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The DRSC (Accounting Standard Committee of Germany) welcomed Paul Pacter
and the participants. The basis of the discussion was the staff draft of the ED-IFRS
for SMEs (and the implementation guidance) published in November 2006. The
DRSC had prepared a paper in advance, which outlined some of the widely dis-
cussed issues.

Paul Pacter started out by introducing the background of the project and the devel-
opment of the ED-IFRS for SMEs. He explained the reasoning on which the IASB
based its decision. According to Paul Pacter there was one issue left to be discussed
at the IASB Board meeting in January (deferred tax). However, he expected the final
ED to be posted on the website on 1 February 2007. The printed version would be
out in the middle of February.

Following Paul Pacter’s introductory remarks, the participants each introduced them-
selves and laid out their particular interest in the ED-IFRS for SMEs, their first im-
pressions about the ED, background information about the accounting environment
in Germany or problems they faced with IFRS in general. The following main aspects
were discussed during the three sessions (however, not every issue was discussed
in every session):

SME environment in Germany and purpose of financial statements by German
SMEs

In Germany SMEs do not primarily prepare financial statements for information pur-
poses. Since IFRS and IFRS for SMEs are for information purposes only, there is
some kind of general contradiction between the German accounting environment and
the objective of IFRS. While most participants agreed that changes to the current
situation are needed, they raised questions as to which requirements SMEs really
need and what kind of information various groups of users need. Only then could be
decided on which accounting changes should therefore be implemented.

Participants illustrated possible alternatives. One of them included extending the ap-
plication of IFRS (e.g. to annual accounts) and hence fully orientate towards IFRS for
SMEs as well. However, at this stage participants tend to favour modernising national
GAAP as this would allow a more gradual change for SMEs. Legal requirements
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could be more specifically adapted to national particularities (e.g. consideration of tax
link). Hence, in Germany the IFRS for SMEs would be competing with the govern-
mental project to modernize German GAAP (HGB).

Many participants explained that numerous SMEs prepare financial statements for
tax purposes only. It would significantly increase the burden for those small compa-
nies (sometimes only a few employees in total) to prepare financial statements in ac-
cordance with tax requirements and HGB as well as the IFRS for SMEs. Thus par-
ticipants predict low acceptance of the IFRS for SMEs in Germany and other parts of
the EU.

Paul Pacter remarked that those kinds of companies are not companies that the
IASB is developing this standard for. The IFRS for SMEs is intended for “general
purpose financial statements”. Companies preparing financial statements only for tax
purposes are not within the scope of the IFRS for SMEs.

A recently passed law now requires all limited liability companies to file their financial
statements on a governmental website. This is perceived as a major problem as Ger-
man companies are traditionally reluctant to provide company information as they
find that sensitive with regard to competition. Problems especially arise for family-
owned companies (e.g. with regard to related party disclosures). As mentioned be-
fore, IFRS on the other side are solely information oriented and require numerous
disclosures. The disclosure requirements are still too onerous and not suitable for
SMEs.

Some illustrated another problem in Germany: on the one side the financial reporting
environment is changing quickly. However, on the other side corporate law and tax
law have not yet been adapted to these changes. Therefore the situation for German
SMEs appears to be quite critical.

Moreover, participants referred to the European discussion about reducing the bu-
reaucratic burden on SMEs. Looking at the IFRS for SMEs it does not seem to be in
line with such an initiative as it is still too burdensome for preparers of financial state-
ments in accordance with IFRS for SMEs.

Nevertheless participants also described the advantages of a uniform accounting
model in Germany or Europe respectively. A bank representative supported this view
as it would be easier for banks to assess financial statements. To train staff on vari-
ous accounting systems worldwide is inefficient for banks. He also made clear that
transparency is most important for banks. However, so far German banks do not en-
force application of IFRS. Participants generally agreed that German GAAP needs to
be modernized in this respect (e.g. disclosures).

Participants explained that generally there is little knowledge of international account-
ing standards in SMEs, SMPs and banks respectively. Some fear that Germany
might lack possibilities to actively take part in the process of designing the IFRS for
SMEs.

