
ICAEW comments to EFRAG on their draft response to the IASB exposure draft of Chapters 1 and 2 of the conceptual framework
Overall, we support the draft EFRAG response, which we think is a very good one. We note below some points of difference between our own comments on the exposure draft (attached) and the draft EFRAG response, but these do not detract from our overall view.

There are a number of major issues raised in our response that do not appear in EFRAG’s draft:

· We question whether it is useful to distinguish between two classes of qualitative characteristic – ‘fundamental’ and ‘enhancing’.

· If the distinction is retained, we believe that verifiability should be treated as ‘fundamental’.

· There should be more emphasis on a cost-benefit approach. In particular, identifying the presence or absence of qualitative characteristics in any item of information should be seen as a way of thinking about the benefits of producing that information.

· It may be useful to consider the relevance of requiring companies to disclose information on their own expectations of future cash flows.

· The proposed scope of financial reporting should have been resolved before developing the framework.
· It needs to be clarified how far the exposure draft has been written with only ‘recognised’ items in mind.

· It would be useful to know whether the boards plan to develop a separate or modified framework for private entities.
Like EFRAG, we have some concerns about the boards’ decision to publish ‘final’ versions of the chapters in the conceptual framework as they become ready, rather than to wait until the framework as a whole can be issued in final form. However, we believe that this will be acceptable as long as the boards recognise that the ‘final’ versions published before the project is complete will be subject to revision in the light of proposals for the later chapters and commentators’ views on these proposals.

We do not agree with the proposed comments in the EFRAG draft on the relationship between internal and external reporting. We sympathise with the thought that it is unhealthy for internal and external reporting to drift too far apart, and we accept that users may well find it useful to have financial reporting information that reflects management’s internal reporting – as in IFRS 8, Operating Segments. It may therefore be sensible for the framework to indicate that information that reflects management’s perspective could usefully be provided. But this is a difficult issue on which to generalise; the usefulness of such information may well vary strongly from case to case, it may require considerable supporting disclosures to be understood by users, and comparability would be a concern.
In relation to EFRAG’s proposed comments, it needs to be recognised that businesses have many different ways of measuring their performance internally. It would not therefore be practicable for any standard-setter to be under an obligation to explain why their proposals for external reporting differ from internal reporting. This would require a different explanation for every form of internal reporting practice. 
We do not object to the replacement of reliability by faithful representation – though this is one of the points on which it will be important to see how the conclusions in Chapter 2 are applied to other parts of the framework. We therefore disagree with the EFRAG draft on this point.

At paragraph 2 (a) in Appendix 1, paragraph 3 in Appendix 2, and elsewhere in the draft response, the question of the entity perspective is raised as a fundamental issue that requires a full-scale debate. While we agree that this point requires a fuller discussion in the Basis for Conclusions, we do not disagree with the exposure draft’s conclusion that the entity perspective is the most appropriate one. Nor do we see that the point it is necessarily as important as the EFRAG draft suggests, as there may be relatively few practical differences between the entity and proprietary perspectives. 
At paragraph 13 (c) in Appendix 2 of the draft response, we do not agree that the stewardship concept is relevant only to equity investors. Equity providers are indeed in a different position from other capital providers as they hold the rights to residual rewards and bear residual risks. However, management is accountable to other providers of capital as well as to equity investors (though perhaps in more limited respects), and the stewardship concept is therefore applicable to these relationships as well. Nor do we agree with the comment that ‘The relationship between management and lenders is fundamentally different: it is simply a business relationship.’ We agree that it is a business relationship, but do not agree that it is ‘fundamentally different’; the relationship between management and equity capital providers is also a business relationship.
At paragraph 17 (d) in Appendix 2 of the draft response, we do not agree that faithful representation is applicable at the level of transactions, but not at the level of the financial statements as a whole. We believe that it is applicable at both levels.

Two minor points: 
· At paragraph 2 in Appendix 2, we do not understand what is meant by the ‘parent shareholder perspective’ as something distinct from the proprietary perspective. We had assumed that these both meant the same thing.
· At paragraph 5 in Appendix 2, we do not understand what ‘NCI’ stands for.
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The Institute of Chartered Accountants in England and Wales is pleased to respond to your request for comments on the exposure draft of An Improved Conceptual Framework for Financial Reporting: Chapter 1: The Objective of Financial Reporting; Chapter 2: Qualitative Characteristics and Constraints of Decision-Useful Financial Reporting Information.

