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DISTORTIONS AND ERRORS IN THE FINANCIAL STATEMENTS:
CLASSIFICATION, DETECTION AND WARNINGS

Summary

The necessity to provide reliable financial statements to users is enshrined in the
legislation of Ukraine. Thus, the financial statements should be formed according to the
rules that are enshrined in regulations of both domestic and international law. The reporting
is considered reliable if the information in such should not contain errors and distortions
that could affect the decisions of users of reporting.

The quality of the submitted financial statements, its reliability and compliance with all
requirements and, accordingly, the effectiveness and appropriateness of management
decisions made on its basis are directly affected by the presence or absence of errors in the
financial statements, their timely and complete correction. This emphasizes the urgency of
improving the characteristics of the classification of errors, which depends on the choice of
a particular algorithm for their correction.
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The purpose of the article is to investigate the classification of errors in financial

statements to predict all possible types and supplement it with new classification features.

The research is based on a systematic approach to the classification of errors in financial
statements and the prediction of all possible types. The authors used methods of analysis and
synthesis, grouping and detailing, induction and deduction and analogy. Abstract-logical method
- for the implementation of theoretical generalizations and conclusions about the nature of
errors in the financial statements to supplement them with new classification features.

Analysis of the opinions of scientists on the motives of distortions and errors in
accounting and reporting has clarified that the latter can be very diverse, which is quite
difficult to assess. We have expanded and supplemented the classification features of
distortions in financial statements.

The proposed classification will determine the place and period of occurrence of the
destructive factor in the documentation, accounting records and identify those responsible
for carrying out specific facts of economic activity, reflected in the financial statements.

In further research, it is advisable to focus on the need to apply the basic principles and
procedures of International Standards on Auditing in connection with the fact that the
process of transition to IFA in our country is coming to an end.

Keywords: financial statements, distortions, errors, classification of errors,
unintentional distortions, intentional errors, material and non-material errors.
Number of sources — 9, number of tables — 1.
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YepHiBeLbKNUN TOProBesibHO-eKOHOMIYHUI IHCTUTYT KHTEY,
M. YepHiBUi

BUKPUBJIEHHS I MOMWUJIKW Y ®IHAHCOBIW 3BITHOCTI:
KJTACUDIKALUIA, BUABJIEHHA TA NONEPEAXKEHHA

AHoTauis

AKTyaNbHICTb. MocTraHoBKa npo6aeMn. HeobxigHicTb HadaHHS LOCTOBIpHOI
(hiHAHCOBOI 3BITHOCTI KOpUCTyBadaM 3akKpinjieHa 3aKOHOAABCTBOM YkpaiHu. TobTo, diHaHcoBa
3BIiTHICTb NOBMHHa 6yTn copmoBaHa 3a NpaBunamu, siKi 3aKpinaeHi B HOpMaTMBHO-NPABOBUX
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aKTax §IK BiTYM3HAHOro, TakK i MiKHapoAHOro 3akoHoAaBcTBa. [JOCTOBIPHOK BBaXa€ETbCA Taka
3BiTHICTb, iHOpMaUia B SKiA He NOBMHHA MICTUTM MOMUIOK Ta NepeKkpyyeHb, SKi 3aaTHi
BMJIMHYTWN Ha pilLEHHSA KOPWUCTYBauiB 3BiTHOCTI.

Ha skicTb noaaHoi iHaHCOBOI 3BITHOCTI, ii AOCTOBIPHICTb i BiANOBIAHICTb YCiM BUCYHYTUM
[0 Hei BMMOram Ta, BiAMNOBiAHO, Ha eMEeKTUBHICTb i AOUINbHICTb APUAHATUX Ha ii OCHOBI
yMApaB/iHCbKMX piweHb 6e3nocepegHbO BMIMBAE HasSBHICTb abo BiACYTHICTb MOMMWMAOK Y

diHaHCOBMX 3BiTax, CBOEYacCHe Ta MOBHe iX BuUNpaBneHHs. Lle nigkpecnioe akTyasnbHICTb
NMUTaHHSA WOAO BAOCKOHANIEHHS 03HaK Knacudikauii NOMUIOK, Bi4 SAKOi 3anexutb BMbip Toro
UM IHLWOro anropuTMy iX BUNpPaB/IEHHS.

