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One of the key objectives of the Barosso Commission is to simplify and to reduce the
administrative burdens for companies in the EU with a target for reducing these burdens by
25% overall in the medium term. On 14 November 2006 the European Commission issued a
working document on measuring costs and reducing administrative burdens in the European
Union accompanying the Strategic Review of Better regulation in the EU. In January 2007
the European Commission issued an Action Programme.

The target has been set for all areas of European legislation which affects companies,
including financial reporting, auditing and company law. In order to initiate informal
discussions and an informal consultation of the relevant organisations the European
Commission has issued two documents: ““Simplification of accounting rules for small and
medium-sized companied — Discussion of possible amendments to the Fourth and Seventh
Company Law Directives” and ““Making an SME Audit Simpler and more Relevant, basis for
discussion (draft)”” in respectively December 2006 and January 2007. This FEE paper
contains the initial reactions of the profession to both documents.

1. GENERAL

1. FEE supports the objectives of better regulation and the simplification of administrative
burdens that are instrumental in this respect. Better regulation and simplification has to be
pursued in a targeted way to achieve real benefits for enterprise and have also to be
balanced with other public policy goals. As practical experience demonstrates,
unregulated markets may lead to a situation in which insufficient and unreliable
information is provided which undermines the optimal functioning of the market. The
accounting and audit profession plays a key role in providing the transparency required by
market participants, which reduces the costs of capital and helps markets work better and
also safeguards the public interest.

2. Policy initiatives in the financial reporting and auditing sphere will have a significant
impact on the EU economy: for this reason they must be pursued with great care on the
basis of a thorough impact assessment. The costs and the benefits of both the current
requirements and the envisaged simplifications have to be assessed and all the
consequences of policy initiatives carefully weighed to arrive at net costs or net benefits.



The simplification and harmonisation initiative as currently presented by the European
Commission in the areas of accounting and auditing would benefit from a clear overall
direction and vision of what the European Commission is trying to achieve in these areas:
What is a sustainable long term structure (what is the “master plan”)? Therefore, the
proposals would benefit from the inclusion of a number of key principles which illustrate
how the European Commission would like financial reporting and auditing to evolve in
the short, medium and long term.

. We welcome the EC initiative to make the Fourth and Seventh Directives more relevant to

further harmonisation of accounting in Europe, aiming at providing a modern accounting
framework for companies in the EU. The Directives, which were mainly developed some
thirty years ago, in their current form no longer fully match an appropriate accounting
framework for financial reporting in the modern world. However, the objectives of
reducing administrative burdens and of achieving harmonisation, increased transparency
and comparability may have different - even opposite - impacts, at least for individual
companies. The profession would favour a fundamental review of these Directives. In the
short term a contribution could be made by reducing the options as set out in section 2.1.2.

The revised Directive on Statutory Audit of Annual Accounts and Consolidated Accounts
was adopted only in 17 May 2006 and has an implementation period in EU Member
States of two years, that is up to mid-2008. A considerable number of Member States
have just started to implement the Statutory Audit Directive and will need to spend
considerable time, efforts and resources to implement the Directive in their national
legislation for the mid-2008 deadline. It is therefore too early to draw any conclusions or
to include the Statutory Audit Directive within the simplification process.

The European Commission, through the Accounting Regulatory Committee and the
Auditing Regulatory Committee, has carried out surveys on accounting and auditing for
SMEs. Several of FEE’s member bodies have been involved, at the request of their
government, to assist in completion of the questionnaires. Publication of the results of
these Member State surveys would enhance the debate on the European Commission
simplification project.

