the financia! statements to dif-
ferentiate between the etfect of changes in accounting estimates and changes resulting from
economic circumstances on the performance of the reporling entity.

(para 851)

For this reason it is deemed necessary to devise the following requirements foi_ the treatment
and disclosure of changes in accounting estimates:

A)  Application of the new estimates to the period during which this change takes piace if
such change appiies only to this period or they should be apgplied to the current and future
periods if the effect of this change extends to future accounting periods. It should be
noted at this point that application of the new estimates with retroactive effect is not
possible because the change in these estimates usually results from the development of
new information, experience, events or circumstances that are different from the cir-
cumstances existing at the time of financial statement(s) preparation for prior period(s).

B) Disclosure of the nature and effect on net income before extraordinary items and netin-
come of the current period for a change in an accounting estimate that is rare or unusuasl
or that may affect the results of both current and future periods, should be made in the
notes to the financial statements. However, General Presentation and Disclosure Stan-
dard does not require the presentation of changes in routine annual estimates the effect
of which is confined to the current accounting period, such as changing the rate ol provi-
sion for doubtful debts from one accounling period to another as a result of change in
circumstances.

{para 852)

in comparing the requirements of the recommended General Presentation and Disclosure
Standard with respect to changes in accounting estimates, with similar requirements in the
U.S.A., West Germany and Tunisia, we note the following:
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-1.. GAAP in the US.A. treated the issue of changes in accounting estimates in an official
manner through the issuance of Opinion No. 20 ‘of APB which stated that such changes
and relevant notes must be accounted for. On the other hand bath the Corporate Law of
West Germany and the Tunisian Plan Compatable did not tackle this subject.

2. The requirements stipulated in GAAP of the U.S.A. and those stipulated in the General
Presentation and Disclosure Standard with respect to the treatment and disclosure of
~ changes in accounting estimates are identical.

Change in the Reporting Entity

This change is usually based on a decision by the management of business enterprise to
change its accounting policy with respect to the legal entities represented by the financial
statements. For example, a decision made by the management of a holding company not to
consolidate the financial statements of its subsidiaries any further is considered to be a change
in the reporting entity from a holding company and subsidiaries to a holding company anly.
However, it should be noted that change in the reporting entity does not result from the de'etion
of certzin subsidiaries from the consolidated financial statements due to the sale of the holding
company of its shares in such subsidiary companies. This change does not also result from the
addition to the consolidated financial statements of one or more subsidiaries due to the ac-

quisition on part of the holding company or any of its subsidiaries of this company or com-
panies.
(para 854)

This change in the reporting entity as a result of its management’s decision to change its ac-
counting policy with respect to addition or deletion of subsidiaries from the consolidated finan-
cial statements will, no doubt, have a significant impact on the ability of the external users of
the financial statements to evaluate the performance of the reporting entity. Such change
should, therefore, be treated and disclosed to facilitate the reading of financial statements by
external users in a manner consistent with the requirements relevant to the treatment and
disclosure of changes in other accounting policies. Accordingly, the General Presentation and
Disclosure Standard requires the treatment of changes in the reporting entity with retroactive
effect which results in the adjustment of prior period(s) financial statements presented for

comparison in a manner that would reflect the financial position and the results of operations of
the new reparting entity.

Additionally, these requirements stipulate the disclosure of the following information in the

financial statements for the period during which a change has occurred in the reporting entity:
{para B55)

A) Description of the nature of change in the structure of the reporting entity.

BY The effect of the change on income before extraordinary iterns and on net income should
be disclosed tor all periods presented.

By comparing these requirements with similar requirements as applicable in the U.S.A,, West
Germany and Tunisia we note the following:

1) GAAP in the USA treated the issue of changes in the reporting entity in an official manner
through the issuance of Opinion No. 20 of APB which stated that such changes and rele-
vant notes must be accounted for. On the other hand, both the Corporate Law of West
Germany and the Tunisian Plan Compatable did not tackle this subject.
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2) The requirements stipulated in GAAP of the U.S.A. and those stipulated in the General
Presentation and Disclosure Standard with respect to the treatment and d:sclosure of
changes in the reporting entity are identical. B g :
{para 856)