MeTtoro cratTi € pgocnigntv  knacudikauilo nomMmnok y diHaHCOBINM 3BiTHOCTI Ans
nepeabayvyeHHs yciXx MOXIMBUX iX BWUAIB Ta AOMOBHUTU 1i HOBUMM KnacudikauinHumm
o3Hakamun. MeTtoponorisi. HaykoBe A0CNiIAXEHHA TIPYyHTYETbCS Ha CUCTEMHOMY MiaXoAi Ao
knacudikauii noMmmnok y ¢diHaHCOBIl 3BITHOCTI Ta nepeabayeHHs yCiX MOXIMBUX iX BUAIB.
ABTOpU BUKOPUCTOBYBASIM METOAM aHanily Ta CMHTE3y, rpynyBaHHA Ta AeTanidauii, iHoyKuii i
aeaykuii, aHanorii. AGCTPaKTHO-OTYHMA MeToA - ANA  34INCHEHHS TEOPETUYHUX
y3aranbHeHb Ta BUCHOBKIB MPO CYTHICTb MOMUIOK Yy (iHAHCOBIN 3BITHOCTI, AOMOBHEHHS iX
HOBUMU KNacudikauiiHUMK O3HaKaMu.

Pe3ynbTatn. Y CTaTtTi pO3WMPEHO Ta AOMNOBHEHO KhacudikauinHi 03HakKn BUKPUBIEHb
diHaHCOBOI 3BITHOCTI. AHani3 AyMOK HayKOBLIB MNpPO MOTMBW BUKPUBJIEHb i MOMUAOK Y
byxrantepcbkoMy 061iKy Ta 3BITHOCTI A03BOSIMB YTOYHUTU, WO OCTaHHI MOXYTb 6yTn Ayxe
Pi3HOMAHITHUMM 1 OLIHUTMK iX 4OCUTb CKAAHO.

MpakTUyHe 3Ha4YeHHSA. 3anpornoHoBaHa knacudikauis A03BONUTb BU3HAYUTM Micue i
nepioa BWHWUKHEHHS AEeCTPYKTMBHOro akTtopy B AOKyMeHTauii, obnikoBux perictpax i
BUSABUTW BIiANOBIAANbHMX 3@ MNpPOBEAEHHS KOHKPEeTHMX aKTiB rocnogapcbkoi AisnbHOCTI,
Bifob6paXxkeHnX y (piHaHCOBIN 3BITHOCTI.

MepcnekTBM noaanbWMX AoOCAifKeHb. Hagani  gouinbHO  30CepeaMTucb  Ha
HeobXiAHOCTI 3acToCyBaHHS OCHOBHMX NpUHUMAIB i npoueayp MixXHapoAHWX CTaHAapTiB
ayauTy y 3B'A3KY 3 TUM, WO npouec nepexody Ao MCO3 B Haliin Aep>kaBi 3aBepLUYETbCS.

KnwuoBi cnoBa: diHaHcoBa 3BiTHICTb, BUKPUBNEHHS, MNOMUIKK, Knacudikauis
NOMWJIOK, HEHAaBMWUCHI Ta HAaBMUCHI MOMUISIKU, CYTTEBI Ta HECYTTEBI MOMUIIKWN.
Kinbkictb gxepen: 9, KibKicTb Tabanypb: 1.

Problem statement in general. The desire of many local
companies to enter international investment markets is increasingly
contributing to the formation of financial reporting as a tool for
decision-making by business owners, and as a basis for analysis by
external users, including investors.

The necessity to provide reliable financial statements to users is
enshrined in the Law of Ukraine "On Accounting and Financial
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Reporting in Ukraine" and National Accounting Regulation (Standard)
(NAR(S)) 1 "General requirements for financial reporting". Thus, the
financial statements should be formed according to the rules that are

enshrined in regulations of both domestic and international law. The
reporting is considered reliable if the information in such should not
contain errors and distortions that could affect the decisions of users of
reporting [1].

The quality of the submitted financial statements, its reliability and
compliance with all requirements and, accordingly, the effectiveness
and appropriateness of management decisions made on its basis are
directly affected by the presence or absence of errors in the financial
statements, their timely and complete correction. This emphasizes the
urgency of improving the characteristics of the classification of errors,
which depends on the choice of a particular algorithm for their
correction.

