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Abstract: For years financial and management accounting reports were based primarily on “hard”
numbers. Extensive written descriptions and explanations were not common in practice. However, in
recent decades there has been a significant shift towards “softer” and more narrative communication
in accounting. The purpose of the chapter is to identify and describe the determinants of the develop-
ment of accounting narratives in practice, and to explain why narratives are gaining importance in
accounting communication. The chapter presents the links between accounting and language, the
development of accounting narratives and the factors determining the use of narratives.

Narratives give economic units the opportunity to explain the situation and the achieved finan-
cial results. The use of narratives helps to better meet the information needs of stakeholders. There
are still many challenges ahead of narrative financial reporting, such as determining the minimum
content of reports, ensuring comparability of reports or the issue of external control of narrative
financial reporting.

An insufficient application of professional accounting materiality judgment is considered as one
of the main causes of disclosing too much irrelevant information and not enough relevant informa-
tion. Preparers of narrative reports should be aware that without applying materiality principle the
information disclosed in the reports are not considered transparent and stakeholders lose confidence
in such companies.

Keywords: accounting, communication, language, materiality principle, narrative reports, narratives,
reporting, reporting accounting, transparent reporting.


https://doi.org/10.18559/978-83-8211-055-5/03
https://orcid.org/0000-0002-5118-9021
https://orcid.org/0000-0003-0769-6656
https://orcid.org/0000-0003-3122-2717

Katarzyna Czajkowska, Marek Masztalerz, Ana Rep

3.1. Accounting communication—
from numbers to text

Accounting is commonly called the “language of business” as it enables commu-
nication between preparers and users of accounting information. Accounting is
also a tool for describing and constructing the image of the economic reality in
which an entity operates. While natural language reflects phenomena in the real
world, accounting reflects phenomena in the business world. Accounting com-
munication may be also referred to as a process of creating and sharing meaning
(Jack, Davison, & Craig, 2013).

A question arises at this point: is accounting a language or does accounting
just use natural language? According to Masztalerz (2018a), the links between
accounting and language may be analysed by adopting four different approaches:
o structural approach: accounting is a language as it has similar structure—dic-

tionary and grammar);

« functional approach: accounting is a communication tool and performs all
language functions);

« semiotic approach: accounting is a system of signs and meanings;

« social approach: accounting is a socio-cultural phenomenon and an instrument
of social construction of the image of reality.

There is also the second face of linguistic issues in accounting, namely the use and
role of natural language (and thus also narratives) in accounting. The use and role
of language in accounting communication may be considered, per analogiam, by
using four approaches to the accounting as a language. Firstly, under the structural
approach, natural language is used in accounting in order to name, classify, and
reflect the economic transactions and other phenomena that need to be taken into
consideration while preparing financial statements and other accounting reports.
Secondly, under the functional approach, language and text are used in order to
facilitate the communication process and to provide comprehensive and under-
standable information from senders (e.g. accountants) to receivers (e.g. financial
statement users). Thirdly, under the semiotic approach, the use of language is
required for constructing meaning(s) and create a real or imagined picture of the
economic reality in which an entity operates, or even to manage the impression
on the users of information. Finally, under the social approach, language is used
in the accounting communication process in order to integrate the members of
a community (e.g. within an organization), or to accumulate knowledge, but it may
also be a tool for constructing the reality.

For years accounting reports (especially financial statements) were based pri-
marily on “hard” numbers (accompanied by brief narrative notes to the items of
the financial statements), and accounting communication was equal to providing
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information. Extensive written descriptions or explanations were not common

in practice. However, in recent decades, there has been a significant shift towards

“softer” and more narrative communication in accounting. This “narrative turn” in

accounting gives rise to new research challenges and perspectives (Beattie, 2014;

Brennan & Merkl-Davies, 2013; Masztalerz, 2018a). The purpose of this section is

to present the development of accounting narratives and to explain why narratives

are still gaining importance in the process of accounting communication processes.

