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RE: File Reference No. 1570-100: Exposure Draft - Conceptual Framework for 

Financial Reporting: The Objective (�f Financial Reporting and Qualitative Characteristics 

and COllstraints of Decision-Useful Financial Reporting Information 

We are responding to your invitation to comment on the above referenced Exposure Draft on 

behalf of PricewaterhouseCoopers. "PricewaterhouseCoopers" refers to the network of 

member firms of PricewaterhouseCoopers International Limited, each of which is a separate 

and independent legal entity. 

We agree with the Boards' view that to consistently achieve useful financial reporting, the 
body of standards taken as a whole, and the application of those standards, should be based on 

a framework that is sound, comprehensive and internally consistent. Until such time as IFRS 

is adopted in the United States, we agree that a single framework shared by both Boards is 

more likely to lead to convergence on a set of high-quality solutions. 

We agree with the Boards that the conceptual frameworks underpin the development of 

financia I reporting standards. This leads, however, to a need to further clarify for whom the 
framework is intended. We believe that some preparers may be of the view that the 

framework is principally written for standard setters. While the GAAP hierarchy will be 
addressed in a later Phase of the project, it is important that it is understood that the 

Framework may have wider consequences for financial reporting. In the description of our 
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views in the Appendix to this letter, we identify several areas that appear to address the 

specific needs of either the Boards, or preparers, but not both. We acknowledge that it may be 

appropriate for certain sections of the guidance to apply either to the Boards or to preparers, 

but recommend that the Boards clearly identify when this might be the case in order to avoid 

confusion. 

If the conceptual framework is to underpin the development of financial reporting standards, 

we believe that more focus is needed on the qualities of the standards themselves, and not just 

the information they seek to regulate. In other words, the conceptual framework should also 

consider what makes a good accounting standard. At the Global Public Policy Symposium in 

January 2008 , the CEOs of the larger international audit networks issued a paper on 

Principles-Based Accounting Standards that explores what they believe to be six 

characteristics of a high quality accounting standard. Some of these are reflected in the 

Boards' deliberations on the conceptual framework. Indeed we support the emphasis that the 

Boards have placed on "faithful representation of economic reality" and "responsiveness to 

users' needs for clarity and transparency", which the international audit networks consider to 
be critical to the success of a principles-based system of standards. But we believe that the 

Boards should go further to ensure, for example, that both standards and the conceptual 

framework are written in clear, concise and plain language. This is particularly the case when 
considering how the words may be translated into languages other than English. 

We have enclosed a copy of Principles-Based Accounting Standards for your reference. 

We note the Boards' intent, described in paragraph PIS, to finalize the common framework as 

sections are completed. Given the long-term nature of the conceptual framework project and 

the expected value each completed phase can provide independently, we understand why the 
Board has taken this approach. We believe, however, that the Boards should not 

underestimate the importance of the' look back' contemplated in Phase H to consider whether 
issues addressed in earlier phases of this project require revision in the light of subsequent 

work and discussion, and from the perspective of viewing the framework as a whole. We 

believe that this is an essential element of the development of a coherent framework. 

We also foresee the potential for internal contrad ictions if sections of the existing conceptual 
framework are superseded before the entire framework is competed. We believe that the 

Boards' have an obligation to evaluate whether such contradictions exist and provide guidance 

for preparers to navigate such conflict as sections are completed. 

As the Boards' current exposure draft is the first of a series of perhaps as many as eight 

Conceptual Framework publications for consideration, our comments in this letter are subject 

to revision in light of the content of subsequent discussion papers, exposure drafts and 

standards issued by the Boards. In this context, we believe that the' look back' contemplated 

in Phase H to consider whether issues addressed in earlier phases of the project require 

revision in the light of subsequent debate is an essential element of the development of a 
coherent framework and encourage the Boards not to underestimate the importance of this 

phase. 
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In Appendix I, we have included our comments and recommendations related to the more 

significant aspects of the Exposure Draft. As discussed in Appendix 1, our greatest concerns 

relate to the apparent determination to choose the entity perspective before the matter is fully 

exposed and debated in Phase D The Reporting Entity. While we agree that a reporting entity 

exists apart from its owners and so support the entity perspective over the proprietary 

perspective, we believe that financial statements should be presented from the perspective of 

the parent company's shareholders. 

Appendix 2 includes our responses to the specific questions posed by the Boards. 

We invite the Boards to address questions in relation to this letter to any of the following 

individuals. We suggest, however, in order that we may respond in the most timely manner, 

that the IASB initially contact either Richard Keys (+44 20 7212 4555) or Peter Hogarth (+44 

20 7213 1654), while the FASB initially contact either Dave Kaplan (+ 1 973 236 7219) or 

Valerie Wieman (+ I 9 73 236 58 8 7). 

Yours faithfully, 
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APPENDIX 1 

Exposure Draft - Conceptual Framework for Financial Reporting: 

The Objective of Financial Reporting and Qualitative Characteristics and Constraints (�f 

Decision-Useful Financial Reporting b�formatioll 

CHAPTER 1: THE OBJECTIVE OF FINANCIAL REPORTING 

Whi le we agree with the articulation of the objective of financial reporting, we have the following 
observations and recommendations regarding the Exposure Draft in the areas of (a) the entity 
perspective; (b) stewardship; (c) purpose of primary financial statements; and (d) references to 
management's explanations. 

Entity Perspective 

There continues to be a high level of confusion on the meaning of "entity perspective" vs. 
"proprietary perspective" vs. "parent approach." It is therefore very unclear exactly what has been 
decided in Phase A, as opposed to the issues to be debated in Phase D The Reporting Entity. We 
have strong concerns about how this topic has been presented. 

The Boards conclude in paragraph OB5 on the preferability of the entity perspective. However, 
given the contents of the basis for conclusion (paragraphs BC 1.11 - BC 1.16), the Boards appear 
to have only debated a choice between the entity and proprietary perspectives. In essence, the 
Boards have chosen the entity perspective because of the belief that the entity that is the subject of 
a set of financial reports exists separately from its owners. 

We agree that it would be inadvisable for general purpose financial reporting to include the assets 
of a company's owners I. We therefore would not suppOli the proprietary perspective. A decision 
on this specific fact is appropriate in a discussion about the objectives of financial repOliing as it 
begins to provide boundaries of financial reporting, and provides insight into what may be 
considered "decision-usefu!''' 

While wc agree that a company exists apart from its owners, this is unrelated to the perspective 
from which financial repOliing should occur. We believe that the discussion confuses the 
objective of financial repOliing with the manner in which financial information is presented, and in 
so doing presupposes a conclusion currently being debated in the Reporting Entity phase (that is, 
whether financial repotiing should be a generic rendering of a company as a whole, or designed to 
provide parent company shareholders with decision-useful information). We explain in our 
comment letter on Phase D why we believe that information regarding an entity's performance 
from the perspective of the parent company's shareholders is of primary importance. In our view, 
information presented for the economic entity, without regard to the needs of the primary users of 
financial repotiing, appears to be contrary to the objective of financial reporting, which is to 
provide decision-useful information. Furthermore, we do not believe that the perspective of the 
non-controll ing interests, who rarely, if ever, consider the consolidated financial statements when 
making investment decisions, is relevant. 

I While we understand that not all reporting entities are "companies", we are using the term in 

order to avoid confusion when discussing the entity perspective. 
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We believe that paragraph OBS should be edited to avoid the implication that a decision has 
already been made on matters that have not yet been subject to sufficient due process. For 
example, the statement in paragraph OBS that financial reports are intended to "reflect the 
perspective of the entity rather than the perspective of the entity's equity investors, or any other 
group of capital providers" should be removed. As noted above, the rationale for such a 
determination is not included in the Basis for Conclusion and a decision on the most useful 
perspective is both inappropriate and unnecessary in this Phase. 

Stewardship 

The issue of stewardship is an aspect of the Conceptual Framework that has attracted considerable 
comment among a variety of constituents, including a number of investors and other users of 
financial statements. We note that two members of the IASB objected to the description of the 
o�jective of financial repOlting as originally proposed in the Boards' July 2006 Discussion Paper 
as a result of stewardship not being addressed. We believe that the description of the objective of 
financial repotting in the Exposure Draft is appropriate and that the revisions since the Discussion 
Paper address the previous concerns we expressed in our comment letter dated November 3, 2006. 