Please contact me should you wish to discuss any of the points raised in the attached response.
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INTRODUCTION

1. The Institute of Chartered Accountants in England and Wales (ICAEW) welcomes the opportunity to comment on the exposure draft of An Improved Conceptual Framework for Financial Reporting: Chapter 1: The Objective of Financial Reporting; Chapter 2: Qualitative Characteristics and Constraints of Decision-Useful Financial Reporting Information published by the International Accounting Standards Board (IASB) and developed jointly by the IASB and the US Financial Accounting Standards Board (the boards).

WHO WE ARE

2. The Institute operates under a Royal Charter, working in the public interest. Its regulation of its members, in particular its responsibilities in respect of auditors, is overseen by the Financial Reporting Council. As a world leading professional accountancy body, the Institute provides leadership and practical support to over 130,000 members in more than 140 countries, working with governments, regulators and industry in order to ensure the highest standards are maintained. The Institute is a founding member of the Global Accounting Alliance with over 700,000 members worldwide.

3. Our members provide financial knowledge and guidance based on the highest technical and ethical standards. They are trained to challenge people and organisations to think and act differently, to provide clarity and rigour, and so help create and sustain prosperity. The Institute ensures these skills are constantly developed, recognised and valued.
4. Our members occupy a wide range of roles throughout the economy.  This response was developed by the Financial Reporting Committee of the Institute, which includes preparers, analysts, standard-setters and academics as well as senior members of accounting firms.

MAJOR POINTS

The objective of financial reporting
5. We welcome the revised definition of the objective of financial reporting, which in our view allows satisfactorily for both the stewardship and cash-flow-prospects purposes of financial reporting information. We have some concerns, though, that the stewardship objective is not fully reflected throughout the exposure draft. We would also stress the need to bear in mind the importance of the stewardship objective in drafting the rest of the conceptual framework.

Qualitative characteristics and constraints

6. We question whether it is useful to distinguish between two classes of qualitative characteristic – ‘fundamental’ and ‘enhancing’. The case for this distinction is not made convincingly in the exposure draft and, in our view, it would be better to have just one class of qualitative characteristic. In deciding on particular issues, standard setters will need to weigh the advantages of one characteristic or another depending on the circumstances of the case; it is not clear to us why the two characteristics chosen to be fundamental should always be given more weight than the other characteristics. We do not see that anything is to be gained by elevating two characteristics above the others.

7. We welcome the recognition of verifiability as a qualitative characteristic in its own right. If, contrary to our recommendation, it is decided to have two classes of qualitative characteristic, we believe that – to reflect its importance to users – verifiability should be put into the same category as relevance and faithful representation.

8. We accept that faithful representation is described in such a way that there is no need for substance over form to be recognised as a separate qualitative characteristic. It is not clear, though, how faithful representation will work when the qualitative characteristics are applied in developing the remainder of the framework – on measurement, for example. We would be concerned if faithful representation were interpreted so as to suggest that, in general, fair value only provides a faithful representation of all assets and liabilities, whereas historical cost does not. If such a conclusion emerged, it might cast doubt on – among other things – whether faithful representation had been correctly described.

9. It would be useful to recognise in the framework that whether something is a faithful representation needs to be judged not only at the level of individual items. Financial reports aggregate information on many transactions, so the information they convey should also be a faithful representation in aggregate, something akin to the financial statements as a whole showing a "true and fair view" (although we are not suggesting that such a phrase has to be used, we would like to see the principle in place).

10. In general, identifying the presence or absence of qualitative characteristics in any item of information should be seen as a way of thinking about the benefits of producing that information. The contributions of different characteristics to these benefits will vary from item to item. For example, the value of verifiability may be lower for items that are merely disclosed as opposed to items that are recognised. What matters is not so much, therefore, securing information that has particular qualitative characteristics, as securing information that has benefits. To be more precise, the aim should be to produce information that maximises the surplus of benefits over costs. Although this is perhaps implicit in the exposure draft, it would be helpful to make it explicit.

General

11. We are pleased to see that the exposure draft is admirably short and succinct, and we hope that this approach will be maintained for the remaining chapters and the framework as a whole.

12. Ideally the proposed status of the new conceptual framework should have been agreed before the framework itself was developed. We note, though, that respondents to the exposure draft are advised to assume that it will be the same as it is currently under IFRS (P16). We support this status for the new framework.

13. As one of the identified purposes of financial reporting is to help users assess the prospects of future cash flows, it might be useful to consider the relevance of requiring companies to disclose information on their own expectations of future cash flows. We appreciate that this is a fundamental question to raise, and no doubt a controversial one too, but it would be helpful for the framework to address it (even if it is to indicate why provision of such information is not appropriate or not within the remit of the framework).