The importance of language in accounting communication has increased sig-
nificantly in the last decades. Contemporary accounting, both in its theoretical and
practical dimension, can no more be simply regarded as a technical and number-
based discipline. It has been constantly developing in a rather “soft” and text-based
direction (Brennan & Merkl-Davies, 2013). Accounting written narratives appear,
for instance, in annual reports, financial statements, management commentar-
ies, social responsibility and sustainability reports, integrated reports, intellectual
capital reports, management accounting and performance reports, national and
international accounting standards and other regulations, principles and guidelines
issued by numerous professional accounting bodies, accounting textbooks, papers,
articles and monographs. There are several reasons why language and narratives
have been systematically gaining importance in the processes of accounting com-
munication. According to Merkl-Davies and Brennan (2013), voluntary and discre-
tionary narrative disclosures in accounting are determined by the following causes:
« providing incremental information in order to improve the process of decision-

making by users operating in the conditions of information asymmetry;

« managerial hubris, i.e. the belief of managers that they have control over all the
effects of their decisions, and through narratives in reports, they try to reduce
cognitive dissonance among the recipients of the information;

« retrospective sense-making for past events in order to maintain control;

« impression management, i.e. presentation of the company’s performance in
the best possible light through a variety of communication measures to build
reputation or create positive image.

Masztalerz (2016) identifies eight reasons why language and narratives have
been gaining importance in accounting communication (Figure 3.1). An important
contributor is the increasing complexity of economic phenomena, involving the
necessity of giving additional written explanations in order to ensure intelligibil-
ity. The accounting narratives aim to enable in-depth understanding of those com-
plex phenomena. A given number in a financial statement may be insufficient for
the information user if the nature of the related item or phenomenon is not clear-
ly described and explained. The increasing complexity of economic phenomena
had a significant impact on the growing needs of accounting information users
and decision makers, who want to understand the determinants of a company’s
financial position and performance, so they expect not only relevant information,
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but also intelligible explanations to be included in corporate reports. Around each
enterprise there are groups of stakeholders interested in different aspects of the
organization’s performance. If an organization aims to fully satisfy their informa-
tion needs, some relevant explanatory narratives must be included in the financial
statements, reports or other messages containing accounting information.

needs of accounting

information users
increasing and decision makers progressive
complexity development
of economic events i of accounting standards
image creation principles-based
approach to
standard setting

ACCOUNTING
NARRATIVES

and impression
management
professional
accounting

bodies regulations

shift from providing
information
to communicating

growing importance
of sustainability
reporting

Figure 3.1. Determinants of the development of narratives in accounting

Source: (Masztalerz, 2016, p. 102).

In response to the growing needs of accounting information users, many profes-
sional accounting bodies have been (and undoubtedly will be) issuing standards,
principles, guidelines, and other regulations or statements which may be considered
as accounting narratives themselves, but on the other hand, they have also had
a significant impact on the use of language in accounting communication practice.
The most visible example is the progressive development of accounting standards,
particularly the International Financial Reporting Standards (IFRS). Since 2001
the International Accounting Standards Board (IASB) has issued an average of
over one new standard per annum, not to mention the renewals of numerous
formerly published standards (IAS). Currently, along with all the accompanying
documents such as bases for conclusions, implementation guidance, illustrative
examples, interpretations and a practice statement, the complete text of the IFRS
has nearly 4,000 pages, and it will undoubtedly grow in the future. The influence
of the IFRS, on the use of narratives in annual reports results from at least two
reasons. On one hand, the IFRS have been requiring more and more compulsory
written disclosures in the notes to the financial statements (in order to present and
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explain accounting policies, judgments, estimations, etc.), and on the other hand,
since the publication of the IFRS practice statement Management Commentary
in 2010, the IASB has been encouraging entities to prepare these non-binding
narrative reports to provide context within which to interpret the entity’s position,
performance and progress. The major objective of the management commentary is
to supplement the financial statements with additional explanations of the amounts
presented in the financial statements and the conditions and events that shaped
that information, and to complement the financial statements with financial and
non-financial information about the entity’s position, performance and progress.
Management commentary should communicate information about the enterprise’s
economic resources and explain the main trends and factors that are likely to affect
the enterprise’s future performance, position and development. All that information
requires narrative disclosure.

Another reason for the increase in using narratives in accounting communica-
tion is the principles-based approach to standard setting. According to this ap-
proach, accounting standards are not designed to regulate the accounting treatment
of all possible particular phenomena or events (as it is in case of the rules-based
standards), but rather to indicate general principles focused on achieving account-
ing objectives. The application of the principles-based standards in the preparation
of financial statements requires regular use of professional judgment, and hence the
use of verbal descriptions in order to explain accounting policies and all underlying
assumptions and estimations to the information users.