Purpose of Prim my Financial Statements 

We support the addition of descriptions of the uses of the primary financial statements. We 
believe, however, that cettain aspects of the descriptions should be modified to improve their 
accuracy and clarity. For example, paragraph OB23 states that "capital providers use information 
about cash flows to help them understand an entity's business model and operations . . .  " While this 
may be true in the context of historical financial information, capital providers also use 
information about an entity's business model and operations in order to help them understand and 
predict cash flows. Hence, we believe that the way in which capital providers generally use 
financial statements is more accurately described in the reverse. That is, capital providers use 
information about an entity's business model and operations to help them to predict cash flows. 

In addition, we believe that use of the term "directly interested" in paragraph OB6(a) implies that 
there is a direct relationship between the perception of an entity's cash flows and its equity share 
price. Equity investors understand that there are numerous factors within a company and at a 
macroeconomic level that impact the price of equity and the investor's ability to realize a return on 
investment. We believe that deletion of the word "directly" will avoid the suggestion that the 
perception of cash flow is a primary driver of share price. 

We also believe that the description of the uses of the individual statements in paragraphs OB 15 to 
OB24 should be preceded by a description of the value of evaluating the financial statements as a 
whole, including the interaction of the primary statements and notes. 

Reference fo Management's Explanations 

We SUppOlt the assertion in paragraph OB2S that financial repotting should include explanations 
and other information to enable users to better understand a repotting entity's transactions, 
financial position, and explanations of underlying estimates and assumptions. It is unclear to us 
whether paragraph OB2S is referring to financial statement notes, management commentary or 
both. We believe that the Boards intent was to describe information currently required to be 
included in the notes to the financial statements, but paragraph OB2S's reference to "management's 
explanations" implies management commentary, especially the phrase "management's 
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explanations of underlying assumptions". To avoid confusion, we do not believe it is necessary to 
attribute the explanations to management. For example, we suggest that OB25 refer simply to the 
need to include disclosure of underlying assumptions. 

That said, we believe that decision-useful information should go beyond explanations of specific 
items of income, expense, assets and liabilities. We maintain our view, expressed in our April 28, 
2006 comment letter in response to the IASB's discussion paper on Management Commentary, 
that narrative reporting is fundamental to a full understanding of business performance and is of 
critical importance to the future of annual repOliing. We believe that the value of corporate 
reporting may be undermined in the absence of a serious commitment to the development of 
management commentary and believe it should be a key component of the Conceptual Framework. 
For that reason, we believe that the importance of management commentary, including disclosures 
typically found in management commentary, should be acknowledged explicitly. 

CHAPTER 2: QUALITATIVE CHARACTERISTICS AND CONSTRAINTS OF 
DECISION-USEFUL FINANCIAL REPORTING INFORMATION 

We note that there are currently four alternative presentations of what constitutes decision-useful 
information. US GAAP and IFRS each contain their own formulation, while the Boards have 
proposed very different presentations in both the July 2006 Discussion Paper and the Exposure 
Draft. In this section, we share observations and recommendations about the most recent proposal, 
but each of the proposals had strengths and weaknesses; all of the terms and characteristics are 
important. Because different users have different needs, even within the category of 'capital 
providers', determining whether information is decision-useful will always be user specific. Each 
user will make their own determination of the quality of information by creating their own priority 
of characteristics. 

While understanding the Boards' differentiation between enhancing and fundamental 
characteristics, we see this structure as reducing the impOliance of enhancing characteristics. As 
noted above, each user will determine what is more or less important for their intended use. 
Hence, we do not believe that any particular priority should be embedded in the conceptual 
framework. However, we believe that in practice all characteristics will continue to be assessed 
with equal priority. 

While we are in general agreement with the articulation of fundamental and enhancing 
characteristics, we have the following observations and recommendations regarding the exposure 
Draft in the areas of (a) understandability; (b) verifiability; (c) cost and materiality; and (d) 
comparabil ity. 

Underslunclabi lily 

While we agree with the description of understand ability, we believe it is more accurately 
classi tied as a fundamental characteristic, on par with relevance and faithful representation. 

The Boards note that enhancing characteristics, either individually or in concert, cannot make 
information useful if that information is irrelevant or not faithfully represented. It is in this 
description that the Boards have attempted to differentiate enhancing from fundamental 
characteristics. While we agree with these statements, we equally believe that information cannot 
be assessed as being either relevant or decision useful if it cannot be understood. 
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We believe that the Boards correctly describe the attributes of the users of financial reports in 
paragraph QC24. Capital providers are assumed to have reasonable knowledge of business and 
economic activities and to be able to read a financial repoli. FUliher, they are expected to review 
and analyze information with reasonable diligence, which may include seeking the aid of an 
advisor or other expert. 

Given this level of assumed competence, if information is provided that cannot be understood it 
has failed the objective of presenting decision-useful information. As such, we believe that 
understandability is a required and fundamental characteristic of decision-useful information. 

Verifiability 

We do not believe that the Boards have adequately explained the characteristic of verifiability. 
While the word itself invokes perhaps an inappropriate association with 'auditable', we would be 
less concerned with the word used if the description was clearer. 

We question how information should be verifiable and by whom. As written, we struggle with the 
appl ication of this principle to the preparation of financial repolis (from the perspective of the 
preparer) and the development of standards (from the perspective of the standard setter). 

We are aware that accounting under certain existing standards is dependant on management's 
intent (for example, hedge accounting under both IFRS and US GAAP). One possible reason for 
including verifiability as an enhancing characteristic may be the Boards' desire to limit allowable 
alternative treatments based on a management decision that cannot be verified. Verifiability is 
then appropriately included in the conceptual framework, but would be applicable only to standard 
setters. 

With regard to the preparer, verifiable may be misunderstood to mean audited, although as 
described, we believe it more closely resembles the idea of accuracy, or perhaps sound judgment. 
That is, information is verifiable if a reasonable individual with all facts and circumstances would 
arrive at a similar conclusion. Described in this manner, verifiability seems to be integral to the 
accurate accounting for transactions, and as such is better described as a component of faithful 
representation. 

We believe that the Boards need to better explain what they mean by the term ver(fiability. It 
might be helpful to describe how the concept the Boards are trying to convey is currently 
addressed in IFRS, as decision-usefulness has been assessed under that framework without any 
reference to verifiability. In view of the association with 'auditable', the Boards may also consider 
using a different term. 

Based on further analysis, it may be appropriate to eliminate verifiability, include it as a 
component of faithful representation or clarify its impact as an enhancing characteristic. 

Cost and Materiality 

We agree that financial reporting imposes costs and that the benefits of financial reporting should 
justify those costs. While we agree that the Conceptual Framework is to be used by both standard 
setters and preparers, the Exposure Draft should clarify that cost is only a pervasive constraint for 
standard setters. We support the Boards' continued analysis of the relative cost of complying with 
proposed standards and determining prior to adopting new financial reporting requirements that 
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the benefits exceed such costs. It would be inappropriate, however, for preparers to make an 
individual assessment that the cost of providing required information exceeds its benefit. 

We note in paragraph BC2.64 that the proposed framework stops short of committing standard­
setters to demonstrate that the benefits of a proposed requirement would justify the related costs. 
We understand why the Boards do not wish to raise expectations beyond what is feasible, but 
would neve11heless expect the Boards to develop a clear and transparent process for conducting 
cost-benefit analyses and to share the results of those analyses during the development of future 
standards. 

In addition, paragraph QC28 explains materiality as information that if omitted or misstated "could 
influence the decisions that users make on the basis of an entity's financial information." As 
decisions may also be made on the basis of non-financial information, we believe 'financial 
information' should be replaced with 'financial rep0l1ing'. Likewise, the last sentence in 
paragraph QC28 discusses the consideration of whether 'financial information' is faithfully 
represented. Again, as we believe that it is impo11ant for non-financial information to be faithfully 
represented, for example, disclosure of risks and uncertainties, we suggest that the word ' financial' 
be deleted. 

Comparability 

In discussing comparability, the final sentence in paragraph QC19 states that "permitting 
alternative accounting methods for the same economic phenomenon diminishes comparability and, 
therefore, may be undesirable." We agree that allowing alternative methods within the standards 
to reflect the same economic phenomenon in different ways is inadvisable, and recommend that 
the Boards make a more definitive statement to this effect. 