Due Process at the IASB

Several representatives of SMEs (or larger family owned companies) and SMPs
pointed out that regarding the due process there is room for improvement. So far
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(non-managing) shareholders have not been included in the discussion. It was re-
ferred to the private company advisory committee of FASB and AICPA. Paul Pacter
clarified that the private company advisory committee has only recently been formed,
while the working group of the IASB has worked on the issue since three years.
Moreover, FASB’s advisory committee had come to the conclusion that - although
there is need for disclosure simplifications - recognition or measurement require-
ments could stay unchanged. Paul Pacter added that he would be very happy to re-
ceive ideas on how to reach (individual) investors. He was preparing a summary of
the ED-IFRS for SMEs and would appreciate this summary being distributed to as
many investors as possible.

Participants added that companies have not been widely involved in the process. It
was suggested that there should be more SMEs represented not only in the working
group but the IASB itself or a specific advisory group. It was agreed that some SMEs
would benefit from the change to IFRS as they might be highly internationally active;
they could also benefit from aligning internal (management) accounting and external
accounting. A participant pointed out that furthermore it would be beneficial for some
SMEs to end tax oriented accounting. However, a vast majority of SMEs cannot cope
with the current requirements. Their specific needs should be considered. This
should include structural changes to the responsible institutions (SAC; IASB; etc.).

Scope

Participants:

Large parts of the discussion were dedicated to the scope issue. It was asked what
exactly SMEs are supposed to be. In Germany some family owned companies could
be very large, which overall results in a broad range of companies possibly being
within the scope of the SME standard. As a result it was questioned, whether non-
publicly accountability really is the best criteria. It is crucial that all speak about the
same range of companies when discussing specific aspects of the ED-IFRS for
SMEs.

Many stated that only a clarification of scope could result into clear requirements for
the SME standard. For Germany many support a “three-tier-system” under which —
generally speaking — large companies apply full IFRS, medium-sized companies ap-
ply German Commercial Code (HGB) or IFRS for SMEs and small companies would
not have to prepare commercial financial statements but for tax purposes only (be-
cause they rarely have external users).

A bank association representative asked why small banks would be excluded from
the scope of the IFRS for SMEs. There were some banks with only about 20 employ-
ees — there does not seem to be a convincing argument for them to prepare IFRS
financial statements instead of applying IFRS for SMEs. In addition, banks are su-
pervised by the Federal Financial Supervisory Authority (BaFin). In the view of this
representative, the requirements steming from public accountability are therefore
met.

One participant expressed concerns with regard to the scope in general. Due to the
width of possible SMEs there would be no workable/applicable criteria or factor for
the cost-benefit-considerations the IASB wanted to base its decision about simplifica-
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tions for SMEs on. The SME standard would be lacking “scalability” with regard to the
cost-benefit-criteria.

Paul Pacter:

There was and is much discussion about the scope of the IFRS for SMEs. The IASB
concluded that they should not have quantified size criteria. The IASB agreed on the
non-publicly accountable definition, nevertheless reduced the criteria to “listed enti-
ties” and “fiduciary capacity”. The question had also been raised whether small listed
entities should not be allowed to use the IFRS for SMEs as this would raise the qual-
ity of reporting for those small entities. This was especially raised by Latin American
and Asian countries. Along the same line some argued that banks should not auto-
matically be excluded from the scope of the IFRS for SMEs. However, so far the
IASB has decided that these entities (any listed entity and banks) would not be eligi-
ble to apply IFRS for SMEs.

External User

Participants:

Some pointed out that the SME standard seems to be based on a misunderstanding
about the external users of financial statements of SMEs. From some participants’
perspective banks cannot be counted as external users as they can get any informa-
tion needed. A bank representative explained that this is not necessarily the case
and they very often have to rely on whichever information they would get in the finan-
cial statements. Paul Pacter explained that this was also what he had heard from
bankers earlier on. A bank representative added that not just content of financial
statements was decisive for banks. Moreover, timeliness and reliability were crucial
for banks. SMEs tend to prepare financial statements quite late. However, this was
nothing to be solved in an ED-IFRS for SMEs.