Most of the changes suggested in the EC papers on simplification of accounting and
auditing rules for SMEs of respectively December 2006 and January 2007 are unlikely to
result in any substantial cost savings or reductions in administrative burdens. In our
experience the main burdens imposed on companies are not mainly in the financial
reporting area but rather in other areas such as:

Statistical requirements

Corporate tax requirements

Multiple, overlapping filings for different regulatory purposes
Frequency of reporting requirements in certain countries
Insufficient use of electronic reporting to avoid double reporting
Legal requirements for incorporating new companies

VAT and other indirect tax requirements

Dividend distribution requirements

Health and safety legislation and returns

Employment legislation and returns



8.

e Local taxes, including property taxes
e Administration (calculation, payment and statistical reporting to authorities) of
miscellaneous social security programs.

FEE understands that the initiative to reduce administrative burdens covers a wide range
of areas throughout the remit of the European Commission. We note that the current DG
Market initiative covers not only accounting and auditing but the whole field of company
law, including other company and corporate governance requirements included in the
Company Law Directives. FEE has until now not been involved in the latter part but
realises that discussions are taking place at the level of the European Corporate
Governance Forum and the Advisory Group. FEE believes that it can also provide a useful
contribution to this part of the discussions.

1.1 Benefits of financial reporting and auditing

9.

10.

11.

12.

FEE notes that accounting and auditing are sometimes categorised as "burdens" or "costs"
without adequate reference to their beneficial role within the enterprise economy and their
public interest dimension. Accounting and auditing are in fact tools that provide added
value to a wide range of stakeholders: managers, business partners, bankers, creditors,
investors, employees, trade unions, and public administrations. Reduction of accounting
and auditing requirements will in many situations and several countries increase the
burdens on other parties that rely on audited financial statements since they will need to
acquire reliable financial information in alternative ways. The different legislative
environments and related systems of controls in which audited financial statements play
an important role should not be ignored. There is evidence that unregulated markets may
provide insufficient or unreliable information and that a well-functioning and sustainable
economy also benefits from proportionate statutory requirements beyond reliance on
agency theory and private contracting.

Accounting is an essential facilitator of cross-border trade. There is a need for more
internationally comparable and harmonised financial statements, especially for medium
sized and large non-listed companies, because of increasing cross border operations,
mergers and acquisitions involving companies in different Member States, increasing
internationalisation of capital markets and related supervision within the EU, and
requirements following Basel 1. Financial reporting is the only common language for the
23 million European SMEs across 27 different Member States with 23 different
languages.

A reduced involvement of accountants and auditors in SMEs will have implications for
the quality of the internal management and controls of such SMEs and could potentially
increase the risk of failures and fraud. The benefits of the audit process will be lost.
SMEs often do not have strong financial expertise in-house so rely on independent
external input received from professional accountants to improve financial and
management controls. Reporting and related audit, enhancing the quality of the reporting,
provides transparency and helps SMEs to get access to finance.

Accounting and auditing requirements support the development and the integration of new
economies into the EU and contribute to the dissemination of best practices. Market forces
are not able to impose best financial reporting and related audit practices to the same
extent in all Member States. Looser financial reporting and audit requirements risk to
further opening up the EU internal market to fraudulent activities from outside the Union.
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14.

Consistency of policy making is a further key principle of better regulation. Simplification
must contribute to other policy objectives, not undermine them. Initiatives to simplify
accounting and auditing requirements must be consistent with efforts in relation to the
fight against money laundering, the strengthening of statutory audit in relation to
consolidated accounts (which might be undermined by abandoning the auditing of
subsidiaries) and addressing the concentration of the audit market.

The Competitiveness Council meeting of 19 February 2007 recognised the importance of
information obligations as set out in its press release, page 8 on an action plan for
reducing administrative burdens “It is clear that these measures should not compromise
the underlying purpose of the legislation or the need to protect the Community’s financial
interests and ensuring sound financial management, information obligations will remain
necessary.”

1.2 Thresholds

15.

16.

17.

The June 2006 amendments to the Fourth and Seventh Company Law Directives, raised
the existing thresholds in Member States by 20 percent. This is a Member State option.
Those increased thresholds have yet to be implemented. However, some Member States
have already indicated that they will not opt to implement the increases.