4. Correction of Errors in Prior Period Financial Statements

Correction of errors in prior period financial statements is considered to be another type of ac-
counting changes that need to be properly treated and disclosed. Such errors may occur in
prior period(s) due to mathematical errors, in the application of accounting standards,
negligence, or misinterpretation of available data which will affect the estimates needed for
the preparation of financial statements. In all of the above cases the error must be correctedin
a manner consistent with the concepts of accounting period and comparison which siate that
each accounting period should be charged with the revenues, earnings, expenses or 105528
incurred within that period and that any errors, if any, must be corrected in the financial year
during which the error has accurred (retroactiively). This means that the financial statements of
all prior periods presented for comparative purposes should be restated as necessary. To

{ facilitate the understanding of this correction by the external users of the financial statements,
the following information should be disclosed:

a) A description of the error;

b)  Effect of the correction of the error on the financial statements of the carrent and prior
periods;

c) Reference should also be made to the fact that the financial statements of prior periods
that are presented have been restated.

By comparing the requirements of the recommended General Presentation and Disclosure
Standard with respect to correction of errors in the financial statements, with similar re-
o guirements in the U.S.A., West Germany and Tunisia, we note the following:

1)  GAAP in the U.S.A. treated the issue of errors in the financial stalements in an official

manner through the issuance of Opinion No. 20 of APB which stated that such changes

- and reievant notes must be accounted for. On the other hand both the Corporate Law of
N West Germany and the Tunisian Plan Compatable did not tackle this subject.

2) The requirements stipulated in GAAP of the U.S.A. and those stipulated in the General
Presentation and Disclosure Standard with respect to the treatment and disclosure of er-
rors in the financial statements are identical,

{para 857)

2.3.3.4 DISCLOSURE AND TREATMENT OF CONTINGENT GAINS OR LOSSES

Contingent gains or losses result from circumstances or events that occur at the date of the Siate-
ment of Financial Position.These circumstances or events may involve the possibility of gain or loss
which cannot be determined until certain events are realised or not realised in the future. On the
basis of the concept of recognition, the recommended General Presentation and Disclosure Stan-
dard has specified the prerequisites for the recognition of such contingent gains or losses.

{para 858)

The recommended general standard states that a contingent loss should be recognised at the date of
the financial statements when both of the following conditions are met:
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a) - ltislikely that a future event will confirm that an asset had been mpaued or a liability incurred
at the date of the financial statements; and

b)  The amount of the loss can be reasonably estimated.

The recommended General Presentation and Disclosure Standard further states that a contingent
loss should not be recognised at the date of the financial statements unless one of the above men-
tioned two conditions are realised. In this case the recommended standard emphasises the necessi-
ty of disclosing the contingent loss unless the possibility of occurrence of future event(s) which con-
firm such contingency is considered to be remote.

The standard further states that contingent gains should not be recognised until they are realisad in

the future. When such contingent gains do exist they should be disclosed in a note to the financial
statements.

{para B59)

The trend adopted in the recommended General Presentation and Disclosure Standard with respect
to contingencies is in conformity with the objectives of financial accounting which are manifested in
the supply of reliable information to the external users of financial statements which will assist them
in the evaluaticn of the performance of the reporting entity. This, in our opinion, reguires 2 higher

degree of reliability in the recognition of contingent gain than that of the recognition of contingent

loss.
{para 860)

By comparing the requirements of the General Presentation and Disclosure Standard with respect to

contingencies with similar requirements as applicable in the U.S.A., West Germany and Tunisiz, we
note the following:

1.  GAAP in the U.S.A. treated contingencies in a formal manner through Statement of Finzncial
Accounting Standards No. 5 issued by FASE. This statement stated the reguired accounting
treatment and specified disclosure requirements with respect to contingent gains or losses.
The standard further emphasised the necessity to specify the degree of occurrence of events
which will lead to contingent loss in the future as follows:

a} Probable -
b} Heasonably Possible

¢) Remote

(para B61)

This staterment emphasised the importance of accrual of contingent loss whether confirming
events are determinable or not if the amount of loss can be reasonably estimated. The state-
ment further stiputated that no accrual is rmade of a loss contingency until the above (two} con-
ditions are met, in which case the loss contingency is disciosed in the Notes to the Financial
Statements. However, if future events that confirm the likelihood of accrual of ioss contingency
are remote, disclosure of loss contingency is not required. Contingent gains, on the other hand,
should be accrued only aon the date of their recognition. The existence of a contingent gain
should be disciosed in a note to the financial statements when it is likely that a future event will
confirm its accrual at the date of the financial statements. The statement further specified the
conditions of disclosure for all types of contingencies.

