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I am very happy to give you an analyst’s perspective on Financial Reporting Standards, especially since this is also changing my 
perspective. For once I am at the other end of the reporting food chain. Or maybe that’s not such a good idea after all, since whoever is at 
the beginning of foodchains usually gets eaten. And lunch is just under an hour away!

But be that as it may, let’s get started! If nothing else, my presentation is going to multiply the number of slides shown at this conference!
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Financial Reporting for Investors

The CFA Institute’s Comprehensive 
Business Reporting Model

Excursion - Why fair value?

A few observations

Q & A
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Here’s a brief overview of my presentation:

First, I’d like to give you an idea of how investors / analysts use instance documents prepared using what standard setters produce. It’s always 
useful to try and put oneself in the shoes of the people one is in contact with, and this sure is a worthwhile exercise.

Then, I’d like to present to you the key principles of the CFA Institute’s Comprehensive Business Reporting Model, which has been created to serve 
as a long term guideline for FRS from the point of view of investors. Commissioner McCreevy often refers to the IFRS train which has been set in 
motion. Well, we’d like to think of the Model as the tracks on which that train might run ... 

The move over to full fair value is easily the most controversial petition of the BRM. That’s why I’d like to address shortly why this is particularly 
relevant for us, being well aware of the old adage of having to be careful of what one wishes for ...

I’d like to wrap up with some critical observations. It goes without saying that these observations are my personal opinion only - there, I said it 
anyway.
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Financial Reporting 
for Investors

is made
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What issues concern investors? 

Wealth creation

Sustainability of creation

Distribution of wealth to preceding 
stakeholders

Accrual to residual common 
shareholder (ultimate risk bearer)
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It is always well worth remembering what kind of issues are relevant for investors. By their very nature, investors are largely interested in the 
properties of an entity’s wealth generation processes. 

More specifically, we want to know HOW wealth is created by the entity. What are products, services and their income streams?

Then, how sustainable are these processes that create wealth? One off or pretty much permanent?

Given said wealth, we’re interested in the mechanisms for distributing it to stakeholders (employees, management, bondholders?) that 
precede the shareholder’s claim

Ultimately how does wealth accrue to the ultimate risk bearer?
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What information do investors need to 
answer these questions? 

Resources the company controls

Obligations to transfer resources to others

Ability to generate long-term, sustainable net 
inflows of resources

Ability to convert new resources to cash

Risks to which these resource-generating 
activities and cash flows are exposed, both 
short-and long-term
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In order to evaluate these wealth generation processes, they need to have information on the following aspects ...

While some of these items sound like straightforward items from financial statements, be warned - they’re not. They’re analytical concepts. 

But you will realise the broader implications in the discussion of the 12 principles.
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However ...
Cognitive dissonance between investors 
& preparers

Investors focus on portfolio, not individual assets

preparers focus on market perception / valuation 
of their firm

Objective conflicts of interest

Downgrades are painful

Managements loose degrees of freedom of action 
with increased transparency
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The issues discussed a minute ago seem pretty straightforward.

However, there’s more to it that meets the eye.

Firstly, there is an unquestionable cognitive dissonance between how investors & preparers view the rôle & importance of Financial Reporting.

investors focus on portfolio, preparers on firm perception

There’s still hope that this dissonance and competition for attention might give rise to better interaction between the partners involved.

But things get more complicated still, due to some objective conflicts of interest. 

Not only are some preparers not prepared to accept the fact that analysis may come to an unfavourable result. That is only too human.

But increasing transparency leads to second guessing of management practice and loss of freedom of action. A very good example for this is a UK 
analyst group’s recent call for more transparency in mortality assumptions used in pensions accounting. This call was answered favourably by a 
number of firms, which subsequently led to some firms’ assumptions being second guessed. I don’t think that this was the kind of second 
guessing that David Tweedie was talking about yesterday?
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Theoretical toolbox

Rational 
Expectations

Modern Portfolio 
Theory

Information Theory; 
Principal - Agent 
Problem

&c
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As you all know, the theoretical foundations of the investment industry are a lot younger than the T-cross and double entry accounting. 
Nevertheless, we’ve learned a lot in the last decades. Here’s just the most important groups of theories, mostly decorated with Nobel prizes.

Rational Expectations tells us that economic subjects act on shifting expectations.

MPT is all about diversification, correlations, covariances and other nasty stu!, mostly expressed with greek letters.