FEE is strongly of the opinion that the implementation of the thresholds should remain a
Member State option.. There is no one size that fits all: the extent to which the thresholds
are implemented by Member States largely depends on the size of the national economy
and the significance of audited financial statements to third parties (for example taxation
authorities). Higher audit thresholds for SMEs might be offset by additional costs that
SMEs may face in having to provide greater certainty to banks, vendors, shareholders and
tax authorities. The audit plays an important role in serving the public interest to
strengthen accountability and reinforce trust and confidence in financial reporting.

Before any further change is made, a regulatory impact assessment is needed to assess the
impact on individual countries, on significant stakeholders within these countries and
important economic sectors.

1.3 Scope discussion

18.

19.

The simplification exercise should only focus on a certain category of companies. Listed
companies are covered by the IAS Regulation and have to apply IFRS in their
consolidated accounts. For the large non-listed companies, whether they operate under a
limited liability form or other form, given their public interest, it is difficult to argue that
there is a need for simplification. The scope of the simplification exercise should be
limited to small and medium-sized companies operating under a limited liability format in
the Fourth Directive.

Limited liability companies, in common with other businesses, need to have sound
accounting systems, resulting in reliable financial information that can be used for
different purposes including tax purposes. Companies would however benefit from better
— clearer and simplified — legislation, with as starting point the Fourth and Seventh
Directives, made more accessible and up to date.



20. Choosing to operate under limited liability comes with certain obligations in relation to

2.

transparency and accountability. In the EU there are a large number of very small
companies, the micro companies with very few employees and a relatively low turnover
that are essential for the economy. It could be examined if these micro-entities could
benefit from less onerous reporting requirements whilst still providing sufficient
transparency to their stakeholders. To incorporate or not however remains the choice of
the individual business since there are different legal forms available to these types of
business involving fewer administrative burdens.

FINANCIAL REPORTING

2.1 Enhancement of the quality of financial reporting

21.

22.

23.

24,

The European Commission paper on accounting simplification states that the “Accounting
Directive must take as its starting point the actual needs of SMEs and the users of their
accounts”. If financial reports are to be useful and relevant, investigating who are the
users and what are their needs is critical in the development of a European financial
reporting framework for SMEs. In the past there has been a lack of research and therefore
evidence to determine the needs of users. Those needs may vary across Member States;
for example, there is evidence that the information requirements of banks differ from one
jurisdiction to another. This evidence is clearly an important starting point. Recognising
the need for evidence based policy making, the International Federation of Accountants
(IFAC) have commissioned research into micro-entities, defined as entities employing ten
or less. The focus of this research will be on owners, users and managers as preparers of
financial reports.

It can be argued that it is not so much the requirements resulting from the Accounting
Directives that cause the administrative burdens, but rather the national additional
requirements imposed in the form of national GAAP or otherwise.

We would prefer changes to the Accounting Directives to take the form of fundamental
reconsideration of the Directives so that they would consist of high-level principles
combined with some more detailed requirements in particular concerning formats and
notes to the accounts. These principles should provide the broad content of balance sheet
and profit and loss account, cash flow statement (optional) and notes to the accounts, as
well as measurement and recognition principles and a limited number of significant
disclosure areas. These principles should be aligned with those principles underlying IFRS
(and certainly not contradicting IFRS). Introducing too detailed requirements provides a
risk that they will become out of date when the international standards change. For larger
companies more complexity can be introduced following national GAAP, IFRS for SMEs
or IFRS (see paragraph 25).

Practical experience indicates that the costs of introducing financial reporting
standards/guidelines are significantly reduced where suitable software is used. However,
for the software to be effective it is critical that the principles are common and can be
fully captured by the software and preparers do not need to look elsewhere to adopt
accounting principles for particular transactions. This also supports the case for less
options and greater harmonisation. Also web-based technology such as XML and XBRL
may deliver significant cost savings in the compilation and dissemination of financial
information for businesses. There are extensive developments in on-line software and new



data processing models that will arrive over the next few years. Software suppliers would
be stimulated to support such initiatives if there is the prospect of a single set of software
that could deliver all regulatory returns in every European country.

