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ABSTRACT

Company financial statements record and present all financial effects of transactions related to assets, capital, liabilities, expenses and revenues. These elements should reveal real flow of transactions in a company resulting in fair and objective presentation. In this way financial reporting achieves its basic aim of providing various users with information on the company financial position, performance, and changes in financial position. This work highlights the financial position of the company presented in the Balance Sheet by asset, capital, and liabilities, and in the Profit and Loss Account by expenditures and revenues. Special focus is on the assets as resource controlled by the company which results from previous transactions and is expected to generate the future inflow of economic benefits. However, adhering to accounting principles in asset recognition and evaluation does not necessarily lead to fair and objective presentation in financial statements.   

In the same way, profit taxation is monitored in order to discover possible discrepancies and differences between accounting and taxable profit. In legal systems in which accounting principles for determining accounting profit before taxation are consistent with taxation principles used to determine the basis for recognition of the current period tax liability, the determined tax expense is also shown in the Profit and Loss Account as the item to be deducted from pre-tax profit. It can be said that such cases are rare and „ideal“. On the other hand, a more frequent situation occurs when accounting principles are not in compliance with the taxation principles for determining the tax base in the same accounting period. Such is the case in Croatia.

In economies in which temporary differences occur due to noncompliance of accounting principles and tax regulations, the effective tax rate is not identical to its nominal rate (can be either higher or lower). However, application of principles IAS 12 – Tax Profit allows reduction of effective tax rate to its nominal rate with which distribution result  has to be charged (in temporary differences)  and thus also the amount of net profit for distribution.  
The real economic consequence of temporary differences whose tax effects are not comprised according to the IAS 12 principles is underestimation or overestimation of profit after taxation. Overestimated or underestimated profit in the year in which the temporary difference arise means under- or overestimated capital, i.e. under- or overestimated net assets (with all the eventual financial effects on the volume and structure of profit distribution). In fact, the eventual consequence is that financial statements are neither fair nor objective. According to the Framework for Preparation and Presentation of Financial Statements and IAS 1 financial statements must be fair and truthful in presentation of financial position and performance. This means total rather than partial comprehension of transaction effects (including temporary differences).  The consequence of partial comprehension of business transactions will be hiding or overestimation of their financial effects, both of which is contrary to the requirement for objective and truthful financial reporting.
1. INTRODUCTION
As the authors come from Croatia whose economy is currently in recession this work is to be a contribution in terms of ways in which accounting can help an economy cope with it. The Croatian accounting system has to protect Croatian economy in recession conditions. This work will highlight the process of financial reporting focusing on fair and objective presentation of financial position and performance. The intention is to eliminate the possibility of discrepancies, differences as well as manipulations in presenting static (assets, capital, liabilities) and dynamic (revenues, expenses, and financial result) elements of financial reporting. As the area of financial reporting is very wide this work will concentrate on accounting principles that are frequently misinterpreted and misused in practice and that refer to ex-post long-lived asset evaluation and which are regulated by IAS 36 – Impairment of Assets, IAS 27 – Consolidated financial statements, IAS 28 – Investments in Associates, IAS 31 – Interests in Joint Ventures, IAS 16 – Property, Plant and Equipment, and IAS 40 – Investment Property.

This study will also deal with temporary differences focusing particularly on principles stated in IAS 12 – Profit Tax and observing the economies in which these differences may arise due to the legal framework.  Disregard of principles that regulate this area generates financial statements that are not fair and objective containing information on company financial position and power that can be misleading for decision makers in financial markets. 
2. BASIC CHARACTERISTICS OF CROATIAN ACCOUNTING SYSTEM
The Croatian accounting system is based on the Accounting Act that regulates the issues on legal entities bound by it, business records, accounting documents, etc. The central section of the Act deals with financial reporting of entrepreneurs in Croatia. The process of financial reporting is harmonized and standardised. Large companies have to prepare their financial statements in compliance with International Financial Reporting Standards and International Accounting Standards, while small and medium sized enterprises apply Croatian Financial Reporting Standards. The development of capital market and inclusion of Croatian economy into global economic flows made the application of IFRS/IAS necessary thus making Croatia part of the international accounting community. 

