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Abstract 
 
Small and medium-sized enterprises (SME) are potentially the most dynamic sector of the 
economy and their growth is considered to be key for the overall economic well-being. Micro, 
small and medium-sized enterprises are socially and economically important, since they 
represent 99 % of all enterprises in the EU and provide around 65 million jobs and contribute 
to entrepreneurship and innovation. Small firms are also economically significant in all 
countries. It was estimated in 1997 that, there were approximately 6.3 million small or 
medium-sized entities or SMEs in the USA.   
 
In Europe, where there are over 20 million business enterprises, more than 5 million private 
entities (generally referred to as small and medium-sized entities, or SMEs) have a statutory 
audit and reporting obligation. Virtually every European country has developed its own 
simplified national GAAP for private entities, some countries have two or even three levels of 
GAAP for private entities. The same is true in Asia and elsewhere across the globe. 
 
On February 15, 2007, the International Accounting Standards Board (IASB) issued the 
exposure draft (ED) of its International Financial Reporting Standard (IFRS) for Small and 
Medium-Sized Entities (SME) for public comment . The aim of the proposed standard is to 
provide a simplified, self-contained set of accounting principles derived from the full IFRS to 
be used by smaller and non-listed companies. 
 
Acknowledging the need for different accounting regulation for SMEs, in December 1998, 
The Swedish Accounting Standards Board ( Bokföringsnämnden or BFN )  decided to write 
its own accounting rules so called “K Project” for unlisted entities that would contain its 
recommendations of accounting regulations for a company in Sweden.  
 
IASB claims that at the present time there are well over 50 jurisdictions around the world 
where the full IFRS is required or permitted, for all or most limited liability companies, 
including the micros. IASB further states that if the full IFRS has been deemed suitable for all 
entities, then the proposed IFRS for SMEs will also be suitable. Or is it! 
 
Based on IASB’s statement, which leads to a very interesting but yet simple research question, 
which is: 
 
              “Would the proposed IFRS for SMEs be suitable for companies in Sweden”? 
 
Financial statements are a final result of various accounting treatments that are contained in 
the accounting standards. Good accounting quality standards, according to the IASB, are 
those that ideally contain the qualitative trait of timelessness, usefulness and materiality. 
Unfortunately, the quality of financial statements can also be influenced by outside factors 
such as government tax law.  
 
Will the IFRS for SMEs be suitable for companies in Sweden? There are several factors that 
one must take into consideration before the answer can be fully established. 
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Chapter 1.  Introduction 

1. Introduction 
 
Small and medium-sized enterprises (SME) are potentially the most dynamic sector of the 
economy and their growth is considered to be key for the overall economic well-being. Micro, 
small and medium-sized enterprises are socially and economically important, since they 
represent 99 % of all enterprises in the EU and provide around 65 million jobs and contribute 
to entrepreneurship and innovation.1 Small firms are also economically significant in all 
countries. It was estimated in 1997 that, there were approximately 6.3 million small or 
medium-sized entities or SMEs in the USA.   
 
In Europe, where there are over 20 million business enterprises, more than 5 million private 
entities (generally referred to as small and medium-sized entities, or SMEs) have a statutory 
audit and reporting obligation. Virtually every European country has developed its own 
simplified national GAAP for private entities, some countries have two or even three levels of 
GAAP for private entities. The same is true in Asia and elsewhere across the globe.2 
 
Recognizing the burdens placed upon smaller enterprises by financial reporting, many 
countries exempt smaller enterprises from statutory audit and subject them to differential 
reporting requirement. For instance, as a result of EU accounting directives, small and 
medium-sized companies throughout Europe have the option of filing abbreviated reports 
with reduced levels of disclosure and all private companies in the US are exempted from the 
need for Generally Accepted Accounting Principles (GAAP) financial statement and audit.3 

1.1. Problem Background  
 
Despite the attempt to reduce SME financial report burden in some countries, but however in 
most countries, many or even all small companies still have a legal obligation to prepare 
financial statements that conform to a required set of accounting principles or local Generally 
Accepted Accounting Principles (GAAP) that are generally accepted  in that country.4 There 
is also an on-going debate on supporting the need for differential reporting and relaxing 
requirements for smaller entities. The debate focuses on the benefits from financial reports 
which are issued for the users’ need. Based on this reasoning, many argue that much of the 
disclosures and information required by full financial statements is regarded as not relevant to 
smaller businesses. There is general agreement that the users and user needs of SME financial 
reports are not the same for larger entities and the purpose, for which financial reports are 
produced, is related to the size and complexity of the entity. Collis argues that larger 
companies use their financial statement for a wider range of decisions and that they undertake 
more complex transactions than smaller enterprises, in terms of providing aggregated 
information that requires more sophisticated analysis.5 
 

                                                
1 European Commission Enterprise and Industry. Available from   
http://ec.europa.eu/enterprise/enterprise_policy/sme_definition/index_en.htm (Access 20 May 2008) 
2 International Accounting Standards Board. Available from  http://www.iasb.org/NR/rdonlyres/BBF5F938-
93E7-44D1-85FD-A87D35415F03/0/SMEprojectupdateAug2008.pdf  (Access 10 August 2008) 
3Lungu, Camelia Iuliana, Caraiani, Chirata and Dascalu, Cornelia,New Directions of Financial Reporting Within 
Global Accounting Standards for Small and Medium-Sized Entities(March 7, 2007).  
4 Practor Paul. Standards and SMEs: who, what, when and why? Accounting & business WCOA special edition 
5 Collis, J. and R. Jarvis (2000) How owner-managers use accounts, Centre for Business Performance, ICAEW 
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Sweden is no exception, in terms of how many SME companies make up the majority in the 
Swedish economy. It is only a tiny minority of 0.1 percent of the total 665 548 companies that 
are considered to be large and have at least 250 employees or more, with a majority of 68,3 
percent which are one-man-companies. Table 1.1 illustrates the number of companies in 
Sweden 2007 divided by size and number of employee. 
 

TABLE 1.1. NUMBER OF COMPANIES IN SWEDEN 2007 
 
Company Size Number of 

Employee 
Number of 
Companies 

Percentage of 
companies 
 

One man company 0 454 407 68.3 % 
    
Small  1-9 178 613 26.8 % 
Small 10-49 27 278 4.1 % 
    
Medium size 50-249 4 389 0.7 % 
    
Total of small and medium size 
companies 

 664 687 99.9 

    
Large companies 250 -  861 0.1 
Total  of all companies  665 548 100 
Source: Ekonomifakta6 

 
Currently, there are 587 listed companies in Sweden7, and there are approximately 326052 
registered as limited company in 20078.  

1.2. Is one set of accounting standards suitable fo r all entities, regardless of 
size?  
 
IASB has previously considered, the full IFRSs that developed for listed entities is suitable for 
all entities in principle, but IASB is also recognised at the same time that the differing user 
needs and cost considerations for SME to produce the required financial statements. Partly 
motivated by a concern that SME regulation, if left to other regulators, might not be consistent 
with IFRSs or the IASB’s framework, and might not be best suited to meet user needs and 
ensure international comparability. Therefore, the IASB decided that its mission would allow 
it to extend its focus to SMEs9 as well. On February 15, 2007, the International Accounting 
Standards Board (IASB) issued the exposure draft (ED) of its International Financial 
Reporting Standard (IFRS) for Small and Medium-Sized Entities (SME) for public comment. 
The aim of the proposed standard is to provide a simplified, self-contained set of accounting 
principles derived from the full IFRS to be used by smaller, non-listed companies.10 The 
objective of this project is to develop an International Financial Reporting Standard (IFRS) 

                                                
6 Ekonomifakta. Avaliable at: http://www.ekonomifakta.se/sv/fakta/ekonomi/foretag/antal_foretag/ 
7 Global Reports Available from:  https://www.global- 
reports.com/grapp4/exchangelisting.adp?grsession=SES_122086483303421&offset=50 (Access 10 September 
2008) 
8 Bolagsverket. Available at: http://www.bolagsverket.se/ (Access 16 September 2008) 
9 Evans, L. Gebhartd, G.  Problem and opportunities of an International Financial Reporting Standard for Sees 
Accounting in Europe, Vol. 2 2005 
10Epstein, B. and Jermakowicz, E. (2007): Wiley IFRS 2007: Interpretation and Application of 
International Accounting and Financial Reporting Standards 2007, Wiley International Standards.  
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expressly designed to meet the financial reporting needs of entities that (a) do not have public 
accountability or are unlisted and (b) publish general purpose financial statements for external 
users. Examples of such external users include owners who are not involved in managing the 
business, existing and potential creditors, and credit rating agencies.11 
 
Acknowledging the need for different accounting regulation for SMEs, in December 1998, 
The Swedish Accounting Standards Board ( Bokföringsnämnden or BFN )  decided to write 
its own accounting rules so called “K Project” for unlisted entities that would contain its 
recommendations of accounting regulations for a company in Sweden. 12 
 
In response to IASB questionnaire on the issue of should IASB developed accounting 
standard for SMEs, BFN explained how it planned to take action by defining its accounting 
regulation framework, and how it planned to divide companies to different entities. BFN 
divided entities into four categories namely K1, K2, K3 and K4 and each will apply four 
different sets of accounting rules according to respective sizes 

1.3. Research Question 
 
IASB claims that at the present time there are well over 50 jurisdictions around the world 
where the full IFRS is required or permitted, for all or most limited liability companies, 
including the micros. IASB further states that if the full IFRS has been deemed suitable for all 
entities, then the proposed IFRS for SMEs will also be suitable. Or is it! 
 
Based on IASB’s statement, which leads to a very interesting but yet simple research question, 
which is: 
 
              “Would the proposed IFRS for SMEs be suitable for companies in Sweden”? 

1.4. Aims of the study 
 
The main aim of this study is to examine the IFRS for SMEs accounting standard, its 
suitability and hindrance for small and medium sized companies in Sweden.  
 
There are four additional objectives this thesis plans to achieve that will be used as 
foundations for a further analysis in order to reach a conclusion for this study, these objectives 
are: 

• To identify any obstacles that may prevent the accounting harmonisation process and 
to ascertain any consequences that may arise from this process within the EU based on 
historical accounting development and previous studies.  

• To create a better understanding of Small Medium Size Entities’ need in terms of 
financial statements. And to examine how the IASB attempts to address this problem 
in the solution of a new accounting standard for small and medium size entities or 
IFRS for SMEs.  

                                                
11 International Accounting Standards Board (2008). Full project summary.  Available at  
http://www.iasb.org/NR/rdonlyres/BBF5F938-93E7-44D1-85FD-A87D35415F03/0/SMEFeb08.pdf (access 10 
September 2008) 
12 http://archive.iasb.org.uk/docs/pv-sme/SMEs-CL55.pdf 
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• To examine the development of the Swedish accounting System’s current Swedish 
Generally Accepted Accounting Principles (GAAP) and overview of the future 
Swedish GAAP.  

• To establish theoretically what accounting system would be suitable for SMEs in 
Sweden based on local perspectives. 

1.5. Author’s Note 
 
Until May 2008, the IASB had been using the term “Small and Medium-sized Entities” 
(SMEs)  to refer to entities that do not have public accountability. In May 2008, the Board 
changed the term to “Private Entities”. According to the IASB’s  Project Update dated 1 
August 2008, the final standard resulting from this project will be known as the IFRS for 
Private Entities. The IASB’s project report refers to private entities except where reporting on 
historical documents or events that used the term SMEs. 13 There is however still a discussion 
of the standard name among the Board members who is still unhappy with the name “Private 
Entities”, the details on this discussion will be further examined in chapter 5. 
 
The writing of this thesis is started in March 2008, in which the IASB’s project was named 
“IFRS for Small and Private Entities (SMEs). To avoid any confusion to its readers, this 
thesis will still refer the IASB’s standard for Private Entities as IFRS for SMEs.   

1.6. Limitation 

There are several limitations that have been applied in this paper and these limitations are: 

• As IASB have divided companies to two main categories namely unlisted and listed 
companies, therefore the literature review in this paper will only discuss the need in 
terms of accounting treatment for small and medium sized entities in general. It will 
not focus on the need of SMEs based on BFN categories such as K1-K4.  

• Based on abovementioned reasoning, it is difficult to obtain scientific articles that 
discuss the need of non-listed companies based on size, this paper will focus and 
discuss the need for financial information between listed companies and non-listed 
companies. 

• Under the empirical data section, the focus is based on non-listed companies and small 
companies in general. As Swedish K project is still in the development process, 
therefore, it is not viable to establish the interviewees’ point of view based purely on 
speculation concerning Swedish K1, K2, K3 and K4.  

• This thesis will examine and discuss the accounting standards in general and will not 
discuss any specific items or accounting treatments on financial statements.  

1.7. Glossary 
 
International Accounting Standard Board (IASB):  IFRSs are set by the International 
Accounting Standards Board (IASB), the independent standard-setting body of the 
International Accounting Standards Committee Foundation (IASC Foundation). The Trustees 
of IFRSs are developed following an international consultation process, involving interested 
individuals and organisations from around the world and with the support of an external 

                                                
13 IASB Project Update. Avaliable at http://www.iasb.org/NR/rdonlyres/BBF5F938-93E7-44D1-85FD-
A87D35415F03/0/SMEprojectupdateAug2008.pdf 
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advisory council, the Standards Advisory Committee (SAC). the IASC Foundation are 
responsible for its governance and oversight, including funding. IASB’s mission is to develop, 
in the public interest, a single set of high quality, understandable and international financial 
reporting standards (IFRSs) for general purpose financial statements. 
 