If modifying paragraph QC19 , we believe it is important to maintain the language that 
acknowledges that a single economic phenomenon can be faithfully represented in multiple ways. 
Different individuals may come to different, but equally acceptable conclusions on how to best 
reflect the substance of certain transactions. It is vital to the integrity of financial rep0l1ing that 
nothing impair the ability of professionals to apply reasonable judgment in the context of a 
framework of robust fundamental principles. 
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APPENDIX 2 

Exposure Draft - Conceptual Framework for Financial Reporting: 
Tlte Objective (�f Financial Reporting and Qualitative Characteristics and Constraints of 

Decision-Useful Financial Reporting Information 

Chapter 1 - The Objective of Financial Reporting 

Question 1 - The Boards decided that an entity's financial reporting should be prepared from the 
perspective of the entity (entity perspective) rather than the perspective of its owners or a 
particular class of owners (proprietary perspective). (See paragraphs OB5-0B8 and paragraphs 
BC 1.11-BCl .I6.) Do you agree with the Boards' conclusion and the basis for it? If not, why? 

PwC Response: 
As discussed in our cover letter, while we agree that a reporting entity exists apart from its 
owners and so support the entity perspective ahead of the proprietary perspective, we 
believe that financial statements should be presented from the perspective of the parent 
company's shareholders. We believe it is inappropriate to presume a conclusion to the 
matters currently being debated in Phase D The Reporting Entity. This issue, however, is 
discussed in more detail in our response to the Board's Discussion Paper on the Reporting 
Entity. 

Question 2 - The Boards decided to identify present and potential capital providers as the primary 
user group for general purpose financial repol1ing. (See paragraphs OB5-0B8 and paragraphs 
BCI.19-BCI.22.) Do you agree with the Boards' conclusion and the basis for it? If not, why? 

pwe Respollse: 
We agree with the Boards' conclusion and basis for identifying the primary users of general 
purpose financial reporting. 

Question 3 - The Boards decided that the objective should be broad enough to encompass all of 
the decisions that equity investors, lenders, and other creditors make in their capacity as capital 
providers, including resource allocation decisions as well as decisions made to protect and enhance 
their investments. (See paragraphs OB9-0B 12 and paragraphs BC 1.23-BC1.29 . )  Do you agree 
with that objective and the Boards' basis for it? If not, why? Please provide any alternative 
objective that you think the Boards should consider. 

PwC Response: 
We agree with the Boards' conclusion and basis for identifying the primary users of general 
purpose financial reporting. We also agree that our concerns about the absence of a focus 
on stewardship raised in connection with the July 2006 Discussion Paper are adequately 
addressed by the modifications to the stated objective of financial reporting, which now 
encompasses all decisions made in the capacity of capital providers. 

(9) 



PERS I 

Chapter 2 - Qualitative Characteristics and Constraints of Decision-useful Financial 
Reporting Information 

Question 1 - Do you agree that: 

a. Relevance and fait/?ful representation are fundamental qualitative characteristics? (See 
paragraphs QC2-QC14 and BC2.3-BC2.24.)  If not, why? 

b. Comparability, verifiability, timeliness, and understandability are enhancing qualitative 
characteristics? (See paragraphs QC 16-QC26 and BC2.2S-BC2.34.) If not, why? 

c. Materiality and cost are pervasive constraints? (See QC28-QC33 and BC2.S8 -BC2.64.) If 
not, why? Is the impottance of the pervasive constraints relative to the qualitative characteristics 
appropriately represented in Chapter 2? 

PwC Response: 
We agree that relevance and faithful representation are fundamental characteristics. As 
discussed in Appendix 1, we have concerns about the characterization of understandability 
as an enhancing characteristic. We also question the inclusion ofverijiability. In addition, 
while we agree that materiality and cost are appropriate pervasive constraints for 
consideration by the standard setters, we would question a user's consideration of cost when 
determining the application of authoritative guidance. 

Question 2 - The Boards have identified two fundamental qualitative characteristics-relevance 
and fait�fid representation: 

a. Financial reporting information that has predictive value or confirmatory value is relevant. 

b. Financial repotting information that is complete, Feefi'om material error, and neutral is said 
to be a faithful representation of an economic phenomenon. 

(1) Are the fundamental qualitative characteristics appropriately identified and sufficiently 
defined for them to be consistently understood and useful? If not, why? 

(2) Are the components of the fundamental qualitative characteristics appropriately identified 
and sufflciently defined for them to be consistently understood and useful? If not, why? 

PwC Respollse: 
We agree that relevance and fait�fit! representation are fundamental characteristics. We 
believe these terms are appropriately identified and sufficiently defined. We believe, 
however, that understandability should also be considered fundamental. 

Question 3 - Are the enhancing qualitative characteristics (comparability, verifiability, timeliness, 
and understandability) appropriately identified and sufficiently defined for them to be consistently 
understood and useful? If not, why? 

PwC Response: 
As noted in Appendix I, we believe that certain aspects of comparability are applicable only 
to standard setters. We believe that verifiability is not sufficiently well defined to be 
consistently understood. We do not agree that understandability is an enhancing 
characteristic and believe it should be considered fundamental. 
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Question 4 - Are the pervasive constraints (materiality and cost) appropriately identified and 
sufficiently defined for them to be consistently understood and useful? If not, why? 

PwC Response: 
While we agree that materiality and cost are appropriate pervasive constraints for 
consideration by the standard setters, we would question a user's consideration of cost when 
determining the application of authoritative guidance. 

(11 ) 
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A MESSAGE FROM THE CEOs OF THE INTERNATIONAL AUDIT NETWORKS 

Welcorne to the fourth Global Public Policy Symposium. We are very glad that you are attendinn and 
look forward to a thought-provokinq disclIssion on many issues of keen interest to all capital markets 

stakeholders. 

Over the past several years, a qrowinq dialogue has developed about the future of financial reporting and 

lh(,: public company audit profession. In order to advance that dialogue, during the past year, we have 
c;n(lC1 in discussions with stakeholders around the world on a number of issues critical to the long-
term and stability of global capital markets. 

In these talks, we have been struck by the breadth of support for international Financial Reporting Stan­
dards ( IFRS ) as a single se! of hi�Jh-quality, accounting standards that ultimately can be used around the 
world. Stakeilolders indicated their support for IFRS in part because it is more principles-based than U.S. 

GAAP. There was, however, a lack of consensus on the kBY characttHistics of principles-based standards. 

We will continue the dialoflue on this important topic at the Symposium. The attached White Paper is 
Illtended to stimulate our c()lIectiv(� thinking. The Paper proposes a framework to llse in cieveloping 

standards including the changes neecied on thB part of participants in the financial 

rf)portill[J process to support such a m. 

ThAnk you for jOll1inQ 1I at the SYIIIIJOSIUIll, and Wc) look forWArd to continuing to work to�]eti1er with you 
ol11hcse imponant isslJ(;s. 
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INTRODUCTION 

Today, work is underway around the world to shift toward Cl single set of hiqh quality standards throuOh the 
olobal acioption (]f IFRS, As IFRS is aci(]pteci in more nations, regulators, prcparers, auditors and investors 
will facr" tlw cilallenqe of workinD toqetiler with the IASB to make sure that IFRS is principIHs-based, 
Tow ill rl that a rlialonlln amono olobal cilpitill nlilrknts staknholdnrs rnnarrlin(J what constitutns il 
!lin uality principlns-based standard is Ileeded. 

To ben ill with, however, WE) may be well served by acknowlednino that neither a purely rules-based nor 
a purely principles-based systern has ever existed or will ever exist. Every accountino standard will exist 

sorrwwilere alonq il spectrum between rules and principles, The qoal must be to seek the "sweet spot" 

on that spnctrum, 

Today in the U,S., we are too far skewed toward the rules-based side of the spectrum. An appropriate 

I"(lforrn aqenda should focus on pushing tl10 pendulum toward a system which would nnable principlr"s­
basud standards and a uruatur use of judUlTlent to beconw the norm. DefillillO this "sweet spot" Oil lhe 
rul(:ls/principlos spectrum can be aided by establishinn a set of generally accepted characteristics that 
should dcfilw an effective and achievable nnw standard. 

In this Whitl] Paper WG explore the characlcHistics that we believe aro tho key elements of Cl hinh-quality, 
principles-based accountino standard: 

1. oj economic rGality 
2_ to users' needs for clarity and lransparfll1cy 
3, C()l1sistr-Jllcy with a clHiH Conceptual Framnwork 
4, Based on an appropriately-clefined SCOPt) that addr()sses a broad arna of accountino 
5, Written in ciGar, concise and plain lanquaoe 

6, Allows !ur tlw us\': of reasonabln jud[lment 

Further, prGparers, rGQulators and auditors will havf3 to consider other chanoes that tlwy may have to 
1I1lfhJrtake in ordGr to Gllsure tilG sllccnssful Rdoption of a principles-based system. 