Croatian economy is currently in recession. Economic activities are slowed down and the general economic climate is deteriorating which is evident through the decline of real income, increasing unemployment, low level of production capacity utilization, etc. The question posed here is in which way accounting principles, standards, policies and techniques can help overcome this situation. One of the functions of accounting should be to protect the economy from recession, which can only be achieved by application of the basic accounting principles of fair and objective reporting on company financial position and performance. ''Financial statements fairly present the entity's financial position, financial result and financial flows. Fair presentation requires truthful evidence of transactions effects in compliance with definitions and criteria for recognition of assets, liabilities, revenues and expenses established in the Framework. The application of IFRS, with additional publications when necessary, assumes the financial reporting result that is achieved by fair presentation. The subjects whose financial reports are in compliance with the IFRS will explicitly and unreservedly state so in the Notes. Financial statements are not described as complying with IFRS unless they comply with all the IFRS requirements.''

Accounting standards were first introduced in the Croatian accounting system in 1993. Since then they have been constantly changed and amended within the IAS, which is logical because they follow the changes in business and adapt to the new conditions always insisting on the objective presentation that will allow the users of accounting information to understand financial statements. Finally, it can be stated that in the past standards used to be less demanding in comparison to the present ones.
 Constant alterations make pressure on accountants to undergo continuous training as preparation and publishing of financial statements is a very complex and demanding job. 
In view of its imminent accession to the EU Croatia has to adapt to the accounting laws of the EU. It has to be noted that the EU countries still apply Directives, and in the context of this study we primarily focus on the Directives IV and VII referring to financial reporting by public companies and companies that prepare consolidated financial reports. Due to that Croatian adaptation will be complicated as the application of IFRS is inbuilt in our accounting system and we also want to accept the Directives. There are, namely, some differences between the IFRS and the EU Directives. The Directives are regulations, or legal framework, valid in the EU, while IFRS/IAS are accounting standards whose acceptance is under jurisdiction of each national economy.
3. EX POST EVALUATION OF ASSETS IN THE FUNCTION OF OBJECTIVE FINANCIAL REPORTING

Assets have to be presented in the Balance Sheet in the amount of their economic value without being underestimated (if containing hidden profits) or overestimated (if containing hidden losses). This means that the long-lived assets recognized in the Balance Sheet must not exceed their recoverable value,
 while the short-lived assets must not exceed their fair value that can be achieved in the regular transaction between two interested and independent parties about to strike a deal. 
The value of an asset has to be reduced when its bookkeeping value exceeds its recoverable amount. This means that the asset recognized in the Balance Sheet will not be overestimated, i.e. it will not contain hidden losses. The assets recognized in financial statements must be recognized according to the economic principles of evaluation. However, it has to be noted that economic principles of evaluation are often not consistent with accounting principles stated by the international accounting standards. On the other hand, this means that compliance with accounting principles of recognition and evaluation may not at the same time be fair and objective presentation of assets recognized in financial statements.  
3.1. Specific principles of ex post evaluation of long-lived assets
The principles determining the value of long-lived assets recognized in the Balance Sheet are prescribed by the IAS 36 -– Impairment of Assets. This standard is applied in the financial assets recorded as the dependent entity (IAS 27 – Consolidated Financial Statements), associated  entity (IAS 28 – Investments in Associates) and joint ventures (IAS 31 – Interests in Joint ventures), as well as in plants, property and equipment (IAS 16 – Property, plant and equipment,  IAS 40 – Property Investments). This standard is also applied in financial assets measured ex post according to the depreciated cost and acquisition cost (non-quoted equity) and financial assets sorted into the following portfolios: 'loans and receivables', 'available for sale', and 'pending maturity'. 
3.1.1. Value adjustment of long-lived intangible assets

Intangible assets can be valued ex post according to the a) cost model (acquisition cost reduced by accumulated depreciation and accumulated impairment losses) and according to the b) revaluation model (fair value determined in the active market). It frequently happens that a company chooses the revaluation model and then cannot revaluate an asset because there is no active market for it. In such a case IAS 38 – Intangible Assets provides the possibility of determining fair value, which can be determined in the amount that the entity would pay for it on the acquisition date to an unrelated party. 