{para 862)

2. The German Corporate Law treated contingent losses in a formal manner. Article 152 of this
law allowed provisions for contingent losses. However, the German Corporate Law did not
specify the degree of probability required for the accrual of loss. It did not also specify any
disclosure requirements for any contingent gains.

{para BE3)
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3. The Tunisian Plan Compatable allowed the creation of provisions for contingent losses or ex-
- ~weq . . Ppenses that cannot be forecasted at the end of a given accounting period. However, this plan
did not specify the degree of prabability required for the accrual of loss. It did not also specify

any disclosure requirements for any contingent gains.

2.3.3.5 DISCLOSURE OF COMMITMENTS

General Presentation and Disclosure Standard states that significant financial commitments of the
reporting entity should be disclosed (in notes to the financial statements). In our opinion, it is im-
perative for external users of the financial statements to be acquainted with these commitments in
their evaluation of the perforrnance of the reporting entity which will assist in the determination of
future trends and in taking appropriate decisions whereof. Without disclosure of these commitments,
financial statements may be rendered misleading. For example, without the disclosure of the repar-
ting entity's commitment with respect to the purchase of fixed assets for a large amount of money or
large financial commitment due to a long term lease agreement, the purchase or saie of a large
guantity of inventories, the reader of financial statements may develop @ wrong impression on the
reporting entity's ability to generate sufficient positive cash flow. The recommended General
Presentation and Disclosure Standard describes the information that should be disclosed about targe
or unusual commitments.

{para 864)

By comparing the disclosure requirements of significant financial commitments of the reporting en-
tity as stated in the recommended General Presentation and Disclosure Standard with similar re-
guirements in the U.S.A., West Germany and Tunisia, we note the following:

1.  GAAP treated this subject in a formal manner. Statement No. 5 of Financial Accounting Stan-
dards issued by FASB emphasised the necessity of disclosing significant financial com-
mitments of the reporting entity. This statement also specified the information that has to be
disclosed.

2. The German Corporate Law and Tunisian Plan Compatable on the other hand, did not tackie
this subject.

3. The recommended requirements with respect to the disclosure of raterial financial com-
mitments are in agreement with similar disclosure requirements in the U.S.A.
(para B63)

-’

2.3.3.6 DISCLOSURE OF SUBSEQUENT EVENTS

Subsequent events are those events occurring between the date of the financial statements and the
date of their issuance. The recommended General Presentation and Disclosure Standard states that
disclosure should be made of subsequent events which cause significant changes to assels or
liabilities in the subsequent period; or will or may, have a significant effect on the future operations of
the entity. The recommended statement stated that disclosure of a subsequent event should include
the following:

a) A description of the nature of the event; and
b)  An estimate of the financial effect, when practicabie, or a statement that such an estimate
cannot be made.

The recommended General Presentation and Disclosure Standard emphasised the disclosure of
subsequent events for external users in their evaluation of the performance of the reporting entity in
order to determine future trends and to take appropriate decisions whereol. Without disclosure ol
these subsequent events; linancial statements may become misleading. For example, without the
disclosure in the Notes to the Financial Statements of the fact that the reporting enlity has sioppedits
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operations after the date of the financial statements as a result of a fire accident which destroyed the
only factory of this enlity, these financial statements may be misieading.
{para BEE)

By comparing the recommended General Presentation and Disclosure requirements with respect to

subseguent events with similar requirements in the U.S.A., West Germany, and Tunisia, we note the
following:

1. Although GAAP do not contain a statement on subsequent events, a variety of accounting
measurement standards, however, have specified the required disclosure of specific subse-
quent events. Additionally, GAAP emphasised the importance of disclosing subsequent events
as a main factor for the fair presentation of information in the financial statements.