2.1.1 IFRS for SMEs

25.

Our current view is that the Directives should include a Member State option to permit or
require use of the “IFRS for SMEs” by all companies covered by the Directives that are
not listed. This gives Member States the possibility to grant a free choice to the individual
company whether to apply “IFRS for SMEs”; or national legislation based on the
Accounting Directives; or a requirement to apply “IFRS for SMES”; or a requirement to
apply national legislation. It will then be up to the Member State to decide, if and for what
companies “IFRS for SMEs” should be required or allowed, for instance whether “IFRS
for SME” would be required for large and medium-sized companies, whereas smaller
companies could be given a free choice between “IFRS for SMEs” and national GAAP or,
alternatively, the use of “IFRS for SMEs” could be prohibited. However, it should be
taken into account that any option to use “IFRS for SMEs” instead of the Accounting
Directives may increase the factual pressure on the companies to use such an option.

2.1.2 Reduction of options

26.

27.

28.

29.

30.

As stated before the profession would strongly favour a fundamental review of the
Accounting Directives. Realising that a quick short term solution may be needed the
European Commission may wish to consider a review of the options included in the
Directives.

A reduction in Member State or company options in the Directives is unlikely to
contribute to a substantial reduction in administrative costs, and may not be regarded as
beneficial by companies that use any of the options that are withdrawn. However, we
believe that in the short term it would be beneficial in terms of harmonisation and
comparability, and overall may lead to a better balance between cost and benefits since
better transparency will be achieved.

Methods used by all or nearly all Member States should be introduced as requirements
and methods not used should be removed. Methods that are used by very few Member
States need to be further investigated.

An initial review by FEE indicated several options in the measurement and recognition
area that the European Commission may wish to consider removing. These options are
listed in the appendix. This list is not intended to be comprehensive.

In reviewing the options, the primary objectives should be improvement of the quality of
financial reporting and cross-border harmonisation through an alignment to IFRS.
Simplification should only be an objective as far as a defined minimum quality of
financial reporting is ensured.

2.2 Reduction of disclosure requirements

31

Also a reduction of disclosure requirements will not constitute any substantial reduction in
administrative burdens as long as the information is directly available in the company. If
some of the current options in the Directives are to be removed as suggested earlier also
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the related disclosure requirements can be omitted. If a more fundamental review of the
Directives would be carried out also the disclosure requirements could be considered in
that they should be kept at a principles-based level. However, as the disclosure
requirements of the directives are less burdensome compared with full IFRS or even
“IFRS for SMEs”, the potential for further reductions are very limited provided that a
minimum level of information value is intended to be kept for financial reporting
according to the Directives.

AUDITING

3.1 Amend or remove options in the Company Law Directives

32.

33.

34.

35.

Amending or removing options in the Company Law Directives for European Member
States to exempt or not exempt small and/or medium-sized companies from the statutory
audit requirement could have a significant impact on the EU economy. There are a
number of issues that need to be taken into account when considering the implications of
changing the thresholds. In particular there are implications for the quality of financial
information on the public record, the levels of economic crime such as money laundering
and the fight against corruption. There is also a public interest issue for stakeholders such
as employees, lenders, suppliers, customers, banks, tax authorities etc. in smaller and
medium-sized entities. Furthermore, the risk which is associated with a particular type of
company is not necessarily determined by the size of the company. A rise in the threshold
might adversely impact competition and choice in the market place at a time where there
are calls to encourage more competition in the audit field so as to create more choice for
businesses. A change in the threshold may result in some audit firms choosing to come out
of the audit market which would impact on companies and other entities in local
communities that might require registered auditors.