Nevertheless, the standard allows another method usable in practice which is c) net cash flow current value method. When projecting the future cash flows the company has to evaluate them in terms of assets in current condition (without calculating expenses for possible restructuring or improvement, i.e. additional investment into them). Also, cash flows need not contain inflows/outflows from financial activities, or profit tax payment/refund. The future cash flows are determined on the pre-tax basis.  The cash flows projections have to be based on financial development plans based on the company management forecast for the period not longer than five years. It is exactly this fact that allows management subjectivity in cash flows projection and thus also anticipation of future profits or losses, which entails unrealistic and subjective financial reporting. 

It is to be noted that the company has to be tested annually for impairment of intangible assets with unlimited useful life or intangible assets still unavailable for use, as well as the goodwill resulting from business combinations. Impairment test should be carried out at the same time each year (comparability principle). If there is an indicator that the recoverable value of some asset is lower than its accounting value, than the latter has to be reduced to the former (loss by value adjustment). If  the asset has a limited useful life this shows that the remaining useful life, depreciation method, or residual value are not consistent with its economic value and that other corrections are necessary, i.e. procedures in accordance with IAS 8 - Accounting Policies, Changes in Accounting Estimates and Errors. Consequently, it can be concluded that in determining parameters (useful life) needed for ex post evaluation of the asset, in order to achieve fair and objective financial reporting, company management has to be objective and act as a prudent and dilligent master.
3.1.2. Value adjustment of long-lived tangible assets

Tangible asset has a physical form and its initial recognition (like all other forms of assets) relies on the future economic benefit flowing into the company directly or indirectly due to it, and on the possibility of measurement of its acquisition cost. The benefit can be in the form of cash or cash equivalent inflow, reduction of cash or cash equivalent outflow, exchange for another asset, its use for settlement of liabilities, or distribution to owners. Ex post evaluation of plant, property and equipment is conducted by cost method or revaluation method.

By cost method the company recognizes plant, property or equipment at their acquisition cost impaired by accumulated depreciation and accumulated impairment losses. Depreciation should be calculated for every single part of property, plant and equipment that is significant for its total cost and that generally has its own useful life. Depreciation represents an expense in the accounting period unless it is capitalized to build another asset or into inventories. According to accounting principles asset depreciation starts when the asset is ready for use in location and in conditions needed for the intended use no matter whether it is used in the period in which it is available for use or is idle (often in the period immediately after purchase or before disposal or reclassification into disposable asset).
 
Consequently, depreciation is calculated even on those assets that are currently not used (e.g. idle due to current disruptions in the sales market) and are not reclassified as long-lived disposable assets, and which are expected to yield benefits in future periods. The reason for that is that assets are becoming outdated no matter whether they are currently used. 

Whether an asset is temporarily or permanently idle should be based on the management decision on giving up the intended production due to which the asset is proclaimed out of use or is reclassified as ''held for sale'' and measured in compliance with the principles comprised in IFRS 5 – Long-Lived Assets Held for Sale. The value of some asset is impaired when the carrying amount exceeds its recoverable amount.
 Recoverable amount is measured at net sales price (sales price reduced by costs to sell) and value in use, depending on which is higher. Value in use is the estimated value of net cash flows from the going use of the asset and its eventual sale at an appropriate discount rate. IAS 36 requires official estimation of recoverable amount when there is indication that the asset may be impaired or the impairment loss is reduced or non-existent. It is carried out by impairment testing. 
Therefore it can be concluded that for the official estimation of recoverable amount the most important issue is the management recognition based on external or internal information sources that the equipment, property or plant will not meet the management expectations in terms of effects intended by that asset. That means that there is realistic possibility to proclaim the asset out of use, sell it due to activity discontinuance or restructuring, or that it is intended for sale before the anticipated date. If the recoverable amount is lower than the carrying amount, the latter will be reduced to the former which will be the asset impairment loss recorded as the expense shown in the Profit and Loss Account.
  ''After recognizing asset impairment loss, depreciation of that asset has to be adjusted in future periods by systematically distributing its residual carrying amount for the entire period of its remaining useful life.''
 