2.  The German Corparate Law and the Plan Compatable of Tunisia did not touch on the subject of
subsequent events.
{para 867)

GENERAL PRESENTATION AND DISCLOSURE REQUIREMENTS PECULIAR TO CONSOLIDATED
FINANCIAL STATEMENTS

These requirements are concerned with some matters of general nature which result from the con-
solidation of financial statements. The recommended General Presentation and Disclosure Standard
states that consolidated financial staterments should adhere to the general presentation and
disclosure requirements applicable to unconsolidated financial statements. Consolidated financial
statements should also disclose the following:

a} The policy used by the parent company to consolidate the financia! statements of its sub-
sidiaries,e.g., the volume of investment in the subsidiary which is rejuired 1o consolidate its
accounts, and the deletion of profits or losses resulting from exchange transactions among the
group of companies, etc.

b} The identity of and the percentages of ownership interest held by the parent company in the
subsidiaries that are consolidated;

c) The identity of and the percentages of ownership interest held by the parent company in the
subsidiaries that are not consolidated; and

d) The basis of accounting for unconsolidated subsidiaries in the consolidated financial
staternents. ~

e)  When, for purpose of consolidation, it is not possibie to use financial statements for a period
which substantially coincides with that of the pareni’s financial statements, this fact, and the
period covered by the financial statements used, should be disclosed.

f) Subsequent events occurring after the date of the financial statements of a subsidiary com-

pany in the event that such date does not coincide with the date of the consolidated financial
statements.

g)  Minority interest in consolidated subsidiary companies should be shown separately on the
Statement of Financial Position between liabilities and owners’ equity.

n)  The disclosure of minority interests in consolidated Statement of Income as an independenl
item before contingent gains or losses.
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i) Where a subsidiary company holds shares in the parent company, the issued share capital of

7 -ine parent should be stated in tull, with the cost of the:shares held by the subsidiary shown as a

deduction from shareholders’ equity.

The above stated requirements provide a logical solution that would meet the needs of external users
of the financial staternents for information which would assist them in the proper evaluation of the
performance of the reporting entity. These requirements are also consistent with the other re-

~quirements of General Presentation and Disclosure Standard and other relevant accounting prin-

ciples. For example, the disclosure of consolidation policy and policy of accounting treatment of
subsidiaries not covered by the consolidated financial statements are in conformity with disclosure
requiremnents of significant accounting palicies. The disclosure of events subsequent to the cate of
the Statement of Financial Position of a subsidiary which is different from the date of consclidzted
financial statement for both the holding company and subsidiaries is in confarmity with the re-
quirermnents of disclosure relevant to accounting policies. Finally, the disclosure of minority in-
terests as a separale item in the consolidated Income Statement and consolidated Statement of
Financial Position is consistent with the requirements of presentation of information in these two
statements as stated in the recommended General Presentation and Disclosure Standard.

(para B&8)

By comparing the requirements stated in the General Presentation and Disclosure Standard with

respect to consolidated financial statements with similar requirements in the U.S.A., West Germany
and Tunisia, we note the following:

1) GAAP of the U.S.A. tackled the subject of financial statements consolidation together with
relevant general presentation and disclosure requirements. ARB No. 51 issued by FAPC of
AICPA provided a detailed statement of the standard for the consolidation of financial
statements. However, this bulletin does not emphasise the necessity of preparingconsolicated
financial statements but refers to the fact that consolidated financial statements better refiect
the financial position and results of operation of the reporting entity as a result of the existence
of dominating relationship between two or more companies.

This bulletin has, therefore, emphasised the foliowing:
a) It referred to the conditions whereby the consolidated financial statements are de'emed
toc be more useful than non-consolidated statements.

b) It detailed the steps for the consolidation of financial statements.

c) It specified the requirements of general presentation and disclosure with respect to con-
solidated financial statements. -

In comparing the requirements of general presentation and disclosure with respect to con-
solidated financial statements with those stated in ARB No. 51, we note the {olowing:

-

a) The proposed requirements did not address the circumstances necessary for the
preparation of consolidated financial statements. This, in tact, is a basic diflerence bet-
ween these requirements and the contents of ARB No. 51. This variation is due to our
belief that determination of the conditions for the preparation of consolidated financial
statements falls outside the scope of General Presentation and Disclosure Standard. The
determination of such conditions further requires the approval of the method of accoun-
ting with respect to the participation of one company in another. This. in fact. involves a
selection among a variety of alternatives such as cost, book value, consolidation .. etc.
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b) AF!B No 51 has estabhshed gu:delmes for the requ:rements of presentat:on and

disclosure with respect to congolidated financial statements. The recommendedGeneral
Presentation and Disclosure Standard, on the other hand, is rnare specific as regards to
the subject of general presentation and disclosure relevant to consolidated financial
statements. lrrespective of this difference in the degree of specification, the recom-
mended requirements of general presentation and disclosure are not contradlctory with
the guidefines stated in ARFP No. 52.