It was added that SMEs do not have a problem with giving information to banks or
non-managing shareholders. However, all information within the financial statements
would need to be filed and therefore will be accessible to many others as well (com-
petitors, customers etc.). Information tends to be more sensitive in SMEs as they
have fewer products. As an example, a participant referred to a large listed group
which has numerous products and a user of the financial statements could not con-
clude from that information which product is most profitable. However, SMEs would
provide a different level of insight into their company by publishing similar financial
statements.

With respect to external users one participant questioned whether the SME standard
really incorporates different user needs. For example, requirements for business
combinations in the SME standard contain the same recognition and measurement
principles, which implies that users of SME financial statements are equally inter-
ested in purchase price allocation (evaluation of all intangibles) etc.

Paul Pacter:

It was explained that EUROSTAT was consulted. They laid out that in 12 EU-
member states 40 to up to 85 % of the SMEs (including micros) had bank loans.
Thus, banks seemed to be an important external user. More so since banks have
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claimed to not always be in the position to require all information needed to evaluate
a company.

Disclosures

Participants:

Current disclosure requirements within the ED-IFRS for SMEs are too detailed and
give too detailed information and too deep an insight into a small or medium-sized
company. This is problematic with regard to competitors and also customers. “Dis-
continued operations” were brought forward as an example. Others added that SMEs
have major problems getting all information (e.g. from subsidiaries or associates).

While in general it is problematic for SMESs to not only inform their banks, but give
information to competitors as well, related party disclosures were mentioned to be
especially problematic. This is true especially for family owned companies. However,
it was also pointed out that the EU had amended the fourth and seventh accounting
directives by additional disclosure requirements for related parties.

Paul Pacter:

Paul Pacter encouraged all participants to go through the disclosure checklist and
indicate in their comment letters the specific disclosures that are too burdensome for
SMEs or which are “commercially harmful disclosures”. While he acknowledged that
some disclosures are “competitively harmful” especially if family owned businesses
are affected, he was wondering why the government decided to require these com-
panies to have their financial statements registered on the governmental website.
This seems to be an indication that government feels that there is public interest in
this kind of information.

Stand alone SME standard / Options

Participants:

Many participants remarked the importance of a true stand alone SME standard.
Therefore cross-references in the standard are problematic since changes in IFRS
need to be considered in SMEs as well (this is true for single IFRS or specific options
that the SME standard refers to). In this context it was also noted that the “volume” of
the SME standard is not the only crucial criterion. According to the participants it
would be more important to have a stand alone document.

With regard to the options it was mentioned by a company association that they
should be eliminated since SMEs would otherwise be forced into reading full IFRS in
order to evaluate the spectrum of options in full. If options were to be included in the
SME standard they should either be part of an appendix or an appropriate SME ver-
sion should be included instead of references to full IFRS. This would ensure that the
SME standard was truly stand-alone. One bank representative supported deleting all
options as for users of financial statements the comparability is most important. The
fewer options the higher the comparability of financial statements.
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Paul Pacter:

Compared to the beginning of this project some years ago the IASB is now much
more aware of the need for a stand-alone standard. The IASB has tried to ensure
that SMEs will be able to prepare financial statements by consulting the SME stan-
dard only (e.g. recent change with regard to the hierarchy, which does no longer re-
quire looking to full IFRS in case of a provision gap). In addition they provided illus-
trative model financial statements and further down the road will have some more
educational guidance on the SME standard.

Regarding the options each country can choose to delete them or decide which of
the available options to be included in the SME standard. Any SME standard without
(or with fewer) options would still be in accordance with all the requirements of the
IFRS for SMEs.

Maintenance of SME standard

Participants:

The stability of the IFRS for SMEs will be crucial. The standard should be far more
stable than full IFRS. Participants would prefer amendments to the SME standard
only every 3 — 4 years rather than the suggested “every other year”.

Paul Pacter:

Reported about FRSSE and how this UK-standard also provides for updates every 2
years. Experience has shown that only after 4 years this standard has been updated
again — there was no need to do so earlier. He hopes that this will be similar with the
SME standard.

Equity / Liability

Participants:

Almost all participants explained that the main problem for SMEs arises from the eg-
uity/liability definition. Unfortunately this issue will not be sufficiently solved by the
proposal laid out in ED-IAS 32 financial instruments puttable at fair value. It is difficult
to communicate that a common legal form of SMEs (private limited partnerships, KG
and cooperatives) would have present share capital as liabilities. Even though some
feel this is more of a presentation issue, there are subsequent issues involved, e.g.
need to treat dividends as interest expenses etc.