Analysis of recent research and publications. Problems of the
process of correcting errors in financial statements, the ambiguity of
their definition and classification have been the subject of research in
the works of well-known domestic and foreign economists, including S.
Golov, S. Bychkova, A. Bryzgalin, A. Kuzminsky, M. Kuzhelny, M.
Tarasova, B. Usach, O. Petryk, R. Khomyak, V. Shvets, and others.
However, without diminishing the value of scientific papers and their
theoretical and practical orientation, it should be noted the need for a
comprehensive study of all types of distortions and errors in order to
timely find, identify and select the necessary method of correcting
errors in financial statements. The quality of the financial statements
depends on the probability of possible accounting and reporting errors,
so a comparison of the standards governing misstatements and errors
in the financial statements identified in accordance with IAS 8 and
NAR(S) 6 is relevant. In this regard, we will turn to foreign sources and
conduct a comparative analysis of IAS 8 “Accounting Policies, Changes
in Accounting Estimates and Errors” (IAS 8) and NAR(S) 6 “Correction
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of Errors and Changes in Financial Statements”, and see also ISA N¢
240 “Auditor's Responsibility for Fraud in Auditing Financial
Statements” (ISA 240) [2, 7]. One of the reasons that can lead to an
error in reporting is fraud. However, the very definition of "fraud" and
“bad faith” doesn’t account in IAS 8 and in NAR(S) 6. Note that the
source of distortions in financial statements in both standards is only
an error. Also, if inaccuracies or omissions in the reflection of the facts
of economic activity in the accounting and (or) in the financial

statements of the enterprise, revealed as a result of obtaining new
information that was not available at the time of reflection (non-
reflection) of such facts, then those are not classified as errors [2].

Formulation of the goals of the article. The purpose of this
article is to investigate the classification of errors in financial
statements to predict all possible types and supplement it with new
classification features.

Presenting the main material. When analyzing financial
statements prepared with errors, the signs of distortions and errors
should be qualified. A revise of the economic literature, the works of
famous scientists, as well as author's research provide an opportunity
to identify the following groups for which the classification of types of
errors and distortions of financial statements is possible (table 1).

In accordance with the selected classification feature by the degree
of the impact on the reliability of financial statements, the identified
distortions may be significant and insignificant.

International Accounting Standard 8 “Accounting Policies, Changes in
Accounting Estimates and Errors” § 41 presents the concepts of material
and non-material errors that lead to incorrect calculation of financial
results [7]. The omission or distortion of articles is considered significant
if they can, individually or in combination, affect the economic decisions
of users made on the basis of financial statements. Significance depends
on the size and nature of the omission or distortion which are assessed
in the particular circumstances. The size or nature of the article, or a
combination of both, can be a determining factor.
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Table 1
Classification of distortions in financial statements
Classification Types of errors
1. By the degree of | a) significant
influence on the - quantitative (values)
reliability - quality (character)
(significance) b) insignificant

2. By the nature of a) unintentional (involuntary)
origin (by intent) b) intentional

a) errors that affect only accounting;
b) errors that affect only tax accounting;
c) errors that affect accounting and tax accounting
a) incomplete accounting
b) unfounded accounts (errors in the reliability of the facts of
economic activity)

4. By the way of c) errors in periodization
reflecting the facts of | d) errors of assessment, underestimation or misinterpretation of facts
economic activity in | e) errors in documentation

accounting f) incorrect (or insufficient) display of information in the forms of

financial statements and notes to it
g) errors in correspondence
h) errors in the presentation

3. By the impact on
accounting

5. By the a) local
consequences b) transit
6. By the frequency | a) typical
of occurrence b) unique

Source: Developed by the authors based on [3, 5, 8, 9].

Thus, minor distortions are those whose omission does not affect
the financial statements in a way that could mislead users and lead to
incorrect decisions based on the data of these statements.

Classification feature based on nature of the distortions
distinguishes unintentional and intentional distortions.

According to Bychkova S., errors that occur due to inattention,
incompetence and negligence of performers or caused by imperfections
of current legislation in the field of accounting, are unintentional
distortions. With the constant improvement of the legislative and
regulatory framework and the constant obsolescence of methodological
materials that describe the procedure for accounting, the probability of
errors increases significantly [3, p. 55].