Not only the financial reporting standards strengthen the role of narratives in
the process of accounting. This is also the case of particular professional account-
ing bodies regulations. The Global Management Accounting Principles (GMAP)
issued in 2014 by two international professional bodies—Chartered Institute of
Management Accountants (CIMA) and American Institute of Certified Public Ac-
countants (AICPA)—may serve as a glaring example. The document was designed
to guide management accounting practice and includes four principles: Communi-
cation provides insight that is influential; Information is relevant; Impact on value
is analysed; and Stewardship builds trust. According to CIMA and AICPA (2014,
p. 6), “numbers usually require explanation [and] management accounting helps
organizations translate numbers into meaningful narrative analysis” The GMAP
stresses the importance of verbal description in management accounting reports
as narratives make the accounting information more understandable for its users.

The next reason for the increasing use of verbal descriptions in the process of
accounting communication is the growing importance of sustainability reporting,
which is a natural consequence of the growing importance of sustainable devel-
opment and the concept of corporate social and environmental responsibility.
In recent years several bodies have published documents containing guidelines
and principles for organizations interested in reporting social and environmental
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issues. An illustrative example is the International Integrated Reporting Framework
published in 2013 by the International Integrated Reporting Committee (IIRC).
According to IIRC (2013, p. 7), “an integrated report is a concise communication
about how an organization’s strategy, governance, performance and prospects, in
the context of its external environment, lead to the creation of value”. Integrated
reporting encompasses such elements as organizational overview and external
environment, governance, business model, risks and opportunities, strategy and
resource allocation, performance, outlook, and basis of preparation and presen-
tation (IIRC, 2013, pp. 24-29). An integrated report contains both quantitative
and qualitative information as each provides context for the other. Numbers and
indicators need narrative explanation in order to ensure effective communication,
whilst narratives need numbers and indicators in order to support and justify the
verbal commentary.

What is a common feature for many recent pronouncements made by differ-
ent accounting and reporting professional bodies, is the focus on communication.
This explicit shift from providing information to communicating results in a much
greater use of narratives in internal and external reporting. As mentioned above,
contemporary regulations and guidelines issued by professional accounting and re-
porting bodies (e.g. CIMA, AICPA, IIRC) put a lot of emphasis on communication.
For example, in 2008 the American Institute of Management Accountants (IMA)
published a new definition of management accounting, which undermines the
traditional role of management accountants as information providers and stresses
their active and partnering role in decision-making. According to IMA (2008, p.
2), management accountants provide the conceptual framework for converting
data into information and fulfil the role of a enabler and strategic business partner
along the entire information value chain. In turn, CIMA and AICPA (2014, p. 8),
define management accounting as “the sourcing, analysis, communication and
use of decision-relevant financial and non-financial information to generate and
preserve value for organizations”. The GMAP strongly emphasize the importance
of communication because “management ac-counting begins and ends with con-
versations” (CIMA & AICPA, 2014, p. 9). By communicating insightful informa-
tion at all stages of decision-making, processes management accounting leads to
better decisions. The method and style of communication should be tailored to the
information users, to the decision under discussion and to different decision styles.
In order to improve the users’ understanding, management accounting should rely
largely on explanatory narratives enabling deeper insight into the entity’s financial
and non-financial position, performance and prospects.

The final reason for why accounting narratives have been gaining importance is
related to image creation and impression management. Every entity (be it a compa-
ny, a manager, a standard setter, a textbook author, a professional body;, etc.) is natu-
rally interested in presenting the best possible image of its position, performance
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and prospects. Brennan and Merkl-Davies (2013) argue that impression manage-
ment can play a role in restoring reputation, image or legitimacy in times of crisis
or change. As far as financial reporting is concerned, this goal may be achieved
by using creative or aggressive accounting methods (in the area of measurement,
disclosure and presentation of specific items or transactions), what leads to the
apparent improvement of the entity’s financial position and performance reported
in financial statements. Nonetheless, the impression management in accounting
communication refers rather to the use of narratives and visuals in order to make
and give the desired sense and meaning of the accounting information, and to
influence the reader’s perception, understanding and (re)actions.

