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Re Prdiminary Views on Accounting Standardsfor Small and Medium-sized Entities

The following comprisesthe response of Canadian Accounting Standards Board staff (AcSB

daff) to the IASB’ s June 2004 Discussion Paper: Prdiminary Views on Accounting Standards
for Smdl and Medium-sized Entities ( Discusson Paper’).  This response incorporates the views
of the Accounting Standards Board' s Differential Reporting Advisory Committee 1(‘ DRAC)).

Canada has had a differentid reporting regime in place since 2002. DRAC recommends
differentia reporting options to the Accounting Standards Board (AcSB) using a decison modd
based on etimated codts versus benefits. DRAC advises the AcSB and the Emerging Issues

Committee on actud or potentid problems that exigting and proposed accounting andards cause
for non-publicly accountable enterprises.

We currently have limited feedback on the extent to which differentia reporting is being used.
Some say it is hardly used at dl, because there are not enough concessons, others say it isvery
hepful and is becoming widdy usad.

Both gaff and DRAC bdieve that the IASB SME project isimportant and congratulate the IASB
on addressng the difficulties SMIEs face in gpplying IFRSs.

! DRACIs composed of 10 volunteer members representing a cross-section of auditors, preparers and users of financial

statements of non-publicly accountable enterprises. DRAC mesets periodically to discuss new and existing accounting
standards in the context of differential reporting. DRAC aimsto review all exposure drafts before they are issued, aswell as
exposure draft responses that raise differential reporting issues.
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Our responses to the questionsin the Discussion Paper follow. We would be pleased to daborate
on these pointsin more detail if you so require. If so, please contact Paul Cherry, AcSB Chair a
+1 416 204 3456 (e mail paul.cherry@cica.cd), Peter Martin, Director, Accounting Standards at
+1 416 204 3276 (e mail peter.martin@cica.ca), lan Hague, Principa, Accounting Standards at
+1 416 204 3270 (e mall ian.hague@cica.ca) or Greg Edwards, Principd, Accounting Standards
a + 1416 204 3462 (e-mall greg.edwards@cicacs) .

RESPONSES TO QUESTIONS

Quedtion 1a. Do you agreethat full IFRSs should be consdered suitablefor all entities? If
not, why not?

We agree that full IFRSs should be consdered suiteble for al entities, with modifications
available to SMIEs for specific IFRSs based on cos/benefit.

We bdieve tha SME modifications should not generdly be viewed as deviations from the
conceptud framework. Rather they should reflect ingances where the cost/benefit congtraint
merits different specific accounting or reporting requirements. This belief is congstent with
Canadian Handbook Section 1300, Differentia Reporting, and the options available under
Section 1300.

Notwithstanding our belief that SVIE modifications should not generaly be viewed as deviations
from the conceptud framework, we note that there may be limited ingtances when the
cost/benefit andys's might cause one to conclude that changes are necessary to the conceptud
framework. For example, the Canadian experience is that the presentation of debt vs. equity isa
magor issue for entities qualifying for differentid reporting. Thisissue is one of fundamentd
definitions of liabilities and equity, which may cdl for changes to the conceptud framework for
SME dandards.

Some members of DRAC prefer amodd whereby standards suitable for dl entities are devel oped
and additiond requirements are developed for entities with public accountability.

Other members of DRAC believe that there may be an gppetite for aformalized ‘ other
comprehendve basis of accounting’ (eg. amodified cash bass), if GAAP (indluding differentia
reporting) does not satisfy the needs of smdl entities. In establishing Section 1300, Differentid
Reporting, the AcSB consdered and rejected a non-GAAP approach, as Canadian enterprises are
required under legidation to prepare financid statements in accordance with GAAP. Non-GAAP
solutions aso undermine the comparability of financid Statements and are generdly bdlieved to
result in lower qudity information.
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Question 1b. Do you agreethat the Board should develop a separate set of financial
reporting sandar ds suitable for SMES? If not, why not?

We agree that the IASB should address the financia reporting needs of SMES because the needs
of SME financia statement users are different, it may be more difficult for SMIEs and their
independent accountants to comply with complex requirements, and there is a different
cos/benfit for SME financid statement users. However, we do not agree that a separate set of
gandards is necessary to address the needs of SMEs.