Unintentional distortions should be divided into technical and
accounting ones. In addition, it was found that technical errors occur in
such cases as:
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- the process of calculating the number of taxes when applying the
wrong rate;

- drawing up and calculating tax payments;

- inequality of final reporting indicators;

- unclear entries in primary documents;

- transferring primary accounting data to the accounting registers
of current accounting and consolidated reporting;

- of incorrect filling of the declaration lines under the condition of
full and correct reflection of the operations performed by the
enterprise in the accounting registers;

- deviations due to carelessness, negligence, fatigue, errors in
accounts or accounting data;

- incorrect transfers of account balances, etc.

In our opinion, it is necessary to supplement this list of types of
distortions with incorrect classification, for example, when compiling
financial statements, temporary and permanent differences are
incorrectly classified.

Therefore, it is also advisable to include errors made during the
transformation of reporting to the group of technical errors, as the
transformation process consists of several stages and is often carried
out without special software (only with Excel). A difficult moment is the
reclassification of assets and liabilities, incomes and expenses. It is
highly probable that any assets or expenses may be excluded when
they are classified in accordance with domestic IAS or, conversely, not
included in the group where they should be in accordance with IAS.

In order to reduce the number of errors in the transformation, it is
necessary to minimize the impact of the human factor. To do this, IAS
specialists develop tables with control checks of information and clearly
prescribe the method of the transformation for each area of work. In
our opinion, the best way to minimize the risk of errors in the
transformation of reporting is to use special computer programs.

We came to the conclusion that technical errors affect only the
design of business transactions, and accounting errors (content errors
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and procedural errors) mostly consist of incorrect descriptions of
economic information in accounting and reporting.

Intentional errors may be the result of the enterprise’s statutory
activities, part of which are accounting, tax policies and others that
affect the content and form of financial statements. At the moment,
there are motives that encourage the conduct of accounting policies
that distort the state and position of the property of the enterprise and
the results of its activities.

As a result of the study, all intentional errors are divided into two
categories: those that do not contradict the law and those that
contradict the law. Tax evasion is the central point around which legal
and illegal business activities are concentrated. There are many ways
not to pay taxes, they are both illegal and semi-legal — and they use
the shortcomings of the law. Nonpayment of taxes is a mass
phenomenon today, the public is quite loyal to it, despite the obvious
damage to the country's economy.

However, misstatements in the financial statements may be the
result of both errors and bad faith, as the error differs from the latter
by the lack of intent underlying the action that led to the misstatement
of the financial statements. Error - is an unintentional
misrepresentation in the financial statements, including non-disclosure
of any numerical indicator or non-disclosure of any information. The
key word in the definition of "error" is "unintentional". Therefore, in the

author's opinion, the two concepts should not be combined as the main
source of distortion of financial statements.

The main factor that determines the difference between "error" and
"violation" is what underlies the discrepancy - unintentional or
intentional cause. However, intent is often difficult to determine,
especially when it comes to the application of accounting indicators or
accounting principles. For example, an unreasonable accounting
measure may be the result of an unintentional error, or it may be an
intentional attempt to enter erroneous information in the financial
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statements. Since the error differs from the bad faith by the lack of
intent that led to the distortion of the financial statements, we will
distinguish between unintentional misrepresentation as a result of an

error and intentional misrepresentation as a result of bad faith.

In addition to the concept of "error", IAS 8 defines "accounting". The
assessment involves a professional judgment based on the latest
information available. It is possible that in connection with the receipt
of new information or experience, the assessment will have to be
revised, which will not be related to previous periods and is not a
correction of the error [7].

R. Khomyak identifies errors by the impact on accounting. According
to this criterion, there are:

a)errors that affect only accounting. For example, account
correspondence was incorrect, and therefore entries were made in
other registers than required;

b)errors that affect only tax accounting. For example, error that
were made during the compilation of the register of tax invoices;

c)errors that affect accounting and tax accounting. For
example, incorrectly determined initial cost of inventory causes
inaccuracy of accounting, as well as incorrect determination of income
tax [9, p. 789].

In accordance with table 1 there are other types of distortions that
affect the reliability of financial statements.

In our opinion, the incomplete accounting of the facts of economic
activity of the enterprise often occurs due to poor knowledge of
accounting rules, which in turn leads to data distortion. A typical error
of this type is to not reflect the accounting of fines received from the
debtor; to not display the received promissory notes issued in the
name of the enterprise.