If in the subsequent periods there is another increase in the net accounting value, then the asset impairment loss is reversed. Impairment reversal should not exceed the asset net value as if the previous impairment loss has not occurred. Impairment loss reversal is recognized as income. If the impaired asset had been revaluated, the impairment loss is charged to revaluation reserves up to the amount at which the impairment loss reverses the amount of revaluation reserves.  If the recoverable value of an asset of limited useful life is lower than its carrying value, it indicates that the remaining useful life, depreciation method or residual value are appropriate to the economic value and that additional corrections are necessary in compliance with the IAS 8 – Accounting Policies, Changes in Accounting Estimates and Errors.

3.1.2.1. Value adjustment of financial asset held “to maturity” 

Financial asset positioned in ''to maturity'' portfolio is a non-derivative financial asset with fixed or determinable amount and fixed maturity, which the company intends to hold to maturity. Ex post measurement of bonds positioned in ''to maturity'' portfolio is conducted at depreciated cost applying the effective interest rate. Depreciated cost of financial asset is the amount at which it is initially measured (investment cost) corrected by equity repayments and premium depreciation or discount arising at asset acquisition.
 
Example: Purchase of bond at a discount – positioned in ''to maturity'' portfolio

A company purchases a discounted RH bond and categorizes it as ''investment held to maturity''.  The principal is repaid at maturity. The data on the investment are given in the Table 1:

Table 1. Consequences of investment in discounted bonds – positioned in ''to maturity'' portfolio
	Period
	Cash flows
	No of days
	Depreciated cost at the beginning of the period (carrying amount of investment)
	Earnings from interest
	Receivables from interest
	Depreciated cost at the end of the period (carrying amount of investment))
	Discount

(depreciation)
	Discount - residue

	0 
	1 
	2 
	3 
	4 (3 * eks)
	5 (nom.v. x nom.interest)
	6(3+4-5)
	7 (6-3)
	8 

	31.12.08.
	-9.400.000,00 
	0 
	9.400.000,00 
	0
	 
	9.400.000,00 
	0,00 
	600.000,00 

	31.12.09.
	525.000,00 
	365 
	9.400.000,00 
	659.661,17 
	525.000,00 
	9.534.661,17 
	134.661,17 
	465.338,83 

	31.12.10.
	525.000,00 
	365 
	9.534.661,17 
	669.111,25 
	525.000,00 
	9.678.772,42 
	144.111,25 
	321.227,58 

	31.12.11.
	525.000,00 
	365 
	9.678.772,42 
	679.224,50 
	525.000,00 
	9.832.996,92 
	154.224,50 
	167.003,08 

	31.12.12.
	10.525.000,00 
	366 
	9.832.996,92 
	692.003,08 
	525.000,00 
	10.000.000,00 
	167.003,08 
	0,00 

	EIR
	7,02%
	
	
	
	
	
	
	




At the end of each operating year it is necessary to adjust long-term investments into bonds by comparing the depreciated cost of investment into the bond and its recoverable amount, i.e. its current value discounted by the effective interest rate (impairment test). The cost of value adjustment is recognized as the current period expense. The difference by which the accounting value has to be adjusted (impaired), and which comprises the depreciated cost up to the recoverable amount, is recognized as asset impairment and is shown in the Profit and Loss Account. 
Adjustment to recoverable value can be seen in the Table 2. It has to be stated that 

Table 2. Adjustment to recoverable value 
	Year
	Nominal value

(revenue at the end of the period)
	Discount factor
	Current value

(recoverable amount)
	Depreciation cost 
	Adjustment

(cumulative)
	Non-realized profit/loss



	0 
	1 
	2 
	3 (1x 2)
	4 
	5 (3-4)
	5 

	2008.
	10.000.000,00 
	0,7123
	7.123.202,11 
	9.400.000,00 
	-2.276.797,89 
	-2.276.797,89 

	2009.
	10.000.000,00 
	0,7623
	7.623.250,90 
	9.534.661,17 
	-1.911.410,27 
	365.387,62 

	2010.
	10.000.000,00 
	0,8158
	8.158.403,11 
	9.678.772,42 
	-1.520.369,31 
	391.040,97 

	2011.
	10.000.000,00 
	0,8731
	8.731.123,01 
	9.832.996,92 
	-1.101.873,91 
	418.495,40 

	2012.
	10.000.000,00 
	1,0000
	10.000.000,00 
	10.000.000,00 
	0,00 
	1.101.873,91 


4. TEMPORARY DIFFERENCES
Temporary differences are defined in the IAS 12 – Profit Tax, as the differences between the accounting and taxable profit occurring in one (or more) period/year that are reversed in the future. 