Swedish Accounting Standards Board: Bokföringsnämnden, BFN (The Swedish 
Accounting Standards Board) is a governmental body with the main objective of promoting 
the development of, in Sweden, generally accepted accounting principles regarding current 
recording as well as the setting up of annual accounts. 
 
FAR SRS:  FAR SRS is the professional institute for authorized public accountants 
(auktoriserade revisorer), approved public accountants (godkända revisorer) and other highly 
qualified professionals in the accountancy sector in Sweden. FAR SRS  includes 
approximately 5.000 authorized public accountants, approved public accountants and 
specialists. On 1 September 2006 a merger took place between FAR, the institute for the 
accountancy profession in Sweden, and Svenska Revisorsamfundet SRS, The Swedish 
association of auditors. 
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Chapter 1 Introduction 
 

TTThis chapter discuss problem background and research questions in this thesis. It also 
provides guideline of the objectives for this study. 

 

Chapter  2 Methodology 
 

This chapter will describe and clarify the approach and method that was used in this 

study. It will describe the steps on how this thesis plans to answer its central question, 
the question being, whether the proposed IFRS for SMEs would be suitable in Sweden. 

Chapter 3:  Accounting Stories 
 

This chapter presents a brief overview of the historical development of accounting. It will 

look at factors that can present as obstacles and the advantages and disadvantages of 
accounting harmonisation. It will examine and discuss an adoption of two accounting rules 
within the European Union namely IFRSs and EU directives.  

Chapter 4:  Small and Medium Sizes Entities 

 
This chapter presents the discussion of the characteristics of small and medium size 
companies and the special need for its own financial regulations. 

Chapter 6: Accounting in Sweden 
 

This chapter presents an overview of the development of Swedish accounting system in 
general as well as examines a current and future Swedish GAAP. 

Chapter 5: The Proposed IFRS for SMEs 
 

This chapter presents and overview of the IFRS for SMEs accounting standards, it will also 
present the comments on the standard from other countries. 
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Chapter 11: Analysis 
 

This chapter examines the suitability of IFRS for SMEs in Sweden. The discussion will be 
based on information from previous chapters. 

 

Chapter 10: Empirical Data 

 
This chapter presents data from various interviews for an opinion on IFRS for SMEs , the 

current and future Swedish GAAP from primary sources. 
 

Chapter 9: Practical Method 

 
The aim of this chapter is to describe and justify the selection of primary sources for this 
thesis. It will also describe and justify the interpretation and presentation of empirical data 
that will be presented in chapter 8 Empirical Data. 

 

Chapter 8: Swedish GAAP versus IFRS for SMEs  

 
This chapter examines the differences between of accounting treatments between the two 
standards 

Chapter 12: Conclusion 

 
This chapter will look back at the research problem and the objectives stated at the 
beginning of this paper and answers questions that will lead to a conclusion for this study. 

Chapter 7: Accounting Qualities 

 
This chapter examines the two accounting principles, the rules-based and the principle 
based. It will also examine at factors that can determine accounting standard. 

 



Chapter 2. Research Methodology 

 

2. Research Methodology 
 
This chapter will describe and clarify the approach and method that was used in this study. It 
will describe the steps on how this thesis plans to answer its central question, the question 
being, whether the proposed IFRS for SMEs would be suitable in Sweden. This chapter will 
discuss the author’s choice of subject, preconceptions about the subject, the scientific 
approach, research strategy and the final section will discuss the collection and criticism of 
second-hand data. 

2.1 Choice of Subject 
 
The choice of the subject is selected from one of many current projects being undertaken by 
International Accounting Standards Board. As the IASB board attempted to converge on one 
set of accounting rules for mainly listed-companies in the form of IFRS, there is an open 
question on what is going to happen to those small unlisted entities? To answer the critics’ 
question that the full IFRS would not be suitable for small entities, IASB has developed an 
accounting standard especially to suit the smaller sized entities’ needs. Currently, the Swedish 
Accounting Standards Board is in the middle of development for a set of accounting rules for 
non-listed entities which gives indication that the IFRS for SMEs would not be suitable in 
Sweden. It is common knowledge that, in general, listed-companies rely on capital from 
outside investors and unlisted-companies rely on capital from internal investors or financial 
institutions. As the full IFRS was developed for the interest of those outside investors in listed 
organisations, it opens an opportunity for an area of research for what the suitable accounting 
standard for non-listed companies would be. Therefore, this thesis will examine if IFRS for 
SMEs accounting standard would be suitable in Sweden and why or why not? 

2.2. Preconceptions 
 
Financial statements can be easy to read but complicated to understand. To a normal person 
who lacks accounting knowledge or education, in his or her mind a financial statement shows 
a company’s loss and gain on its business, and a large company may contain more figures or 
columns than a smaller company. To many, the larger figures seen in the profit column will 
indicate a positive outlook for a company, after that they have no further interest in the rules 
and regulations that governed the production of those figures. 
 
This thesis intends to illustrate the methods of governance behind those loss or profit figures 
and how those figures can be influenced by the size of the company, local accounting board 
and most importantly the governmental legislation itself.  

2.3 Scientific approach 
 
Bryman and Bell describe in how the characterization of the nature of the link between theory 
and research is by no means a straightforward matter. Bryman and Bell explain that there can 
be several issues at stake but two stand out in particular. First, there is the question of what 
form of theory one is talking about. Secondly, there is the matter of whether data are collected 
to test or to build theories.14 

                                                
14 Bryman, Alan & Bell, Emma, Business research methods, Oxford University Press 2006 
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There are two ways that Bryman and Bell describe the methods that can be applied to test or 
to build theories, these are deductive theory and inductive theory.  Induction and deduction 
are two aspects of scientific research. Deductive is an approach to the relationship between 
theory and research in which the latter is conducted with references to hypotheses and ideas 
inferred from the former. While inductive is an approach to the relationship between theory 
and research in which the former is generated out of the latter, in other words, the process of 
induction involves drawing generalizable inferences out of observation. To put it plainly, 
whereas deduction entails a process in which: 
 

Theory   ------- observations/findings, 
 
With induction the connection is reversed: 
 
 Observations/findings-----Theory 
 
This thesis method will be based on the inductive approach, whereby I start with observations, 
performed when I analysed various financial statements as part of business administration 
module. These observations lead to an interesting discovery: that rules and regulations that 
companies apply are non-conforming for non-listed companies and SMEs are different from 
country to country. The conclusion of this research will be drawn from various observations 
conducted by an appropriate research strategy. 

2.4. Research strategy 
 
The terms of research strategy, in this section, are used to refer to a general orientation to the 
conduct of social research, namely qualitative research and qualitative research. On the face 
of it, Bryman and Bell point out very small differences to the quantitative and qualitative 
distinction, aside from the fact that quantitative researchers employ measurement and 
qualitative researchers do not.  
 
Bryman and Bell describe how quantitative research can be constructed as a research strategy 
that emphasizes quantification in the collection and analysis of data and that: 

• Entails a deductive approach to the relationship between theory and research, in which 
the accent is placed on the testing of theories; 

• Has incorporated the practices and norms of the natural scientific model and of 
positivism in particular; and 

• Embodies a view of social reality as an external, objective reality. 
 
By contrast, Bryman and Bell describe how qualitative research can be constructed as a 
research strategy that usually emphasizes words rather than quantification in the collection 
and analysis of data and that: 
 

• Predominantly emphasizes an inductive approach to the relationship between theory 
and research, in which the emphasis is placed on the generation of theories; 

• Has rejected the practices and norms of the natural scientific model and of how 
individuals interpret their social worlds; and 

• Embodies a view of social reality as a constantly shifting emergent property of 
individuals’ creation. 



Chapter 2. Research Methodology 

 

 16 

 
This paper views a social reality, as constantly shifting and changing from local accounting 
national law in Sweden, therefore the research strategy for this paper will be based on 
qualitative studies. There is another explanation by Kaplan and Maxwell that will give a better 
insight to why qualitative studies would be better suited for this paper: 
 
The motivation for doing qualitative research, as opposed to quantitative research, comes 
from the observation that, if there is one thing which distinguishes humans from the natural 
world, it is our ability to talk! Qualitative research methods are designed to help researchers 
understand people and the social and cultural contexts within which they live. Kaplan and 
Maxwell (1994) argue that the goal of understanding a phenomenon from the point of view of 
the participants and its particular social and institutional context is largely lost when textual 
data are quantified.15 
 
As this research is also intended to scrutinize how the other cultures evaluate the IFRS for 
SMEs, by using quantitative research, it would categorize the participants’ knowledge based 
on his or her experience, understanding and cultural contexts into ticking boxes and further 
quantify by numbers. By using qualitative methods therefore it would allow participants to 
express his/her point of view clearly, as it will also lead to richer and more valuable data. 

2.5. The steps  
 
By using qualitative method as a research strategy, this thesis will follow the steps as outlined 
in figure 2.1 by Bryan and Bell. 
 

 

                                                
15 Kaplan B. & Maxwell, J.A. (1994). Qualitative Research Methods for Evaluating Computer Information 
Systems, in Evaluating Health Care Information Systems: Methods and Applications, 

1. General research question 

2. Selecting relevant site(s) and subjects 

3. Collection of relevant data 

4. Interpretation of data 

5. Conceptual and theoretical work 

6. Writing up findings/conclusions 

5a. Tighter specification of the research question(s) 

Figure 2.1. An outline of the main steps of qualitative 
research 

Source Bryman and Bell 
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2.5.1. Step 1: General research question 
General research question for this thesis is to establish if the IFRS for SMEs would be 
suitable for non-listed companies in Sweden. 
 

2.5.2. Step 2: Selecting relevant sites and subject 
The main subjects this thesis will be focus on accounting standards and financial statements. 
The subjects will include the different perspectives from the user, standard –setters, the 
preparer and the organizations that are involved in developing the relevant accounting 
standards. 

2.5.3. Step 3: Collection of relevant data 
There are two sources of data that will be use to gather necessary information to process for 
research question. 
 

2.5.3.1. Collection of Primary Sources 

 
Primary sources will be use as the main empirical data for the main analysis.  The choices of 
primary sources based on the subject’s involvement and knowledge that is relevant and 
contributed to the research question. Their viewpoints will represent their experiences and 
knowledge in the field that they are specialized in. The collection of primary sources is 
described in details in chapter 9 Practical Method. 

2.5.2. Collection of secondary sources 

 
The secondary sources will be used to describe accounting theories and praxis in general. It 
will be used to generate information based on previous studies, or information that may 
relevant to the research subject. The majority of secondary sources have been based on 
scientific articles when accessible and available. Information has also been gathered from 
electronic sources from various organisations’ websites such as International Accounting 
Standard Board (IASB) and Swedish Accounting Standard Board (BFN) that are deemed to 
be reliable.  
 
The majority of literatures are based on various course books that I used during my business 
administrator program with Umeå university. This way it can be ensured that I can fully 
understand the contents and purpose of the literatures, and more importantly the literatures are 
recognised by the institutions. 

2.5.3. Criticism of secondary sources 

 
The main problem in gathering secondary sources was the limitation of the scientific articles 
that related to research on Swedish accounting rules (Swedish GAAP) and the Swedish small 
and medium size companies need for financial statements in both English and Swedish 
languages. In addition, the majority of scientific articles have discussed the differing needs for 
financial statements, in general, between large and small companies or listed and non-listed 
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companies, and it has not specifically discussed the different needs of financial statements 
between non-listed micro, small and medium size companies. 
 

2.5.4. Step 4, 5 and 6: Interpretation of data, Conceptual and theoretical work, 
Writing up findings/conclusions 
 
These steps will be based on relevant data from both primary sources and secondary sources, 
and the answer to the research question will be based on. 
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3. Accounting Stories 
 
The purpose of financial statements is to provide stakeholders with information about the 
entity’s financial position, financial performance, and cash flows by providing information 
about its assets, liabilities, equity, income and expenses, other changes in equity, and cash 
flows. Financial reporting in the developed world evolved from two broad models with 
different purposes.16This chapter presents a brief overview of the historical development of 
accounting from the very first model starting in France in 1673 to an Anglo-Saxon which was 
developed during industrialization. It will examine the descriptions of what qualities of 
financial statements should contain and factors that can influence a quality of financial 
statements. Due to the pace of internationalisation of trade and investment, has accelerated in 
recent years which caused the call for financial reports to be comparable internationally17, this 
chapter will also discuss on the attempts of accounting standard harmonisation, and examine 
factors that can present as obstacles and the advantages and disadvantages that can arise as the 
result of  accounting harmonisation.  

3.1. Where it all begins! 
 
Joos and Lang described Germany and the U.K. are to be the originators of and arguably the 
most extreme examples of the two primary accounting philosophies worldwide, the Anglo-
Saxon and Continental models. Joos and Lang describe the Anglo-Saxon model as the model 
that has historically focused on equity holders, permitted discretion in the preparation of 
financial statements as long as the resulting statements provide a “true and fair view” (TFV) 
of financial condition. The continental model is the model that characterised by a focus on 
debt holders, codified reporting requirements, and a strong link between financial and tax 
reporting.18 But how and where these two models originated!  