For these reasons the proposals must be pursued with great care on the basis of a thorough
impact assessment. The cost and the benefits of both the requirements and the envisaged
simplifications need to be assessed and all the consequences of policy initiatives have to
be carefully weighed, in arriving at net costs or net benefits.

A combination of mandatory audit exemption for small companies with the introduction
of an option to exempt medium-sized companies from statutory audit requirements could
have a significant impact on the European Union economy, for the reasons stated above.

A discussion on the thresholds is included in paragraphs 15 to 17 of the general part.

3.1.1 Medium-Sized Companies

36.

37.

Any extension of audit exemption to medium-sized companies as a Member State option
should be only considered alongside a thorough impact assessment to consider whether
the benefits of further relaxation outweigh the potential costs (as outlined above).

Surveys indicate that medium-sized companies represent on average a share of less than 2
percent in number of all European companies®. Accordingly, the impact of changes to

1

See DG Internal Market/Ramboll management, Report on impacts of raised thresholds defining SMEs,
December 2005, Figure 8, page 30/31.
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39.

Directive provisions relating to medium-sized companies on the economy as a whole may
not be major. Given their size and involvement in the economy many of these companies
may be expected to go for a voluntary audit. So the overall administrative cost saving may
be limited and not exceed the benefits of having a statutory audit.

Additionally, the European Commission should be aware that there are nevertheless
public interest aspects for employees, suppliers, customers, banks, tax authorities, etc to
medium-sized companies with over 50 employees.

As is the case with the exemption from statutory audit for small companies, not all
Member States are likely to take up this exemption, depending on the particular
circumstances of their jurisdiction.

3.1.2 Small companies

40.

3.2

41.

42.

43.

The removal of the Member State option to require statutory audit of small companies is
not considered to be a feasible proposal for a number of reasons. First of all, a decision on
whether a certain size of company would need to be audited or not should be taken in the
light of the context of the economy in which such companies operate and, therefore,
should be taken at the Member State level. Additionally, the risk which is associated with
a particular type of company is not necessarily determined by the size of the company.

Introduce a New Type of Assurance Designed Specifically for SMEs

In September 2006 FEE issued a briefing note “Implementation of International Auditing
Standards for All Statutory Audits in the European Union” arguing that it is in the public
interest if statutory audits of all companies are carried out in accordance with international
standards, as the public and users of financial statements expect the same level of
assurance from the audit of an SME as from the audit of a publicly traded company. The
note addresses the confusion and misunderstanding which could result should there be
different auditing standards for different size or type of entities. However, assurance
services other than audit can be introduced to co-exist next to auditing services as long as
the level of assurance, which is lower than in an audit, provided is clearly stated in the
‘accountant’s report’.

However, introducing a new type of assurance designed specifically for SMEs is not
supported by FEE since users already have difficulties understanding the two existing
levels of assurance (reasonable and limited). The expectation gap that currently exists
will not be easier to reduce were the types of engagements offered to be expanded by the
introduction of a “new” engagement with different levels of assurance. Despite these
concerns, it is worthwhile monitoring the experience of one of the UK accountancy bodies
to determine whether there is indeed a market for assurance type services other than audit
as an option for otherwise audit-exempt companies. There is also a distinct need to
consider how the issue of expectation gap may be effectively addressed.

Apart from ISRE 2400 Engagements to review financial statements, a generic standard on
review engagements, currently there is no specific standard on limited assurance service
for audit-exempt companies issued by the IAASB. If there is a requirements for an
assurance service, IAASB would need to be called on to develop a suitable standard on
assurance type services for this specific market. The current timetable of IAASB fully
focuses on the clarity project for the International Standard on Auditing (ISAs) and thus,



such an international standard might not be available in the short term, as it does not yet
fit in their time frame.

3.3 Subsidiaries

44,

45.

46.

47.

The European Commission proposes to mandate a level of assurance on statutory financial
statements of SMEs prepared under the Fourth Directive that would not exceed the level
of assurance required by the group auditor on the reporting information prepared by the
SME for group purposes, but not to be lower than a “limited review” type of assurance.