Economic Information Theory has given us the Principal Agent Problem which is so important in Corporate Governance.

All these issues are entering Corporate Finance textbooks only now, btw. And they are not going to go away anytime soon.
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The CFA Institute’s 
Comprehensive 

Business Reporting 
Model
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The main body of my presentation is about the CBRM. A non-representative straw poll around the lunch table yesterday revealed that 100% of 
respondents are already familiar with this model, so I can take us through it really quickly. 
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Directions for Standard Setting from the 
investors perspective

Provides a roadmap for future changes to 
reporting standards in 12 Principles

Aims for improved -

Clarity

Completeness

Economic Faithfulness

Understandability

Represents interests of the CFA Institute’s 
83’000 members strong global base

9

So, what does this have to do with convergence, you might wonder. 

I see the CFA Institute Comprehensive Business Reporting Model as a high level roadmap for standard setting, or at the very least as a well 
funded and thought out discussion base.

With 12 generic principles on a framework style set of objectives
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I. The entity must be viewed from the 
perspective of an investor in the 
company’s common equity.

Financial Reporting exists to serve the needs of 
investors who cannot otherwise command 
financial information

All events that can affect investors’ wealth, 
changes in assets, liabilities and equities, should 
be recognized and explained (ex: off-balance 
sheet vehicles)

If common shareholders’ information needs are 
met, other users’ needs will be as well
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This first tenet has been discussed long & hard, and it is invariably prone to be misunderstood.

This is not a political statement of priority, or a shareholder vs. Stakeholder issue.

We are simply of the conceptual view that if all information needs of the residual holder of risk have been satisfied, then the requirements of 
other users who are ranking higher up in the value creation food chain should also be fulfilled.
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II.Fair value information is the only 
information relevant for financial 
decision-making.

Investors’ buy, sell, and hold decisions, just as 
managers’ acquisition and divestiture decisions, 
are based on fair values, and changes in those 
values, not outdated historical costs

Consequently, investors require assets and 
liabilities  to be measured at fair values

If fair value results in greater volatility, it has 
merely unmasked economic volatility already 
present
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This is easily the most controversial of all the Model’s tenets.

Fair value may in many cases may be an elusive concept. We also cannot do without a fair value hierarchy:

1. Observable prices for same or similar assets in liquid markets, or if absent

2. Best estimate of fv as determined by widely accepted and applied valuation methods and by using market based inputs

If hedging of economic risks take place, then users should know more about it than just the net effect, i.e. we ought to know the risk and the 
result of the hedge activity.

Sure, fair value cannot be done fully right away. But we need to start somewhere, and disclosure would be where we’d start, including good 
quality sensitivity analysis. Users are aware of measurement uncertainty. What we need to know is ist degree and sources.

I’ll go into a little more detail later on.
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III. Recognition and disclosure is based on 
the information’s relevance to 
investment decision-making, not 
measurement reliability alone.

Information is relevant when it influences an 
economic decision, not just when measurable

Reliable information faithfully represents what it 
purports to represent, not just certainty of 
measurement

Relevant numbers have been moved off balance 
sheet because they are less reliable

Predictability should not be a test for materiality

Relevance implies timeliness
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I can easily understand that this principle represents an uncomfortable shift of priorities for preparers and auditors alike. However, if 
information is supposed to be useful for economic decision making, its relevance needs to take priority over its measurement reliability.
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IV. Complete recognition of all 
economic transactions and events.

Financial statement recognition and 
measurement of all events that affect investors’ 
wealth

Including all changes of fair value

No accounting treatment should permit assets 
and liabilities, or changes in assets and 
liabilities to escape recognition

All off-balance sheet activities recognized
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With this principle, we’re opposing any and all off balance sheet activities, including executory contracts.
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V. Investors’ wealth assessments must 
determine the materiality threshold.

Materiality must be evaluated from the 
perspective of whether or not the information 
would make a difference to a common 
shareowner’s valuation of the investment 

Use of quantitative thresholds to assess 
materiality does not serve investors’ needs

When in doubt, item should receive separate 
recognition accompanied by disclosure
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The model’s principles are principles based, as it were, so if materiality must be assessed, an arbitrary quantitative threshold of materiality 
will not do. The preparer must put himself into the investor’s position and consider whether the questionable item would make an valuation 
difference or not. 

And as always: If in doubt, spell it out.
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VI. Financial reporting must be neutral.