3.2. Narrative financial reporting

As commonly understood, the purpose of accounting is to represent the situation
and performance of economic units in numbers. However, accounting has always
been, to a greater or lesser extent, related to narrative. Previously, the use of natural
language in accounting was limited to explaining the accounting policy by entities
and additional explanations to the financial statements. The significance of words
in accounting has steadily increased and continues. The current annual reports
largely consist of a verbal description.

In the accounting system financial information is expressed and described
(Blazynska, 2014, p. 164). In the specialist language of accounting, the adjective
“financial” may indicate connections with the term “finance”. The adjective “finan-
cial” in accounting can also connote the business financing. In another context,
the adjective “financial” may also refer to financial reporting (Masztalerz, 2018b,
p. 194).

In most publications concerning narratives in accounting, the presence of text
in accounting is associated with reports provided by practice. Quantitative financial
results are seldom communicated separately. Information provided to investors by
economic units is a combination of quantitative and qualitative information. Annual
reports of companies, which contain financial statements presenting information
primarily in the form of numbers, also include management reports summarizing
the most important events of the past year (Riley & Yen, 2019, p. 2).

Financial narratives have developed in the last decade (Moreno-Sandoval, Gis-
bert, Haya, Guerrero, & Montoro, 2019, p. 7). One of the first scientists who used
the adjective “narrative” in the context of reporting was A.H. Adelberg (Kobiela-
-Pionnier, 2018, p. 102). In his article “Narrative Disclosures Contained in Financial
Reports: Means of Communication or Manipulation?” he pointed out that public
companies often influence investors or even manipulate their reactions in order
to keep share prices at a satisfactory level or to raise capital at a lower price or on
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more favourable terms. In his work, he referred to research from the 1960s and
1970s on the readability and understandability of reports (Adelberg, 1979, p. 179).

Although accounting is traditionally numbers-oriented, the role of language
in communication in accounting is increasingly noticeable in recent years. The
reason is that qualified financial results, such as sales revenue or net profit, are
rarely communicated without any other comments. There is often an additional
accompanying narrative. Narratives allow entities to elaborate on their financial
performance (Riley & Yen, 2019).

Initially, the textual description in practice of accounting was used only in the
notes, the part of the financial statements. Over time, reports using narrative ac-
companying financial statements began to be produced. Currently, the variety of
forms of narrative reports and the scope of information disclosed there is growing.

Accounting, in theoretical and practical terms should not be associated only
with numbers. In accounting practice, narratives appear primarily in parts of fi-
nancial statements, management commentaries, social responsibility reports and
integrated reports.

Some of the most common additional reports accompanying annual financial
statements include:

» activity report;

e economic risk report;

« report on the impact of activities on the natural environment;
« intellectual capital report (Samelak, 2013, p. 118).

The increase in the level of disclosure of information in reports concerning en-
vironmental issues was the result of society’s increasing expectations of companies
to run activities that minimize the negative impact on the natural environment
(Dyduch, 2017, p. 34). The scope of disclosure of environmental information (fi-
nancial and non-financial) in corporate reporting depends mainly on the legal
regulations in this area and the information policy of enterprises.

Business reporting needs to go beyond the traditional financial reporting. The
end of traditional accounting understood as a system of recording and financial
reporting is predicted. “It will lose its current character and will transform into
the science of universal economic description, where narrative accounting replaces
numerical values” (Kamela-Sowinska, 2014, p. 107).

There is no one generally accepted definition of narrative reporting in the lit-
erature (Mazurowska, 2014, p. 246). One of the definitions was presented by PWC
(2007, p. 4) who cites it as comprehensive information provided together with
financial statements in order to guarantee a better understanding of the entity’s
activity, its market position, strategy, results and prospects for future. Narrative
reporting should therefore be understood as information supplementing the an-
nual financial statements.
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Narrative in accounting means the presentation of quantitative or qualitative
information that complement the data from the traditional financial statements
and appear before it (e.g. management commentary) or after it (all other additional
reports). Their primary task is to provide an interpretative context for data on
financial situation and performance (Kobiela-Pionnier, 2018, p. 105). The IFRS
Management Commentary displays these documents as narrative report which
provides interpretations about entity’s position and performance. It is intended
to extend and supplement the information presented in the financial statements.

