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June 30, 2005

Mr. Paul Pacter

Director of Standards for SMEs

International Accounting Standards Board

30 Cannon Street, London EC4M 6XH, United Kingdom

Dear Mr. Pacter,

We are writing to address the questions raised in the Staff Questionnaire on Possible Recognition and Measurement Modifications for Small and Medium-sized Entities (SMEs).

Question 1.  What are the areas for possible simplification of recognition and measurement principles for SMEs?

c. Deferred income tax accounting under IAS 12.

In Russia, as in some other countries, tax rules are established by the Tax Code generally without references to accounting rules.  Numerous differences between tax and accounting rules require that a deferred tax computation is made by accountants who have sufficient knowledge of both IFRS and tax legislation.  The number of such experts is limited, and most of them are employed by public companies and large accounting firms.  High cost of employing such accountants caused by market demand makes it impracticable for SMEs to compute deferred taxes.  Financial statements of SMEs are normally audited by local accounting firms, which also experience difficulty hiring people who know both IFRS and tax rules.  Therefore, we would propose to consider exempting SMEs from computing deferred taxes.

The absence of deferred taxes in the income statement may cause effective tax rate volatility.  As a limited number of SMEs have accountants who can compute deferred taxes, it would make sense to specify in the standard that an SME may voluntarily disclose deferred tax in the notes.

g. The equity method of accounting for investments in associates under IAS 28 and investments in joint ventures under IAS 31.

Application of the equity method requires information on the profit or loss of the investee, as well as on the other changes in the investee’s equity.  In a number of countries, IFRS are not mandatory, and thus a limited number of companies compile and/or disclose their IFRS financials.  An investor holding between 20% and 50% of a company’s equity in such countries is normally not authorized by law to require IFRS financials of a company or, if they are not available, other financial information that would allow to estimate the figures necessary for proper application of IAS 28.  Although this problem applies to both large and small companies, it is more acute in SME environment due to the absence of properly trained people at the associate company.

We believe that SMEs should not apply the equity method.  Instead, they should recognize investments in associates at cost and, potentially, test them for impairment.

h. Impairment approach to goodwill and intangibles for indefinite life assets under IAS 36

Valuation of goodwill and other intangibles with an indefinite useful life appears to be of less use to the users of SME’s financial statements than to the users of a public company’s financials.  Small size of an entity may result in volatile earnings and unreliable valuation.  On the other hand, valuation of intangibles normally requires involvement of a professional appraiser, which may be expensive for an average SME, especially if this cost is to be incurred annually.  In our view, SMEs should be permitted to amortize intangibles with an indefinite useful life over a specified maximum time period, such as 20 years.

m. Fair value measurements under IAS 39

n. Accounting for foreign currency forward contracts under IAS 39

o. Derecognition and/or hedge accounting provisions of IAS 39

Many provisions of IAS 39 are normally not applicable to an average SME.  The main activity of a typical SME is not related to complex financial instruments.  If an SME enters into such a transaction on occasion, the users of financial statements should be able to get true and fair view provided that such transactions are disclosed, even if an SME would apply recognition and measurement policy different from the one established by IAS 39.

If an SME becomes subject to full IAS 39 by entering into certain transactions, the accountant will have to have working knowledge of IAS 39.  Such an accountant will be overqualified for day-to-day SME operations.  Competition for skilled accountants with large companies applying full IFRS will unreasonably increase compliance costs for SMEs.

Many of the accountants currently employed by SMEs are unlikely to understand IAS 39, as they lack basic knowledge of the substance of financial instruments.  They will either have to take expensive training courses in financial instruments and study the standard that they are likely to apply very rarely in practice, or be replaced by better trained professionals.

We believe that IAS 39 requirements should be substantially simplified for SMEs.  While the effective interest method may be used by SMEs, we do not think that fair value measurement, accounting for foreign currency forward contracts, hedge accounting and the other complex provisions of IAS 39 should apply to such entities.  Instead, the standard for SMEs may contain a list of financial transactions that should be disclosed in the notes.

q. Measurement of share-based payments under IFRS 2.

Share-based payments are common in SME environment, because assets available to SMEs to pay for goods and services are more limited than assets of bigger companies.  However, SMEs will experience a number of difficulties applying IFRS 2.

Despite the fact that an SME may incur a substantial cost of applying generally accepted valuation methodologies for pricing its shares, the fair value of the SME equity instruments rarely can be measured reliably.  In addition, recognition of an expense may result in an attribution of taxable income to the receiving party, which creates an incentive to underestimate the value of the equity instruments granted.  Thus, such an estimate would be of little use for the users of financial statements.

We believe that SMEs may be exempted from the requirements of IFRS 2.

Question 2.  From your experience, please indicate which topics addressed in IFRSs might be omitted from SME standards because they are unlikely to occur in an SME context.  If they occur, the standards would require the SME to determine its appropriate accounting policy by looking to the applicable IFRSs.

We believe that requirements of all IFRSs that a sufficient percentage of SMEs are likely to use should be substantially simplified.  Many SMEs enter into share-based payment transactions and business combinations, carry out construction, own or lease property, plant and equipment, borrow funds and have subsidiaries.

We agree that it does not make sense to simplify the standards that generally apply to publicly accountable entities.  This relates to IFRS 4 Insurance Contracts, IAS 26 Accounting and Reporting by Retirement Benefit Plans, IAS 30 Disclosures in the Financial Statements of Banks and Similar Financial Institutions.

We have not encountered many SMEs that use defined benefit employee benefit programs or issue compound financial instruments, and thus, we would support “mandatory fallback” to relevant provisions of IAS 19 and IAS 32.

We would like to participate in the round-table discussions.  Should you have any questions, please do not hesitate to contact us.

Yours sincerely,

Mikhail Kiselev

Deputy Chairman of the Board

National Organization for Financial Accounting and Reporting Standards (NOFA)

103070, Russia, Moscow, Staraya Ploschad, 10/4

Tel.: (095) 748-42-96 Tel/fax: (095) 748-42-97

e-mail: nsfo@nsfo.ru, http://www.nsfo.ru
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