It was remarked that this is not however a “blanket-decision” as this issue is different
depending on the individual contracts in the company. All participants feel that this
will be a crucial issue to resolve for SMEs in Germany as otherwise there will be no
motivation to apply neither full IFRS nor IFRS for SMEs.

One participant suggested adapting the framework so that different definitions for
assets/liabilities and therefore equity would be possible.
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Paul Pacter:

Paul Pacter confirmed that the IASB was very well aware of the issue. However,
since this definition effects not only the SME standard it needs to be resolved more
generally by including full IFRS. So far all that could be done was to include a foot-
note within the SME standard explaining that the IASB is discussing the issue. Fur-
thermore, he acknowledged that the ED-IAS 32 does not sufficiently solve the prob-
lem. Nevertheless, this would need to be part of the overall project (including
thoughts on framework), which is a joint project with the FASB and might therefore
take some more time to resolve.

IASB would only address an issue within the SME project, if it is a special issue to
SMEs. Even though SMEs are typically structured as the company forms affected,
this is not an SME-specific issue.

With regard to changes to the framework, Paul Pacter explained that IASB strongly
opposed the idea of having different definitions for assets and liabilities and equity in
full IFRS and IFRS for SMEs. In fact, IASB members were quite concerned about
any accounting changes (despite disclosure changes) as they might affect the cur-
rent definitions in the framework.

Deferred taxes

Participants:

Many highlighted IAS 12 deferred taxes as one of the main problems when applying
full IFRS. Participants were divided on the specific simplifications achievable in an
SME standard. In Germany the temporary concept is perceived as being superior to
the timing concept as SMEs have a tax balance sheet to derive the differences from.
However, others acknowledged that the timing concept would be much easier to ap-
ply if no such tax balance sheets were available, which seems to be the case in
many other countries.

In addition participants explained that deferred taxes were only to be understood if
companies made extensive disclosures. This would enhance the burden for SMEs
with regard to deferred taxes. Moreover, it becomes increasingly problematic the
more jurisdictions a company needs to consider.

Participants commented on the number of years that deferred tax assets should be
recognised for. Even though IAS 12 does not provide the basis to result in a cut off
after a particular number of years it is obvious that it is harder to prove the existence
of deferred tax assets if they are only to be recovered in the distant future. The par-
ticipants agreed that in general measurement of deferred taxes is too difficult.

With regard to the burden of IFRS, one participant explained that companies usually
buy tools to apply IAS 12 (which can range from 60.000 — 100.000 €). Next to the
financial burden it is onerous for SMEs to create an artificial tax environment. It was
doubted that deferred taxes are relevant information for the users. A rough estimate
should be sufficient for SMEs. For example a 5 year planning is unrealistic for SMEs.
It was also suggested that reconciliation of deferred tax should not be included in the
notes.
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Paul Pacter:

Even though the IASB has discussed deferred taxes in detail, the IASB rejected the
suggested “flow through method”. Following this method companies would not have
to accrue any deferred taxes. It was argued that a company does not have any as-
sets or liabilities if it paid all taxes for the year. The counter argument proving that
either assets or liabilities would exist and hence need to be recognised was that com-
panies were allowed to e.g. accrue profits under the PoC-method and would conse-
guently need to accrue deferred taxes as well.

IASB concluded that deferred taxes provide an important insight into the tax man-
agement of a company. In addition, liabilities should be shown on the balance sheet
not off the balance sheet. A major requirement by banks was to have no off balance
sheet liabilities.

An important simplification with regard to deferred taxes is a transition exemption ac-
cording to which existing differences between tax basis and carrying amount of as-
sets and liabilities do not need to be considered when applying IFRS for SMEs for
the first time (unless readily determinable).

Overall, Paul Pacter remarked that he would welcome any specific simplification sug-
gestions which keep the underlying principle (accruing deferred taxes).