Narratives are mainly used to expand and explain information presented in
numbers. The textual description allows for a more detailed explanation of the
situation and the results of activities of economic units.

The narrative information is generally more understandable than numbers, es-
pecially to users who do not have sufficient knowledge of financial data. Therefore
the narrative can be a very good way of communication between an entity and its
stakeholders.

Figures in a financial statement without descriptions and explanations may not
be sufficient for stakeholders. Each enterprise can have some stakeholders who are
more interested in some aspects of company’s activity or results. If an organisation
wants to provide required information, it should add some textual explanations to
financial statement or other reports.

The use of narratives in accounting allows to better meet the needs of informa-
tion users. Thanks to the textual description, this information can be explained
in detail and be more understandable. More detailed explanations may increase
shareholders’ confidence in the information which they receive. By expanding the
scope of information and the greater variety of forms of its transmission, stakehold-
ers are more likely to find information that they are interested in.

The most important stakeholders using narrative reports are external users of
information, such as investors, state administration institutions or local authorities.
Internal users have access to a wide range of information, while for external users
it is the narrative reporting that becomes a source of information on, for example,
environmental impact or social responsibility. Thanks to narrative reporting, stake-
holders can benefit from detailed information and explanations of entities’ situation,
financial results, plans and forecasts. Recipients of the information receive compre-
hensive explanations of the entity’s situation, activities and future prospects. The
narratives also enable reporting in areas such as environmental impact, economic
risk or Corporate Social Responsibility.

Narratives provide stakeholders with detailed information and explanations of
the entity’s situation, financial results, plans and forecasts. Such use of the narra-
tive is assessed positively. However, narrative reporting is criticized for too much
freedom, staying out of control and for its use in marketing purposes.
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The problem of narrative reports is their comparability. The lack of unambigu-
ous requirements relating to reports using a textual description, the freedom to
create them, and lack of a common length makes any attempt to compare them
an extremely difficult task.

The reasons for the emergence of the concept of integrated reporting should
be seen between others in insufficient financial reporting. Integrated reporting is
a combination of financial and non-financial information. The essence of integrated
reporting is providing financial and non-financial information to stakeholders.
Therefore, the scope of the integrated report is greater than obligatory financial state-
ments. Most of the integrated reports are prepared based on generally applicable
standards and guidelines for reporting social responsibility, such as GRI guidelines
and the ISO 26000 standard. These documents precisely outline the scope and type
of non-financial information that should be disclosed in an integrated report. One
must however remember that there are no such guidelines to the financial part of
the integrated report (Garstecki, 2015, p. 503).

There are currently no detailed guidelines regarding the type of financial in-
formation disclosed in an integrated report. It has also not been settled whether
the financial statements and other financial information should be the core of an
integrated report, or just one of its many equivalent items (Garstecki, 2015, p. 506).

Accounting narratives are an increasingly important source of financial informa-
tion. Narratives occupy a significant place in the reports of companies, especially
in the annual report. They enable management to present a complex description of
financial performance in a way which can be understandable for more recipients.

According to IFRS the financial statements contain financial information. They
are not defined explicitly, but indirectly by identifying qualitative characteristics
that financial information should have in order to be useful to the recipients of
that information. It can be concluded that the mere fact of including information
in the financial statements makes it financial information (Btazynska, 2014, p. 162).

Financial statements are audited by external experts and are subject to control,
while narrative reports are far more free and at risk of confusion and manipulation
(Balata & Breton, 2005, p. 5). Currently, there are no detailed rules for the prepa-
ration of narrative reports that define, inter alia, their scope, volume or required
information, as is the case with financial statements. There is also no general obli-
gation to examine all narrative reports.

The results of the research by Balata and Breton (2005) suggest that narrative
reports and financial statements, generally, present the same view of a situation
although some differences can occur when the financial situation is not good. Even
if the financial statement contains a loss, the thick, colourful and rich narrative
report can suggest something else.

