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Dear Kevin
Proposed | mprovementsto International Accounting Standards

The Auditing Practices Board (APB) is the audit standard setting body for the United Kingdom and the
Republic of Irdand and we comes the opportunity to comment on the proposds published by the IASB in
May 2002, some of which are pertinent to the APB’s own work programme. This letter follows the
helpful discussonswith you on 1 October 2002.

Two exposure drafts address matters of particular interest to the APB; IAS 1 ‘ Presentation of financid
datements and IAS 8 * Accounting policies, changes in accounting estimates and errors . The matters of
most concern relate to:

INIAS L

. A need for further guidance on materidity;

. Disclosure of theleved of precison in the financid statements; and
. The ovearide provisons

INIAS8:

. The correction of errors.

Our concerns about these and other matters are explained below.

|AS 1 ‘Presentation of financial satements
(1) Guidance on materiality

The concept of materidity isfundamenta to both the preparation and the audit of financid atements. To
hdp mitigate aggressve earnings management, the APB believes that further guidance for preparers of
financid statements, aswell asfor auditors, is needed.

The Internationa Auditing and Assurance Standards Board (IAASB) has atask force that is working on
an update of Internationd Standard on Auditing 320 on materidity. The APB would encourage IASB to
liaise with that task force with the ultimate am of developing congistent guidance for preparers and
auditors of financid Satements.
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In particular, guidance is needed to emphasise the importance of consdering the nature of an item when
judging whether it would influence the economic decisons of a user of the financd satements In some
crcumstances even very smdl amounts might be materid. 1ssues that could usefully be explored in
additional guidance include:

. the legdity, sengtivity, normdity and potentid consequences of the event or transaction (e.g.
whether it affects compliance with regulaions or with loan covenants; or increases rewards for
management);

. the effect on the evduation of trends and key financid indicators (e.g. whether it masks afalureto
meet expectations of the entity in relation to the level of earnings or earnings per share, or changes a

lossinto a profit or vice versa);

. the identity of the partiesinvolved (e.g. whether externd parties to transactions are related to
members of the entity’ s management);

. the particular financid statement items affected and the perceived sgnificance of the item to users
of thefinancid gatements;

. whether theitem is capable of precise measurement or whether it arises from an estimate and, if so,
the degree of imprecison inherent in the estimate (see dso our comments below on the disclosure of
accounting policies and measurement uncertainties).

Disclosure of the level of precison in the financial statements

Paragraph 44(e) of the exposure draft of IAS | (revised) requires disclosure of ‘the level of precision used
in the presentation of the amounts in the financial statements'. It isnot clear exactly what isintended by
this. Theterm *precison’ is normaly used to describe aleve of accuracy and, in some respects, is akin to
the term ‘materidity’. Disclosure of the levels of materidity used by management when, for example,
meking judgments and preparing accounting estimates affecting the information presented in the financia
gatements could be very helpful to auser of those financid statements, athough clearly there would need
to be further guidance for preparers. Care would be needed in making the disclosure asin practice
different levels of materidity will be gppropriate to different itemsin the financid statements depending
on the nature of the items and the circumstances.

However, the text in paragraph 46 of the exposure draft appears to suggest that the term ‘precison’ is
actudly intended to mean the leve of rounding used in presenting the financid statements (i.e. whether
the amounts are rounded and presented in thousands or millions etc.). If thisis the case, then the term
‘precison’ may be the wrong one to use and ‘order of magnitude and rounding’ may be more suitable.

The definition of materiality

When consdering the materidity of anitem it isimportant to have regard to both its Sze and nature. In
relation to this, there is an inconsgstency in the way materidity is defined in IAS| (in both the extant
gandard and the exposure draft) and in the * Framework for the preparation and presentation of financia
datements (the Framework) see the attachment to thisletter. The APB supportsthe definitionin IAS 1,
which refers to both Sze and nature, rather than the definition in the Framework, which does not refer to
the nature of an item.
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If it isimpracticable for IASB to amend the Framework a thistime, it would help if the definition in IAS

| could be broadened to define materidity generdly and not just in the context of aggregation and
disclosure of itemsin the financid statements. Thiswould help to ensure that, when consdering issues
such as misstatements and uncertainties rel ated to measurement aswd| as disclosure, due regard is given
to the nature of an item aswell asitssze.