This type of distortion is associated with errors in documenting the
facts of economic activity. For example, complete or partial lack of
accounting for certain financial and economic transactions of the
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enterprise, due to lack of information about these transactions or
negligence of employees of the accounting department.

Errors in periodization occur due to incorrect recognition of the facts

of economic activity in the reporting periods due to late receipt of
documents from contractors, violation of the schedule of documents
within the enterprise, which leads to distortion of the financial results
of the enterprise and changes in tax base.

We have identified two types of distortions in the detection
of errors in periodization - late or early closing of accounts (before the
reporting date), resulting in the facts of economic activity, which
should be reflected in the next period, included in the accounts of the
reporting period.

After the detection of falsified reporting, the data of examinations of
individual enterprises revealed that errors in assessing the facts of
economic activity by incorrect choice of valuation of assets and liabilities
of the enterprise approved in the accounting policy may lead to
overstatement or understatement of the balance sheet currency. This
will change the economic indicators that reflect the activities of the firm.
An example is the preparation of reports without taking into account the
cost of work in progress, the revaluation of fixed assets that was carried
out incorrectly, a debt due which has long come and the probability of
its recovery is very small, no write-off of deficiencies, etc.

Financial statements may be distorted due to incorrect or inaccurate
presentation of data in the reporting forms, as well as in the notes due
to manipulation of account balances.

Distortion of reporting can also occur through an incorrect
relationship between the accounts, which reflects the information
about the accounts, not designated for this purpose by the Chart of
Accounts of the enterprise. This is possible in case of non-compliance
with the requirements, accounting rules and other regulations. In this
case, errors may be methodological in nature, the cause of which is a
change in regulations.
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A number of scientists (O. Lyshylenko, A. Kuz'menko, V. Bilous'ko)
divide errors into local and transit. Accounting errors can be local when
incorrect entries lead to distortion of information only in the document

or register where they occurred, and at the same time do not affect
the further systematization of information in other accounting
registers. Transits errors are such made in one accounting register,
which lead to chain changes in other accounting registers, as well as
the reporting of the enterprise [5, 6, 8].

Scientist I. Zholner identifies another classification feature of
distortions - depending on the frequency of an error in accounting and
reporting, highlighting the typical and anomalous groups of distortions
[4, p. 236].

Typical distortions are those that are caused by an invariable cause
that causes errors. These errors may be internal in nature, for example,
it may be the application of incorrect calculation of a particular type of
business transactions, which is implemented in an automated
accounting system. There are also errors typical for a group of
enterprises, for example, it may be a violation of the principles of
accruals in the reflection of costs, which cover several reporting periods.

Abnormal are those errors that do not occur systematically or occur
in rare circumstances. Such errors can be considered in the narrow and
broad sense of the word: in a single enterprise and in groups of
enterprises. They are manifested in the accounting of the enterprise,
usually when working with rare for the enterprise business transactions.

The classification of distortions in the financial statements,
knowingly or unknowingly, obscuring the true and fair view of the
entity's financial and property condition can be continued. The reasons
that led to the distortion of financial statements can be very different,
which are difficult to assess.

In this regard, it should be noted that our selected classification
features contribute to the disclosure of the order of preparation of
distorted financial statements. In addition, the classification of types of
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distortions and errors can be used to determine the amount of material
damage and the place of its occurrence.

Conclusions and prospects for further research in this

direction. Analysis of the opinions of scientists on the motives of
distortions and errors in accounting and reporting has clarified that the
latter can be very diverse, which is quite difficult to assess. We have
expanded and supplemented the classification features of distortions in
financial statements. The proposed classification will determine the
place and period of occurrence of the destructive factor in the
documentation, accounting records and identify those responsible for
carrying out specific facts of economic activity, reflected in the
financial statements.

In further research, it is advisable to focus on the need to apply the
basic principles and procedures of International Standards on Auditing
in connection with the fact that the process of transition to IFA in our
country is coming to an end. However, there is no definition of "fraud"
in the standard (IAS 8). The concept is disclosed in ISA 240 "Auditor's
Responsibility for Reviewing Fraud and Errors in the Audit of Financial
Statements". Therefore, in the future, it will also be appropriate to
consider the concepts of "error" and "distortion" from the standpoint of
ISA N2 240, formerly called "Fraud and Error" (ISA 240 "Fraud and
Error"), which gives a clear definition of "error" and "distortion" in the
financial statements and indicates their differences.
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