Pn,parefs of financial statGl11ents will need to be able to put III 0 re emphasis 011 the exnrcise of professional 
jUci[)fTlent to faithfully report the economic substancG of their enterprise, The financial reportinn process 

will Iw less driven by sf)ekino to idf)ntify the rule that dirGcls how to I-ecord Cl transaction or make Cl 
and will place more emphasis on the nxercisG of professional jlld�lment. InvGsto[S are best 

;; D lved when timlllcial reports arc clear ami eilsy to understand and use. In order to delivN on that [loal, 
pteparurs and auditors mLlst be given the space to exercise proff:lssional judoment and to feel confident 
that their judnlnGnt, so 1011(] as it is fundamentally sOLlnd and documnlltnd, will not bt� subject to seconci­

GUf)ssinq_ Renulators willrwecl to focLls on the soundness of thG underlyinn jucinrrlGnts that are thEl VtHY 
essenCE) of �lO()d business reportin(J and nxternal auditinn, 

For ollr part, tho audit profession must continue to act as an acivocate for investors and providClI-oasonable 
ilssurilllCD that financial statements are fairly slated in accordance with the standards. That is true today, 
It will be all thn more critical as we shift from Cl morH rllles-basGd to a morG principlGs�based system that 
rr?lif)s Oil sOIJl1ci aljutiGlllnnr that callnot s()ok constant clarification and intcHprntatioll fmm till! 
s tilllci Cl rci-settl?[, 

Iws!) III chan�IUS, alollq with lIw adoption of pril1ei sed standards based 011 tlw 
ilal(]ctnrislic disclIssed below are all par t of the issues that must be discussed and consiciernd carefully 

ilS the nlobal ca rlliHkets transition toward il silloln set of hiqh-quality accollntinQ standards that arn 
based un 
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A PROPOSED FRAMEWORK FOR ESTABLISHING PRINCIPLES-BASED ACCOUNTING STANDARDS 

Establishinn hi�Jh-quality, principles-based accountinn standards first requires establishing a set 

of universally agreed upon characteristics fm what constitutes sllch a standard. The following six 

characteristics are meant to serve as a framework upon which it will be possible to beoin the long process 

of building out principles-based standards. 

While each of the following six characteristics is fundamental to the success of any principles-based 

it is worth noting that the first two characteristics discussed below are "first among equals." 

These two ch(lr(lcteristics speak to the critical importance of ensuring that (lilY future principles-based 
system promotes financial reports that: (a) faithfully present the economic reality of transactions; and (b) 

are responsive to users' need for clarity and transparency. 

These two characteristics should be self-evident. Indeed, the whole purpose of requiring companies to 

publish 3uditDd financial statnrnents is to pl"Ovicle investors a tool to gau�Je nconomic perforrnancf) and 
pmspects. Yt;t, tht; reality is that uncler toelay's rules-based accoLlntill�J standards lhis basic uoal is oftt;i1 

!lot met. Tilt] f act is that tOdclY, cornpallies call comply with the strict letter of the law, yet fail to provide 
the inforrnatioll that provides a clear picture of the economic state of tlw enterprise. 

Ahov\? and beyond all othnr concerns, principles-based accoulltinq standards mllst he judged by tilp 
CXiUlll to which they acldrf"ss this issue. 

1. Faithful presentation of economic reality 

In order to meBt the needs of investors, a principles-based system must result in financial reportino that 

faithfully represents the eGonomic GonsequencBs of the transaGtions, the eGonomic reality of balances 

purported to be represented and the economics of the business as a whole (for this purpose, phrases 

such as (1) representationaflv faithful, (2) reflect the economic substallce, (3) provide a true and fair 

preslnltation and (4) pmsent fairlv art) viDwDd as roughly equivalent). Faithful l-eprl:sDntation in this 
context del10tes a good portrayal of economic outcomes or reality. 

To btl sure, imivinG at accounting stand(1rds th(1t promote a more faithful reprosnntation of econornic 

rGality is Gxtremely challel1�Jing. IndeBd, as some have arGued, the eGonomics of Cl transaction are often 

ill the BYO of thG beholder. Vet this faGt must not serve as an eXGuse for abandonin�J the effort to arrive at 
Cl syslerll that encouraqes preparers, auditors and standard-selters to work toward financial reports that 

more track a reasonable interpretation of economic reality. 

that outGome, a standard-setter must explain its view (lf the economics of transactions 
ill the to the standard or in the Basis for Conclusions. If there are competinG views about how 

to faithfully I-epresent the eGonomics of a transaction, thDtl the standard should state whether there is 
mO[f) thew OIW acceptable treatment and the Basis for Conclusions should state why that Gonclusion 
was re a ched . P[eparefs illld auditors could then lIse this information to reconcile the economics of Cl 
ti(lnsacticlIl to their llllCif.Hstanciinn of the objectives of thr" standard-sr"ttGr. This would be the application 

of leilsoflilblf) jUci(]flWl1t, as furthm described bGlow. 

IIlly, tlw tT(lnsltiull to prillciples-ll(ls(Hl acc()untin�l stanciMds which faithfully roprc)sollt rho 

economics of transactions may caLlSB increased volatility to be reported in earnings. The faGt is economic 

volatility is a markot reality. Rather than usin(J arcane rules to obscure this volatility, investors and all 
stakellOlders will ultimately be better served by havinq access to clear informatioll about the volatility 
that actually exists. 

Vet, it is to be expected that in the near-term, the incrBaseci volatility which would begin to appear in 

financial reports could have an unsettling effeGt on markets. Smoothing this transition rBquires preparers 
to be prepareci to explain this volatility to investors. Over time, it is clear that markets will adapt to and 
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appreciate well explained volatility that actually f)xists as comparf)d to artificial accounting volatility 
or failure to report real volatility (e,g, smoothinfJ mechanisms such as those observable in pension 
corridors)' Furthermore, it faithful representation displays actual volatility that exists, then prf)parers will 
bo ()ncomagec\ to discuss the oconomic consequences of transactions and market changes, 

It is worth notin(� that as investors come to accept volatility as bf)ing natural, a potential consequence 

will be a shift in mind-set that de-emphasizes short-ternl earning measures and puts ureater emphasis 
on ulld(Jrlying business fundamentals, As recent debates around the potentially harmful impact of over­
relianc(} on quarterly tinancial reports illustrates, stakeholc1ers in the capital markets share a desire 
to prornote more lonQ-term analysis rather than the cum-lilt obsession with numbers that may provide 
an artificial sense of the true state of a company, The adoption of more principles-based accounting 
standards rnay contribute to the promotion of that important qoaL 

2. Responsive to users' needs for clarity and transparency 

Transparent disclosure: anci rnallil\lemenl cOITlIl1elllary will be vital to ensure that investors understand 
ilnd have confidence in financial reports developed under more principles-based accountino standards. 
Financial staturnonts must bo prepared with the cnd user --the investor top-of-mind, rather than as an 
afterthOUGht As noted above, today's financial statements are often so complex that even sophisticated 
Illvestors find it difficult to fully understand the information beinu provided to them. Principles-based 
accountino standards mLlst be developed with the clear qoal of promotinQ financial reports in which 
investors can easily find and understand the information they need, 

With that in mind, it is worth considerinq the kinds of information most relevant for the end user. 

Certainly, investors are interested not only in how financial statements reflect the current state of the 
business, but also in how they can be used as a predictive tool (e,u" enable users to predict future cash 
flows). Principles-based standards should be desinned to elicit information that can empower investors 
in this rngMd and ,liso continue to report on the stewardship of management 

Flir1 of the economic consequences of transactions can he enhanced by 
Slip Illformalion abollt the lIncir:riyinq cash flows via discloSllrllS, For ()XiWlpln, nlGasur(lmen1 
of i1l1 item ill fnir value llIay plovide a market-based assessment of the f(1ir value of the expected cash 
I but will n01 provide information abollt the till1inq and risks associated with those ()xpc-:cted cash 
flows, even though tllOSU risks have iJnell refl(,cted in tlw fair value measurement. 