3.1.1. The first model (Code Law, Continental Model) 
 
Financial reporting in the developed world evolved from two broad models, whose objectives 
were somewhat different. Epstein describes the earliest systematized form of accounting 
regulation developed in continental Europe, starting in France in 1673. Here a requirement for 
an annual fair value balance sheet was introduced by the government as a means of protecting 
the economy from bankruptcies. This form of accounting at the initiative of the state to 
control economic actors was copied by other states and later incorporated in the 1807 
Napoleonic Commercial Code. This method of regulating the economy expanded rapidly 
throughout continental Europe, partly through Napoleon’s efforts and partly through a 
willingness on the part of European regulators to borrow ideas from each other. This “code 
law” family of reporting practises was much developed by Germany after its 1870 unification, 
with the emphasis moving away from market values to the historical cost and systematic 

                                                
16 Epstein, B. and Jermakowicz, E. (2007): Wiley IFRS 2007: Interpretation and Application of 
International Accounting and Financial Reporting Standards 2007, Wiley. P.  
17 Barry Elliott and Jamie Elliott Financial Accounting, Reporting and Analysis, International Edition by, 
Pearson Education, Harlow, England, 2002 
18 Joos, P. and Lang M. (1995) The Effects of Accounting Diversity: Evidence from the European Union, Journal 
of Accounting Research Vol. 32 Supplement 1994. 
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depreciation. It was used later by governments as the basis of tax assessment when taxes on 
profits started to be introduced, mostly in the early twentieth century.19  
 
This model of accounting serves primarily as a means of moderating the relationship between 
the individual company and the state. It serves for tax assessment, and to limit dividend 
payments, and it is also a means of protecting the running of the economy by sanctioning 
individual businesses that are not financially sound or were run carelessly. While the model 
has been adapted for stock market reporting and group (consolidated) structures, this is not its 
main focus.20  

3.1.2. The second model (Anglo-Saxon model) 
 
The second model did not appear until the nineteenth century and arose as a consequence of 
the industrial revolution. Industrialization created the need for large concentrations of capital 
to undertake industrial projects (initially, canals and railways) and to spread risks between 
many investors. In this model financial reporting provided a means of monitoring the 
activities of large businesses in order to inform their (non-management) shareholders. 21 
 
Financial reporting for capital markets purposes developed initially in the UK, in a common-
law environment where the state legislated as little as possible and left a large degree of 
interpretation to practice and for the sanction of the courts. This approach was rapidly adopted 
by the US as it, too, become industrialized. As the US developed the idea of groups of 
companies controlled from a single head office (towards the end of the nineteenth century), 
this philosophy of financial reporting began to become focused on consolidated accounts and 
the group, rather than the individual company. For different reasons, neither the UK nor the 
US government saw this reporting framework as appropriate for income tax purposes, and in 
this tradition, while the financial reports inform the assessment process, taxation retains a 
separate stream of law, which has had little influence on financial reporting.22 
 
The second model of financial reporting, generally regarded as the Anglo-Saxon financial 
reporting approach, can be characterized as focusing on the relationship between the business 
and the investor, and on the flow of information to the capital markets. Government still uses 
reporting as a means of regulating economic activity (e.g., the SEC’s mission is to protect the 
investor and ensure that the securities markets run efficiently), but the financial report is 
however aimed at the investor, not the government.23 
 
 
 
 
 
 
 
 

                                                
19  Epstein, B. and Jermakowicz, E. (2007): Wiley IFRS 2007: Interpretation and Application of  
International Accounting and Financial Reporting Standards 2007, Wiley. P2-P5 
20 Ibid P2-P5 
21 Ibid p2-P5 
22 Ibid p2-p5 
23 ibid P2-P5. 
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3.2. Financial Statement  
  
 

 
Why financial statements! The purpose of financial statements is to provide stakeholders with 
information about the entity’s financial position, financial performance, and cash flows by 
providing information about its assets, liabilities, equity, income and expenses, other changes 
in equity, and cash flows. All these components can be clearly illustrated in figure 3.1 
above.24  
 
As how the qualities of financial statements should contain, IASB identifies that the 
qualitative characteristics of information in financial statement should be comprised of the 
following aspects25: 
 
Understandability: The information in financial statements should be presented in a way that 
is understandable to users who have a reasonable knowledge of business, economic and 
accounting activities. Relevant information should not be omitted, based on the fear that it 
may be too difficult for some users to understand. 
 
Relevance: Information must be relevant to the users meaning it has an ability to assist users 
in evaluating past, present or future events for the economic decision-making. 
 
Materiality: Information is material if its omission or misstatement could influence the 
economic decisions of users made on the basis of the financial statements. IASB suggests 
however that it is inappropriate for a company to make or leave uncorrected material 
misstatement in order to achieve a certain financial performance. 
 
Reliability: Information is reliable when it is free from material error and bias and represents 
faithfully in which it either purports to represent or could reasonably be expected to represent. 
 
                                                
24 Mirza, A., Holt, G. and Orrell, M. (2007): International Financial Reporting Standards: Workbook and 
Guide. Wiley. Second Edition 
25 International Accounting Standards Board (2007). Exposure Draft of a proposed IFRS for SMEs 
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Substance over form: Transactions presented in accordance with their substance and 
economic reality and not their legal form. 
 
Prudence: Prudence is the inclusion of a degree of caution in the exercise of judgements 
needs in making the estimates required under conditions of uncertainty, such that assets or 
income are not overstated and liabilities or expenses are not understated. 
 
Completeness: An omission can cause information to be false and misleading, therefore the 
information in financial statements must be complete within the bounds of materiality and 
cost. 
 
Comparability: Users must be able to compare the financial statements of different entities in 
order to evaluate their relative financial position, performance and cash flows as well as to 
identify in its financial position and performance through time. 
 
Timeliness: Timeliness involves providing the information within the decision time frame.  
This is because a delay in the reporting of information may cause the financial statement to 
lose its relevance.  
 
Balance between benefit and cost: The evaluation of benefits and costs is substantially a 
judgement process and IASB recommends that the benefits derived from information should 
exceed the cost of providing it. 
 
These qualitative qualities however can be influenced by outside factors such as legal & 
political system, tax system and most importantly accounting standards, as it will be discussed 
in the next section. 

3.3. One rule fits all? 
 
In the literature “Financial Accounting, Reporting and Analysis” by Elliot and Elliot which 
stressed the importance of regulating financial reporting in order to ensure that all companies 
in a country present similar transactions in a consistent fashion. This, mainly due to the pace 
of internationalisation of trade and investment, has accelerated in recent years which caused 
the call for financial reports to be comparable internationally. At the same time, Elliot and 
Elliot have recognised few major obstacles that can arise from the convergence of accounting 
standard process such as national differences and the relationship of the tax and reporting 
system in each individual country26 

3.3.1. National Differences 
 
Elliot and Elliot set out two examples of how we are all familiar with national differences that 
have become stereotypes. Take as an example Singapore, which has been considered as  
 
A highly-developed, very successful free-market economy with one of the highest per capita 
GDPs in the world….a country developed largely by immigrants…pragmatic…a sense of self-

                                                
26 Barry Elliott and Jamie Elliott Financial Accounting, Reporting and Analysis, International Edition by, 
Pearson Education, Harlow, England, 2002  P3 – P7 
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reliance, independence, and a will to succeed…a remarkably open and corruption-free 
society, with a low crime rate and stable prices.27 
 
Consider also the French, for example, who are described as                                                                                  
 
Proud, patriotic, sardonic people driven by a clear sense of their own greatness….social 
interactions are profoundly affected by social stereotypes…status depends to a great degree 
on family origins….outward signs of social status are the individual’s level of education, a 
tasteful house or flat, and knowledge of literature and fine arts. But all the important 
structure within which the system operates depends on each individual’s family origins.28 
 
Elliot and Elliot have pointed out that it is natural that such strongly felt influences as family 
origin should be reflected in the way business is structured. This can be seen in the extent to 
which family firms in France with a large proportion of all business family owned, run or 
dominated through major shareholdings, and in the strongly autocratic style of management. 
 
The national differences can have an affect on financial reporting as Elliot and Elliot 
suggested that the French business structure give indication that the owners are also 
frequently the managers, in contrast to the UK where there is separation of ownership and 
management. As a result, there is far less need for regulations to ensure that financial reports 
present a true and fair view with the emphasis not so much on attempting to compensate for 
potential conflicts of interest between owners and managers, as ensuring that the financial 
reporting is accurate. In addition to national differences Elliot and Elliot have pointed out that 
a number of attempts have been made to identify reasons for differences in financial reporting. 
Although the issue is far from clear but most writers agree that the following are among the 
main factors influencing the development of financial reporting between different countries 
such as, the character of the national legal system, the way in which industry is financed and 
the relationship between the tax and reporting system. 
 
An investigation was carried out in the 1970s by the Gessler Commission into the ties 
between the big three German Banks and large West German manufacturing companies. The 
Commission established that the banks’ power lay in the combination of the proxy votes, the 
tradition of the house bank which kept a company linked to one principle lender, the size of 
the banks’ direct equity holdings and their representation on company supervisory boards. In 
practise, therefore, the banks are effectively both principal lenders and shareholders in 
Germany. As principle lenders they receive internal information such as cash flow forecasts 
which, as a result, is also available to them in their role as nominee shareholders. As a result, 
the financial reporting implications which are that the banks have sufficient power to obtain 
all of the information they require without reliance on the annual accounts. 

3.3.2. The relationship of the tax and reporting system 
 
Elliot and Elliot have identified the relationship between the tax and reporting system which 
can be one of the reasons for differentiation in financial reporting between two countries. 
Elliot and Elliot discusses the situation in the UK where separate rules have evolved for 
computing profit for tax and computing profit for financial reporting purposes in a number of 

                                                
27 Ibid P3 
28 Barry Elliott and Jamie Elliott Financial Accounting, Reporting and Analysis, International Edition by, 
Pearson Education, Harlow, England, 2002  P3 
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areas. The legislation for tax purposes tends to be more prescriptive, for instance, there is a 
defined rate for capital allowances on fixed assets, which means that the reduction in value of 
fixed assets for tax purposes is decided by the government. The financial reporting 
environment is less prescriptive but this is compensated for by requiring greater disclosure. 
For example, there is no defined rate for depreciating fixed assets but there is requirement for 
companies to state their accounting policy. However, certain countries give primacy to 
taxation rules and will only allow expenditures for tax purposes if it is given the same 
treatment in the financial accounts. Elliot and Elliot pointed out an example of this situation in 
countries such as France and Germany where the tax influence might be less apparent in 
consolidated financial statements. This can lead to difficulties in interpretation, particularly 
when capital allowance, i.e. depreciation for tax purposes, are changed to secure public policy 
objectives such as encouraging investment in fixed assets by permitting accelerated write-off 
when assessing taxable profits.29  

3.4. Harmonization of accounting standards 
 
From the problem that was addressed by Elliot and Elliot, it is fair to say that accounting 
standards still differ from country to country. Van Hulle confirmed Elliot and Elliot’s’ view 
on the divergence of accounting standards by expressing this rather clear thought concerning 
the issue:30 
 
It is interesting to see how proud people are about their own accounting rules. In fact, they 
may not like them, but they still believe that they are so much better than those which exit in 
other countries. This is the challenge of harmonization. 
  
Van Hulle suggested of this challenge can be taken up in different ways. One way is the 
development of uniform rules. Van Hulle explained that this is because the objective of 
harmonisation is the comparability of accounts which led many to believe that it is necessary 
that all entities concerned apply the same rules.31 
 
In a scientific article by Diaconu32, whose aim is to establish the advantages and disadvantage 
of implementing one international accounting system, Diaconu gathered various analyses and 
opinions of some reputable accounting researchers during the time. Diaconu concluded that 
advantages from an accounting harmonisation such as: 
 

• Comparability of international financial information. 
• Save time and money that is currently spent to consolidate divergent financial 

information when more than one set of reports is required to comply with the different 
national laws or practice.  

                                                
29 Barry Elliott and Jamie Elliott Financial Accounting, Reporting and Analysis, International Edition by, 
Pearson Education, Harlow, England, 2002 P3-P9 
30 Van Hulle, K. Harmonization of accounting standards in the EC. European Accounting Review, Sep93, Vol. 2 
Issue 2, p387-396, 0963-8180 
31 Van Hulle, K. Harmonization of accounting standards in the EC. European Accounting Review, Sep93, Vol. 2 
Issue 2, p387-396, 0963-8180 
32 Diaconu, Paul. Harmonization of the International Accounting System (January 12, 2007).  
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• Beneficial to those countries, which do not have adequate codified standards of 
accounting and auditing. It would also benefit international accountancy firms who 
have clients that have at least one foreign subsidiary. 

• Help in raising foreign capital as investors, financial analysts and foreign lenders will 
be able to understand the financial statements of foreign companies. 