In fact, temporary differences are the differences between the profit (loss) determined by economic principles and taxable profit (tax loss) arising because the period in which some revenue and expense items are included in taxable profit is not consistent with the period in which they are included in the calculation of economic profit. This can be seen in Figures 1 and 2.
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               Figures 1 and 2. Differences between economic and taxable profit
In the Figure 1 in the same period (t1) economic profit (in fact revenues and expenses by economic principles) is equal to the taxable profit. Therefore there is no temporary difference. in the Figure 2 in the same period (t1) economic profit is not equal to taxable profit. They are equal in different periods. Therefore there is temporary difference. 
If the accounting profit is introduced in this comparison, then the situation is as presented in Figures 3 and 4. In the Figure 3 in the same period (t1) the accounting profit is equal to the economic profit. At the same time it is different from the taxable profit. Therefore there is temporary difference which is visible. In this case financial statements are fair and objective as they reflect the economic reality. The effects of visible temporary difference are covered by deferral method and liability method. In the Figure 4 in the same period (t1) the accounting profit is equal to the taxable profit. At the same time it is different from the economic profit. Therefore there is temporary difference which is invisible or hidden. In this case financial statements are not fair and objective because they do not reflect the economic reality. 

Two cases of visible temporary differences are possible. According to accounting standards visible temporary differences can be taxable temporary differences and deductible temporary differences, which will be discussed in sections 4.1 and 4.2.
Tax effects of temporary differences are also shown in financial statements. Thus in the Balance Sheet assets the temporary differences tax effect is recorded as deferred tax assets. It is part of the current tax (part of the money engaged for the paid profit tax) which is not covered from the accounting profit but its settlement is deferred until the temporary difference is reversed. Financial effect is the same as in the tax paid in advance and therefore it is unfavourable. In the Balance Sheet liabilities the effect of temporary differences is recorded as deferred tax liabilities. It is the part of the profit tax whose maturity id deferred until the temporary difference is reversed. Financial effect is the same as in the tax loan and therefore it is favourable.
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Figures 3 and 4. Differences between economic, tax, and accounting profit
Consequently, temporary differences lead to financial effect which is also temporary and can be either favourable or unfavourable. By deferring payment of tax from profit or deferring payment of profit tax and their recording in the mentioned Balance Sheet positions it is possible to make the effective accounting profit tax load equal to the nominal rate independently of temporary differences between the accounting profit and the tax base. 

4.1. Taxable temporary differencces
Taxable temporary differences occur if the accounting profit is higher than taxable profit, whereas at reversal it will be opposite, i.e. the accounting profit will be lower than the taxable profit.  The tax effect of this temporary difference is recognized by applying the liability method in the Balance Sheet liabilities positioned as deferred tax liability. The tax effect of this temporary difference is favourable because it represents deferred payment of profit tax or tax loan. It is temporary and will be terminated in the year of temporary difference reversal. 

The Figure 5 provides a scheme of accounting coverage of the temporary difference tax effect (tax rate 20%).


[image: image3]
Figure 5. Accounting coverage of taxable temporary difference tax effect by liability method
If the principles of accounting standards are not followed and tax effects of temporary difference are not covered in financial statements, the consequences are such as presented in the subsequent figure (tax rate 20%).