Finally, !I1vestors will want to understand the fundamental judgments being made by prep(lrers and external 
auditors, Under a more principlos-basfod system, both preparers and auditors will increasinQly be called 
upon to exercise sound judqment as a replacement for riqid adherence to the compliance process of a 
rules-based system, This is a positive dl�veloprnf)nt, as it will promote clear and understandable financial 
statements that faithfully t-eflect a company's economic condition, Yet at the same time, it is clear that 
a system which relies 011 judqment requires that those judqments be clearly communicated ill order to 
f)nsurt) cornparflbility, 

3. Consistency with a clear Conceptual Framework 

At the l1e,1I"t of a hi\jh·quality principles-based systf)f1l is an overarciling, internally consistent Conceptual 
Framework. This Conceptual Framework rnllst be clesi\jned to provide pl-eparers, auditors and investors a 
clear ulHierstandinq of the broad approach LIIHiel-pinninu the various standards, This consistency must be 
reflected in the Basis for Conclusions for each standard, which should clearly and plainly describe how 
till) standard complies with the Conceptual Framework, 

Over time, it is to be expected that instances will arise in which a conflict emerges between a proposed 
princ standard and the Conceptual Framework, In such an instance, standar d-setters will be 
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call{lci upon to examine the standilrd ilnd ask themselves: "is the principlo of this standard appropriate?" If 

lile slandarci-setll"rs determine thalthe principle is appropriate, then they need to consider if amendments 

to the Conceptual Framework art) needed to restore internal consistency. 

If a temporary departure from the Conceptual Framework is adopted for some reason, then the Basis for 
Conclllsions should clenrly explain what that dr�pal'tur e  is, ond why, so as to avoid havin(l prnparers and 

auditors inappropriately analogizing to the position as an application of the framework. 

Currently, thresholds used to recognize and derecognize assets and liabilities vary by standard and 
are often not Hxplicit. RHcognition and dHrGcognition thrHsholds should bH explicitly articulatHd in 
Ha ch standard. The result would 1)(') principles-based standards that are both internally consistent and 
consistHnt with otlier standards covering similar transactions, thereby causing similar transactions to be 
treatHd similarly. 

EVHf) as we lay out our support for consistency with tliH ConcHptual FramGwork, WG also recognizH the 

si(ll1ificant challHllges that this issue raises. 

First, thele are ciivergent views 011 what meaSlIrO[1lrHlt basis to use across assHts and liabilitios. Some 

arqlle that Cl sinole rnHaSLlrement basis should be Llseci across all assets and liabilitiHs. Others argue for 

thH nOHd to employ riifferHnt moaSllremollt basHs for rlifferHnt types of assets and liabilitiHs, while othNs 

still call for permittino choices betwoen more than ono acceptable rneaSLlrernellt basis for different types 

of assets and liabilities. 

Without resolving the dHbatHs around mH(lSUrHIT1Hnt and 1'(3cognition/dfJrecognition models, the Concep­
tual FramHwork at a minimum should provide the standard-settN with objectivH ways to think about 

selecting betwefJn a limited number of different rnH(lSUremHnt bases and recognition/dmGcognition 
modo Is. The guidance should give primacy to information SHen as faithfully representin�l the economics 
dnd dS having relevance to users' decision-makill\l. Then the underlyino concepts should bH applied 
cOllsistelltiy for similar assets and liabilitif:)s wiwn dUVGlopil1g principlos-basnd stancJards. 

III hiqhliqhtin\J these iSSlWS, it is cluar that FASB ilnd IASB will clo wull to consider foclIsinO tilGir 

stanclald-snttinq activitins on finalizin(] their Concf)ptual Framework projl'lct, ()v()n at thH cost of dnlayin\l 

other projects. While teams working on differHnt projects may be ablt) to coordinate with the Conceptual 

Framework teams, a long period of standards seeking consistency with a framework that is to bfJ replaced, 

or with Cl framework that has not ynt beH[1 finalized, will be a significant barrier to achiHving principles­

based standards. 

4. Based on an appropriately defined scope that addresses a broad area of accounting 

definition, (111 appropriate principles-bastld system must be broad in its scope. Indeed, a fundarnental 

flaw in tilt) existing rules-based accounting standards is that they crHate uflnHcessary complexity around 

each elEllT1ent of accountinD, T hus, the process of financial reportin�l and auditing is forced to 

locus rncm) and more on the "trees" and less and less on the "forest" in terms of providing investors with 
Cl clf)M picture uf the overall economic state of til() company. 

PI'illciples-has(lci standards must hrDak thr()ll�lh this problem by hclvin(] broadly ciefined SCOpHS. Evuntually 
c standards mioht consist of (a) the Conceptual Framework; (b) a limited nlll1lbH[ of "core" 

standards addressino key bal(1llcf) shoet and transaction catHDorius (e.�l., financial assets, non-financial 

assets, finallcial liabilities, nOli-financial liabilities, uquity, consolidation, dHrecogllitio[1, revenuo and 
1I1COlTlu) And (c) selHct topic-specific standards illustratinq how the core standards are appliHd to the 
l1Iost typical c of transactions (e.q., leases, pHnsions, H1c). 

Exceptions from tlw SCOpH or principles should be avoided, as the scope and principles themselvHs should 
Iw written with a ooal that all intended transactions will be included. To achiHve this goal, attention should 
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h e  p a i d  t o  d ef i n i n g  tr:: r m i n [) I ()�JY c a r t! f u l ly,  y et i ll a n  1I ll d r� rs ta n d a b l fl w a y, s o  t h a t  it i s  c l u ,H t o  t h o s e  r e a d i n o  
t h e  ste J!1 d a r d s  w h a t  i s  i n t e n d e d  t u  b t� c o v e r e d .  E x c e p ti o n s  f r o m  t h t) s c o p e  a n d  p r i n c i p l es i m p ly ( 1 )  t h a t  t h e  
s c o p u  a n e] p r i n c i p l e s  w u r f?  w r itt e n  t o o  n a r r owly m t o o  b r o a d ly, ( 2 )  th a t  th e s t a n d a rd - s e tt e r  cJ e v i a tt! d t m m  
t h e;  C O l1 c e pt u a l  Fr a m flw o rk,  o r  ( 3 )  t h a t  l e g a cy s c o p e  t! x c e pt i o n s  h a v o  b e o n  o r a n d fat lw r e d ,  sll c h  a s  th o s e  
f o r  p a rti c u l a r  i n d u str i e s .  A l tho u O h  s o m e  e x c e pt i o ll s  m a y  b e  n e c e s s a ry f r o m  t i m e  t o  t i m e ,  t h e  I O ll o -te r m  
�J o a l  s h o u ld b e  t o  ref i n e  sta n d a rd s  s o  t h a t  t h e  rn aj o r i ty o f  s c o p e  e x c e pt i o n s  a r t!  t! l i rn i n a t e d .  

5 .  Written i n  clear, conc ise  and plain language. 

A s  t h e  " c o n s u m e rs "  of  f i n a n c i a l  r e p o rt s ,  i nv e stors  h a v e  t h e  r i o h t  to i n fo r m a t i o n  p re s e nt e d  in a c l e a r  a n d  

u n d Nsta n d a bl e  f a s h i o n .  T h e  s a m e  s h o u l d  h o l d  t ru e f o r  t h e  a c c o u nt i l l �l sta n d a rd s  t h e m s e l v e s .  

A tt e n t i o n  s h o u l d  b e  p a i d  t o  c l e a rly  a rt i c u l a ti n g  t h e  s c o p e  of  t h e  sta n d a rd a n d  t h e  t e r m s  a n d  d efi n i t i o n s  

l I s e d  t h e r e i n .  Alth o u o h  i t  w o u l d  b e  u n r e a l i st i c t o  s U 9 \J e st th a t  a p p l i c at i o n  o u i d a n c e  w i l l  n o t  b e  s o u g ht,  i f  
p r i n c i p l c s - b a s o d  stil n d a rd s  a re p r o p e rl y  w r i tt e n ,  t h e r e  s h o u l d  b o  l e s s  n e e d  f o r  f o rm a l  i nt e r p r e t a t i o n s ,  o r  
f:: x t e l1 s i v (, i m p l e m e n t a t i o n  U ll i d a l1 c e .  O n e  w a y  t h a t  a n  i l1 t(-l r p r et i v e  b o d y  c a n  c o n ti n u e  tu a d d  v a l u e  i s  by 

a p p l l C il l i o !1 r a th r:: r t h a n  p r ov i cJ i n (J c i f i c  i n tr:: r p l r:: t iv r:: g u i d a n c e .  I n  s o  d o i n g ,  th r:: 
b o dy c o u ld i d e nt i fy a ny u n d e r ly i n u  p r o b l e m  i n  t h u  r e l e v a n t  s t a n d a rd .  