• As taxes are levied on the total global income of an organization, it would be of great 
assistance to the national tax authorities around the world if net income was computed 
on similar accounting principles and practices.  

• Benefit greatly the Multi-national companies as the communication of financial 
information within the groups would become easier. It is also would be easier for the 
companies to fulfil the disclosure requirement for stock exchanges around the world. 

 
As for the disadvantages to the harmonization process Diaconu first pointed out three factors 
that are considered to be the most fundamental of obstacles to harmonization based on Nobes 
and Parker 33finding. These factors are: 

1. the size of the present differences between the accounting practices of different 
countries, 

2. the lack of strong professional accountancy bodies in some countries and, 
3. the differences in political and economic systems. 

 
There is another barrier that the governments of different countries will have to face, which is 
the coordination of their accounting policies with policies prevailing in other countries in 
order to minimize negative influences as well as to maximize the positives influences from 
abroad. The divergence between the needs of large multinationals and smaller business 
entities in different countries might effect the harmonization of accounting standards. Diaconu 
suggests that the following are some of the disadvantages that can arise from implementing 
one international accounting system. 

• Users might have different needs in different nations and one accounting standard may 
not be able to provide relevant information to different kinds of users 

• There is the high cost of requiring issuers to change accounting principles, or to keep a 
“separate set of books” for multinational offerings. 

 
Diacou has stated that the existence of these barriers reinforces the belief of some that active 
public policy initiatives to set international accounting principles may not be desirable, and 
that harmonisation of accounting principles and financial disclosure has overstated the benefit.  

3.5. Harmonization of Accounting Standards in the E uropean Union 
 
Historically, legal systems, combined with other political and economical differences, 
created a vast diversity of accounting systems, which makes meaningful comparison of 
financial reports across borders difficult. Europe is the origin of many legal systems: English, 
German, French and Scandinavian, and thus, prior to harmonization, there were extremely 
diverse, country-specific accounting systems. Recognizing this, members of the EU were the 
first countries to move toward harmonization of accounting standards.34 

                                                
33 Nobes, Christopher and Parker, Robert.(2002) “Comparative International Accounting” (7th Edition) New 
York: Prentice Hall 
34 Soderstrom, Naomi S. and Sun, Kevin Jialin,FIRS (2007)  Adoption and Accounting Quality: A Review. 
European Accounting Review 
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In the late 1970s and 1980s, the EU issued several directives to harmonize financial reporting 
practices to reduce diversity and facilitate cross-linings and cross-border investment. 
Accounting harmonization progressed in the 1990s with the improvement of International 
Accounting Standards (IAS), harmonization events in the EU economy (e.g. adoption of a 
single currency) and political changes such as disappearance of border control within the 
Schengen area.35 

3.5.1. The fourth and seventh directive 
 
The initial step on the way towards the internationalization of accounting systems across 
Europe followed the foundation of the European Community (EC) with the aim begin to reach 
an economic equal level playing field within the Community. The instruments to gain this 
harmonization were the Fourth (council of the EC, 1978) and Seventh (Council of the EC 
1983) EC directives, which the Member States were obliged to implement into national law.36 
 
The fourth Directive described by Haller was aimed at harmonizing the national laws on the 
accounting regulations of companies. Besides aspects affecting format and valuation, the main 
features of the Fourth Directive include the requirement to prepare annual accounts, which 
provide a true and fair view (TFV) of the company’s assets, liabilities, financial position and 
profit or loss, as well as substantial requirements on information which has to be provided by 
means of notes. The seventh Directive on consolidated accounts determines the identification 
of groups, scope of group accounts and obligation to prepare, audit and publish group 
financial statements as well as consolidated-related methods.37  
 
The implementation process through the Member States is characterized by an extensive time 
period between the approval of the Fourth Directive in 1978 and its first and last 
transformation in national law as illustrated in Table 2.2. 
 
 

TABLE 2.2 : TRANSFORMATION OF THE FOURTH AND SEVENT H DIRECTIVES INTO NATIONAL LAWS 
 
Member 
State 

Fourth 
Directive 

Seventh 
Directive 

Member 
State 

Fourth 
Directive 

Seventh 
Directive 

Austria 1996 1996 Italy 1991 1991 
Belgium 1984 1990 Luxembourg 1984 1988 
Denmark 1981 1990 Netherlands 1983 1989 
Finland 1992 1992 Portugal 1989 1991 
France 1983 1985 Spain 1989 1991 
Germany 1985 1985 Sweden 1995 1995 
Greece 1986 1986 UK 1981 1989 
Ireland 1986 1992    
Source:  Haller A  

  

                                                
35 Soderstrom, Naomi S. and Sun, Kevin Jialin,FIRS (2007)  Adoption and Accounting Quality: A Review. 
European Accounting Review 
36 Haller, Axel, Financial Accounting Developments in the European Union: Past Events and Future Prospects. 
The European Accounting Review, Vol. 11, No. 1, 2002 
37 Haller, Axel, Financial Accounting Developments in the European Union: Past Events and Future Prospects. 
The European Accounting Review, Vol. 11, No. 1, 2002 
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Table 2.2. illustrates that the UK and Denmark were, in 1981, the first countries; and Austria 
due to its late entry into the EU 1995 was the last country to adopt the policy. With regard to 
the Seventh Directive, France and Germany were the first to finish the transformation while 
Austria was last. 
 
Soderstrom and Sun describe the most important effects of both directives are the adoption of 
Trute and Fair View (TFV) and relaxation of book-tax conformity for consolidated accounts. 
TFV is an accounting principle that stems from accounting practice in the UK. The intent of 
adopting TFV was to make accounting information more value relevant and more useful in 
providing information to determine stock price. However, there are many other users of 
financial statements who have less demand for TFV. Government demand tax information 
from companies, debt-holders demand information about companies’ ability to service their 
debt and labour unions require information to negotiate labour contracts. Forces of 
information demands from different contracting parties influence the outcome of financial 
reports. This is particularly evident in countries such as Germany and France, where TFV had 
not been previously adopted. Financial reports in these countries primarily reflected the needs 
of governmental entities for tax compliance, rather than provision of information for investors. 
In addition, interpretation of TFV in the UK has evolved over time. It may take time before all 
EU countries share similar interpretations of the basic principle.38 
 
Despite these differences with regard to the implementation of the Accounting Directives into 
national laws, Haller argued that it would not be ‘true and fair’ to judge the harmonization 
efforts of the EU as having failed. First, it is certain that it did a great deal to rationalize the 
approaches to present accounting information across the Member States. It is, second, 
undoubted that the impact of the directives was enormous, since it led to an obligatory 
codification of accounting rules with an identical scope through all national legislations, 
causing over 2 million companies across the EU to change and converge their methods of 
presenting, publishing and auditing financial information as a consequence.39 
 
In order to judge whether the efforts on the directives has been a success, Haller argued that 
one has to be aware that at this time the of harmonizing accounting across the Member States 
was a highly political task. At the stage of the Fourth and Seventh Directives, accounting 
harmonisation was regarded as a building block of the political aim and process to reach a 
common European economic market. It was intended to serve as a tool to achieve a common 
political vision. However, this common vision was accompanied by national strongholds with 
neither the national political parties nor the business leaders (the so-called ‘market’) had been 
ready at that point of time to abandon for the sake of international comparability and 
equivalence of financial statements between the European member countries.40 

3.6. IFRS/IAS 
 
On 19 July 2002, the European Union (EU) Parliament passed a regulation that requires all 
companies listed in the EU to adopt International Financial Reporting Standards (IFRS) for 
fiscal years starting after 1 January 2005. Widespread adoption of IFRS will result in a 

                                                
38 Soderstrom, Naomi S. and Sun, Kevin Jialin,FIRS (2007)  Adoption and Accounting Quality: A Review. 
European Accounting Review 
39 Haller, Axel, Financial Accounting Developments in the European Union: Past Events and Future Prospects. 
The European Accounting Review, Vol. 11, No. 1, 2002 
40 ibid 
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fundamental change in the business environment, since prior to 2005, companies followed a 
variety of country-specific Generally Accepted Accounting Principles (GAAP).41 
 
In the last few years, the international accounting standard-setting process has been able to 
claim a number of successes in achieving greater recognition and use of IFRS. A major 
breakthrough came in 2002 when the European Union (EU) adopted legislation that required 
listed companies in Europe to apply IFRS in their consolidated financial statements. The 
legislation came into an effect in 2005 and applies to more than 7 000 companies in 28 
countries, including countries such as France, Germany, Italy, Spain and United Kingdom. 
The adoption of IFRS in Europe means that IFRS replace national accounting standards and 
requirements as the basis for preparing and presenting group financial statements for listed 
companies in Europe. Outside Europe, many other countries are also moving to IFRS. In 2005, 
IFRS had become mandatory in many countries in Southeast Asia, Central Asia, Latin 
America, Southern Africa, the Middle East, and the Caribbean. In addition, countries such as 
Australia, Hong Kong, New Zealand, Philippines, and Singapore had adopted national 
accounting standards that mirror IFRS.42 
 
Within the EU, the IFRS play a double role firstly, by harmonising the financial accounting 
rules, these international standards more transparency and comparability among the Member 
States. And secondly, they could provide a neutral starting point for the development of a 
common EU tax base.43 

3.6.1. Impact of IFRS Adoption by EU companies 
 
Epstein describes the effect of the change to IFRS has varied from country to country and 
from company to company. Epstein explains that national GAAP of many European countries 
were developed to serve or facilitate tax and other regulatory purposes, so principles are 
therefore differed from state to state. Epstein has also reviewed the results based on different 
surveys conducting within European countries on how the full IFRS implementation effect 
companies in term of cost.44 
 
Complexity means cost. Epstein reviews the result of one survey that conducted from 1000 
European companies in 2002 indicates that the average compliance cost across UK companies 
would be about substantially high on the IFRS implementation. Epstein explains further that, 
implementation, however, is not the only difficulty, and possibly not even the most significant 
one. Changes in principle as Epstein put it, can mean significant changes in profit and loss 
statements on balance sheet. I a 2002 survey of EU companies, two-third of respondents 
indicated that the adoption of IFRS would have a medium to high impact on their business.45

                                                
41 Haller, Axel, Financial Accounting Developments in the European Union: Past Events and Future Prospects. 
The European Accounting Review, Vol. 11, No. 1, 2002 
42 Mirza, A., Holt, G. and Orrell, M. (2008): International Financial Reporting Standards: Workbook and 
Guide. Wiley. Second Edition 
43 Harverals, J. IAS/IFRS in Belgium: Quantitative analysis of the impact on the tax burden of companies. 
Journal of International Accounting. Auditing and taxation 16(2007) 69-89 
44 Epstein, B. and Jermakowicz, E. (2007): Wiley IFRS 2007: Interpretation and Application of International 
Accounting and Financial Reporting Standards 2008, Wiley. P. 18 
 
45 Ibid  P. 18 
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4. Small and Medium Size Entities  
 
As mentioned in the introduction chapter of small and medium-sized enterprises (SME) are 
potentially the most dynamic sector of the economy and their growth is considered to be key 
for the overall economic well-being.46This chapter will examine of the need for SMEs in 
terms of reporting needs and the similarities between small and big business reporting needs. 
It will discuss who are the users of SMEs financial statements and the costs and benefits of 
implementing International Standards for SMEs 

4.1. Small and Medium Size Entities 
 
‘Micro, small and medium-sized enterprises (SMEs) are the engine of the European economy. 
They are an essential source of jobs, create entrepreneurial spirit and innovation in the EU 
and are thus crucial for fostering competitiveness and employment.47 
 
    Günter Verheugen, 

Member of the European Commission 
Responsible for Enterprise and Industry 

 
Small firms are economically significant in all countries. Most accounting regulatory regimes 
recognize differences between larger and smaller enterprises and between those that are listed 
and unlisted and/or non-publicly accountable. Recognising the burdens placed upon smaller 
enterprises by financial reporting, many countries exempt smaller enterprises from statutory 
audit and subject them to differential reporting requirements. Information on the needs of 
SMEs is however, limited, this is due to a very small body of academic research. Various 
authors have made calls for further work in the area, particularly to identify the user 
information needs of SME financial reports.48 Sian and Roberts suggest that this gap in the 
SME literature can be attributed to the difficulties incurred in gathering data on the smallest 
SMEs, in particular with respect to the participation of small business owners.49 

4.1.1. Differences in Reporting Needs 
 
In the scientific article “ Big GAAP, Little GAAP: Financial Reporting in the small business 
environment “ 50,  Lippitt and Oliver discussed some differences between large and small 
firms that may have implications for determining the costs and benefits of differentiating 
financial reporting standards according to the size of the firm. Lippitt and Oliver point out of 
the relative importance of investor and creditor users may be quite different from their 
counterparts in large businesses. 
 