We bdieve that the IASB should consder the gpproach followed in implementing and
maintaining Section 1300, Differentid Reporting. This goproach would involve applying a
cost/benefit decison modd to existing IFRSs, to determine instances where exceptions to full
IFRSs are required.

We note the IASB’s preliminary view with repect to disclosure of the basis of preparation,
indicating that the entity has followed IASB Stlandards for SVIEs. We bdievethisdisclosureis
important, as users of the financid statements need to understand the accounting policies used by
the entity and that these policies are different from those followed by publicly accountable
entities. When differentid reporting is used in Canada, an entity disdosesin its summary of
accounting policiesthe fact that itsfinancid statements have been prepared in accordance with
differentia reporting requirements.

We note that many fed that disclosure of the use of differentid reporting has contributed to a
view of Differentia Reporting as‘dirty GAAP . We recommend that the IASB dressthe high
qudity of both SME standards and full IFRS, but that the SMEE standards have a grester
auitability for SMES What isimportant is that the process to develop sandards suitable for SMIES
is gppropriate and that this processis not “second class,” or inferior, to the process for full IFRS.

We aso note the preliminary view regarding disclosure of the use of SMIE GAAP in the auditor’'s
report and question whether audit reporting metters are within the IASB’ s mandate. We note that
this requirement is consstent with Canadian sandards. In implementing differentia reporting

the Canadian Auditing and Assurance Standards Board insgsted on disclosing the use of
differentia reporting in the auditor’ s report.

Question 1c. Do you agreethat |ASB Standardsfor SMEs should not be used by publicly
listed entities (or any other entities not specifically intended by the Board), even if national
law or regulation wereto permit this? Do you also agreethat if the |ASB Standardsfor
SMEsare used by such entities, their financial statements cannot be described asbeingin
compliancewith IFRSsfor SMES? If not, why not?

We agree that IASB Standards for SMEs should not be used by publidly listed entities. Public
companies should gpply full IFRSs. Differentid reporting in Canadais not avalable to publicly
accountable enterprises.
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Question 2. Arethe objectives of IASB Standardsfor SMEsas set out in preiminary view
2 appropriate and, if not, how should they be modified?

We agree that the individud objectives for SME standards as st out in preliminary view 2 are
aopropriate. However, we note that some of the objectives may be conflicting, possbly resulting
ininconggent decisons regarding individua IFRSs and the need for departure from full IFRSs.
For example, dlowing ease of trangtion may conflict with the objective of reducing the financiad
reporting burden on SMEs Would a potentid difference be rgected if sgnificant costs were
required to revert to full IFRSs? Presumably, most SVIEs would follow SMIE GAAP asit will
ease the financia reporting burden to them. If this were the case, ‘ease of trandtion” would most
likdy only be afactor if an SVIE becomes publicly accountable. It islikely that the number of
SMEsthat become public, rdative to the totd number of SMIEsissmadl. Under this reesoning,
the *ease of trangtion’ objective could be consdered a secondary objective. Optiond gpplication
of SME standards may aso reduce the importance of the ‘ease of trangtion’ objective.

Conflict between multiple objectives may be addressed by assgning weights to certain  second
order’ objectives, or perhaps a framework for assgning reative sgnificance of objectives for
particular cost/benefit andyses.

In Canada, Differentid Reporting uses the same conceptud framework as full Canadian GAAP,
but alows ddineations from the framework when the cost/benefit decison modd indicates a
potential need for a differentid reporting option.

Question 3a. Do you agreethat the Board should describe the characteristics of the entities
for which it intends the standards but that those characteristics should not prescribe
guantitative ‘size tests'? If not, why not, and how would an appropriate Szetest be

developed?

We bdlieve that, rather than describing the characteristics of the entities for which the IASB
intends the standards, the |ASB should describe the characteridtics of the usersfor which it
intends the sandards. Thisview is congsent with the public versus non-publicly accountable
enterprise didtinction. In differential reporting, the focus is on the needs of users; the sze of the
entity does not matter.

We do nat believe that characteristics should prescribe quantitative Sze tests. Thisisnot an
appropriate focus and, in any case, islikely to be very difficult to implement internationdly.