The application of accounting standards to immaterial items

The rubric at the start of each exposure draft statesthat * International Accounting Sandards are not
intended to apply to immaterial items (see paragraph 12 of the Preface).” However, the revised Preface
published in May 2002 does not include a reference to materidity. Consequently, it isnot clear whether,

in future, the exemption from gpplying IASs to immeaterid itemswill continue. We note thet paragrgph 27

of the proposed revison of IAS 1 gates that * Applying the concept of materidity means that the specific
disclosure requirements of Internationa Financia Reporting Standards and Interpretations of those
Standards need nat be met if the resulting information is not materid’, but this does not provide a

complete exemption from goplying Standards and Interpretations to immeaterid items (e.g. measurement
requirements would sill gpply).

The APB would be concerned if the intention is to remove the exemption. It would be reasonableto
encourage the gpplication of accounting standards to immaterid items but unreasonable to mandate such
compliance where, for example, the costs may outweigh the benefits. Also, consderation should be given
to how compliance with a principle that accounting standards should apply to immeaterid items could be
enforced. Auditors only qudify ther opinion on the financid statements on grounds of non compliance
when they congder the effect to be materia such asto influence the economic decisions of userstaken on
the basis of the financid statements.

Further guidance on materidity (see above) could hep prevent ‘immateridity’ being used as an improper
excuse not to gpply accounting standards.

(2 Fair presentation

Link of presumption to override provisions

It would be helpful if there was a dlearer link between the wording of the presumption sated in the last
sentence of paragraph 10:

‘The gpplication of International Financid Reporting Standards and Interpretations of those
Standards, with additiond disclosure when necessary, is presumed to result in financid Satements
that achieve afair presentation.’

and paragraphs 13 and 14, to meke it clear that there may be extremely rare circumstances where the
presumption should be overridden.

Additional disclosure and national prohibitions againgt override

If the objective of harmonisation of accounting requirementsis to be achieved, the revised IAS 1 should

not provide for dternative treatments according to the regulatory framework of the country in which the
financid atements are issued. Whilgt it may be necessary in some
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drcumstances to supplement the application of accounting standards with additiond disclosures to
achieve afair presentation, it should be made clear that in the extremdy rare circumstances where
accounting standards need to be overridden to achieve afar presentation, application of the override
cannot be avoided by making additiond disclosures. Accordingly, the words ‘if the relevant regulatory

framework requires or otherwise does not prohibit such adeparture’ at the end of paragraph 13 should be
deleted and paragraph 15 should be deleted entirely.

Thelagt sentencein paragraph 14 of the extant IAS 1 should beincluded in the revised IAS:
‘The exigence of conflicting nationa requirementsis not, in itsdlf, sufficient to justify a departurein
finendd statements prepared using Internationa Accounting Standards’

Thewording in paragraph 12 of the extant IAS 1 ‘ Ingppropriate accounting trestments are not rectified
ether by disclosure of the accounting policies used or by notes or explanatory materid.’ should dso be

incdluded in therevised IAS,

Use of theterm ‘true and fair’

For the avoidance of doubt it would be hdpful if the revised Standard mede dear, possibly by way of a
footnote to paragraph 10, that the term * show atrue and fair view’ is an acceptable dternative to ‘ present

fairly’. The equivdence of these termsis recognised in paragraph 461 of the Framework.

(3) Disclosure of accounting policies and measur ement uncertainty

The APB welcomes, in principle, the IASB’ s proposals set out in paragragphs 108 to 115 of the exposure
draft of IAS 1 regarding the disclosure of information concerning management’ s judgementsin choosing
accounting policies and the disclosure of key measurement assumptions. The disclosure of information
concerning such judgements applied by management, induding the senstivity to the underlying
assumptions and the range of possible outcomes is essentid for afull understanding of the financid
Satements.

The fallowing suggestions may hep to improve the qudity of the information that management decidesto
disclose.

Requiring a linkage with the entity’ s business plans

The Framework states that * To be relidble information must represent faithfully the transactions and other
eventsthat it either purports to reresent or could reasonably be expected to represent’ (paragraph 33).
Higtoricd information is concerned with what has happened and so whether it faithfully representsiits
subject matter is a question that can be gpproached on the basis of evidence about pest transactions and
events. However, measurement assumptions are about the future and guidance would be helpful asto
what process management should use to develop and support their assertions.