                                                
46 European Commission Enterprise and Industry. Available from   
http://ec.europa.eu/enterprise/enterprise_policy/sme_definition/index_en.htm (Access 20 May 2008) 
47 http://ec.europa.eu/enterprise/enterprise_policy/sme_definition/sme_user_guide.pdf 
48 Lungu, C. Caraiani, C. Dascalu, C. (2007): New Directions of Financial Reporting within Global Accounting 
Standards for Small and Medium-Sized Entitie 
49 Sian, S. and C. Roberts (2003) Accounting and financial reporting guidance for small enterprises: The 
applicability and usefulness of the ISAR level three guidelines, a case study of the UK, AAT/UNCTAD 
50 Lippitt, J. Oliver, B. (1983): Big GAAP, Little GAAP: Financial Reporting in the small business environment. 
Journal of Small Business Management 
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Lippitt and Oliver explain that some of the information needs of small and big businesses 
appear to be in substantive in nature, while others seem to be related only to financial self-
interest. The arguments for different standards tend to fall into three categories which are: 

1) Ownership interests of small business; 
2) Management of small business; 
3) External entities such as creditors and external accounts. 

 
Lippitt and Oliver identified the financial information needs of small businesses can differ 
from those of large business. First, the lack of large numbers of active buyers and sellers on 
the capital market of small businesses suggest several differences. Few changes in ownership 
may make frequent, regular financial reports less appropriate. On the other hand, as private 
held companies, in particular SMEs do not act on capital markets, many of these companies 
are not exposed to market demands in a comparable manner as their global counterparts. For 
this reason, it remains questionable whether it makes sense to allow such companies, or even 
force them to establish their financial accounts based on IFRS51 Second, the management 
(usually also the ownership) of a small business is often in the hands of one or a few 
individuals, who perform multiple management roles. Such managers are familiar with most 
aspects of the business and therefore should be less dependent upon formal financial 
information than their counter parts in large businesses. Thirdly, because of the limited access 
of a small business to capital markets, the role of bankers and other short-term creditors is 
rather significant. A case can thus be made for making the focus of small business financial 
reporting the liquidity information needs of their short-term creditors not general GAAP, 
which focuses more upon income measurement. 52 
 
Lippitt and Oliver compare most investors in large businesses as tending to be financially 
diversified, in order to reduce their risk, shareholders develop a portfolio by buying shares in 
a number of firms. The level of financial risk is thereby reduced to that which is common to 
all firms, or market risk. While the typical small business owner tends to be less well 
diversified, with most of the business capital committed to a single small business. This 
remains true even when the enterprise is highly successful. In fact, the growth that success 
brings may demand an even greater financial commitment as the original ownership interests 
try to maintain their control. With all, or most, of their assets in one business, the owners are 
interested in periodic information about total risk, rather than the systematic risk that interests 
diversified investors.53 
 
As a result of concentration of ownership, Lippitt and Oliver conclude that the capital market 
for small business is much thinner than for large ones. Lippitt and Oliver point out of how the 
lack of large numbers of active buyers and sellers suggests several differences. Any given 
trade is likely to represent a substantially larger proportion of the total ownership, and 
relatively few changes in ownership make frequent, regular financial reports less appropriate. 
On the other hand, thinner financial markets may not be “efficient”. This can require the 
parties to rely even more strongly on whatever accounting information is available.54 
 

                                                
51 Lippitt, J. Oliver, B. (1983): Big GAAP, Little GAAP: Financial Reporting in the small business environment. 
Journal of Small Business Management 
52 Ibid 
53 Ibid 
54 Ibid 
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Lippitt and Oliver explain of how the management (usually also the ownership) of a small 
business is often handled by one or a few individuals. These individuals perform multiple 
management roles, which makes the typical small business manager familiar with most 
aspects of the business. Such managers should be less dependent upon formal financial 
information than their counterparts in large businesses. In addition, owners of small 
businesses are generally more closely involved in management and thus have greater access to 
internal information than is true in large businesses, which also tends to make small business 
managers less dependent upon formal financial statements.55 
 
The small business may tend to rely more on an independent CPA (Certified Public 
Accountant) for accounting decisions, suggesting that there should be greater harmony 
between the procedures utilized by the small firm and the particular CPA firm’s professional 
standards. Therefore, the extended audit provides less in the new services. Because of the 
limited access of a small business to capital markets, the role of bankers and other short-term 
creditors is often quite significant. Short-term creditors often require systematic financial 
reporting information. A case can thus be made for making the focus of small business 
financial reporting the liquidity information needs of their short-term creditors, not general 
purpose GAAP, which focuses more upon income measurement.56 

4.1.2. Similarities Between Small and Big Business Reporting Needs 
 
In term of the similarities between small and big business reporting needs Lippitt and Oliver 
have divided these differences  into two main categories namely: internal and external 
environmental. 
 
Lippitt and Oliver explain how the business processes of all firms are similar in the way that 
all businesses must perform well in the various functional areas such as production, marketing, 
finance, accounting and management in order to attain long-run survival. Lippitt and Oliver 
point out that size may alter the mechanics of some processes, but not their purpose or 
necessity. In this regard, there is similar internal information needed for the decision 
processes. Data on fixed and variable costs and information concerning the demand for the 
product or service are standard ingredients in pricing decisions, regardless of firm size. The 
same can be said for decisions concerning inventory control, means of raising additional 
capital, and a host of others.  
 
Lippitt and Oliver argue that investors in small firms are just as interested in earning a 
reasonable rate of return on their capital investment as investors in big businesses. Although 
other considerations may occasionally cause a temporary deviation from the objective, small 
businesses would not operate for long if there were better returns available in alternative uses 
for their capital. 
 
As far as the external environment is concerned, Lippitt and Oliver point out there are a 
number of external similarities between small and large firms. Financial statements, for 
example, represent a primary source of financial information for external parties in both 

                                                
55 Lippitt, J. Oliver, B. (1983): Big GAAP, Little GAAP: Financial Reporting in the small business environment. 
Journal of Small Business Management 
56 Lippitt, J. Oliver, B. (1983): Big GAAP, Little GAAP: Financial Reporting in the small business environment. 
Journal of Small Business Management 



Chapter 4. Small and Medium Size Entities 

 
 

 32 

instances. Another commonality is the legal status of the business unit. In the eyes of the law, 
it is the form, not the size, of the enterprise that determines its legal right and responsibilities. 
With few exceptions, partnerships are partnerships and corporations are corporations. In 
addition, all firms regardless of size, must deal with the regulations of the Internal Revenue 
Code.57 

4.2. The Users 
 
And what are the reporting needs of a private company? In the article “New Directions of 
Financial Reporting within Global Accounting Standards for small and Medium-sized 
Entities” the authors discussed how  IASB’s conceptual framework identifies key users of 
financial statements as investors, lenders, suppliers and other trade creditors, employees, 
customers, government (and their agencies) and the public. However, not all of these are 
likely to be important for small enterprises. The literature identifies the main users of the 
financial statements of small entities as banks, directors (or owner-managers and non-
manager-owners) and tax authorities. More recent studies also identify venture capitalists as 
users of SME financial statement.58 
 
The research suggests that the main uses for SME financial statements by banks are to 
determine capacity to repay and to assess profitability, security and liquidity. Owners utilized 
financial reports for a variety of functions including, to ascertain remuneration awards and 
dividend payouts, to monitor performance, capital expenditure, budgeting, planning for loans 
and financing, as a confirmatory toll and in some countries as a means of minimizing tax 
liabilities. Tax authorities also tend to be key recipients of SME accounts and prior work 
shows that the major uses of SME financial statements by the tax authorities that include 
determining gross profit, assess directors’ fees, tax provisions, ensure that expenses are 
reasonable and check for clean audit report. 59 
 
There seems to be general support for differential reporting rules for listed and non-listed 
companies. For instance research conducted in Australia, questioning practitioners, suggested 
that 97% of those questioned supported the need for differential reporting. 60Similarly, the 
AICPA’s research into private company reporting suggested that “GAAP for private company 
should be developed” and that “fundamental changes should be made in the current GAAP 
standards setting process to ensure that the financial reporting needs of private companies are 
met”. However, there is far less agreement on how the standards for SMEs should be set and 
exactly which entities fall into this category.61 McMahon investigate the impact of financial 
reporting practices upon business growth and performance outcome among Australian 
manufacturing SMEs. He finds that SMEs that are larger in terms of employment, that are 
growing faster in sales, and that have greater sales revenues demand and use more varied and 

                                                
57 Lippitt, J. Oliver, B. (1983): Big GAAP, Little GAAP: Financial Reporting in the small business environment. 
Journal of Small Business Management 
 
58 Lungu, C. Caraiani, C. Dascalu, C. (2007): New Directions of Financial Reporting within Global Accounting 
Standards for Small and Medium-Sized Entitie 
59 Ibid 
60 Holmes, S., P, Kent and G. Downey (1991) The Australian differential debate: A survey of practitioners, 
Accounting and Business Research, 21(82): 125-132 
61 Lungu, C. Caraiani, C. Dascalu, C. (2007): New Directions of Financial Reporting within Global Accounting 
Standards for Small and Medium-Sized Entitie 
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more frequent historical and future oriented financial reports as a consequence of these 
circumstances. This again, indicates the difference in accounting information needs of smaller 
and larger companies.62 
 
Riistama and Vehmmanen argue that the needs of SME accounts’ users differ from user needs 
in large companies. For example, the value of the firms at any point in time is less relevant 
than their ability to generate positive cash flows, and their profitability and liquidity. 63 
 
There are diverging findings on the usefulness of statutory financial statements to the main 
users of SME accounts. According to John and Healeas statutory accounts were not perceived 
as useful for decision making: “Very few of the owner-managers have a proper understanding 
of the contents of statutory accounts. They often take the view that the statutory account s are 
of no practical use for decision making and prefer to use the management accounts and a cash 
flow forecast”.64 
 
Harvey and Walton suggest that financial statements of larger companies reflect more 
complex transactions and highly aggregated data, are used by a larger set of users, and for a 
wider set of decisions, than SME accounts, which implies that more extensive disclosures are 
appropriate. It is also argued that they have a duty of (public) accountability towards their 
external providers of equity finance. This does not apply to SMEs, whose stakeholders have 
other means of access to internal information.65  

4.2.1. Costs and Benefits of International Standards for SMEs 
 
Marten et al suggest, based on German data, that non-listed enterprises underestimate the 
benefits of IFRSs, their advantages are usually argued to be less convincing in the context of 
SMEs.  In that context, the main argument in their favour is harmony of German accounting 
where the German Literature demands an exemption from IFRS for smaller enterprises. For 
SMEs the cost of implementing IFRSs far exceed benefits and there is a limited need in term 
of international comparability. Further, SMEs relay on debt finance provided by their bank, 
they do not rely on the capital market. Additionally, Mandler points out that, given the multi-
purpose function of German Financial statements, in particular SMEs have in the past 
benefited from the need to prepare only one set of financial statements which also serves 
taxation purposes; this benefit would be lost and separate financial statement and tax accounts 
would have been prepared.66 
 
Finally, German SMEs have traditionally not been in favour of transparency and frequently 
avoided publication of their results. They would therefore be affected most by additional 

                                                
62 McMahon Richard G.P. Business Growth and Performance and the Financial Reporting Practices of 
Australian Manufacturing SMEs Journal of Small Business Management Volume 39, Issue 2 , Pages152 - 164 
63 Riistama V. and Vehmanen P. (2004) Globally applicable conceptual framework for small and medium-sized 
entities, in Evans L. and di Pietra R. (2005) Comment on the IASB discussion paper: preliminary views on 
accounting standards for small and medium-sized entities 
64 John, B. and S. Heales (2000) Financial reporting Standard for small entities: a fundamental or cosmetic 
change?, Occasional Research Paper 30; ACCA 
65 Harvey and Walton ‘s study  as cited in John, B. and S. Heales (2000) Financial reporting Standard for small 
entities: a fundamental or cosmetic change?, Occasional Research Paper 30; ACCA 
66Marten et al  study as cited in  Evans, L. Gebhartd, G.  Problem and opportunities of an International 
Financial Reporting Standard for SMEs Accounting in Europe, Vol. 2 2005 
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publication/disclosure requirements; that is greater transparency may in fact or perceived to 
be harmful.67

                                                
67 ibid 
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5. The Proposed IFRS for SMEs 
 
Chapter 4 described the characteristics of SMEs companies in term of reporting needs. Most 
interestingly, there are similarities between small and big business reporting needs that Lippitt 
and Oliver have pointed out such as investors in small firms are just as interested in earning a 
reasonable rate of return on their capital investment as investors in big businesses. There is 
similar internal information needed for the decision processes and the same can be said for 
decisions concerning inventory control, means of raising additional capital.68 
 
This chapter will focus on IFRS for SMEs standard by IASB that designed to suit the needs of 
SMEs companies, it will concentrate on the background of the project and the structure of 
IFRS for SMEs standard. The final part of this chapter presents the overview of public 
comment on the Exposure Draft for IFRS for SMEs from two countries’ perspective namely 
United Kingdom and Germany. 

 5.1. The Objective 
 
International Accounting Standard Board (IASB) identifies the objective of financial 
statements to be to provide information about the financial position, performance and changes 
in financial position of an entity that is useful to a wide range of users in making economic 
decisions. As for the objective of financial statements of a small of SMEs, IASB believes that 
it is to provide information about the financial position, performance and cash flows of the 
company that is useful for economic decision-making by a broad range of users who are not 
in the position to demand reports tailored to meet their particular information needs. In 
meeting these objectives, IASB’s intention for financial statement is that it can also project 
the results of management’s stewardship of the resources for which they are responsible. 