Question 3b. Do you agreethat the Board should develop standards that would be suitable
for all entitiesthat do not have public accountability and should not focus only on some
entitiesthat do not have public accountability, such asonly thereatively larger onesor
only therdatively smaller ones? If not, why not?

We agree that the |ASB should develop standards that would be suitable for al entities that do
not have public accountability. Non-publicly accountable entities have a much narrower range of
financid statement users, and those users often have the ability to accessinformation in addition
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to the financid statements. Users of nonpublicly accountable entity financid statements receive
different benefits from financid statements than the users of public company financid
gatements. Due to the fewer number of financia statement users, the cost per user of financia
reporting may be excessve.

We note that in implementing and maintaining differentia reporting in Canada many have
expressed the view that incorporation of a size test would better dlow addressng instances where
the financid reporting burden fals disproportionately on smdl entities. Under apublic versus
non-public distinction, large private companies (which may be economicaly sgnificant) qudify

to use differentid reporting. 1n considering possible differentid reporting options those that

could sgnificantly reduce the financid reporting burden for amall entities are sometimes not
pursued, Snce some large private companies may have user groups that may find the information
inthat particular circumstance useful. The |ASB should acknowledge that the SVIE category
would include arange of Szes of entities, which may make it difficult to gpply cost benefit

criteria

Question 3c. Do thetwo principlesin preiminary view 3.2, combined with the presumptive
indicator s of ‘public accountability’ in preiminary view 3.3, provide a wor kable definition
and appropriate guidance for applying the concept of ‘public accountability’”? If not, how
would you change them?

We are concerned that the presumptive indicatorsin preiminary view 3.3 may betoo broad. The
term ‘economicdly sgnificant’ is not defined; in gpplication this term could have various
meanings. Would an economicaly sgnificant entity be forced to follow full IFRSs, even though
the users of the financid statements would find SME standards more useful? Whet is
“economicaly sgnificant” to asmal economy might be very different from what is
“economicdly sgnificant” to a much larger economy. The discusson paper notes that defining
‘economicaly sgnificant’ will be left to individud jurisdiction authorities. We suggest thet this
indicator of public accountability should be removed and separaidly considered by jurisdictions

in determining gpplicability of SME sandards.

Question 3d. Do you agreethat an entity should berequired to use full IFRSsif one or
mor e of the owner s of its shares objectsto the entity’s preparing itsfinancial satementson

the bassof IASB Standardsfor SMES? If not, why not?

We agree that unanimous consent from owners should be an digibility requirement for
goplication of IASB Standards for SMEs. This requirement is consstent with Section 1300,
Differential Reporting. Some have criticized the differentid reporting unanimous consent
requirement, noting that Canadian law provides minority rights protection. Critics suggest thet
mgjority consent should be sufficient to gpply differentia reporting. DRAC maintains thet
unanimous consent condtitutes pro-active minority rights protection and that mgority gpprovd is
not sufficient.
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We note that Question 3d discusses owners in the context of shareholders, which would not
capture partnerships or trusts. We recommend the IASB define the term ‘owners in the SME
sandards.

We noate the following suggestions and questions regarding the practicdity of the proposed
unanimous consent reguirements:

The |ASB SME unanimous consent requirement seems to be a negetive confirmation,
whereas the Canadian gpproach requires a postive confirmation. With a negative
confirmation, there might be many reasons why a shareholder may not object to SMIE
gandards, for example, the shareholder does not understand the issue and potentia
impacts on the information they will receive, they are avay for the response period, or
they did not receive the mailing. We believe that a positive confirmation provides a better
indication of shareholder consent and suggest thet the IASB require positive confirmation
of unanimous consent.

Doesthe |IASB intend the unanimous consent to be an annua requirement? The
differentia reporting unanimous consent requirement is not required on an annud basis.
After initia adoption, unanimous consent must be reeffirmed only if there is a change
amongst owners or achange in the differentia reporting options sdlected. This was done
to ease the adminidrative burden of differentia reporting.

What is the standard of proof to ensure that the entity has done its best to notify dl
owners? Will there be an opportunity for owners who are not sophisticated in accounting
matters to become informed about the differences the IASB SME Standards will produce
from full IFRSs?

Is the consent for the SME standards as awhole or individualy?