{para BES)

2) The German Corporate Law stipulates that public corporations must prepare consolidated
financial statements that cover all national subsidiaries, if any. This Law defines a subsidiary as
any company in which another company has invested more than 50% of its share capital or
any company that is subject 1o the economic conirol of another company for reasons other
than the ownership of stocks. This law does not, in fact, require the consolidation of the finan-
cial statements of foreign subsidiaries. However, it requires the disclosure of minority in-
terests; legal and commercial entity of any group that owns 25% or more of the capital of con-
solidated companies besides other commitments and dues relevant to these groups. The
German Corporate Law stipulates that the above information should be presented on the face
of the consolidated Statement of Financial Position which should be prepared in accordance
with the rules stated in Article 51 of the German Corporate Law. This Law has also given a
simpie format of the consolidated Profit and Loss Account as compared with that of non-
consolidated companies. With respect to the requirements of preparation of consolidated
financial statements, the main emphasis in this Law was on obliging joint stock holding com-
panies to prepare consolidated financial statements. However, the German Corporate Law did
not treat the subject of general presentation and disclosure as it is the case with the recom-
mended General Presentation and Disclosure Standard with respect to thepreparationof con-
solidated financial statements in Saudi Arabia.

3) The Plan Compatable of Tunisia, on the other hand, did not touch on the requirements of

general presentation and disclosure with respect to the preparation of consolidated financial
statements,

{para 870)

GENERAL PRESENTATION AND DISCLOSURE REQUIREMENTS PECULIAR TO DEVELOP-
MENT STAGE COMPANIES

Development stage companies are companies which devote all their eftorts for the establishment of
a new business. In other words, these companies have not started to implement their major opera-

tion plans or if they have started such operation, they have not achieved any material revenues
therefrom.

Requirements of presentation and disclosure of the financial statements for development stage
enterprises should be in conformity with the cbjectives set torth for financial statements and the
following concepts of financial accounting:

a) The concept of relevance of information presented in the financial statements to the needs of
the users of these financial staternents.

b) The concept of comparability ot information presented in the financial statements.
{para 871)

The recommended Statement ol Objectives of Financial Statements and the above-mentioned con-

cepts, assert the fact that the financial statement of a development stage company should disclose
the following:
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Identification of the financial statements as those of a development stage company, in order to
assist users, of thesg. tmanc}al statements in their evaluataon and companson of the reporting
entlty s periormance in a proper manner.

A description of the developrnent stage activities in which the company is engaged, in order to
assist users of the financial statements in judging the reasonability of the volume of resources
utilized in this stage and comparing them with the resources utilized by sirnilar enlerprises.

A description of the volume of available resources and resources expended during develop-
ment stage, in order to assist users of the financial statements in determining the relationship
between these resources and the achievements realised during this stage.

In addition to meeting the other requirements of general presentation and disclosure,
development stage financial statements should also include the following:

a)  Accumulated losses incurred during the development stage of the enterprise.

by  Cumulative amounts of revenue, expenses, gains and losses from the company's incep-
tion to the date of the last issued statement of financial position.

¢) Cumulative amounts of sources and applications of funds from the company's inception
to the date of the last issued Statement of Financial Position.

d) Detailed Statement of Owner's Equily from the company’s inception until the date of the
last issued Statement of Financial Position.

Finally, it is important to notify users of the financial statements that the enterprise has been
through with the developrment stage and is now considered an operating company. This will
assist the users in the proper evaluation and comparison of the performance of the enterprise.

The recommended requirements of general presentation and disclosure of development stage
company financial statements have taken the above stated consideration into account. In
comparing these requirements with similar requirements in the U.S.A., West Germany and
Tunisia we note the following: '

A)  GAAP inthe U.S.A, handled this subject in FASB Statement No. 7. This statement deléils
the principles of financial accounting that have to be applied by development stage com-
panies. It also states the general presentation and disclosure requirements relevant to
the preparation of the financial statements ol development stage companies. By com-
paring the requirements of statement No. 7 of FASB with the requirements stated in the
recommended General Presentation and Disclosure Standard with respect to the
preparation of development stage company financial statements, we note the following:

iy The recommended requirements did not touch on the accounting principles that
should be applied by development stage companies, because this is deemed 1o be
outside the scope of the General Presentation and Distlosure Standard.

iiy The recommended requirements of general presentation and disclosure with
respect to development stage companies are in canformity with the general
presentation and disclosure requirements stated in FASB Statement No. 7.