It should be noted that Article 57 of the Fourth Company Law Directive already includes
a Member State option to exempt subsidiary undertakings from the content, auditing and
publication of annual accounts where a number of conditions are fulfilled®>. Where fully
implemented in a Member State no audit (or lesser assurance) is required of the annual
accounts of the subsidiary. Currently this Member State option, according to FEE’s
knowledge, has not been taken up by many Member States.

Apart from being a Member State option and not being mandated, the existing provisions
of Article 57 of the Fourth Company Law Directive go further than the current European
Commission proposal in not requiring any assurance on the subsidiary level.

It is not entirely clear why few Member States have taken up the existing provisions of
Article 57 of the Fourth Company Law Directive, but the reasons might be associated
with the following concerns:

e Parent guarantee for subsidiary commitments might be problematic in case of
companies with minority shareholders;

e There are certain risks for the parent company;

e There is a lack of detailed information at the local level as some stakeholders might
still be interested in the individual company’s financial statements (workers council,
tax authorities).

Article 57 of the Fourth Council Directive

Notwithstanding the provisions of Directives 68/151/EEC and 77/91/EEC, a Member State need not apply
the provisions of this Directive concerning the content, auditing and publication of annual accounts to
companies governed by their national laws which are subsidiary undertakings, as defined in Directive
83/349/EEC, where the following conditions are fulfilled:

(a) the parent undertaking must be subject to the laws of a Member State;

(b) all shareholders or members of the subsidiary undertaking must have declared their agreement to the
exemption from such obligation; this declaration must be made in respect of every financial year;

(c) the parent undertaking must have declared that it guarantees the commitments entered into by the
subsidiary undertaking;

(d) the declarations referred to in (b) and (c) must be published by the subsidiary undertaking as laid down
by the laws of the Member State in accordance with Article 3 of Directive 68/151/EEC;

(e) the subsidiary undertaking must be included in the consolidated accounts drawn up by the parent
undertaking in accordance with Directive 83/349/EEC;

() the above exemption must be disclosed in the notes on the consolidated accounts drawn up by the parent
undertaking;

(9) the consolidated accounts referred to in (e), the consolidated annual report, and the report by the person
responsible for auditing those accounts must be published for the subsidiary undertaking as laid down by the
laws of the Member State in accordance with Article 3 of Directive 68/151/EEC.



48. FEE does not support the current European Commission proposal to mandate a level of
assurance on statutory financial statements prepared under the Fourth Directive that would
not exceed the level of assurance required by the group auditor on the reporting
information prepared by the SME for group purposes, but not be lower than a “limited
review” type of assurance. However, European Member States should give consideration
to the application of the existing provisions of Article 57 of the Fourth Directive. The
Commission may need to examine the implementation of Article 57 and, in particular, the
reasons why this Member State option has not been used.

10



APPENDIX — REDUCTION OF OPTIONS AND MODERNISATION

An initial review by FEE indicated several options in the measurement and recognition area
that the European Commission may wish to consider removing. These options are listed
below. Time did not allow for a complete review of the Directives covering all the options
(Company and Member States options) included in the Directives in form of “may”, “need

not”,

permit”, “allow”, etc. The list below is not intended to be comprehensive:

1. The review of the options is not specifically focused on SMEs, but at modernisation,
harmonisation and comparability and is expected to lead to a better balance between costs
and benefits since transparency will be improved (para 27).

2. The removal of certain options on measurement and recognition may have implications
for the lay-out and format of the balance sheet and the profit and loss account.