! Paragraph 46 of the Framework states: ‘Financial statements are frequently described as showing a true and fair
view of, or as presenting fairly, the financial position, performance and changes in financial position of an
enterprise. Although this Framework does not deal directly with such concepts, the application of the principal
qualitative characteristics and of appropriate accounting standards normally results in financial statements that
convey what is generally understood as a true and fair view of, or as presenting fairly such information.’
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In our view there should be arequirement for the information provided in meeting the requirements * of
paragraphs 108 and 110 of the exposure draft of IAS 1 to be supported by the entity’ s Srategies, plans and
risk anadlysis and to be congstent with planned courses of action published dsewhere by the entity.

Subsequent validation

Paragrgph 112(d) suggests that an explanation of changes made to past assumptions may be one of the
disclosures made. The APB would like to see such disclosures devated in Satus to being a requirement of
the Standard (i.e. st out in bold text). Management should be held to account for the judgements thet they
have made and changes thereto.

Broadening the scope of paragraph 110

It is not entirdy clear to us why paragraph 110 redtricts itsdf to measurement uncertainty relaing to:
¢ adsand lidbilities and

. the next financid year.

The APB recommend that these regtrictions be removed from the Standard because:

. there may be measurement uncertainty with respect to items of income and expenditure that are not
reflected in ether assets or liabilities. For example there may be uncertainty over the ultimate
measurement of revenue reating to aproject. All the billed revenue may have been received and
other possible amounts of revenue may be so uncertain in their receipt thet they do not meet the
recognition criteriadf areceivable. Under these circumstances any measurement uncertainty would
not relate to the carrying amount of an asst or aliability and therefore would not fall to be disclosed
under the requirements of paragraph 110;

. many uncertainties extend well beyond the next financia year and it seems arbitrary to sdlect such a
threshold. If our comments on making the linkage with the entity’ s business plans were to be
accepted then the APB consider that a better threshold would be the period covered by such plans

(4 Going concern

Paragraph 19 dates‘In ng whether the going concern assumption is gppropriate, management takes
into account dl available information about the future, which is a leadt, but is not limited to, twelve

months from the balance sheet date’” The period of twelve months from the balance sheet date will, for
some entities, extend only areatively short period past the date the financid Satements are actudly

Issued and, in consequence, be of little value to auser of those financid statements. The APB believes
that alonger period for congderation would be more gppropriate.

The Statement of Auditing Standards on going concern (SAS 130) that we issued in 1994, and with which
auditorsin the UK and Republic of Irdand are required to comply, requires that:

‘If the period to which the directors have paid particular attention in assessng going concarn isless
than one year from the date of approva of the financid datements and



6

the directors have not disclosed thet fact, the auditors should do so within the section of their report
Setting out the bags of their opinion ...

There are relatively few ingtances where auditors make such disclosure. This suggests that management

generdly are able to congder aperiod of a least one year from the date of gpprovd of the financiad
gatements. The APB recommend that IASB refersin paragraph 19 of IAS 1 to twelve months from the
date of approva rather than twelve months from the baance sheet date.

(5 Responshbility for thefinancial satements

It is essentid to make clear who has responghiility for the preparation and presentation of the financid
gatements. The wording in paragraph 6 of the extant IAS 1 should be included in the revised IAS. *The

board of directors and/or other governing body of an enterprise is responsible for the preparation and
presentation of its financid statements” There are SO many user misconceptions about who has ultimate
responghility for the preparation of financid statements that any means of claification is welcome.

|AS 8 ‘ Accounting Policies, Changes in Accounting Estimates and Errors

Definition of ‘errors

It isnot hdpful for the term “errors by definition to be related solly to prior periods (paragraphs 3 and
34). It would be more gppropriate to use aterm such as ‘ prior period errors . Thiswill hdp avoid possible
confusion during the preparation, and audit, of financid statements when congdering errors relating to the
current period, aswell as any errors rdating to prior periods.

Correction of errors

Paragraph A13 of the appertix to the exposure draft Sates that ‘ The Board aso proposes to diminate the
diginction between fundamenta errors and other materid errors. Under this amendment dl materia

errors would be trested in the same manner as afundamenta error ... However, it isnot clear from the
wording of paragraph 32 that the requirement to correct errors retrospectively only gpplies to materia
errors- the requirement could be read to apply to al errors (as we have indicated above, it isnot clear
whether the current exemption from goplying IASs to immaterid items will continue in the future).