Accounting should be based on what method 
best captures the economic substance of an 
item or event, and not on the form of the 
transaction or the outcome

Flexibility in reporting has led to abuse, and 
diminished net income’s value as a 
performance indicator. 
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Being Swiss, I have a bit of an issue with neutrality. 

However, as far as financial reporting is concerned, it is crucial that it does not have any bias or is guided by its outcome. That’s probably 
also why the requirement for neutrality goes against the typical Swiss grain: reporting conservatism is out of the window. Reporting needs to 
faithfully represent economic substance as it is. 
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VII. All changes in net assets must be 
recorded in the “Statement of 
Changes in Net Assets Available to 
Common Shareowners”.

Net Income is the result of the recognition of 
some revenues and gains on accounting 
transactions less some expenses and losses.

No items should escape recognition in the 
changes in net assets statement

Current disclosures concerning changes in 
assets are opaque in articulation

New Statement replaces Income Statement & 
Statement of Comprehensive Income
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Note also that there is no more “net income” in the new statement. 
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Statement of Changes in Net Assets 
Available to Common Shareholders

 

 Current Period 
Accrual 

Transactions
Estimates

Valuation 
Adjustments

Net Change In 
Net Assets

Operating  
   

 Investing

Financing

Net Change in 
Net Assets before 
Transactions with 

Owners

Net Change in 
Net Assets
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Reported lines come from the income statement. Note that the model does not provide for a definition of operating - it is the residual of 
investing & financing, which are more clearly cut. Also, we don’t see a need for a separate statement for ownership transactions.

The columns are 

1 traditional transactions based

2 Estimates in the mixed attribute world and

3 Valuation adjustments under fair value

Eventually, the second column should be empty
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VIII.The “Statement of Changes in Net 
Assets Available to Common 
Shareowners” should include timely 
recognition of all changes in fair 
values of assets and liabilities.

All assets and liabilities should be recorded at fair 
value

All changes in fair values should also be recorded 

Recycling of gains and losses will not be 
permitted
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that principle pretty much speaks for 
itself
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IX. The cash flow statement provides 
information essential to the analysis of 
a company and should be prepared 
using the direct method only. 

Direct method provides more information about 
cash receipts and payments

The indirect method fails to provide adequate 
information for analysis  

Difficult to calculate reasonable estimates of gross 
operating cash flows (direct method) using only the 
data provided in the indirect format. 
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One of the trickiest tasks in the CFA curriculum continues to be the conversion of an indirect method cash flow statement into a direct one, 
which is of much higher analytical value. However, the job is hardly ever possible even today. 



monitoring

iorp.eu

X. Changes affecting each of the financial 
statements must be reported and 
explained on a disaggregated basis.

Many financial measures are reported on a 
highly-aggregated or netted basis, causing 
much important information to be obscured or 
lost altogether. 

Investors must be able to analyze the 
individual forces that affect the company’s 
performance. 
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This principle incorporates the second important change to the model’s set of statements. To witness: we have 

1 the balance sheet

2 the direct method cash flow statement

3 the statement of changes in net assets available to common shareholders, and last but not least

4 Reconciliation of Balance Sheet, Cash Flows and other changes in net assets

I am sure there will be more practical names for the latter two statements in due course.
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Reconciliation of Balance Sheet, Cash 
Flows, Accruals, and Valuation Adjustments  

Balance Sheet:
December 31,

200X

Cash Flow 
Statement, 

Direct 
Method

  Accruals 

Valuation 
Adjustments

Balance Sheet:
December 31,

200X + 1
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Mind you, all this information is or should be readily available for management, so the cost excuse cannot be applied to information 
production at least. And we know that the cost of presentation continues to be in free fall, especially if IFRS XBRL becomes even more 
important than it is today.
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XI. Individual line items should be 
reported based upon the nature of 
the items, rather than by the function 
for which they are used.

Items should be reported by the type of 
resource consumed, not the purpose for which 
it is used

Aggregation by function merges items with 
different properties, reducing the information 
content of the items and their decision-
usefulness 
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We’d rather have labour & raw materials for instance, instead of COGS and SG&A

This should enhance comparability across companies and consistency of statements

Functional disclosure is best reserved for segment disclosure with ist better homogeneity
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XII.Disclosures must give investors all of the  
information they need to understand the 
items in the financial statements, their 
measurement properties, and risk 
exposures.