StA f1 (1cml - s ettNs s h o u l d  r o n s i cl e r  f o l l ow i n n  a u n if o r m  str u c t u r e ,  i n c l ll d i n q  s c o p n ,  r n c o o n i t i o n ,  i n iti a l  
rn e a s u r c n w n t, s u b s e q u e nt m e a s u re m e n t ,  p r e s e n t a t i o n ,  d e r e c o g n i t i o n ,  ei i s c l o s u rlJ , e ff e c ti v e  d a te a n d  
tr a n s it i o n .  E a c h  s e c t i o n  s h o u l d  i d e n t i fy  t h e  r e l ev a nt p r i n c i p l e s  s e p a r a te d  f r o m  oth e r  text.  A p ri n c i p l e  
s h o u l d  i d e a l ly b e  d ra f t e d  t o  h a v e  t h o  f l e x i b i l it y  t o  d e a l  w i t h  n e w  s i t u a ti o n s  t h a t  w e r e  n o t  o r i g i n a l l y  e nv i ­

s i o fw cl b y  til l) st a ! Hl a r d - s e tt e r. T h (] f' o f o r e ,  p r i n c i p l e s , b a s e d  sta n d a rd s  s h o u l d  c o n t a i n  c l e a r ly - a rti c u l at e d  

o v e r- a r c h i n g  o b j e ct ives  th a t  m a ke i nt u it ive  s e n s e  a n d  a r o o r o a n i z o d  i n  a 10(j i c a l  f a s h i o n .  

S u c h  st a n d a r d s  s h o u l d  b o  c o n c i s e  a n d  a v o i d  e x p l a i n i n g  t h e  s a me t h lw ry i tl lT1 u lt i p l e  l o c a ti o n s  i n  d i ff e r e nt 
w a ys .  J u s t  how c o n c i s e  t h e y  s h o u l d  b e  w i l l  a lw a y s  b e  a m a tt e r  of j u d �J rn e nt a n d  d e b a t e ;  h o w e v e r, i n  

t h u o ry, t h e  sta n d a rd s  s h o u l d  d n a l  with  t h o  m a i n  i s s u e s  r n l a w d  to a p a rt i c u l a r  t y p e  o f  tr a n s a ct i o n  c a t G g o ry 
Cl n d  s h o u l d  r e s i st a tt e m pti n g  to a n SW (� I' e v e ry p o s s i b l e  q u o sti o n .  T h i s  w i l l  l e a v e  m o st o th e r  i n t e r p re t i v e  
i s s u e s  t o  b e  d e a lt w i t h  b y  r e fe r e n c e  t o  t h e  c o r G  p r i n c i p l e s  a n d  t h e  u s e  o f  r e a s o n a b l e  j u d o m e nt.  S uifi c i e ll t ,  

but  l i m i t e ci ,  a d d it i o n a l  g u i d a n c e  s h o u l d  b e  p ro v i ri mJ - i n  t il t) f o rm o f  e x p l a n at i o n s  in  thG  s ta n d a rd i t s H l f ,  
(:l x a m p l e s  f o r  m a j o l' c l a s s e s  of  t r a n s a c ti o n s, a n d  r:: x p l a n a t i o n s  of  h o w  to i n te r r e l ate  t h o  p r i n c i p l e s  to m aj o r  
i ss u e s  to o n h (l n c e  t h e  r e a cl e r's u n d e r st a n d i n n  o f  h o w  to a p p l y  t h e  p r i n c i p l e s .  T h e  a mo u nt  o f  a d d i ti o n a l  
g u i d a n c e  s h o u l d  b e  s uff i c i e n t  t o  m a k e  th e p ri n c i p l e s  o p e r a ti o n a l .  

,J u s t  h o w  m u c h  a p p l i c at i o n  g u i d a n c e  a sta n d a rd s h o u l d  c o nt a i n  i s  a ls o  a m atte r t h a t  r e q u i l' e s  c a re f u l  
c o n s i d 8 l' a t io ll .  I n  t h i n k i n g  th i s  c h a l l e n g e  th ro u g h, s o m e  h a v e  q u e st i o n e d  w h a t  t h e  sta n d a rd - s e tter 's t a r o et 

a u d i e n c e  s h o u l d  b e  w h e n  d ra ft i n D  p r i n c i p l e s- b a s e d  sta n d a rd s. C l e a r ly, o n o 's v i e w s  o n  h o w  c o n c i s e  a 
st a n d a r d  c a n  Iw i s  i m p a ct e d  b y  w h e t h e r  o n e  v i e w s  t h e  t a r g et a u d i e n c e  a s  a n  a u d i t  p a rt n e r  i n  t h e  n ati o n a l  
off i c f) o f  a l a r (l e  a c c o u nt i n �J fi r m ,  th e c o ntr o l l e r  o f  s m a l l  p r i v a t H  c o m p a ny, o r  a r e l a t i v e l y  u n s o p h i s t i c a te d  
i n ves tor. I 1  w o u l d  s e e m  t o  m a k e  s e n S E  th a t  i f  ru il s rm a b ly w u l l - i n fo r m o d  p r G p a rers ,  a c ti n g  i n  q o o cJ f a i t h ,  
m u s t  f r e q u e ntly seek o u t  s i (l n i fi c a nt a civ i c o  t o  b e  a b l e  t o  ;l p p ly  t h G  s t a n d ar d  i n  t h o  m a n n p r  i n t e n d e d  by t h e  
s t il n d iHli - s cdt e l ,  then  t h e:  slil n d i ll c! w i l l  h a v e  f a i l fj c! t o  a c h i e v e  t h e  c r i t e r i o n  of  c lari ty. 

F I f1 il i ly ,  Cl P II Il C  h a s u d  sta n d a rd s h o ll l d  c o n t a i n  Cl wf? i I  t llOUfJ h t- o ul a n d  a rt i c u l a t f) d  B a s i s  f Ot 
C o n c l u s i o n s .  B a s i s  f o r  C O l1 c l u s i o n s  lTI a y  n o t  a d d re s s  c le a r ly t hr:: sta n ci a rd - s e tte r's c o n c l u s i o n s  
(lfw u t  t h l)  e c o n o m i c s  o f  a c l a s s  o f  tra ns a c ti o n ,  w h i c h  p r e s u m a b l y  i s  v e ry i m p o rt a n t  i n  e st a b l i s h i n fJ t h e  
p ri n c i p l e s  o f  a c c o u n ti n g  f o r  th a t  c l a s s  o f  t r a n s a c t i o n  ( e . u .  th e s u b sta n c e  o f  Cl f i n a n c e  l e a s e  i s  Cl f in a n c i l l O  
o f  th e a c q u i s i ti o l1 o f  a ll a ss e t) .  T h e  B a s i s  s h o u l d  c l e a r l y  a rt i c u l at e  t h e  sta n d a rd - s ette i"s u n d e rl y i n g  th i n k i n o  
p a l"t i c u l a rly  fo c u s e d  o n  i t s  v i e w  o f  t h e  e c o n o m i c s  of  t h e  t ra n s a c t i o n  b G i n O  a c c o ll ll tGd  f o r, a n d  t h t!  i m p a ct 
of t h e  t l' Cl n s a c t i o l1 o n  t h e  b a l a n c e  s h e Gt a n d  t h e  e nt i ty 's p e rform a n c e. A B a s i s  f o r  C o n c l u s i o n s  s h o u l d  !l ot 

i n c lu d e.; o u i d a n c e .  
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6 .  Allows for the use of reasonable j udgment 

Th e l a s t  k e y  c r ite r i o ll f o r  a p r i n c i p l e s - b a s e d  sta n d a rd i s  t h a t  it s h o u l d  a l l o w  f o r  t h e  a p p ro p r i a t e  u s e  
o f  r e a s o n a b l e  j u ci g lTl e nt. T h e  e x p e rt j u ci (] lTl e r1 t  of  h i g h ly-tr a i rw d  p r e p a r e r s  a n d  a u d it o r s  c o u l d  p rovi d e  
v a l u e  b y  p r o v i d i n g  i m p r o v e d  c l a r i ty. B u t u n d e r  t o d a y's r u l e s - b a s e d  syste m s ,  th e r e  i s  i n s uffi c i e nt r o o m  f o r  
p l"Ofp s s i o n a l l ll d () Ill P nt. 

D e fi n i n g  a n  a p p r o p r i at e  j u d g m e nt i s ,  of c o u r s p ,  a s o m e w h at s u b j e ct ive  e x e r c i s e .  B ut b r o a d l y  s p e a k i n g ,  

a p p ro p r i at e  j u d (l m e nts c a n  b e  c o n s i d e r e d  i n  t h o s e  c a s es w h e re i t  c a n  b e  d e lllo n st r a t e d  t h a t t h e  j u d g m e nt 

w a s  r o a s o n a b l e  at t h e  t i m e  it w a s  rn a d e  i ll I i (l ht o f  t h e  f a cts  a n d  c i r c u rnsta n c e s  p r e s e nt a t  t h a t  ti m e .  