Comparing the above two figures it becomes obvious what happens if the IAS 12 principles on coverage of tax effects are not followed. The consequences are:

· In the accrual year of temporary difference the effective tax load on accounting profit is undervalued, i.e. it is below the regulated 20% due to which the net profit is overvalued as well as the capital, while the liabilities are undervalued. The assets are identical because liability method is not reflected on assets.
· In the reversal year of temporary difference the effective tax load of accounting profit is overvalued, i.e. higher than the legal 20% which results in undervalued net profit and undervalued capital while liabilities are overvalued. The assets are identical because liability method is not reflected on assets.
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Figure 6. Accounting coverage of taxable temporary difference tax effect when liabilty method is not applied

4.2. Deductible temporary differences

Deductible temporary differences occur if the accounting profit is lower than taxable profit, whereas in the future reversal it will be opposite, i.e. the accounting profit will be higher than the taxable profit. The tax effect of this temporary difference is recognized by application of deferral method in balance sheet assets positioned as deferred tax assets. The tax effect of this temporary difference is unfavourable as it represents part of the paid tax whose coverage from profit is deferred – tax is paid in advance and there is no interest. The effect is temporary and will disappear in the temporary difference reversal year. The scheme of deductible temporary difference tax effect (20% tax rate) is shown in the Figure 7.

If the principles of accounting standards are not followed and the deductible temporary tax effects are not covered in financial statements the consequences are such as presented in the Figure  8 (tax rate 20%).
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Figure 7. Accounting coverage of taxable temporary difference tax effect by deferral method
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Figure 8. Accounting coverage of taxable temporary difference tax effect when deferral method is not applied

Comparing the two schemes the consequences of non-compliance with the IAS 12 principles become obvious:

· In the accrual year of temporary difference the effective tax load on accounting profit is overvalued, i.e. higher than the legal 20% due to which the net profit is undervalued (hidden), while the liabilities are identical because the deferral method is not reflected in them. 

· In the temporary difference reversal year the effective tax load on accounting profit is undervalued, i.e. less than the legal rate of 20% which results in overvalued net profit, overvalued capital and assets. Liabilities are identical because the deferral method is not reflected in them. 


4.3. The effects of temporary differences on objectivity of financial reporting

As an item of the Profit and Loss Account profit tax is the amount that is deducted from the pre-tax profit to determine the net profit. In jurisdictions in which accounting principles for determining pre-tax profit are consistent with the tax principles for determining the base for recognition of the current period tax liability, the determined tax expense is also shown in Profit and Loss Account as deductible item prior to taxation. 

It can be stated that such cases are rare and ''ideal'' and that very frequently accounting principles are not consistent with the tax principles for determining the accounting period tax base. This results in temporary differences which in the same period are sometimes reversed before accrual or are accrued and reversed in the same period.

 In each of these cases the profit tax amount, which has to be shown in the Profit and Loss Account and is deducted from the pre-tax profit to determine the net profit, is not identical to the profit tax amount stated in the Tax Report determining the tax base, but is either lower or higher than it. Therefore in such cases the tax payer has to act in compliance with the principles of the IAS 12 – Profit Tax. This accounting standard does not prescribe principles for determination of the tax base, but rather the principles for accounting procedure in case when tax regulations are not consistent with the accounting principles.
In economic systems in which this inconsistency of accounting principles and tax regulations results in temporary differences, the effective tax load rate is not identical to its nominal rate (but can be both higher and lower than the nominal legal rate). That is why application of IAS 12 principles allows the reduction of the effective tax rate to its nominal rate by which (in the case of temporary differences) the final result is to be charged. 

The real or economic consequence of accrual and existence of temporary differences, whose tax effects are not covered in compliance with the IAS 12 principles, is either overvaluation or undervaluation of profit after taxation. Overvalued or undervalued profit in the accrual year of temporary difference means overvalued or undervalued capital i.e. overvalued or undervalued net assets with all the eventual financial effects on the volume and structure of profit distribution. In fact, the final consequence is that financial statements are not fair and objective. According to the Framework for preparation and presentation of financial statements and IAS 1, financial statements have to fairly and truthfully present the company financial position and performance. This implies total rather than partial coverage of transactions effects (including also temporary differences). Partial coverage of transactions results in concealment or overvaluation of their financial effects, which are both contrary to the requirement for objective and truthful financial reporting.
4.4. Temporary differences in Croatia

According to the current Croatian regulations (Profit Tax Law) temporary differences may arise as the consequence of temporary differences in expenses. 