5.2. The Project 
 
In its transition report of December 2000 to the newly formed International Accounting 
Standards Board (IASB), the outgoing Board of the International Accounting Standards 
Committee said ‘A demand exists for a special version of International Accounting Standards 
for Small Enterprise.’ Shortly after inception in 2001, the IASB began a project to develop 
accounting standards suitable for small and medium-sized entities (SMEs). The Board set up a 
working Group of experts to provide advice on the issues and alternatives and potential 
solutions. The steps of this process are illustrated in the figure below.  
 
 
 
 
  
 
In June 2004, the Board published a Discussion Paper Preliminary Views on Accounting 
Standards for Small and Medium-sized Entities setting out and inviting comments on the 
Board’s approach. The Board received 120 responses. The major issues set out by IASB in the 
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Discussion Paper aimed to establish if there was a need for IFRS for SMEs. The IASB also 
tried to establish various viewpoints of the respondents on different issues such as what 
should be the objective for SMEs, for which entities would SMEs be intended, or how should 
the Board approach the development of SMEs. 
 
Most respondents to the Discussion Paper stated that recognition and measurement for SMEs’ 
simplifications were needed, but few specifics recommendations were proposed. In order to 
clarify this issue further, the IASB has published a questionnaire with only two very specific 
questions 1) what are the areas for possible simplification of recognition and measurement 
principles for SMEs? And 2) which topics addressed in the IFRS might be omitted from 
SMEs standard. IASB considered those recommendations and the views expressed in the 
responses to the Discussion Paper and the questionnaire, and also at the internal meetings. 
During those debates, the IASB Boards made tentative decisions about the requirement to be 
included in the exposure draft.69 

5.2.1. Exposure Draft 
 
On 15 February 2007 the International Accounting Standards Board (IASB) published for 
public comments an exposure draft of an International Financial Reporting Standard for Small 
and Medium-sized Entities (IFRS for SMEs). The aim of the proposed standard is to provide a 
simplified, self-contained set of accounting principles that are appropriate for smaller, non-
listed companies and are based on full International Financial Reporting Standards (IFRS), 
developed primarily for listed companies.70  
 
Although IFRS for SMEs accounting principles are based on full IFRS, the IASB has 
however stressed that the principles in the proposed IFRS for SMEs are not always the same, 
neither is it as detailed in the comparison to full IFRS. IASB explains that the fist step in 
developing the proposed IFRS for SMEs was to extract the fundamental concepts from the 
IASB’s Framework for the Preparation and Presentation of Financial Statements and related 
mandatory guidance from IFRSs. The next step was to make appropriate modifications in the 
light of users’ needs and cost-benefit considerations. Modifications included eliminating 
topics that are not generally relevant to SMEs, removing choices for accounting treatment, 
simplifying methods for recognition and measurement, deleting the many disclosures in full 
IFRSs  that are designed for public capital markets, and redrafting into plain English to 
improve clarity.71 
 
IASB further explains that the benefits of the common global financial reporting standards are 
not limited to entities whose securities are traded in public capital markets. There are also 
small companies (SMEs) who use their financial statements that can also benefit from a 
common set of accounting standards. The proposed IFRS for SMEs therefore is designed to 
meet the needs of investors, lenders, creditors, rating agencies, employees, customers and 
other outside the business. ‘Will the proposed IFRS for SMEs be suitable for tax authorities?’, 
IASB explains that the determining of taxable income requires special purpose financial 
statements meaning ones designed to comply with the tax law and regulations in a particular 
jurisdiction. But profit or loss determined in conformity with the proposed IFRS for SMEs 
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can serve as the starting point for determining taxable income in a given jurisdiction by means 
of a reconciliation that is easily developed at national level. A similar reconciliation can be 
developed to adjust profit or loss as measured by the proposed IFRS for SMEs to distributable 
income under national laws or regulations.72 
 
In deciding on the content of the proposed IFRS for SMEs, the IASB focused on a typical 
entity with about 50 employees. The IASB used the 50-employee guideline not as a quantified 
size test for defining SMEs but rather, to help it decide the kinds of transactions, events and 
conditions that should be addressed in the IFRS for SMEs. The IASB’s goal in doing so was 
to make the IFRS for SMEs a stand-alone document for such typical SMEs, and also for 
entities smaller than 50 employees. 
 
IASB points out that the benefits of the IASB’s proposed IFRS for SMEs go beyond 
comparability. As IASB believes that the standard is likely to improve the quality of financial 
reporting by SMEs in many jurisdictions because, often, the standards that SMEs are currently 
following may not have been designed with decision-usefulness as the principal objective. 
Therefore, IASB intended the proposed IFRS for SMEs is to be designed to produce general 
purpose financial statements that are useful for economic decision-making by a broad range of 
resource providers to SMEs. IASB identifies these users to be such as non-manager owners, 
lenders, vendors, and other creditors, customers and employees. Another benefit will be to 
reduce the financial reporting burden on SMEs in those jurisdictions where, at the moment, 
standards designed for reporting by participants in public capital markets have been pushed 
down to SMEs, or in other words, these SMEs have been forced to follow the full IFRS 
accounting principles. 
 
The proposed IFRS for SMEs is less than 15 percent of the size of full IFRS which is 
currently around 2 700 pages. This substantial reduction was achieved by removing choices 
for accounting treatments, eliminating topics and detailed implementation guidance that are 
not generally relevant to SMEs, simplifying methods for recognition and measurement, 
substantial disclosure reductions and “plain English” redrafting.73  

5.3. Starting point for developing the proposed IFR S for Sees 
 
The (draft) for IFRS for SMEs was developed by extracting the fundamental concepts from 
the Framework and the principles and related mandatory guidance and interpretations from 
the full IFRSs and IASB also considered the modifications that are appropriate in terms of 
users’ needs and cost-benefit considerations.74 
The Board rejected the ‘fresh start’ approach because the Board believes that the new 
approach could have resulted in different objectives of financial reports, different qualitative 
characteristics of financial information, different definitions of the elements of financial 
statements and different concepts of recognition and measurement. As the board view that 
there is sufficient convergence of users’ needs relative to the general purpose financial 
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statements of entities with and without public accountability. Therefore, the Board concluded 
that a ‘fresh start’ approach would be costly and time-consuming and pointless.75  
 
The draft IFRS for SMEs is very compact in comparison to the full IFRS system, and is 
embodied in a separate document. It comprises 38 sections (see table 5.1 below) and a 
glossary, and is supplemented by the Basic for Conclusions (BC) and the Implementation 
Guidance (IG). 
 

                                                
75 International Accounting Standards Board (2007). IFRS for SME A staff Overview of the Exposure draft. 
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TABLE 5.1: DERIVATION TABLE 

Section in the (Draft) IFRS for 
SMEs 

Source Section in the (Draft) IFRS for 
SMEs 

Source 

Preface Preface to International 
Financial Reporting 
Standards 

Preface Preface to International 
Financial Reporting 
Standards 

1 Scope ----- 20 Provisions and 
Contingencies 

IAS 37 Provisions, Contingent 
Liabilities and Contingent 
Assets 

2 Concepts and Pervasive 
Principles 

IASB Framework, IAS 1 21 Equity IAS 1, IAS 32 

3 Financial Statement 
Presentation 

IAS 1 22 Revenue IAS 11 Construction Contracts 
IAS 18 Revenue 

4 Balance Sheet IAS 1 23 Government Grants IAS 20 Accounting for 
Government  Grants 

5 Income Statement IAS 1 24 Borrowing Costs IAS 23 Borrowing Costs 
6 Statement of changes in 

Equity and Statement of 
Income and Retained 
Earnings  

IAS 1 25 Share-based Payment IFRS 2 Share-based Payment 

7 Cash Flow Statement IAS 7 Cash Flow Statements 26 Impairment of non-
financial Assets 

IAS 2 
IAS 36 Impairment of Assets 

8 Notes to the Financial 
Statements 

IAS 1 27 Employee Benefits IAS 19 Employee Benefits 

9 Consolidated and Separate 
Financial Statements 

IAS 27 Consolidated and 
Separate Financial 
Statements 

28 Income Taxes IAS 12 Income Taxes 

10 Accounting Policies, 
Estimates and Errors 

IAS 8 Accounting Policies, 
Changes in Accounting 
Estimates and Errors 

29 Financial Reporting in 
Hyperinflationary 
Economies 

IAS 29 Financial Reporting in 
Hyperinflationary  

11 Financial Assets and 
Financial 
Liabilities 

IAS 32,IAS 39 Financial 
Instruments: Recognition 
and Measurement, IFRS 7 
Financial Instruments: 
Disclosure 

30 Foreign Currency IAS 21 The Effects of changes 
in Foreign Exchange Rates 

12 Inventories IAS 2 Inventories 31 Segment Reporting IFRS 8 Operating Segments 
13 Investments in Associates IAS 28 Investments in 

Associates 
32 Events after the End of the 

Reporting Period 
IAS 10 Events after Balance 
sheet date 

14 Investments in Joint 
Ventures 

IAS 31 interests in Joint 
Ventures 

33 Related Party Disclosure IAS 24 Related party disclosure 

15 Investment Property IAS 40 Investment Property 34 Earnings pershare IAS 33 Earnings per share 
16 Property, Plant and 

Equipment 
IAS 16 Property, Plant and 
Equipment 

35 Specialised Industries IAS 41 Agriculture, IFRS 4 
Insurance Contracts, IFRS 6 
Exploration for and Evaluation 
of Mineral Resources 

17 Intangible Assets other 
than Goodwill 

IAS 38 Intangible Assets 36 Discontinued Operations 
and Assets Held for Sale 

IFRS 5 Non-current Assets Held 
for Sale and Discontinued 
Operations 

18 Business Combinations 
and Goodwill 

IFRS 3 Business 
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5.4. Comment on Discussion Paper 
 
The aim of the review on public comments on the proposed draft for IFRS for SMEs standard 
is to establish the opinions from accounting bodies, practitioners or private organisations if 
the standard would be suitable in its country. In order to identify if the accounting code would 
have any influences on the respondents, therefore, the choice of public comments in this 
section has been narrowed down to the respondents from United Kingdom and Germany, as 
literature reviews of these two suggested countries are most associated with the code-law and 
common-law. The review in this section will focus on the selected respondents for general 
comments in terms of cost of implementation and suitability on IFRS for SMEs to its country. 

5.4.1. Public comments from Germany 
 
The Board received 161 letters of comment, 17 responses from Germany which made up 10.6 
percent. 
 
5.4.1.1. Cost Burden 
 
The concern over the definition of the differentiations between big enterprises and SMEs has 
been severely criticized.  Concerning extra cost in implementation of SMEs, one of 
respondents suggested that the standard will lead to double work for SMEs companies. This is 
mainly due to German legislation in the financial statements on GAAP basis are authoritative 
for those on tax basis and double work can be avoided. The parallel duty of providing 
financial statements on IFRS for SMEs would therefore be an excessively burdening.76 
Conversion to IFRS for SME would also entail numerous practical problems for enterprises, 
not the least of which would result in massive need for employee training.77 In addition as one 
of the respondents pointed out, that in the field of finance, in addition to internal funding from 
profits, borrowing is the main source of finance, relying on long-term business relations with 
banking institutions. These banking institutions in Germany, as the main finance partners of 
small and medium sized enterprises, make no claim whatsoever on SMEs to apply accounting 
that is based on IFRS, and their message is that they won’t be doing so in future until there is 
a legal obligation to produce an additional report. 78  
 
5.4.1.2. Quality of the IFRS for SMEs standard 
 
There are several concerns over the method of IASB in reducing over 2000 pages of the full 
IFRS in order to make it suitable for SMEs. As one respondent stated that the reduction of 
IFRS for SMEs of more than 2000 pages means that the standard cannot simplify the 
complexity of the full IFRS. The organisation is also concerned over an additional aspect that 
is the extensive duty to report too many details in the disclosure. As the organisation believes 
that despite a reduction of the reporting duty for SMEs in comparison to the IFRS the 
requirements of the draft for SMEs are an additional restraint in comparison to the rules on 
German GAAP basis. The organisation believes that the disclosure requirements therefore 
will be overburdened for the SMEs and therefore it considered is as being unacceptable.79 As 
                                                                                                                                                   
 
76 CL3:  Association of the Bavarian Chambers of Business, Bavarian Chamber of Industry and Commerce, Bavarian 
Association of Cooperatives, Association of Bavarian Savings Banks 
77 CL27: Zentralverband des Deutschen Handwerks (ZDH) 
78 CL27: Zentralverband des Deutschen Handwerks (ZDH) 
79 CL3 :  Association of the Bavarian Chambers of Business, Bavarian Chamber of Industry and Commerce, Bavarian 
Association of Cooperatives, Association of Bavarian Savings Banks 
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one respondent put it “this draft is essentially only an editorial face-lift of the full IFRS text”. 
It is also further commented how IASB wasted the opportunity to create an original, 
simplified set of accounting standards for small and medium sized enterprises.80 
 
One respondent commented further that the IFRS for SMEs at hand represents a complex set 
of regulations, which is difficult to understand; on the one hand the board is of the opinion 
that the IFRS for SMEs is an independent standard; on the other hand the full IFRS has to be 
considered because of numerous references. In many cases the user has to know both sets of 
regulations to decide which one is more suitable for him. Therefore, the medium-sized 
businesses would have to know two bodies of rules and regulations.81  
 