3. The removal of certain options on measurement and recognition implies that the related
disclosure requirements can also be omitted.

e Atrticle 20.2 of the Fourth Directive: The Member States may also authorize the

creation of provisions intended to cover charges which have their origin in the
financial year under review or in a previous financial year, the nature of which is
clearly defined and which at the date of the balance sheet are either likely to be
incurred, or certain to be incurred but uncertain as to amount or as to the date on
which they will arise.
Article 20.1 is sufficient on the creation of provisions. Article 20.2 needs to be
deleted since IAS 37.14 requires a present obligation in order to be recognised as a
provision and does not give an option. Some of the wording in Art. 20.2 is not in line
with the requirement of a present obligation in contrast to a prohibited provision for
future operating expenses (1AS 37.63).

e Article 31.1a of the Fourth Directive: In addition to those amounts recorded pursuant
to paragraph (1)(c)(bb), Member States may permit or require account to be taken of
all foreseeable liabilities and potential losses arising in the course of the financial
year concerned or of a previous one, even if such liabilities or losses become
apparent only between the date of the balance sheet and the date on which it is drawn
up.

Article 31.1a needs to be deleted in order to be in line with IFRS (I1AS 37.15).

e Article 34.1(a) of the Fourth Directive: Where national law authorizes the inclusion
of formation expenses under ‘Assets’, they must be written off within a maximum
period of five years.

The inclusion of formation expenses under ‘Assets’ should be prohibited to bring the
law in line with IFRS (1AS 38.19).

e Atrticle 35.1 (c)(aa) of the Fourth Directive: Value adjustments may be made in
respect of financial fixed assets, so that they are valued at the lower figure to be
attributed to them at the balance sheet date.

The option needs to be turned into a requirement in order to be in line with IFRS
(1AS 39.58-70).

11



Article 35.1(c)(dd) of the Fourth Directive: Valuation at the lower of the values
provided for in (aa) and (bb) may not be continued if the reasons for which the value
adjustments were made have ceased to apply.

The option needs to be turned into a requirement to reverse in order to be in line
with IFRS (I1AS 36.114) and to ensure a true and fair view.

Avrticle 37.1 of the Fourth Directive: Article 34 shall apply to costs of research and
development. In exceptional cases, however, the Member State may permit
derogations from Article 34 (1) (a). In that case, they may also provide for
derogations from Article 34 (1) (b). Such derogations and the reasons for them must
be disclosed in the notes to the accounts.

Development costs need to be recognised (delete option to expense), but write off
period of 5 years to be deleted (instead: depreciation over expected economic life).
The impairment only approach should be possible, but not be required.

(To bring closer to IAS 38.57)

NB: If the IFRS for SMEs continues to allow expensing (as is the case in the
Exposure Draft), the existing option needs to be maintained in order not to create a
difference with IFRS for SMEs.

Avrticle 37.2 of the Fourth Directive: Article 34 (1) (a) of the Fourth Directive shall
apply to goodwill. The Member States may, however, permit companies to write
goodwill off systematically over a limited period exceeding five years provided that
this period does not exceed the useful economic life of the asset and is disclosed in
the notes on the accounts together with the supporting reasons therefore.

The current text of the article is no longer appropriate. Goodwill needs to be
capitalised (delete option to expense), but write off period of 5 years is to be deleted.
The article should either allow for capitalisation and systematic amortisation and for
capitalisation and “impairment only” as optional treatments or the entire article can
be removed. In the latter case, it would be left to the (national) standard setters to set
the detailed requirements which can be different for SMEs and larger companies.
This would bring it closer to IFRS 3.54. However, the method finally selected in
IFRS for SMEs needs to be awaited. .

Article 30.2 of the Seventh Directive, goodwill: A Member State may permit a
positive consolidation difference to be immediately and clearly deducted from
reserves.

Option to deduct goodwill directly from reserves to be removed since not allowed
under IFRS (IFRS 3.51). Article 30.2 needs to be deleted.

Art. 39.1(c) of the Fourth Directive: The Member State may permit exceptional value
adjustments where, on the basis of a reasonable commercial assessment, these are
necessary if the valuation of these items is not to be modified in the near future
because of fluctuations in value. The amount of these value adjustments must be
disclosed separately in the profit and loss account or in the notes on the accounts.
The Article 39.1 (c) needs to be deleted to bring in line with 1AS 2.9, IAS 36 and IAS
39.58-70.