Taxable temporary differences are temporary differences which will result in taxable amounts at determination of taxable profit (tax loss) in the future periods when the carrying amount of assets is paid back or the liability is settled. The tax effect of this temporary difference is recognized by application of liability method. Croatian tax regulations do not allow application of these temporary differences because it provides the possibility to defer (shift) profit tax payment. They are most frequently comprised in depreciation expenses when the so called accelerated depreciation rate is used for tax purposes, which also has to be applied for accounting purposes (concealment of depreciation effects in financial statements). Similar situations may occur in expenses resulting from value adjustments and reservation. For the tax payer the effects are favourable but temporary and take the form of deferred profit tax payment. In financial terms they are identical to the effects of temporary differences in which in the accrual year the accounting profit is higher than the taxable profit, while in the reversal year it is the other way round.

The specific characteristic of Croatian tax regulations is that they allow financial effects exclusively if they are simultaneously recognized in accounting. Consequently the situation in which differences between accounting and taxable profit arise is not possible. That would be the temporary difference by application of liability method with the temporary favourable financial effect not positioned in Liabilities as ''Deferred profit tax payment''. As in financial terms the effect is realized, but it is not shown in the balance sheet, this temporarily favourable financial effect of the profit tax is concealed (concealed temporary differences). In such a case financial statements are not fair, which requires their correction. It also has to be noted that the total amount of the concealed temporary difference is retained in operation financing in the amount of deferred profit tax payment, i.e. in the amount of deferred net profit.  
Deductible temporary differences will result in the amounts deductible from the future period taxable profit (tax loss). Croatian tax regulations allow the application of these temporary differences but only on the expense side, and they can arise due to depreciation above the prescribed rates, due to value adjustments and due to cost risk reservations.  
5.  CONCLUSION
The elements presented in financial statements ought to state the economic or real flow of company transactions, i.e. its economic reality. Only such financial statements can meet the principles of fair and objective presentation of financial position, performance, and change of financial position. It must be always had in mind that financial accounting is externally oriented and that it generates information primarily intended for a wide range of external users. It is exactly due to these users that such information has to be truthful and objective. 

It is obvious that in Croatia there are inconsistencies between tax regulations and accounting regulations. That means that in preparation of financial statements, particularly when commenting information provided by them, these inconsistencies have to be taken into account. Although Croatia is strongly committed to the application of International Financial Reporting Standards for large companies, and Croatian Financial Reporting Standards for small and medium sized companies, tax regulations cause inconsistencies leading to creation of questionable information. In fact, it is an area open to possible manipulation by creators of financial statements. Concerning the current economic situation in Croatia, national accounting has to act to protect what is good in the economy through consistent application of principles and standards, thus eliminating any possibility for manipulation.

This study highlights the possible occurrence of differences and inconsistencies in recognition and evaluation of some financial statement positions. It shows that adhering to the accounting principles in recognition and evaluation does not necessarily imply fair and objective presentation of these positions. Thus the experience of the countries in which there are no great differences between accounting regulations and tax regulations in determining profit tax shows that there is no possibility for occurrence of temporary differences, especially not deductible temporary differences. In any case, the IAS 12 – Profit Tax has to be applied consistently in order to avoid doubtful effects on fair and objective financial reporting.
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� Okvir za sastavljanje i prezentiranje financijskih izvještaja in: Međunarodni standardi financijskog izvješćivanja 2006/2007 – Primjena računovodstva EU u Hrvatskoj, Zgombić & Partneri, Zagreb, 2006., p. 53.


� T. Domazet: Međunarodni standardi financijskog izvješćivanja 2006/2007 – Primjena računovodstva EU u Hrvatskoj, Zgombić & Partneri, Zagreb, 2006., p. 5.


� Recoverable value is the higher amount between the net sale value and the value in use. 


� IAS 16., p.30.


� IAS 36., p.8.


� IAS 36., p.58.-61.


� IAS 36., p.63.


� IAS 39., p.9.


� Financial effect is determined at the current Croatian tax rate.
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