14. We note that the proposed scope of financial reporting is still an open question. Such a fundamental issue should have been resolved before developing the new framework (including the point we have just raised about the provision of prospective financial information). This means that, as noted below, our responses to this and other elements of the framework are necessarily tentative until this underlying question has been decided.

15. We are not clear how far the exposure draft has been written with only ‘recognised’ items in mind, as opposed to items that are disclosed but not recognised. It would be helpful to have clarification on this point and, if the document has been written with only recognised items in mind, to consider what is needed for items that are (or might be) merely disclosed.  It would, in our view, be very helpful to develop meaningful criteria for disclosure (for use by both the standard setter and preparers), particularly in the light of criticisms of the volume and complexity of current disclosure requirements.

16. We would be interested to know whether, in view of the forthcoming IFRS for Private Entities, the boards intend either to develop a separate conceptual framework for private entities or to modify the framework now being drafted. We would, in any case, strongly support the boards’ view that the different costs and benefits of information for different types of entity may well justify different financial reporting requirements (BC1.32).  This may or may not be sufficient as a differentiator between different types of entity and further consideration of this issue would be welcome.

17. We see the conceptual framework as an evolutionary document, which will develop over time to reflect changing circumstances and changing views on financial reporting. It is important that financial reporting standards and the framework should evolve together, in an iterative and incremental process. It is equally important that neither side of this evolutionary process should be held up by waiting for developments on the other side. Ie, it would be wrong to delay the development of an important standard while the relevant part of the conceptual framework is being considered, and vice versa.  A good example here would be the financial statement presentation project and the framework definition of income and expense (when addressed) and how these are presented.

18. As we stated in commenting on the discussion paper, the various issues to be tackled in the different phases of the conceptual framework project are interdependent, and views on the issues raised at one stage will therefore affect views on the issues raised at a later stage and vice versa. We also note that decisions that are on the face of it essential preliminaries to developing a framework – such as its scope – have been deferred. For these reasons, we may wish to revisit our response to this exposure draft in the light of later proposals in the framework project. We understand that the boards intend to issue a ‘final’ version of Chapters 1 and 2 before work is completed on other stages of the project. In our view, though, it is inevitable that commentators – and probably the boards themselves – will wish to revisit these chapters in the light of later proposals. We therefore assume that the published ‘final’ version of these chapters – like published International Financial Reporting Standards – will be open to later revision.
RESPONSES TO SPECIFIC QUESTIONS: THE OBJECTIVE OF FINANCIAL REPORTING
Q1: Do you agree that an entity’s financial reporting should be prepared from the perspective of the entity rather than that of its owners?

19. While we do not disagree with the conclusion that the entity perspective is the most appropriate one for financial reporting by companies, the discussion at BC1.11-16 does not seem to be conclusive. In particular, it would be useful to know what the consequences might be of adopting this perspective rather than the proprietary perspective (BC1.16), perhaps by way of example.  This may lead to the conclusion that there would be relatively few differences in financial reporting between the two approaches, or instead a fuller description of what those differences might be.  (We would see all this as remaining in the Basis of Conclusions section, not the main text.)

Q2: Do you agree that present and potential capital providers are the primary user group for general purpose financial reporting?

20. We agree that for the purposes of the conceptual framework present and potential capital providers should be treated as the primary user group for general purpose financial reporting. However, the importance of other users should not be overlooked.  This may be particularly relevant when considering users of private entity financial statements, or even separate entity financial statements. The question of who should have access to financial reporting information is a separate one, which needs to be determined by the legislature or relevant regulatory authority in each jurisdiction.

Q3: Do you agree that the objective of financial reporting should encompass both capital providers’ resource allocation decisions and their decisions made to protect and enhance their investments?

21. We agree that the objective should cover information for both resource allocation and stewardship decisions. The two aspects should be given equal priority in developing the framework.

RESPONSES TO SPECIFIC QUESTIONS: QUALITATIVE CHARACTERISTICS AND CONSTRAINTS

Q1(a): Do you agree that relevance and faithful representation are fundamental qualitative characteristics?

22. We do not see that anything is to be gained by having two classes of qualitative characteristic. As noted earlier, different characteristics will reasonably be given different weights in relation to different items of information; we are not convinced that these two will always prevail. It is the resulting benefits and costs that matter, rather than which qualitative characteristics contribute to the benefits in any particular case.

23. If it is none the less decided to have two classes of characteristic, we believe that verifiability belongs in the class of fundamental characteristics. This reflects the importance that users of financial reporting information attach to reliability, which – under the current proposals – is more closely matched by the quality of verifiability than by faithful representation. (In our comments on the discussion paper we wrote, ‘We regard reliability as a question of variability about an estimate. That is, the reliability of information increases the more likely it is that different people would agree on its formulation.’ The discussion paper argues that ‘Verifiability implies that different knowledgeable and independent observers could reach general consensus ...’ So, under the proposals in the exposure draft, the quality of verifiability most closely corresponds to what we think of as reliability.) We may wish to revisit this point in the light of the boards’ proposals in the remainder of the conceptual framework project, particularly in relation to measurement.

