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 Considered rather an accounting evaluation principle, the prudence 
concept proves to be one of the fundamental elements of accountants’ 
reasoning. Basically, a prudent accounting behaviour presumes an 
asymmetric accounting treatment of uncertainties, which has to be 
considered by the accountant when preparing the financial information. 
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1. DEFINITIONS OF PRUDENCE PRINCIPLE 
 
All definitions of prudence principle converge towards the reasonable 
assessment of facts, in order to avoid the risk of transferring present 
uncertainties into the future, which could impact on the company’s results 
and operations. 
 
„The value of assets should be determined according to the prudence 
principle. The following aspects are of particular importance: 
a) only profits recognised up to the end of the financial year will be 

considered; 
b) all predictable liabilities and potential losses incurred during the 

closed financial year or during a previous financial year will be 
considered, even though such liabilities or losses arise between the  
end of the financial year and the balance sheet date; 

c) all adjustments for depreciation will be considered, irrespective of 
profits or losses in the company’s results.”* 

                                                
∗ West University of Timişoara, Faculty of Economics and Business 
Administration 
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While the definition presented in the Order of the Minister of Public 
Finance no. 94/2001 for the harmonization of Romanian financial reporting 
with the requirements of the 4th Directive of the European Union and of the 
International Accounting Standards (annulled) is fairly exhaustive and 
precise, the definition included in Government Decision no. 704/1993 
regarding the Regulation for the Application of Accounting Law (presently 
annulled) shows that compliance with prudence principle presumes that „it 
is forbidden to overstate assets and revenues, respectively to understate 
liabilities and expenses, considering the possible depreciation, risks and 
losses generated by the activity developed during the current or previous 
financial year.” 
 
Presently, Order of the Minister of Public Finance no. 1752/2005 for 
approval of accounting regulations in compliance with European Directives 
gives the following definition for prudence principle: „Prudence principle. 
The evaluation should be performed on a prudent basis, and particularly: 
a) only profits realized to the balance sheet date can be included; 
b) all liabilities incurred during the current or any previous financial 

year should be considered, even if they become evident only between 
the balance sheet date and its preparation date; 

c) all predictable liabilities and potential losses incurred during the 
current or any previous financial year will be considered, even if they 
become evident only between the balance sheet date and its 
preparation date; 

d) all adjustments for depreciation will be considered, irrespective of 
profits or losses in the company’s results.” 

Accuracy is the primary aim of evaluations. But in many cases, this aim 
proves to be an inaccessible ideal.† Prudence principle is rather an 
applicable solution. It recommends a prudent approach in case of 
uncertainty. It is the result of accountants’ expertise, preoccupied to 
reasonably assess the facts, in order to avoid the risk of transferring present 

                                                                                                                        
* Order of the Minister of Public Finance no. 94/2001 for the harmonisation of Romanian 

financial reporting with the requirements of the 4th Directive of the European Union and 
with the International Accounting Standards, in Accounting regulations for companies, p. 
39 
† In our opinion, the assessment of university performances is a good example! 
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uncertainties into the future, which could impact on the company’s results 
and operations. Jurisprudence recognised the prudence principle already at 
the end of the 19th century, as „the attitude of that person, who takes all 
necessary measures for avoiding all possible errors and troubles, who thinks 
over the consequences of his actions and abstains from all that could 
represent an inconvenience”.* 
 
We would like to highlight that many accountants associate this principle 
with the taxation system mainly. They appreciate especially the accounting 
entries techniques, leaving behind what we consider to be essential, 
respectively the fact that practice generated this principle in first instance. 
Therefore, in our opinion, the good diligence of the accountant, especially 
of the independent financial auditor, is very important. The financial 
statements should be prepared considering all necessary precautions for 
avoiding the disclosure to third parties of net financial statements or of 
overstated profits.† On the other hand, we should not fall in the other 
extreme, of disclosing understated financial statements. Perhaps this is why 
it is challengeable to apply the prudence principle from the logic point of 
view.‡ 