Goodwill

Participants:

Many observed that a major issue for SMEs would be to subsequently measure the
goodwill through an impairment test. Paul Pacter explained that the IASB views the
indicator approach as an important simplification compared to annual impairment
testing. People tend to mistake the amortisation approach. Amortisation would not
mean: no impairment test at all. Companies would still have to evaluate whether the
goodwill has been impaired. He did agree though, that impairment (and consequently
impairment testing) was less likely if goodwill was amortised over a period of time.
Participants explained that goodwill needed to generally be tested for impairment
under HGB as well (although this would not often result in impairment, as this was
prevented by annual amortisation).

Overall participants preferred the indicator approach over the annual impairment test.
However, they believe that the amortisation model (including the revision of the carry-
ing amount to ensure the lower of cost or market-concept) was the better model for
SMEs. It was said that an impairment test requires valuation experts which implies a
high financial burden for SMEs.

Paul Pacter:

Most people (comment letters or round-tables) have said to favour the amortisation
model. However, the IASB had several reasons for rejecting the amortisation ap-
proach. First of all SMEs would still have to see if there were indicators for additional
impairment. Second of all users of financial statements (analysts and banks) have
said that amortisation had no informative value (in fact banks have said that the
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goodwill does not have informative value at all). Nevertheless, this issue is very likely
to be brought up again in many comment letters and the round-tables. Thus, the
IASB will need to discuss this again.

Financial instruments

Participants:

Support was expressed for the short-cut method (hedge accounting) which the IASB
has recently rejected. It seems as though there would not be real benefit in a simpli-
fied effectiveness test as companies either need to measure the effectiveness or they
do not.

Paul Pacter:

The IASB argued that only few companies in the US (were the short-cut method is
applied) can actually benefit from this model as it is very restrictive. The simplification
achieved is that ineffectiveness does not need to be measured any time during the
year but only at the end of the year. Thus SMEs do not need to go back in time and
measure ineffectiveness.

Questioned about whether options are hedging instruments under this concept, Paul
Pacter affirmed this. He explained that the earlier concept was much more restrictive.
The current suggestion includes options as one of the main kind of hedging instru-
ments in SMEs.

IFRS 5

With regard to IFRS 5 it was suggested to completely delete this section. Since
SMEs are not very likely to have this kind of transaction the procedure should be
simplified.

Paul Pacter confirmed that a disposal group can include inventories. This is not very
clear from IFRS 5, but it is included in the example to IFRS for SMEs.

Experiences / Conversion issues

Some participants reported about their experiences (or the experience of their cli-
ents) with changes to full IFRS. Some concluded that companies should not change
to IFRS if they did not have to. It would be too complicated and too costly. Asked
about the specific complications they replied that deferred taxes (especially on loss
carryforwards), classification of equity/liability and fair value measurement (e.g. in-
vestment property) were problematic. It was pointed out that there is no requirement
to measure investment property at fair values under IFRS. Hence, companies were
likely to assess the benefits (fair values in the balance sheet) higher than the costs
(measurement of fair values).
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Others reported that the company was very satisfied with the change over to full
IFRS because they did not want tax driven HGB financial statements. On implemen-
tation, two major issues arose however: deferred taxes and disclosures.

An SME-representative explained that his company wanted to change to IFRS be-
cause US-American customers (mainly) and banks wanted to see IFRS financial
statements. However, due to the company’s legal form they would face the eq-
uity/liability issue, because of which they postponed the changeover.

Other Issues

—

Agreement that IFRS for SMEs should be principles based. So far no particular
iIssues with regard to guidance or missing examples arose.

Asked about his expectations on how many countries will use IFRS for SMEs
Paul Pacter explained that he of course cannot say for sure. However, countries
that already implemented full IFRS for all entities will look at this standard. He
added that he does not see the US demanding this SME standard as in the USA
there is no need for SMEs to prepare financial statements at all. In his opinion it
really is a “public interest issue” and a political issue. National (or European) ju-
risdictions will have to decide about the application of the IFRS for SMEs.

Despite all possible problems, it was acknowledged that there are many merits in
having IFRS as a common world-wide accounting basis (e.g. comparability, ac-
ceptance, efficiency of a uniform accounting system)

Translation of the ED-IFRS for SMEs is an important step forward; suggestion
that IASB considers accepting comment letters in other languages (Paul Pacter
explained that English is the language agreed on in the constitution).
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