5.4.1.3. Suitability  
 
Regarding how the IFRS would be suitable in Germany, the comments have also been very 
negative. As one respondent strongly expressed, the IASB has not taken SMEs users into 
consideration meaning IFRS for SMEs just emphasize the interests of shareholder values and 
do not consider the needs of medium-sized enterprise. The respondent argued that the often 
long-term strategies of medium-sized entities implying a conservative accounting policy with 
hidden reserves are not taken into consideration in these standards.82One organisation has 
concluded that it will only approve a change of the accounting rules by the EU commission in 
advance of a mandatory application of the IFRS for Sees. If the new standard could be a basis 
for the distribution of profits, taxation and the solvency test in a manner appropriate for 
medium sized entities, and in it’s opinion the revised version of German GAAP is superior to 
IFRS for SMEs.83  Another organisation expressed however of its concern over the issue that, 
in the event that IFRS for SMEs were to be introduced on an optional basis, alongside the 
trade and tax balance sheets, the option would be transformed into an obligation. As it feared 
that, if the IFRS for SMEs were to be introduced into the EU, the banks in Germany would be 
anxious to standardise their rating procedure to be in line with the standard. Furthermore, it 
pointed out that as at current both at a European level and in Germany, relevant reforms to 
existing accounting standards are being worked on. Therefore, the ambitious path towards 
modernisation of European and German accounting law should not be weighted down with a 
controversial discussion about the formulation of IFRS for SMEs and the introduction or 
otherwise thereof into the EU in the framework of an endorsement process. It has a critical 
view on the development of international accounting standards for SMEs as it believed that 
medium-sized business in Germany are not needed for global accounts.84  
 
One organisation believed that Germany already had a suitable standard as it explained that 
the German annual financial statements according to HGB (German Commercial Code) fulfil 
functions that exceed the transfer of decision-relevant information. They provide maintenance 
of capital, calculation of dividend distributions, credit protection and are the basis of the 
determination of taxable income. The IFRS statements are not such multifunctional financial 
statements exactly, because they do not fulfil these functions. The burden caused by the 
accounting would increase enormously for medium-sized businesses, as part from the IFRS 
statement another financial statement would have to be prepared to fulfil the above mentioned 

                                                
80 CL27: Zentralverband des Deutschen Handwerks (ZDH) 
81 CL66: Bundessteuerberaterkammer 
82 CL3: Association of the Bavarian Chambers of Business, Bavarian Chamber of Industry and Commerce, Bavarian 
Association of Cooperatives, Association of Bavarian Savings Banks 
83 Ibid 
84 CL27: Zentralverband des Deutschen Handwerks (ZDH) 
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function.85 For German medium-sized businesses and their partners/shareholders the annual 
financial statements mainly have the function to provide information to the banks and the 
partners. The provision of information to customers and subcontractors is of secondary 
importance. Medium-sized businesses finance themselves primarily through bank credits and 
not through including external investors in the group of partners.86 

5.4.2 Public comments from United Kingdom 
 
There were 24 responds from United Kingdom with the majority were practitioners and that 
included the big five. The views on the IFRS for SMEs has been more positive and supportive 
towards the development but urged the IASB Board to reconsider certain issues such as 
definition of size and the suitability of the title. 
   
5.4.2.1. Cost Burden 
 
Cost factor is not one of the common issues as found in the comparison with Germany. There 
is an interesting something from Grant Thornton which believes that the cost of preparing 
general purpose financial statements using the proposed IFRS for SMEs would outweigh the 
benefit for most small and micro-entities. Grant Thornton recognise that many governments 
and regulators may require such entities to prepare financial statement for specific purposes 
such as taxation or broader public policy reasons, therefore it support the IASB’s approach of 
not focusing on small and micro-entities at this stage. Grant Thornton encourage the IASB 
Board to play a part in stimulating a wider debate with local jurisdictions as to the need for 
general purpose financial statements for small and micro-entities. 87 
 
5.4.2.2. Quality 
 
BAA refers to the Board’ specification over the decision on what type of organisations the 
new standard will apply to, in particular jurisdictions will rest with the national regulatory 
authorities and standard-setters. As a result, it appears that the IASB tries to provide a “catch-
all” body of recommendations that could be applied to a wide range of organisations from 
small workshops in the developing world to large unlisted, public companies in Europe and 
the UK. BAA was concerned that based on this uncertainty it can cause difficulties in 
deciding upon the appropriate level of simplification that is needed in comparison with full 
IFRS.88 
 
5.4.2.3. Suitability 
 
Many organisations have expressed their concerns over what company size would be suitable 
to adopt IFRS for SMEs standard. One organisation explained that its members strongly 
prefer national accounting standards or national rules continuing to apply to SME businesses 
and the proposed Standard in its current form is far too complex for them. It has however 
agreed that in the case of larger unlisted companies,  they can gain some benefit from a 
simplified IFRS as an alternative to full IFRS and national GAAP, for example, if they are 

                                                
85 CL66: Bundessteuerberaterkammer 
86 CL66: Bundessteuerberaterkammer 
87 CL 92: Grant Thornton International uk 
88 CL 110: British Accounting Association's Financial Accounting and Reporting Special Interest Group 
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planning to become a listed or publicly traded company required that would require adopting 
IFRS.89 
 
Another organisation believed that the standard should be useful to companies and countries 
that would find the full diet of IASB standards daunting and cumbersome, but also 
inappropriate and not applicable. However, it has pointed out that the aim of providing a body 
of practice that satisfies the needs of all unlisted, non-financial services companies is 
unrealistic as it believed that the document is tailored mainly towards medium-large sized 
enterprise. It has further pointed out that the comparative advantage of the IASB’s new 
standard probably lies in its “top- down” simplification for medium-large sized companies, 
rather than dealing with the “bottom-up” specific problems of small companies. Therefore, it 
suggested that the problems of small companies are best dealt with at national level by local 
regulators who understand the institutional setting.90 
 
The IASB should keep in mind that the average SME, particularly in emerging economies 
lacks the tools, knowledge and access to information to prepare financial reports in 
accordance with full IFRSs. Accordingly, the average user of an IFRS for SMEs depends on 
this standard being self-contained, easily applicable and easily understandable.  
The IASB should also consider whether a top-down approach (i.e. to simplify or remove full 
IFRS requirements where these would be considered as not applicable for SMEs) is the right 
approach for such a project. A bottom-up approach, where users' needs be considered first, 
might lead to better, more balanced and more useful information.91  
 
Regarding size of the company, one organisation suggested IASB should narrow down the 
range and focuses on certain types of entity within the broad non-publicly accountable 
category, although it does not believe that there is a straightforward relationship between the 
size of an entity and the financial reporting requirements. It explained that the primary 
determinant of financial reporting requirements should be the needs of the users of the entity’s 
financial statements rather than the size of the entity and/or its capacity to prepare the 
information. Grant Thornton identified characteristic smaller entities that 1) engage in simpler 
transactions and that fewer of the subjects covered in full IFRS apply to them 2) have fewer 
external users of their financial statements; and 3) incur high relative costs in preparing 
financial information. 92 
 
5.4.2.4. Title change 
 
In addition, there were few organisations which urged the IASB to rename its standard such 
as IFRS for NPAES stands for IFRS for Non Publicly Accountable Entities, this is because 
within the EU, SMEs are defined in legislation in the 4th and 7th Company Law Directives.93 
 
Another organisation explained that judging from the title, the proposed standard would seem 
to be aimed at small and medium-sized entities (SMEs). And that the title be changed to  
“unlisted, non-financial services companies” rather than SMEs, and that the notion of “public 

                                                
89 CL 133: Confederation of British Industry (CBI) 
90 CL 110; British Accounting Association's Financial Accounting and Reporting Special Interest Group 
91 CL 124: INAA International Network of Accountants and Auditors 
92 CL 92: Grant Thornton International 
93 CL22: Accounting Standards Board United Kingdom  
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accountability” is dispensed with as a criterion. “Non-financial services companies” would 
need further defining.94

                                                
94 CL 110: British Accounting Association's Financial Accounting and Reporting Special Interest Group 
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6. Accounting in Sweden 
 
The previous chapters described development, an overview of the IFRS for SMEs and 
comments on the standard from two European countries that are normally identified with 
code-law (Germany) and common-law (United Kingdom). This chapter will provide a better 
insight into Swedish Accounting developments and the current and future of Swedish GAAP. 
The chapter will be divided into four main parts. The first part will look at the Swedish 
accounting development and its current accounting bodies and the characteristic of the 
Swedish model. The second part will discuss the current setting of Swedish GAAP. The third 
and final part will take an overview look of the future of Swedish GAAP. 

6.1. The history and background 
 
This section looks at various historical events of Swedish accounting developments. It will 
divide and characterize them into four main separate events and in how this extended over 
different periods.  

6.1.1. Before 1945: Institutional Change 
 
In the pre-World War II period, the Swedish legal and accounting systems were mainly 
influenced by Germany. And for accounting, that entailed a law- and tax-based approach, in 
contrast to professional self-regulation. In 1928, the Municipal Income tax act was passed. 
This act forms the basis for corporate taxation, and many of its provisions are still valid. The 
act created links between financial accounting and taxation. The Accounting Act from 1929 
was valid until it was replaced in 1976. 95 

6.1.1.1. Krueger Crash 
 
This period was characterised by a notable event in the history of Swedish business, which 
was the 1932 Krueger Crash. Krueger had a large business empire, and he was a very public 
individual who was involved in many different social settings. When his empire collapsed, he 
committed suicide, and irregularities were found in his companies. It turned out that the 
auditor of the Krueger companies, who was not a member of FAR, had been corrupt. The 
auditor was authorised by the Stockholm Chamber of Commerce, however, at that time FAR 
had only 50 members, and therefore had little influence. 96 
 
The 1930s also saw the beginning of spheres of interest focused around major banks. After 
the Krueger crash, many bankrupt companies were taken over by banks. Since banks were not 
allowed to own shares directly in industrial companies, the shares were issued to the banks’ 
shareholders through investment companies. Consequently, both banks and industrial 
companies ended up being controlled by the same entities. The structure prevailed until 
recently (the literature is published in 1994, the author). The 1930s was also considered to be 
a critical period in Swedish history, as the development of the strong nation-state started. The 
Krueger crash shifted power from business to government. A regulation of the economy was 
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used as a means of protection against such business behaviour such as making companies 
disclose their financial situation.97 
6.1.1.2. Swedish model 
 
The groundwork for the so called “Swedish model” was laid in the 1930s. The model was a 
logically consistent creation. The model was devised by economists from the Stockholm 
school, of which Gunnar Myrdal was one of the more well-known and he later became 
minister of trade. The result was a unique combination, where politics was based on economic 
history. In brief, the model was characterized by high taxes, equal wages, and investment 
incentives. One form of investment incentive was unrestricted depreciation of fixed assets that 
existed from 1938 to 1955.98 

6.1.2. 1945-1970: Growth and Capital Shortage 
 
In society in general, this period was characterised by public sector expansion as the welfare 
state was created. The Swedish model worked well, the economy expanded and the 
government was able to “manage” many aspects of the economy. New government laws were 
added, and taxes went up in order to pay for them. During the 1960’s, the accounting system 
started to change. A new foreign influence came from the UK and the US who have 
accounting traditions that differs significantly from the previous Swedish tradition, dominated 
by Germany.99 

6.1.3. 1970-1980: Oil Crisis and Inflation 
 
The 1970s can be described as the decade when accounting regulation became 
institutionalized.  In the late 1960s and early 1970s, government was seen as a great 
benefactor. This was the political environment during the development of a new legal 
framework for accounting consisting of two separate laws. The two laws were the companies 
Acts and the Accounting Act, which were developed at the same time. FAR argued that all 
judicial regulation of accounting should be consolidated in the Companies Act. The people 
developing the new Accounting Act did not agree, and in the end two new acts were produced. 
The Accounting Act applies to all enterprises, and the Companies Act provides additional 
rules for corporation. The new Accounting Act had a clearer connection to tax than its 
predecessor of 1929.100 
 
There is another interesting event that also took place during this period. When the new 
Accounting Act was conceived, ideas about “economic democracy” were at a peak in 
Swedish society. In this environment, FAR was seen as a self-interest organisation that 
represented only auditors. Therefore, FAR should not be the only source of accounting 
standards and BFN was created through the act.101 

6.1.4. 1980-1994 
 
With the 1980s, the foundations for the Swedish model were eroded. Business and financial 
interests had gained in power at the expenses of the state that no longer held a unique position 
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in Swedish society. Another indication of the change is that in 1990 the Swedish tax system 
went through a substantial reform, in which both tax rates and reductions were reduced. 
Nonetheless, it should be noted that the state by international comparison, is still strong in 
Sweden and its actions have a considerable impact on society.102 
 
In the area of accounting, BFN did not issue many recommendations, at least not in complex 
accounting areas. In addition, BFN requested more money from the government for 
accounting development but it was declined which resulted in the chairman and chief officer 
of BFN resigning. Two tax experts were appointed to these leading positions. The resulting 
tax orientation was incompatible with international harmonization of accounting, since taxes 
are a national concern.103 
 
Another development in the 1980s was that Swedish multinational corporations started to 
push for the use of international accounting rules. They wanted to avoid unnecessary costs of 
preparing multiple accounting reports to accommodate various national stock exchange 
requirements. The primary international source for accounting rules for Swedish companies 
was the US. In this period there were various disputes between large companies and 
accounting bodies for instance the presentation of deferred taxes and the amortization of 
goodwill. RR was founded in order to solve disputed issues between companies and 
accounting bodies as to FAR who referred to the situation at this period “as a state of 
accounting lawlessness”. This is because there was both a resistance from companies to 
follow the recommendations issued, and new developments were not covered by any 
accounting standard. In this situation, the idea of a stronger and more unified standard-setting 
was raised and RR was the result of the idea.  