Question 3e. Do you agreethat if a subsidiary, joint venture, or associate of an entity with
public accountability prepares financial information in accordance with full IFRSsto meet
therequirements of its parent, venturer, or investor, the entity should comply with full
IFRSs, and not IASB Standardsfor SMEs, in its separ ate financial gatements? If not, why
not?

We agree that entities should not apply sandards for SMEs to avoid the reporting of financid
information that has been produced for other purposes and therefore is reedily available.
However, subsdiaries often prepare information for consolidation purposes using a maeridity
level gppropriate for the consolidated financid statements, which may not be appropriate for its
own reporting. In these circumstances, we believe that the entity should be able to gpply
sandards for SMEs,

We bdieve that thisis more appropriate to express this requirement in terms of whether the
information has been prepared, rather than the nature of the entity. In this regard, the CICA
Handbook, paragraph 1300.11, sates that a quaifying entity thet isasubsdiary, joint-venture or
equity-accounted investee of a publicly accountable enterprise does not use a differentia
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reporting option to omit informeation reguired of a non-quifying enterprise when that qudifying
entity prepares such information to meet the needs of the parent, venturer or investor.

Quegtion 4. Do you agreethat if IASB Standardsfor SMEsdo not addressa particular
accounting recognition or measurement issue, the entity should be required to look to the
appropriate IFRSto resolve that particular issue? If not, why not, and what alter native
would you propose?

We agree that there should be mandatory falback to full IFRSs, but note thet fallback would only
be workable if the conceptua frameworks between full IFRSs and SME standards are the same.
We bdieve that the dternative outlined in paragrgph 41(b) is not feasble, as most SMEs would
not have the technica expertise to determine what the reated principles of the IFRS are and
devel op appropriate accounting based on these principles

Question 5a. Should an SME be permitted torevert to an IFRSIf thetreatment in the SME
verson of the IFRS differsfrom thetreatment in the IFRS, or should an SME be required
to choose only either the complete set of IFRSsor the complete set of SME standardswith
no optional reverson to individual IFRSs? Why?

The'dl or nothing’ gpproach has the following implications

a.  Some companies do not benefit from SME reporting as some stakeholders do not agree
with a pecific SME standard.

b. Some stakeholders agree to SME reporting, as on baance, they see the benefit—but they
would prefer not to use one or more individuad SMIE sandards.

c. It hindersthose SMIEstha would like to phase into full 1FRS reporting on agradud bass

We bdieve that an SME should be permitted to revert to an IFRS on a case-by-case basis. This
‘mix-and-match’ gpproach is fundamentd to Differentia Reporting in Canada, asit dlows
cos/benefit to be addressed by individua entities and recognizes that individud non-publidy
accountable entities have varying needs for financid reporting. For example, one of the
Differentia Reporting options dlows an entity to follow the cash basis of accounting for income
taxes. An entity’ s owners might believe that recording future income taxes results in relevant
information, and would therefore not sdect this option. This same entity might believe thet
differentid reporting options providing relief from disclosure of fair vaue informetion are
essentid to relieving the burden of financid reporting, and would be free to adopt differentia
reporting options that are useful.

Critics of the selective gpplication gpproach note that inter-company comparability is potentidly
log. We understand that comparisons amongst non-publicly accountable entities are relatively
infrequent. Occasondly, lending officers compare the financid statements of different non-
publicly accountable enterprises. However, in most cases, differentia reporting in practice gives
lending officers the information they need, as differentid reporting options are established largely
based on their information needs.
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Quedtion 5b. If an SME ispermitted to revert to an IFRS, should it be:
(@ required torevert totheIFRSIin itsentirety (a standard-by-gandard approach);

(b) permitted torevert to individual principlesin the IFRS without restriction while
continuing to follow theremainder of the SME version of the IFRS (a principle-by-
principle approach)

(©) required torevert to all of the principlesin the [FRSthat arerelated to the treatment in
the SME verson of that |FRS while continuing to follow the remainder of the SME
version of the IFRS (a middle ground between a standar d-by-sandard and principle-
by-principle approach)?

Please explain your reasoning and, if you favour (c), what criteria do you propose for
defining “related” principles.