 
2. APPLICATIONS OF PRUDENCE PRINCIPLE 

 
The prudence principle considers the application of an asymmetric treatment 
of uncertainty: 
- if we foresee a future decrease of assets or results, then we have to 

anticipate the deferred losses or minus-values; 
- if we foresee potential gains, then deferred benefits or plus-values 

will not be recognised in the financial statements; gains are not 
recognised because they are not realised; 

 

                                                
* Costel Istrate – Fiscalitate şi contabilitate în cadrul firmei, Polirom Printing House, Iaşi, 

1999, p. 27 
† Francis Rousse – Normalisation comptable. Pricipes et pratiques, Ministry for 
Cooperation and Development, Methodology Collection, Paris, 1989, p. 134 
‡ Daniel Boussard - La modélisation comptable en Question(s), Economica Printing House, 
Paris, 1997, p. 117 
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Prudence, a complement of true and fair view, consists in presenting a not 
very favourable view, ignoring certain facts or events presently known, and 
which could have a future effect on the financial statements.* This implicit 
reference to the finality of accounting information is very important, 
avoiding deviations from the prudence principle. We do not discuss here the 
producer of accounting information from the point of view of his „prudent” 
behaviour in order to protect him, but to protect the recipient and user of the 
information against building its analysis on an overstated net worth. 
Prudence is reflected in sincerity (it should disclose in the financial 
statements facts susceptible to influence the recipient of information) and it 
should support the idea of true and fair view. 
 
The idea of anticipating risks remains open, being less evident than the idea 
of realizing gains. Risk is omnipresent in economic activities: up to what 
level should we be „prudent”? „Reasonable” is very subjective, being 
influenced by various agents. The application of prudence principle 
considers events incurred during the financial year, but also events 
subsequent to the closure of the financial year, which could have an impact 
on the yearly financial statements. It is a practical but not indestructible rule, 
considering that the rule of individual risks can be „overset” by setting up 
provisions for statistical risks, where we speak more about a possibility than 
a probability and the limit of risks anticipation is not clearly stated.  
 
The previous presentations showed that the practical application of prudence 
principle is reflected in provisions and adjustments. Assets depreciation is 
ascertained and calculated at the end of each financial year. If the case, they 

                                                
* „The persons preparing financial statements should face uncertainties which inevitable 
impact on several events and circumstances such as collection of doubtful receivables, 
presumable technical working life of installations and equipment and number of possible 
complaints regarding goods in guarantee period. Such uncertainties are recognised by 
presenting their nature and value, but also by applying the prudence principle in the 
preparation of the financial statements. Prudence means to include a certain precaution 
degree when making the necessary judgments for estimates required under uncertainty 
conditions, for avoiding overstatement of assets and revenues, and understatement of 
liabilities and expenses.” – International Accounting Standards 2001, General Framework, 
paragraph 37, p. 67 



LUCRĂRI ŞTIINŢIFICE, SERIA I, VOL. X (3) 

cumulate from year to year, and, from the point of view of financial 
management there are presented in the balance sheet as following: 
- subtracted, according to the historical cost of each asset, so that third 

parties be informed about fair value; 
- added to the net value, as a company’s self-financing element; in fact, 

depreciation reduces the gross operating surplus, like a saving, and 
consequently, it can be considered like a generation of permanent 
resources; 

 
Provisions for risks and expenses are set up when at the end of the financial 
year there is a high probability of future losses as a result of previous events, 
which will generate benefits outflows and which can be reasonably assessed 
(an approximate amount). Like assets depreciation (adjustments for 
depreciation), the provisions for risks and expenses have an impact on the 
gross operating surplus and they are a company’s self-financing element.  
 