B) The German Corporate Law and the PlanCompatable of Tunisia did not mention the re-
quirements of general presentation and disclosure relevant to the preparation of financial
staternents for development stage companies.
(para 872)
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FINANCIAL STATEMENTS FORMS ACCONDING TO THE TUNISIAN PLAN COMPATABLE
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Consumables (Cutgolng) Subproducts and 3crap materlals
Packing materials totat Semilinished goods
Miscatiansous maisrlaly TolsiNo.2  |Compsraj- Balsnce | Googs and sarvices In Totul No. 2
tive process

Changes ' Changes In
PURCHASES: in Inventory Inventary [2-1)
- -2 SALES, WORKS AND SERVICES:
Qoods
Raw materlsts Sales of goods Locat | External Total
Consumablas Sales of sa!l manufscivred praducia
Packing materlals Lease of operating lools
Puichasing sapenses Total Ho.d Wortks

Taras for saley, works
Purchases J{1-2) and services

WOHKE T00LS, EXTERNAL

Rant and ralavant ¢haiges

Maintanance & Repales

Producls finished outside
Ihe entgrprise

Minor tools

Products manufaciured for
the entaiprise

Patenis

Siudies § Research

Brokers” lass

nsurance expenises

Transportahion 8 traved

Oiher production expansds

Financia! opsration
axpanses

Pioduciion ouicoma

1Gross Adgded valuel

Sates of subproducts and
scrap materlals
Subproducls and
non-disposable packing
matertaly .
Nel Sales [Less) discount sllowahls on sales
Olher Producllon incoms
Tavanuas
Financial income

Earned Discount

Sell manuisctured producls
{enpansey not ralaied
to the Nacal yaar's
oparations)

TolalHo. 3

Addltionat
sales 112}

GNAHD TOTAL
]

GRAHD TOTAL
1

USSR

o

A beamr e

samaza oy e
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APPROPRIATION ACCOUNT OF NET OPERATION RESULTS

(NET PROFIT AND LOSS ACCOUNT)

FOR THE FISCAL YEAR FROM TO

DEBIT

CREDIT

Net operating result
Prior years' loss
Extraordinary grants paid
Extraordinary loss
Allowance for non-operating

or extragrdinary provisions
Profit taxes {including instalments)

TOTAL

Net result of the fiscal year
{Profit)

Net operating result
Prior years’ profits

Extraordinary profits

Prior years' extraordinary loss
covered by provisions

TOTAL

Net result of the fiscal year
{Loss)

GRAND TOTAL

GRAND TOTAL
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Profits from preparation subsidies




OPERATION ACCOUNT

{(GROSS PROFIT AND LOSS ACCOUNT)

FOR THE FISCAL YEAR FAOM T0

CREDIT

DEBIT

EMPLOYEE EXPENSES

Wages and salaries
Related expenses and
additional charges

TAXES AND INDIRECT DUTIES

Custom duties on imports
Production tax
Consumption tax

Duties on services rendered
Depreciation fee

Other fees and dulies

Other operating expenses

TOTAL

Gross Operating Result
{or total cash liquidity)

Positive

PRODUCTION RESULT

Other operating revenue

QOperating subsidies

TOTAL

Gross operating result
{or total cash liquidity)

Negative

GRAND TOTAL

GRAND TOTAL
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APPROPRIATION ACCOUNT OF GROSS OPERATION

(DISTRIBUTION OF GROSS PROFITS AND LOSSES)

FOR THE FISCAL YEAR FROM TO

CREDIT

DEBIT

Gross Operating result
Financing Expenses
Direct Taxes and Duties
Real Estate Taxes
Registration Fees

Other Taxes and Duties
(excluding profit tax}

Provision/or Depreciation
{benefit)

Provision for Reserves
TOTAL

Net Operating Result
{positive)

Gross operating result

Financing revenues

TOTAL

Net cperating result
(negative)
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DISTRIBUTION AND APPROPRIATION OF EARNINGS GENERATED

DURING THE FISCAL YEAR FROM 10

Earnings Appropriated

Earnings Disposed of

Prior years’ retained earnings

Withdrawal from reserves

TOTAL

Shareholders’ equity
Direclors’ remuneration
Dividends
Appropriated revenues
Reserves

Return on duty-exempted
inveshmaonts

Other applications

TOTAL