J u d (l m e nt s h o u l d  b e  a p p l i e d  a s  n e c e s s a ry t o  m e et t h e  o v e r r i d i n (l  o b j e c tiv e s  o r  p ri n c i p l e s  s e t  f o r t h  b y  th e 

sta  n d  a r d - s f" ttn  r s .  

J u d Cl llwnt  s h o u l d  n o t  b e  u s n d  to c i r c u mv e nt t h e  p r i n c i p l e s ,  b u t  r a th e r, s h o u l d  b e  u s e d  t o  d et e rm i n e  (1 ) 
th e p C D l1 0rn i c s  of t h e  tril rl s a c t i o n  il S  a rt i c u l a t o d  b y  t l Hl  sta n d a r d -sett e r, (2) w h nt h e r  t h [J  s c o p e  of t h e  
I H l l l  - b a sed  s t a n d a rd ap  t o  t h e  t r a ll s a c ti o ll i ll q u e s ti o l) a n d  (3) h o w  t h e  p r i n c i p l e s  s h o ll l d  b e  

a p p l i e d  to f n i l il l ll l ly r r] t h e  e c o n o m i c  c D ll s e q u e tl C (! S  o f  t r a n s a c ti o n s  a s  [Jx p l n i ll e ri hy t h e  s ta n d a r d ­
setters, T il e  u s e  o f  j u cl g rTw n t  w i l l  r e q u i re  c O l l l () m p OI' a rw o LJ s  d o c u m e ntati o n  o f  k e y  c o n s i d () rat ions  to 

b e  c O l ll p l f� t e cl a n d  m a i n l a i l H l d  by p r e p ar e rs ,  R e g u l a t o r s ,  sta n d a rd - s e tte r s ,  a u d i to r s  a n d u s e r s  s h o u l d  

h u i l d  a n  lI n d e rs ta n d i n g  t h a t  s o m e  d iv e r s ity t h a t  m il y  r e s u lt f r o m  t h B  e x e r c i s n  o f  r e Cl s o n a b l n  j u d G m n nt i s  
a c c e p t a b l e .  

T h n r e  il re d iv B r(l e n t  v i ews o n  h ow c o m p a r a b i l ity s h o u l d  b e  a c h i e v e d .  S o m e  b e l i ev n  th a t  c o m p il r Cl b i l ity 

is b c) st a c h i ev e d  by l i m it i n g  th n a p p l i c at i o n  of j u d g m e n t  a n d  s e l B ct i o ll a mo n g st p o s s i b l e  c h oi c e s .  Oth e rs 

b El l i e v e  t h a t  c om p a ra b i l ity m a y  b El  a c h i ev e d  th r o u (l h  d i s c l o s u r e  of t h e  j u d g m e nts t h a t  w e r e  m a d e  a n d  h ow 
t h e y  i m p a ct t h e  f i n a n c i a l  r B s u lts .  Th e m o r e  c o rn p a r a b i l ity is rn a nd at e d ,  t h H  rno r e  r u l e s  w i l l  b n  r H q u i rB d  to 

u nfo r c D  i t .  St r iv i n g  t o  o bt a i n  c O lll p l ntn  c o m p a r a b i l ity, u n d e r  d Bt a i l n ci r u i n s - b a s e d  r G (l i m e s, often  d ef n a ts 

t1w p u r p o s n  b e c a u s e  r e a l  c o m p a r a b i l i ty is l o st t h r o u �J h  thn m a ny b r i (J ht l i n n s  a n d  n x c n pti o l1 s  c re a ted  by 

t h e  r u l t) S  t lw rn s tl l v fJ s .  

T h o s e  r e l y i n q  o n  r u l e s  m a y  b e l i ev tl  t h at they  h a v n  p r e c i s e ly r e p o rt e d  t h e  t ra n s a ct i o n  i n  q u n st i o n ,  y B t  t h e r e  

I S  n o  g ll a r a n tf) B t h at w h a t  h a s  b p r Hl r n p o rt n d  i s  a f a ithf ll l r o p r e s o ntClt i o n  o f  n c o n o rn i c  r n a l i ty. T h H r n  rnily 

be f a ls e  c o m fo l'l in (1 m e c h a n i sti c a p p r o a c h  to (J p p l y i l1 (] a r u i n ,  r il th e r  t h a n  t a k i n g  a h o l i sti c v i e w  to e n s ur e 

ttl fl t  t h e  a c c () u nt i l 1 �J t r e a t m e n t  a l i O l1 s  with t h e  e c o n o rn i c s  a s  a rt i c u l (Jt n d  by t h e  sta n d ar d - s e tt e r. 

OTHER STANDARD-SETTING CONSI DERATIONS 

I n  a d d i t i o n  to t h o  s i x  a tt r i b u t e s  p r o p o � w cl f o r  pri n c i p l e s - b a s e d  sta n d a r d s ,  t h e  f o l l o w i n fJ p o i nts,  w h i c h  

a r () r c l a t o ci t o  t h e  sta n cl a rcl - s e tt i n (] p r o c n s s  i t s e l f ,  r a th f) r  t h il l1 [w i n o  c h a ra ctf) r i s ti c s  o f  p r i n c i p I E s - b a s f) d  

st a n d  ( H C  i m p o rta nt t o  t h n  s u c c e s s  o f  p r i n c i p l G s - b a s e d  r e (l i m e .  

1. Continuo u s  Improvement 

1 11 o r d e r  t o  c o n t r o l  t h e  v o l u m e  o f  sta n d a rd s ,  i t  w o u l d  b e  p re f e r a b l e  i f  t h e  n u m b e r  o f  s ta n d a r d s  i s s u e d  d i d  

n o t  p ro l i f() r il t () o v e r  t i lllfl. I n s te a d, sta n d a rd s  s h o u l d  h e  i m p ro v n d ,  w i t h  f) a c h  s ta n d a rd b o i n g  a ss n s s p d  

iJ o th b e l o r o  a n d  a ft e r  i S S ll Cl I1 C l,) to e n s u r e  t h a t  t h e y  a rE p rov i d i l1 (l m e a n i n g f u l  i n f o nTl a t i o n  t o  i ll v e stOl' s .  T h i s  

s h o ll l d  i n c l u d e  f i e l d -test i n g  p r i o r  t o  i ss u il n c E  a n d  a l o o k - b a c k  a ft e r  i m p l n m e n tati o n .  R o b u st f i e l cH e st i n q  
s h o u l d  Iw p n rf o r m e d  t o  u n s u r n  th a t th e  stil n d ar d - s e tte r 's U l1 d l! r s ta n ci i ll g  of  t h e  e c o l1 o m i c s  o f  t r a n s a c ti o l1 s  

a n d  t i le  o p ur a b i l i ly of  th e i r  a r e  c o n s i st e nt with e x p e c t e d  u lt i m a t n  p r a ct i c G . 

A m a n d a t o r y  l o o k- b a c k  a ft e r  Cl r e a s o n a b l e  i rn p l e l1l o ntat ion  p e r i o d  s h o u l d  be) c o n ci u c te ci to e n s u r e  t h a t  

e a c h  n ewly i s s u e d  s ta n d a rd i s  o p e r a ti n (l  a s  i n te n d e d  a n d p r o d u c i n g  d n c i s i o n - u s e f u l  a n d  r e l e v a nt ,  
e c o ll o m i c a l ly  s o u n d  i n i o r rn (l ti o ll to i nv e sto r s .  
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I nt e r p retat i o n s  of p r i n c i p l e s - b a s e d  sta n d a rd s  s h o u l d  f o c u s  o n ly 011 s i g n if i c a nt i s s u e s ,  w h i c h  s h o u l d  b ll 

l i m ited lo c i r c u m sta n c e s  i n  w h i c h  the  s la n d a r d - s ll it e r  b ll l i e v e s  th a t  t h e  p r i n c i p l ll s  a r ll  m i s u n d e rsto o d  a n d/ 

or n o t  w e l l  a ni c u l a t e d .  D et a i l e d  m atte r s  s h o u l d  b e  l eft to p r e p a r e rs a n d  a u d itors  to e x e r c i s e  r e a s o n a b l e  

j u ci (l lrw nt a n d t o  p ro vi d e  t ra n s p a r e nt d i s c l o s u r e .  I nt()f' p r e t a ti o n s  a n d  a m e n d m e nts  s h o u l d  b e  i n c o r p o r a t e d  

i n  pr i n c i p l e s - b a s e d  sta n d a rd s  th e m se lv e s ,  by th e sta n d a rd - s ett e r, s o  t h a t  wh a t  r e m a i n s  i s  a s i n g l e  s o u r c e  o f  

h i C) IHll1 a l ity p r i n c i p l e s - h a s e d  sta n d n r d s  t h a t  Ill a y  b e  e a s i l y  r e f e r e n c e d  by a l l  c a p i t a l  m n rk e t  p a rt i c i p a nt s .  