The APB disagrees with the proposd in paragrgphs 32 and 33 that al errors shal be accounted for
retrospectively. The APB supports the current distinction between fundamenta and other materid errors
and believe that only fundamentd errors need be accounted for retrospectively.

We are concerned that, regardless of the proposed disclosure requirements, the revison would:

. result in afrequency of restatement of prior year figures that would be unsettling to users of
financid gtatements and may cause alowering in generd of confidencein financid reporting; and

. may be open to abuse and provide opportunities for aggressive earnings management.
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It is not uncommon to find errors relating to a prior period, athough we bdieve the occurrence of
‘fundamenta’ errorsto be rdatively rare. In consequence, particularly in the aosence of any materidity
condderation, comparative amounts would be restated rdaively frequently. This may have asgnificant
impact on the perceptions of users of the financid Statements.

Opportunities for aggressive earnings management may be seen in the ability to make errorsin one period
and then correct them in a subsequent period, by restating the comparative amounts or opening baance of
retained earnings, without affecting the reported earnings of the subsequent period.

Accounting estimates

The APB is generdly supportive of the improvements that arc proposed to IAS 8. However, with regard
to changes in accounting estimates the requirements should be more robust and aigned with the
requirements for changes in accounting policy. Our particular concern isto removewhat might be
perceived as condderable flexibility in the improved IAS for management to fredly revise eimates from
one period to anather with little judtification other than a desire to present a more favourable impression.
Thismay be done, for example, where the measurement basis or method gpplied produces a range of
acceptable amounts and management move the postion within the range from which the amount included
in thefinancid atementsis taken. Significant changes in estimates may result without there being any
gpparent change in the measurement basis.

Paragraph 9 of the proposed IAS establishes as abold letter standard:
‘A changein an accounting policy shdl be made only if it:
(@ isrequired by a Standard or an interpretation of a Standard; or

(b) resultsin amore rdevant and religble presentation in the financid statements of the effects of

transactions or other events on the entity’ s financia position, financia performance or cash
flows’

Thereisno equivaent bold Ietter principle governing when changes in accounting estimates should be
meade. Paragraph 25 of the proposed IAS is not a bold letter standard but sets out the circumstances when
it is acceptable for an estimate to be revised. The APB recommends that this paragraph be redrafted asa
bold |etter principle dong the following lines

‘ An accounting estimate shal only be revised as aresult of information or experience that was not
available a the time that the previous estimate was made or on the basi's of subsequent

developments, such that a better estimate is produced.’

Smilarly, the APB recommends that paragraph 29 of the proposed |AS have added to it a requirement for
the reason for the change in estimate to be disclosed. This would dign paragraph 29 with paragraph 23
dedling with disclosures regarding changes to accounting policies. Such disdosure would aso better
endble readers of the financid statements to understand the issues affecting management’ s judgments and
to consder the qudity of governance.

It should be made clear that management revise an estimate when they are aware it is gppropriate to do so.



Unduecost or effort

A number of the proposed revised sandards permit exemption on the basis of ‘undue cost or

effort’. Thisterm is open to wide interpretation and potentia abuse. The IASB should provide
further guidance to darify the meaning of the term and give examples of when it may and may
not be an appropriate reason not to gpply a sandard.

If you congder thereisaneed for further explanation of any of our comments please contact
the APB’s Technicd Director, Jon Grant.




Attachment

| ASB definitions of materiality

IN1AS 1, maeridity is addressed in the context of congdering whether items should be presented
separady in the financia statements or aggregated. Paragraph 26 of the exposure draft states:

‘In this context, information is materid if its non-disdlosure could influence the economic decisons
of userstaken on the basis of the financid statements. Materidity depends on the Sze and nature of
the item judged in the particular circumstances of its omisson. In deciding whether an item or an
aggregate of itemsis materid, the nature and the Sze of the item are evauated together. Depending
on the circumstances, ether the nature or the Sze of the item could be the determining factor. ...

In the Framework, materidity is addressed in the context of being afactor affecting the relevance of
information to the decison making needs of users. The focusis on Sze with the nature of the information
treated as a separate factor to materidity. Paragraph 30 States:

‘Information is meterid if its omisson or misstatement could influence the economic decisons of
users teken on the bads of the financid statements. Materidity depends on the Sze of theitem or
error judged in the particular circumstances of its omission or misstatement. Thus, materidity
provides athreshold or cut-off point rather than being a primary quditative characterigtic which
information must have if it isto be useful