Scientists noticed managers’ aversion to disclose bad news which may have an
influence on company’s value or reputation (Moreno-Sandoval et al., 2019, p. 7).
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Other researchers investigated the relationship between readability of narrative
accounting disclosure and financial performance (Souz, Rissatti, Rover & Borba,
2018, p. 59). According to that, narrative accounting is more complex when finan-
cial performance is worse. Managers can deliberately include complex financial
information in narrative reports when performance is unsatisfactory. The complex
narratives are sometimes used to hide negative financial information. Complex
narratives are more difficult to understand and costlier in analysis. Complicated
narrative reports can even discourage readers from reading them.

Accounting narratives are not as regulated and standardised as financial state-
ments so there are a lot of ways to use them to create a positive image of a company.
The content of narrative reports can be selectively chosen and help managers to
portray a company and its performance in the most positive light.

Entities can change the scope of information disclosed in narrative reports. On
one hand, they may omit areas where the information is negative from their point
of view. On the other hand, they can display information that they want to share
with their stakeholders.

Impression management in accounting narratives can be conducted in two
principal ways (Clathworthy & Jones, 2003, p. 182). Usually, good news is more
willingly presented than bad news. It should be in line with financial results. On
the other hand, companies with less optimistic results do not concentrate on bad
news but focus more on good news. Therefore, for less prosperous companies there
may be some differences between accounting narratives and financial statements.
In general, entities use more positive than negative keywords. The other issue is the
explanation of causes of the results. Companies tend to attribute positive results to
themselves and negative to the environment.

Narrative reports are intended to show non-financial issues, often uncountable
or difficult to measure, and link them to financial results. The narrative is often
used by entities as a tool for improving the image. While from the user’s point of
view, it has a specific financial dimension, which gives better possibilities of as-
sessing the value creation mechanism. To make it possible the narrative must be
integrated with the financial data and create a holistic picture of the company’s
activity (Kobiela-Pionnier, 2018, pp. 122-123).

The information provided shows that the growing scope of the use of narratives
in reporting brings undoubted benefits for entities, as well as for information users.
Entities can provide stakeholders with information they deem appropriate in an
accessible form, while recipients receive comprehensive explanations of the entity’s
situation, activities and future prospects. However, despite the advantages of using
narratives in accounting, one should be aware of the imperfections of such a way
of presenting information and the associated risks.

On the basis of the presented content, it is possible to formulate several main
postulates regarding narrative financial reporting:
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« indication of obligatory narrative reports containing financial information;

o setting the minimum content of financial information in individual narrative
reports;

« ensuring the comparability of narrative reports;

« resolving the issue of external control of narrative financial reports.

3.3. Importance of materiality principle
in narrative reporting

Accounting principles represent the fundamental rules that have to be used
within the whole accounting process (collection—processing—reporting). Some
of the accounting principles include the going concern principle, accrual princi-
ple, cost principle, objectivity principle, materiality principle, consistency princi-
ple, prudence principle, full-disclosure principle, matching principle, principle of
purchase price or production cost and substance over form. Over time, some of
them proved to be particularly significant so they were given the status of generally
accepted accounting principles (GAAP). The materiality principle is one of them.

Previous research showed that financial statements are becoming more extensive
(the average length of annual report in UK increased from 26 pages in 1965 to 75
pages in 2004 (Beattie, Dhanani, & Jones, 2008), while Deloitte UK reported that
its average length in 2016 was 155 pages) (Rep, 2020). In that context, the IASB
has started the initiative entitled Better Communication in Financial Reporting
in order to examine the existing problems in financial reporting and to find ap-
plicable solutions. In the beginning of the initiative, in 2012, the IASB conducted
a research which led to the conclusion that financial statements do not contain
enough relevant information, contains too much irrelevant information, and that
there is a poor communication of disclosures (IASB, 2013, p. 35). An insufficient
application of professional accounting materiality judgment is considered to be
one of the main causes of the disclosure problem. Accordingly, the IASB started
the project Disclosure Initiative which has been separated in several areas. One of
the projects that directly focused on the materiality principle was the Definition of
Material (Amendments to IAS 1 and IAS 8). In order to spread and strengthen the
awareness of the importance of materiality principle and to simplify its applica-
tion, the IASB clarified and aligned the terms and the definition of materiality in
the IFRSs and revised the Conceptual Framework for Financial Reporting to help
improve consistency in the application of the materiality concept.