C o n ti n u o u s  i m p r o v e m e nt o f  a c c o u n t i n g  s t a n d a rd s  m a y  b e  th o u g ht of  wit h i n  t h e  c o ntext  o f  a s t a n d a rd s  

l i f e  c y c l n .  F i r s t  t h e  sta n d a rd i s  wr itt e n ,  t h e n  t e s t e d ,  t h e n  i m p l e m e nt e d .  Afte r  a p e ri o d  o f  t i m e ,  a ctu a l  

e x p e ri e n c e  s h o u l d  b G  Q a u Q G d ,  a n d  i s s u e s  i d e ntif i e d .  At t h i s  t inlG, r e l e v a n t  a s p e cts  of ,  o r  w o r d i n g  with i n ,  

t ill'; sta n d a rd s h o u l d  [w r e c o n s i d e r e d  s u c h  t h a t  a ny k n o w n  iSS ll G S  a re r e s o l v e d  t h ro u n h  Cl p ro c e s s  t h a t  

l'()V i s (') s  t ilo  sta n d a r d  it s ll lf .  

I n  c e rta i n  i n s t a n c e s , t h G  l i f e  cy c l e  o f  a s t a n d a rd m a y  h a v G  r ll n  i ts  c o u rs e  a n d t h e  s t a n d a rd s h o u l d  b G  

r n s c i n d e ci o r  c o m p l et e l y  rn d e l i b e ra t e d  a n d  rHwritte n .  HOWGVEH, t l w  o b j e ct ive  o f  c o nti n u o u s  i m p rov e m e nt 

s h o u l d  b e  b a l a n c f" cl a �Fl i n st th e c o sts o f  c h a n q e  a s  l r a c k i n C) ,  a ss G s s i n q  a n d i m p l B l11 e n Li n q  r e vi s i o n s  to 

st a n d a r d s  c a n  b e  c ost ly for  p r e p a r e r s  a n d  t h O S G  w h o  Ll s e  f in a n c i a l  s tate m e nts .  

2. Applying the proposed framework 

N o  O fl e  a tt r i b u te  d i s c lI s s e d  a b o v e  i s  v i e w e d  a s  h av i n g  a b so l u t e  p ri m a cy;  r a t h e r, e a c h  o f  t il e  a tt r i b u t e s  

s h o u l d  b e  c O fl s i d G r B d  a n d ,  i f  i n  c o n f l i c t  w i t h  o th e l's ,  b a l a n c B d .  

With  th a t  s a i d ,  ( 1 )  f a it h f u l ly r e p r G s G n t i n g  t h e  e c o n o m i c s  of t r a n s a c ti o n s  a n d  ( 2 )  b e i n q  r e s p o n si v e  to 

u S G rs '  n r:w ci s  a n d  p r o m oti n \j t r a n s p a r G n cy a r e  p a ra m o u n t  i n  f i n a n c i a l  r G p o rti n q  a n d  s h o u l d be w e i q h t e d  

a c c o rd i n g ly. G iv i n g  p ri m a cy t o  t h e s e  attr i b u t e s  w i l l  a l l o w  u s e rs to  u n d G rsta n d  a c o m p a ny's u ncJ or ly ing  

b u s i n e s s .  W h e n  a sta n d a r d - s e tt e r  d ev i a t e s  f rom t h e s e  two c rite ri a  i n  an  a tt e m pt t o  b a l a n c e  oth e r  

ilttr i b u t e s ,  t h e i r  l o q i c  f o r  d o i n g  s o  s h o u l d  b G  c l e a r l y  a rti c u l a t e d  i n  thG  B a s is  f o r  C o n c l u s i o n s  s o  t h a t  

r e a cJ El r s  w i l l  n ot i n a p p ro p r i al n ly a n a l o g iz tl to  t h o  c o n c l u s i o n s .  

!fiI T h o r o  i s  a n  i nt e r r e l a ti o n s h i p  b e tw e e n  t h e  o pt i m a l l y - s e t  s c o p e  of a p r i n c i p l e s - b a s e d  s t a n d a r d s ,  i ts  

s c o p e  CXC() i ts  il p p l i c il t i o ll n x c n pt i o n s  a n d  its  p r i n c i p l e s .  T h e r o f or n ,  c h o i c o s  rn a d r: by  Hw 

s t anda r ci - s e tler r e g n rci i n (l w h e n  to  a l l ow a S C O p E  e x u} pt iO I1 ver s u s  r e fi n i n g  t h e  s c o p e  a n d  p r i n c i p l e s  

t h e rn s e lv n s  wi l l  [ I-: q u i r e  C il re ,  rl u e  p r o c e s s ,  a b a l a n c D d  a p p ro a c h a n d  a c l e a r  a rt i c u l at i o n  of  I o n i c  i n  

t il t) B a si s  f o r  C o n c l u s i o n s. 

SUMMARY AND NEXT STEPS 

A c h i e v i n q  b a l a n c e  b e tw tl G n  t h e  a ttr i b u t e s  f o r  p r i n c i p l e s - b a s e d  s t a n d a rd s  w i l l  n ot b G  e a sy. 

M a ny of th e b r i o h t  l i n e s ,  s c o p e  e x c B p ti o n s, s a fe  h a l- b o r s  a n d  o t h e r  e x c e pt i o n s  to  p ri n c i p l e s  in c u rr e n t  

st a n d a rd s  t h a t  m a y  c a u s e  t r a n s a c ti o n s  n o t  to  b e  r e p o rt e d  i n  a l11 a n n G r  t h a t  c l e a rl y  r G p r e s e nt s  t h e i r  

e c o ll or n i c s  a r c  t h e  r e s u l t  o f  r e q u e s ts f r o m  p l e p a re rs a n d  a u d it o r s .  A r e - e v a l u a t i o n  o f  t h e  p r e vi o u s  

a c c o u nt i n G  t r e a t m e nt f o r  c l a s s e s  o f  t r a n s a ct i o n s  m a y  b G  a n  a p p r o p r i a t G  sta rt to  d ev e l o p i n o  a s e t  o f  

p ri n c i p l e s - b a s e d  sta n d a r d s .  

Til n h o p e  i s  t h a t  t h i s  p a p e r  wi l l  a ct a s  Cl m e c h a n i s m  to  e n n a q B  v a r i o u s  sta k e h o l d e rs i ll d e b a t e  a n d  t o  b u i l d  

C O ll s e ll S U S  O il t i w  a p p ro a c h  t o  ll s e  !] o i n g  f o rw a r d .  T h e  n ext s t e p  s h o u l d  b e  t o  t e st a ny a �J f e e d  p r o p o s a l s  

il p r a c t i c a l  e x a m p l l? t o  t e s t  b llth ( 1 )  w h e th e r  i t  c a n  b e  Cl h G l pf u l  t o o l  t o  a s s i s t  i n  o p ti m a l l y  d e s i [J l 1 i n q  

P f l l l C I  s t a !l d ar d s  (l n d  ( 2 )  w h et h fH p r i n c i p l e s - b a s e d  s t a n d a r d s  th e m s e l v e s  G a n  b e  lI s e ci w h e n  

(1 C l; o u l1 t i n �l f o r  c o m p l EX b u s i n e s s  t ra n s a ct i o n s. T h e  p r a c ti c a l  Gxar n p l e  s h o u l d  e n c o m p a ss a f u l l  a ctu a l  

s t il n cl il p r oJ e c t. T I I G  e f f o rt wi l l  n o t  b e  (:: a sy, b u t  if s ll c c e s s f u l ,  it w o u l d  e m pOVIJ G r  sta n d a rd - s e tte r s  

t o  111(l k u  fl l (? (l ll i n q f u l  p r o C) r c s s  O il ti l t! U S l} o f  p r i n c i p l e s  .. b (l s e r\ st a n d a rd s .  
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