Question 1(b): Do you agree that comparability, verifiability, timeliness and understandability are enhancing qualitative characteristics?

24. We agree that comparability, verifiability, timeliness and understandability are qualitative characteristics of financial reporting information. For the reasons we have already given, we do not believe that there should be two classes of qualitative characteristic. But, if there are to be two classes, verifiability should be regarded as a fundamental characteristic. 

Question 1(c): Do you agree that materiality and cost are pervasive constraints? Is the importance of the pervasive constraints relative to the qualitative characteristics appropriately represented in Chapter 2?

25. We agree that materiality and cost are pervasive constraints. Indeed, as we mentioned earlier, we believe that priority should be given to cost-benefit considerations in setting financial reporting standards. While the exposure draft recognises that cost is a constraint, its adherence to the language of ‘qualitative characteristics’ does not allow it to give explicit priority to the production of benefits (except, perversely, when it discusses costs). This leads to the rather odd result that, while a cost-benefit approach is perhaps implicit in the proposed framework, the benefit side of it is approached only indirectly through the achievement of information that has the desired qualitative characteristics (which it is hoped will produce the benefits). This approach risks producing information that matches whatever qualitative characteristics are given priority rather than what is most useful.

26. While we agree with the exposure draft’s discussion of materiality, as far as it goes, it would be useful to enforce the importance of materiality by bringing in the other side of the question – ie, that immaterial items should be excluded as they add to complexity and therefore detract from understandability.  We also think it would be helpful to give more emphasis to the qualitative aspects of materiality by making a positive statement that something can be material just by virtue of its significance in the particular circumstances, whatever its size. 

Question 2(i): Are the fundamental qualitative characteristics appropriately identified and sufficiently defined for them to be consistently understood?

27. We have already stated that we do not see the need for ‘fundamental’ qualitative characteristics but that, if certain characteristics are to be designated as fundamental, verifiability should be one of them. 

28. Subject to seeing how it is applied in practice in the remainder of the framework, we accept that faithful representation has been adequately described.

29. We do not believe that relevance has been adequately described. According to the exposure draft:

‘Information is relevant if it is capable of making a difference in the decisions made by users in their capacity as capital providers. Information about an economic phenomenon is capable of making a difference when it has predictive value, confirmatory value or both… Information about an economic phenomenon has predictive value if it has value as an input to predictive processes used by capital providers to form their own expectations about the future… Information about an economic phenomenon has confirmatory value if it confirms or changes past (or present) expectations based on previous evaluations.’

30. This description may well be adequate for information relevant to financial reporting’s cash-flow-prospects objective, but it is not clear whether it is adequate for the stewardship objective. Many capital providers’ decisions are based on information regardless of whether it has any predictive or confirmatory value. For example, a business’s owners may base a decision on whether to retain managers on, among other things, financial reporting information about the business’s past performance and about the managers’ conduct, eg, in transactions with the business. This information may also have predictive or confirmatory value, but it may well be purely its value as information about the past (not as an input to predictive processes) that is relevant to the capital providers’ decisions on whether and how to protect or enhance their investments.

31. To clarify this point it would be useful to know whether, eg, relevance as described would lead to standards requiring the current disclosures on related party transactions, which are widely regarded as useful for stewardship purposes.

Question 2(ii): Are the components of the fundamental qualitative characteristics appropriately identified and sufficiently defined for them to be consistently understood?

32. We have nothing to add to our comments in response to Question 2(i).

Question 3: Are the enhancing qualitative characteristics appropriately identified and sufficiently defined for them to be consistently understood and useful?

33. While we do not disagree with anything in the description of understandability, it seems to place all the burden of comprehension on the user. We believe it is also important to lay some stress on the desirability of standard setters avoiding unnecessary complexity in the requirements of financial reporting and the need for preparers to help users with very clear information and, occasionally, additional explanations.

Question 4: Are the pervasive constraints appropriately identified and sufficiently defined for them to be consistently understood and useful?

34. We have nothing to add to our comments in response to Question 1(c).

DRAFTING POINTS

35. At various places the draft talks of information that is ‘faithfully represented’. This confuses what is doing the representing with what is being represented. Information represents reality. Where there is faithful representation, it can be said that the information is ‘faithfully representative’. The reality that it represents (and not the information itself) is ‘faithfully represented’.
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