The Romanian accounting regulations regarding prudence principle have 
been nearly ignored. Its application proved to be real only in respect to 
fiscal regulations regarding deductibility of provisions/adjustments (but not 
always, because the companies we chose had bank loans, high leverage 
levels, at the edge of profitability), as following:* 
- provisions/adjustments for uncollected receivables, in case of clients’ 

bankruptcy (far from the „normal” situation binding the companies to 
set up provisions for losses from receivables); 

- provisions/adjustments for losses from exchange rate differences (in 
fact financial losses or gains „transferred” to the balance sheet by 
means of regularization accounts; the companies have the option to 
register only losses from unfavourable exchange rate differences 
which impact on the assessment of receivables and payables in hard 
currency; deductibility is granted only at net loss level); 

- provisions for performance bonds granted to clients based on 
contractual covenants, for repairs during the guarantee period; 

                                                
* Government Decision no. 335/1995 regarding set up, usage and fiscal deductibility of 
provisions made by companies and banks (annulled) and Government Decision no. 
830/2002 regarding fiscal deductibility of provisions made by companies, banks, lending 
institutions and guarantee funds 
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In time, fiscal regulations regarding profit tax also included provisions 
regarding deductible provisions/adjustments for certain activity fields. 
 

3. IMPLICATIONS OF PRUDENCE PRINCIPLE 
 
Romanian accounting does not grant a privileged importance to the 
prudence principle. Instead, all customary laws and especially the 
professional regulations grant it a privileged place, prevailing on the others, 
but without abusing of it by „creating deferred or occult reserves”.* In fact, a 
voluntary understating of the net worth could represent a decrease of the 
financial (accounting) results of the year, due to the set up of economically 
groundless provisions aimed to be retained in a future less profitable 
financial year or even in a financial year with losses. Prudence principle can 
be successfully used for justifying this action. We actually discuss here 
about a felony regarding the reflection of a true and fair view. However, 
there is another aspect justifying the importance granted to this principle, 
respectively forbiddance of dividend distribution during the financial year 
(„advance dividends”).† 
 
The implications of prudence principle are also reflected by its influence on 
other principles, as following: 
- it justifies (together with the ongoing principle) the application of the 

nominal principle, respectively presentation in the balance sheet of a 
book value resulted from the historical costs (even in case of deferred 
plus-values); however, there is also an exception stating that fair value 
should substitute historical cost, if the latest is smaller; 

                                                
* „[…] for instance, prudence does not allow the set up of hidden reserves or excessive 
provisions, voluntary understatement of assets or revenues, nor voluntary overstatement of 
liabilities or expenses […].” – International Accounting Standards 2000, General 
Framework, paragraph 37, p. 52 
† „The legal representative of the company, who […] collects or pays dividends, under any 
form, from fictive benefits or from benefits which can not be distributed without a balance 

sheet or which are adverse to its results, shall be imprisoned for a period of one to 3 years 

[…]” – art. 265 pt. 5 of Accounting Law no. 31/1990, republished in Romania’s Official 
Gazette, Part I, no. 33/29 January 1998 
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- it directly influences the financial years cut-off principle, from the 
point of view of allocating expenses to the financial year’s revenues; 

- internal non-current assets are not recognised (brands, patents, 
licences, intellectual property rights, other industrial property rights, 
marketing rights, specialised know-how, etc.); 

- it is reflected in the non-compensation principle, respectively it is not 
allowed to compensate realised gains with potential minus-values 
(losses);  

 
An important aspect for the practical application of prudence principle 
consists in the provisions of Law no. 161/2003 regarding certain measures 
for insuring transparency of public activities and of the business 
environment, prevention and sanction of corruption*, which in Title II - 
„Transparency and stability of business environment”, art. 9 (amending 
Company Law no. 31/1991, republished), refers to the forbiddance of using 
revaluation reserves (favourable differences) for equity increase; 
furthermore, it is forbidden to use these reserves for covering the incurred 
losses. 
 

4. CONCLUSIONS 
 
Based on the above facts, the prudence principle and the ongoing principle 
seem to be complementary, on one hand due to their articulation, and on the 
other hand because they define and guide all the other accounting principles 
(due to the true and fair view). 
 
The relevance and reliability of accounting information rather presumes a 
pessimistic prudential attitude in recognising certain net worth elements, of 
course, under acceptance of a metaphor: a pessimist is a well-informed 
optimist. 
 
 
 
 
 

                                                
* Official Gazette no. 279/21 April 2003 
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