We do not agree with dterndive (8), for the reasons expressed in the response to Question 5a. In
addition, we do not believe that this dternative is operationd unless each IFRS has dearly

defined bounds that cover al aspects of the rlevant accounting. For example, financid
indruments standards are, presently, contained primarily in two IASs (32 and 39). A standard-by-
sandard gpproach would alow an entity to consider disclosure and presentation separately from
recognition and measurement, purely as aresult of the structure of the underlying standards.

If dternative (c) were to be adopted, we agree that it would be necessary to establish clear criteria
for defining “rdaed” principles

Question 6. Do you agreethat development of IASB Standards for SMEs should gart by
extracting the fundamental concepts from theFramework and the principlesand related
mandatory guidance from IFRSs (including I nter pretations), and then making
modifications deemed appropriate? If not, what approach would you follow?

We do not agree that extraction of the fundamenta concepts from the framework is necessary in
developing SME sandards. Extracting fundamenta concepts runs the risk of using different
words to say the same thing, and may have limited vaue since a SME would be required to refer
to full IFRSs when SME standards do not provide guidance.

We bdieve tha the IASB should consider the gpproach followed inimplementing and
maintaining Canadian Handbook Section 1300. This gpproach would involve gpplying a
cost/benefit modd to exigting IFRSs, to determine where exceptions to the generd requirements
are required.

fio] gt
[’il‘g’

Page 8



IASB Preliminary Views on Accounting Standards for Small and Mediumsized Entities
AcSB Staff response

Question 7a. Do you agreethat any modificationsfor SMEsto the conceptsor principlesin
full IFRSs must be on the basis of the identified needs of usersof SME financial statements
or cost-benefit analyses? If not, what alter native bases for modifications would you
propose, and why? And if so, do you have suggestions about how the Board might analyze
the costs and benefits of IFRSsin an SME context?

We agree that the basis for modifications from full IFRSs should be based on the needs of users
or codt/bendfit andyss. We note that analyzing cost/benefit is a subjective exercise and for
purposes of obtaining consistent modifications for SMEs we urge the IASB to develop a
cod/benefit decison modd smilar to that outlined in the bad's for condusions to Section 1300 of
the CICA Handbook which gates.

65 Comparing the costs and benefits of an accounting standard, or of arequirement within a
dandard, is a complex task. Despite severd efforts to rationdize the gpproach, it remainsa
judgmenta process as acknowledged in FINANCIAL STATEMENT CONCEPTS, paragraph
1000.16, and equivdent materid published by other sandard setters.

66 To ensure maximum condstency in decisons, the Differentid Reporting Advisory
Committee and the AcSB gpplied the evauation process described below in reviewing
various potentid differentia reporting options. The benefits to the users were assessed in
relation to three of the four fundamenta qualitative characteristics of financia information set
out in FINANCIAL STATEMENT CONCEPTS, Section 1000: understandatiility, rlevance,
and reliability. Comparability was not used as a criterion because it fundamentaly conflicts
with providing accounting dternatives. However, as previoudy discussed, GAAP dready
dlows for dterndive trestments in a number of circumstances. When aconflict arises
between the characteridtics of relevance, rdiability, comparability and understandability, a
trade-off needs to be found that enables the objective of financid Satements, i.e, decison
usefulness, to be met. The assessment of benefits was made in relaion to the two identified
groups of users of the financid statements of non-publicly accountable enterprises: the non-
managing owners and the creditors.

67 The cods of complying with individua accounting requirements were broken down into
the following categories preparation costs, communication costs (when gppropriate),
specidized expertise costs and related audit or review costs. Costs and users benefits were
welghted on athree-point scale (low, moderate, high). The following Situations were agreed
upon asindicating a potentid need for a differentia reporting option:

*  Low bendfitsand low, moderate or high cogts of compliance cdl for adifferentid
treatment.

*  Moderate benefits and moderate or high costs of compliance cdl for adifferentiad
treatment.

»  High benefits and high cogts of compliance & most leed to asmplified trestment
producing not Sgnificantly different results.

68 The Differentid Reporting Advisory Committee and the AcSB will apply the same
evauation processto consder differentia reporting issues as new accounting standards are
developed, so that such issues may be considered in atimely and condstent manner.
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Question 7b. Do you agreethat it islikely that disclosure and presentation modifications
will bejustified on the basis of user needs and cost-benefit analyses and that the disclosure
modifications could increase or decreasethe current level of disclosurefor SMES? If not,
why not?