Disclosure must explain events or transactions, 
including the models, assumptions and 
principles that were applied

Disclosures must enable investors to 
disaggregate aggregated information

Disclosures must provide the information 
investors need to make fair-value and other 
adjustments  
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Even when full fair value is implemented, disclosures will remain to be necessary as a source of information about the fair value 
measurement process.
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Excursion:
Why fair value?
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Why indeed?

Relevant for all economic decision 
making, not just finance

No conceptually viable alternatives

Most useful measure of performance

Preference for “approximately right” 
rather than “precisely wrong”

But: Transparency about sources of & 
assumptions used in valuation!
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First of all, fair value is the measurement concept relevant for all rational economic decision making. Other value measurement methods are 
inferior i.e. perform worse for forward looking allocation decisions, which are inherently uncertain. This is why the purpose of fundamental 
financial analysis for financial reporting is to derive a fair valuation of an entity based on its reported numbers. But not its reported numbers alone! 
Why?

Financial reporting per today is based on past events. Valuation however is all about expectations for the future. One part of these expectations 
builds on the extrapolation of future consequences of past events (the known unknowns, in the diction of a certain US Secretary of Defense). This 
can be captured by financial reporting, if it’s done using fair values. But the future impact of future events is not accessible to financial reporting as 
we know it - so that would be the unknown unknowns. That’s what we’re specialising in. 

Other equally relevant valuation tools are more statistical in nature and barely reflect firm fundamentals. They’re no less important in everyday 
financial analysis, but they are more of an art than a craft, and they shift often. This might help to explain why analysts are often far more 
interested to be approximately right than precisely wrong.

This should help you understand why analysts can handle explicit unreliability of reported numbers, with the important proviso that we need to 
have transparency about sources of and assumptions used in valuation. That way, we can replace those assumptions with our own, which might be 
di!erent.
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Fair valuation is analysts’ job

Fair value introduces unacceptable 
measurement errors

The Profitable Downgrade Conundrum

Piecemeal modification of mixed attributes 
model creates new problems

Fair values are -

hard to come by, 

too expensive ...

Frequent objections
OVERRULED

OVERRULED

OVERRULED

OVERRULED
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So, what are the most important objections to fair value?

One is that if everything were fair valued, then we’d be out of a job. Although that compassion is very kind, it’s misplaced. As I explained earlier, 
fair value reporting only covers the known unknowns while financial analysis adds the unknown unknowns. This also covers the measurement 
errors.

What I call here the PDC is the counter-intuitive fact that a the downgrade of a firm’s debt will create a profit if the debt is valued at fair value. In 
my view that’s ok because the downgrade is an economic non-event: the deterioration of quality happened earlier and is only reflected by the 
downgrade. So the actual downgrade profit would be the corollary of the higher financing costs.

One very good objection is the one about additional problems created by piecemeal modification of the mixed attribute model. BUT - is this a good 
argument against a conceptual upgrade to a full fair value model?

Finally, valuations are hard to come by and or expensive. There I’d like to go back to what I said earlier about the conceptual superiority of fair 
value with regards to economic decision making. Managements who don’t already use FV for their general decision making should ask themselves 
whether it wouldn’t improve their decision quality if they did. Alternatively they have the option to challenge received wisdom and “Go Dark” as the 
Economist called it recently.
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A few Observations
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Please consider ...

There should be no “monetary illusion” 
from reported numbers - why is there?

Analysts have a fiduciary duty to be 
skeptical on behalf of investors.

Standard setters have a unique 
opportunity to devise a single set of 
conceptually sound, high quality 
standards.

28

Are preparers subject to monetary illusion with regards to their own reported numbers, or why else would they change their market behaviour 
following accounting changes? The recent paper by Anne Beatty “Do accounting changes a!ect the economic behaviour of financial firms?” has 
shown this rather conclusively. But does this make sense economically? If not, and that’s my proposition of course, then why should preparers 
oppose financial reporting that faithfully represents economic reality? Is the rationality of their behaviour at a di!erent level, i.e. the avoidance of 
e!ective control?

Furthermore, the analyst community has a fiduciary duty to its investors. Up until recently, we have not exactly excelled in this duty by participating 
in the Standard Setting process. I am sure you will understand that our incentives to do so are far more remote that the preparers’ - but that 
shouldn’t be an excuse.

Finally, you have a unique opportunity to devise a single set of conceptually sound, high quality standards. In the interest of e"cient global capital 
markets, please take it!

And now, since it’s always good to end a presentation on a note of classical modesty ...
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Q & A
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QUESTIONS!

and maybe answers, but don’t count on that