According to the IASB definition stated in the Conceptual Framework:

Information is material if omitting, misstating or obscuring it could reasonably be
expected to influence decisions that the primary users of general purpose financial
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reports make on the basis of those reports, which provide financial information about
a specific reporting entity. In other words, materiality is an entity-specific aspect
of relevance based on the nature or magnitude, or both, of the items to which the
information relates in the context of an individual entity’s financial report. Conse-
quently, the Board cannot specify a uniform quantitative threshold for materiality or
predetermine what could be material in a particular situation (IASB, 2018, par. 2.11).

Although the IFRSs present the fundamentals for financial reporting and dis-
closure requirements, they also require some non-financial disclosures. Further-
more, preparers of both financial and non-financial statements should consider
materiality principle and use their professional judgment when disclosing informa-
tion. Reports that contain irrelevant information do not meet stakeholders’ needs
(e.g. disclosure of accounting policies related to assets that the enterprise does
not possess or defining the accounting categories in the notes already defined by
the accounting standards). Likewise, reports that do not contain enough relevant
information also do not meet all the stakeholders’ needs. Narrative reporting in
both financial and non-financial reporting should be based taking into account the
materiality principle. Immaterial and generally known information increases only
the length of report but decreases its quality. The length of report is not necessarily
positively correlated with the quality of information disclosed. Reports that contain
immaterial (irrelevant) information alongside relevant information require more
attention of users, who might think that company wants to hide some information
by disclosing immaterial information. Even worse scenario is disclosure of only
immaterial (irrelevant, generally known) information without disclosing relevant
information that stakeholders seek.

Nowadays, there are numerous examples of excellent narrative financial and
non-financial reports, as well as a multitude of bad ones. The reason lies in the
fact that most SMEs do not recognize benefits of such narrative financial and non-
financial reporting. In addition, for most micro enterprises costs related to prepara-
tion of narrative reports overcome their benefits since most of micro enterprises
are family businesses and do not perceive the benefits of reporting, in contrast to
large, public, and multinational companies. Most micro enterprises do not perceive
benefits of financial and non-financial reporting. However, there is a great potential
of both financial and non-financial information to manage an enterprise in a more
effective way and to make better business decisions.

In order to facilitate reporting process for micro enterprises, Directive 2013/34/
EU allows member states to exempt them, alongside other simplifications, from
the obligation to prepare notes to the financial statements as long as certain in-
formation is disclosed at the foot of the balance sheet (art. 36, 1. (b)). Not many
member states transposed that possibility into their national legislation since micro
entities present a major share in the economies. By doing so, a great information
potential would be lost since in most economies micro entities make around 90%
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of all entities. The problem of disclosing too much irrelevant information and not
enough relevant information is also present in large companies. The IASB is still
looking for a solution on how to motivate preparers to use professional judgment
when it comes to the materiality principle. One idea that had been floated, but not
brought into active use is the creation of a new standard which would contain only
disclosure principles. By creating a standard such as that, preparers would have
all the disclosure requirements set in one place, which could be a road map for
drawing the notes. On the other hand, micro and small entities would even more
benefit if the notes would be standardized in prescribed form, but considering the
materiality of information disclosed.

To conclude, preparers have to be aware that users expect relevant informa-
tion disclosed in the narrative reports to be able to make business decisions. All
the reports, financial and non-financial, have to give a true and fair view of the
business.

Choose a well-known and long-lasting public company. Go to its corporate
website and enter the “Investor Relations” or “For Investor” section. Compare
the information presented by the company in the last year and (for instance) 10
or more years ago. Compare the scope of reporting (financial and non-financial,
e.g. CSR reports, integrated reports, sustainability reports). Compare the length
of the reports and their sections, like accounting policy or notes to the financial
statements. Look at the forms of presentation (narratives and visuals). Do you see
the difference? Can you explain why it is so?

1. List at least three examples of narrative reports.

2. Explain the goals of narrative financial reporting.

3. Identify the benefits of narrative financial reporting and the risks associated
with it.

4. What are the main problems regarding the content of financial statements?

5. Application of which generally accepted accounting principle is necessary for
the disclosure of significant information specific to the reporting company?

6. Explain the meaning of materiality principle and why is it important in the
process of preparation of narrative reports.
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