12



Art. 39.1(d) of the Fourth Directive: Valuation at the lower value provided for in (b)
and (c) may not be continued if the reasons for which the value adjustments were
made have ceased to apply.

The option needs to be turned into a requirement to reverse to bring it in line with
IFRS (IAS 2.33, IAS 39.65-70, and to ensure a true and fair view.

Avrticle 40 of the Fourth Directive: The Member States may permit the purchase price
or production cost of stocks of goods of the same category and all fungible items
including investments to be calculated either on the basis of weighted average prices
or by the “first in, first out’ (FIFO) method, the ‘last in, first out’ (LIFO) method, or
some similar method.

The use of LIFO or a similar method should be removed, since this method is in
practice not used and in order to bring the article in line with IAS 2.25.

Avrticle 41 of the Fourth Directive: Where the amount repayable on account of any
debt is greater than the amount received, the difference may be shown as an asset. It
must be shown separately in the balance sheet or in the notes on the accounts.

The option to expense immediately needs to be removed in order to bring Article 41
more in line with the effective interest method of IAS 39.

Article 42 (a) to (f) of the Fourth Directive: for small companies or for SMEs a
simplified accounting for financial instruments could be considered as proposed in
the EFRAG letter of 6 July 2005 to the IASB on the Questionnaire on Possible
Recognition and Measurement Modifications for Small and Medium-sized Entities
(SMEs) and the forthcoming draft letter on the ED IFRS for SMEs.

Article 13.3 of the Seventh Directive: In addition, an undertaking need not be
included in consolidated accounts where:
(@) severe long-term restrictions substantially hinder:
(aa)  the parent undertaking in the exercise of its rights over the assets or
management of that undertaking; or
(bb)  the exercise of unified management of that undertaking where it is in
one of the relationships defined in Article 12 (1); or
(b) the information necessary for the preparation of consolidated accounts in
accordance with this Directive cannot be obtained without disproportionate
expense or undue delay;
All material subsidiaries over which the parent undertaking has control should be
consolidated especially SPEs in line with 1AS 27.12 and SIC 12 (control defined as in
IAS 27, which goes beyond legal control). No optional treatment should be allowed.
Article 13.3(a) could be kept as it includes similar conditions as IAS 27.21. However,
Article 13.3(b) needs to be deleted since it is not in line with 1AS 27. Alternatively
Article 13.3 could be deleted and detailed requirements could be left to (national)
standard setters.

Avrticle 26.2 of the Seventh Directive: A Member State may permit derogations from
the provisions of paragraph 1 (c) above where a transaction has been concluded
according to normal market conditions and where the elimination of the profit or loss
would entail undue expense. Any such derogations must be disclosed and where the
effect on the assets, liabilities, financial position and profit or loss of the
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undertakings, included in the consolidation, taken as a whole, is material, that fact
must be disclosed in the notes on the consolidated accounts.

All intra-group transactions need to be eliminated in order to be in line with IFRS
(IAS 27.24). Article 26.2 needs to be deleted.

Modernisation of requirements

Several subjects are not covered by the current text of the Directives such as cash flow
statements, deferred taxation pensions, leasing. These subjects are addressed in the (national)
accounting standards. We are not aware that the lack of addressing these subjects in the
Directives has lead to a larger degree of disharmonisation or divergence of practices.
Therefore a modernisation of the Directive in the short term for these issues seems not of high
priority.

The following article might be deleted in order to modernise the Fourth Directive in light of
current accounting and to align with IFRS:

e Article 29 Fourth Directive: Income and charges that arise otherwise than in the
course of the company's ordinary activities must be shown under ‘Extraordinary
income and extraordinary charges’.

We suggest deleting the Article, because it is not common any more in international
standards.
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