We agree that the disclosure and presentation modifications could increase or decrease the
current level of disclosure for SMES, depending on the needs of SME financid satement users
and cost/benefit analysis of particular IFRSs.

Question 7c. Do you agreethat, in developing standardsfor SMEs, the Board should
presume that no modification would be made to the recognition or measurement principles
in IFRSs, though that presumption could be overcome on the basis of user needs and a cost-
benefit analyss? If not, why not?

We believe that recognition and measurement differences should not be precluded. We beieve
that each IFRS should undergo a SME cost/benefit anadlyss. If recognition and measurement
differences are necessary to make GAAP viable for SMEs, then the IASB should adopt these
differerces. It might be the case that recognition and measurement differences require satisfying
ahigher cost/bendfit threshold. Specific objectives set out in preiminary view 2 might require
different weighting for recognition and measurement differences as compared to disclosure
differences. For example, the ‘ease of trangtion’ objective might be given alow weighting for
disclosure and presentation differences and a high weighting for recognition and measurement
differences.

There are many who beieve that without recognition and measurement differences any
‘differentid reporting’ regime has limited usefulness. This may be especidly true as accounting
sandards are continuing to move toward ‘fair value' as abass for measurement. We beieve
that, in cartain cases (e.g. private equity), ‘fair vaue for SMEs might not dwaysresult in
reliable information within the cost/benefit congraint. The bendfits of ‘fair vdue may dso be
different for SMEs because the users are mainly lenders who aren't interested in current values.
DRAC usudly chalenges accounting sandards thet require fair value (for recognition,
measurement or disclosure) when fair vaue is not reedily observable or determingble without
incurring Sgnificant costs

Question 8a Doyou agreethat IASB Standardsfor SMEs should be published in a
separ ate printed volume? |If you favour including them in separ ate sections of each IFRS
(including Inter pretation) or some other approach, please explain why.

We do not agree that a separate set of financia reporting Sandards published in a separate
volume or extraction of fundamenta concepts in IFRSs s necessary to accomplish the god's of
SME gandards We believe that extracting fundamental concepts and housing them in a separate
location runstherisk of usng different words to say the same thing, and may have limited vaue
ance a SME would 4l be required to refer to full IFRSs when SVIE sandards do not provide
guidance.
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In Preliminary View 1.1, the Discussion Paper notes that full IFRSs are suitable for dl entities.
Under this view, we bdieve that alimited number of exceptionsto full IFRSs would accomplish
the gods of SME standards, without requiring a separate set of financid reporting sandards.

The Discusson Paper prdiminary views regarding mandetory falback and optiona reverson to
full IFRS supports not publishing SME sandards in a separate volume. Placing the
differences/exceptions available to SMEsin the respective sandards would dlow the differences
to be more reedily gpparent, dlows consgstent language, and would reduce the amount of cross-
referencing.

Question 8b. Do you agreethat IASB Standardsfor SMEs should be organised by
IASIFRS number rather than in topical sequence? |If you favour topical sequence or some
other approach, please explain why.

As expresad in the response to Question 8a, we do not agree with publishing a separate volume
for SMIE stlandards. Assuming the |ASB adopts a separate volume of SME standards, we agree
that these standards should be organized by rdated IASIFRS number. Thiswould alow for
quick reference between full and SME gandards.

Question 8c. Do you agreethat each IASB Standard for SMEs should include a statement
of its objective, a summary and a glossary of key terms?

As expressed in the response to Question 8a, we do not agree with publishing a separate volume
for SVIE slandards. Assuming the IASB adopts a separate volume of SMEE standards, we agree
that eech SVIE stlandard should include a satement of its objective, a summary and key terms.
Thisinformation would help reeders better understand the purpose and intent of each sandard.

Question 9. Arethereany other mattersrelated to how the Board should approach its
project to develop sandardsfor SMEsthat you would like to bring to the Board’'s
attention?

Standards overload is particularly acute for many SMEs and their accountants. The spoeed with
which new or revised sandards are being adopted for SMESs does not have to be the same asfor
public companies. There cauld be ddayed implementation for SMES, in order to benefit from
lessons learned from implementation by public companies.
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