6.2. Swedish accounting at present 
 
The accounting legislation in Sweden consists of mandatory accounting acts, the Annual 
Accounts Act of 1995 and the Book-keeping Act of 1999 being the most important ones. Both 
the Annual Accounts Act and the Book-keeping Act are general frameworks for accounting 
and both acts refer to "generally accepted accounting principles". The Annual Accounts Act is 
based on the EC Fourth, Seventh and Eleventh Directive. Credit institutions, brokers and 
dealers in securities or insurance companies are covered by two special accounting acts.104 
 
In 1995, the new Accounting Act was introduced in Sweden to implement the requirements of 
the EU fourth and seventh directives. The first draft from the Government for this legislation 
would have broken the tax-accounting link, but under pressure from the tax authorities this 
proposal was dropped. The Act includes a requirement that the accounts should present a 
“true and fair view” (this is translated as “rättvisande bild” in Swedish; the adjective is 
broadly equivalent to “fair”), and that where compliance with the law is not adequate to 
achieve this objective then supplementary information should be given in the accounts.105  

6.2.1. Tax-accounting link 
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Aisbitt explains one of the main reasons for interest in financial statements is to assess the 
performance and financial position of the enterprise. This objective can not be satisfied if the 
financial statements include amount or policy choices purely to comply with tax regulations 
or in order to minimise tax liabilities. Comparability of financial statements between countries 
becomes more difficult, as they will be operating under varying tax regulations. It is can even 
lead to debate whether accounts drawn up in accordance with tax regulations can ever give a 
true and fair view of an entity’s financial position and result.106Aisbitt concludes that the 
stronger the tax link, the greater the potential for difficulty in interpreting the resultant 
financial statements.107 
 
The government uses the tax system for implementing economic policy, giving subsidies and 
incentives to control company behaviour and/or help companies in their financing. The tax 
authorities implement the policy decisions of government, but also have an administrative role 
in hindering tax avoidance.108 But how this link originated! The following section will discuss 
the origin of the tax accounting link background and arguments that support and against the 
link by Swedish practitioners. This section will start with a brief overview of the historical 
background of the link and the end of this section will end with the practitioners on the issue.  
 
6.2.1.1. The link arises 
 
Artsberg describes the formal link between accounting and taxation in Sweden that can be 
dated back to 1928, with the modern income tax that based taxation upon the accruals concept 
and referred to the commercial accounts as a basis for calculation of tax. Since the tax 
legislation before then did not contain any clear rules about depreciation there had been 
frequent disputes between the companies and the tax authorities. The tax authorities from 
1910 allowed depreciation to some extent, but these were not sufficient. With the reference to 
the commercial accounts in 1928, depreciation over the assets’ economic life was accepted for 
tax purposed.109 
 
It was at this time uncertain whether tax legislation and accounting legislation should develop 
in the same direction or in different directions. The main purpose of the Accounting Act of 
1929 was to protect creditors. It was clearly stated that the purpose was not to serve tax 
authorities. But the decision was taken by the tax legislation to connect taxation to the 
commercial accounting rules. Because the legislation with its compulsory character referred 
to accruals concept, this spread faster in business practice than it would otherwise have done. 
Some accounting experts in Sweden even think that the tax legislation through its acceptance 
and reference to commercial accounting become a promoter of better accounting methods in 
particular in the smaller and medium sized companies.110 
 
6.2.1.2. The creation of hidden reserves   
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Accounting Review, Feb1996 Supplement 1, Vol. 5, p795-814, 0963-8180  
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Artsberg describes the creation of hidden reserves that was arisen of the generous attitude of 
the tax authorities to valuation matters. Artsberg mentions of how many companies created 
large hidden reserves through undervaluation of inventories and excess depreciation on fixed 
assets. The argument had been advanced that freedom in these areas would result in the 
theoretically most correct valuations. Instead, the consequence was a very disperate practice 
where some companies used the possibility to create large hidden reserves, while others did 
not have any reserves at all. Ideally, this principle reserves should be created during good 
times when the companies are making profits and released during bad times because this 
helps the company to handle recessions in the economy. 
 
6.2.1.3. Disclosure becoming more important; the reserves are no longer secret 
 
About the time when the stock market began to play an important role, the question of the 
information content of the of annual accounts became increasingly significant. The existence 
of large hidden reserves became a problem for those who wanted to know more about the 
economic condition of a business. Beginning in 1938, the Government introduced 
successively several different types of ‘investment reserve’ that could be used as tools in the 
economic policy where the taxable profit was reduced by the amount transferred to the 
investment reserve, and the company thereby was able to reduce tax. For the period 1962-
1966 the disclosure was further strengthen. There was also a new trend to have the inventory 
reserve accounted for in the account.111 
 
It has also been said that the influences of taxation hinders development of accounting or that 
it makes accounting less informative. There has been a disagreement on this statement, and on 
the contrary, it has been argued that tax rules have information value. For example, tax 
valuation rules that are more ‘generous’ than ‘commercial’ accounting rules can have also 
commercial justification. 112  
 
6.2.1.4. Link or no Link: The view on tax accounting link 
 
Blake et al conducted a study of the relationship between tax and accounting rules by 
undertaking a literature review on arguments for and against the link, and compared this with 
arguments identified by six Swedish leading practitioners. Blake et al concluded the study 
with arguments that support favour of the link and the arguments that against the continuing 
of the link, both arguments from Blake et al study can be summarised as following:113 
 
Arguments in favour of continuing the link are: 
 

1. The separation of the tax and financial accounts will increase the expenses of 
compliance, a point particularly important to the smaller company. It is argued that the 
increased costs for most businesses would not be matched by a corresponding benefit. 
These arguments were supported by five of the practitioners with one questioning this 
cost argument, pointing out that the Swedish accounting profession had already 
developed the skills to cope with separation of tax and accounting rules. 
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2. From the tax authorities perspective it is convenient to base taxation on accounts 
which have been subject to audit. If the link is to be broken then mechanisms will have 
to be found to make the audited accounts provide the supporting information for tax 
controls. 

3. In the case of governmental policy application, tax incentives are given to a company, 
it is seen as fair that an equivalent charge against profit should reduce distributable 
reserves so that shareholders forego the opportunity to receive dividends and thereby 
match the tax reserves sacrificed by the community. 

4. The tax-accounting link benefits business because it upholds tax rules related 
accounting principles which are based on the concept of prudence. Breaking the link 
would make tax law less predictable. 

5. Without the tax-accounting link Sweden would need to develop full rules on 
accounting for deferred taxation which is considered to be a complex topic. 

6. Once the tax-accounting link has been broken, and the principle of having one all-
purpose set of accounts abandoned, a range of user groups may demand special 
purpose reports tailored to their needs. 

 
Arguments against the link are: 

1. The link is an obstacle to good accounting practice. As a Swedish accountant 
explained some few years ago “In Sweden we start at the top and the bottom of the 
income statement and work toward the middle, minimising taxes along the way. Sales 
are determined by outside forces, the directors decide the size of the dividend, and 
then we determine expenses and income to fit. The larger the reported income, the 
more income tax, so we maximise reported expenses within the provisions of the law.” 

2.  Problems that arise when companies wish to reconcile the desire to sustain the 
capacity to pay dividends with the minimization of the tax liability were highlighted. 
This can lead to the danger that the general public might lose confidence in the stock 
exchange if the development of good accounting practice is held back by tax 
domination. 

3. The tax-accounting link is an obstacle to the application of International Accounting 
Standards (IASs) in Sweden. Compliance with IASs is difficult when the tax system, 
designed at the national level, dominates accounting practices. 

4. Special governments tax incentives have a particularly distorting effect on the 
financial accounts, making them less relevant to user groups other than the tax 
authorities. 

 
Blake et al have concluded that even though all six practitioners would all prefer to see the 
link broken, there is a significant body of opinion in Sweden which favours retention of the 
link especially the tax authorities.   
 
Will the link between accounting and taxation remain in the future? Artsberg explained that 
there are different opinions as to whether the link is good or bad for accounting. It has been 
said that development in Sweden is built upon consensus among different groups. There is a 
solution that could solve this problem and one forecast would be that, there will be some sort 
of compromise between the different views. Another way of trying to answer the question is 
to see if one of the groups more than any other is leading accounting change in Sweden. If the 
link were broken then there is also the question of what the consequences of this would be.114 

                                                
114 Artsberg, Kristina (1996)  The link between commercial accounting and tax accounting in Sweden 

European Accounting Review, Feb1996 Supplement 1, Vol. 5, p795-814, 0963-8180  
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In the Empirical Data chapter of this thesis, it will illustrate further if progress has been made 
to relinquish this link and how this view will have any affects on the implementation of IFRS 
for SMEs in Sweden. 
 

6.2. Swedish GAAP 
 
Swedish generally accepted accounting principle (Swedish GAAP) is based on law (i.e., the 
Swedish Annual Accounts Act, Book-keeping Acts), standard (i.e., RRs, BFN), 
interpretations (URAs) and guidelines. This section will present a brief overview of the 
current Swedish GAAP contents and its structure. It will also present the future of the 
Swedish GAAP that is currently under development by Swedish Accounting Standards Board. 
 
The structure of Swedish GAAP is can be complicated to explain verbally, figure 6.1. 
illustrates an author’s attempt to simplify the structure of the current setting of Swedish 
GAAP, that can be easily understood. 
 

6.2.1. Current Swedish GAAP 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
Figure 6.1 illustrates the steps of how Swedish companies following the accounting guideline.  
The Book-keeping Act consists of 9 chapters that provide accounting guidelines to a company 
such as justification of various types of companies, entities that are under obligation to keep 
books,  conditions and company’s requirement for financial year-end reporting and how the 
accounts should be kept and information that should be included in financial year-end.  The 
Book-keeping Act also provides a further reference to accounting guidelines under the Annual 
Accounting Act.115 
 
The Annual Accounting Act comprises of 10 chapters, which contains accounting regulations 
such as balance sheet and statement of income, valuation principle, contents of financial 

                                                
115 FARs samlingsvolym 2007 Del 1, Bokföringslag (1999:1078) 

Company 

Book-keeping Act 
(Bokföringslag) 

Annual Accounting Act 
(Årsredovisningslag) 

Listed-Company Non-Listed Company 

Full IFRS BFN RR1-RR29 

Figure 6.1. Structure of Swedish GAAP 



Chapter 6. Accounting in Sweden 
 

 51 

disclosure information, accounting of group consolidation and periodical reporting.116 Annual 
Accounting Acts requires entities to prepare financial statements that give a fair presentation 
in accordance with Swedish GAAP, and also specifies, for example, formats basic principles, 
disclosure requirements and audit requirements.117 
 
Under current Swedish accounting regulations, a non-listed public company in Sweden can 
choose to adapt its accounting principles implemented by two accounting bodies, Swedish 
Accounting Standard or BFN (Bokföringnämnnden) and The Financial Reporting Council  
(Redovisningsrådet) or RR. A company can choose to implement an entire accounting 
procedure from one of the mentioned standards, even though RR standard is no longer 
updated. For a company that has chosen to adapt the BFN standard, the Swedish Accounting 
Standard Board recommends a company to cross-reference to accounting regulations under 
RR1-RR29 guidelines, this applies when  the recommendation of a particular accounting 
treatment is not specified under the BFN recommendation. The table below shows the content 
of accounting principles under Swedish RR rules, the columns that are highlighted in the dark 
grey have a separate accounting recommendation from the BFN. As RR is the Swedish 
version of IAS or the Full IFRS, therefore the layout and contents of RR is identical to 
IFRS.118 
 

 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 

                                                
116 FARs samlingsvolym 2007 Del 1, Årsredovisnings lag (1995:1554) 
117 KPMG. IFRS compared to Swedish GAAP and Overview. Available at ttp://www.kpmg.co.uk 
118Swedish Accounting Standards Board. Available at:   http://www.bfn.se 

Table 6.1: Swedish RR: DERIVATION TABLE  
 

RR Preface RR Preface RR Preface 
1 Group Accounting  12 Property, Plant and Equipment 21 Borrowing Costs 
2:02 Inventories 13 Investments in Associates 22 Presentation of Financial Statements 
4 Net Profit or Loss for the Period  14 Joint Ventures 23 Related Party Disclosures 
5 Changes in Accounting Policies 15 Intangible Assets 24 Investment Property 

6:99 Accounting for leases 16 
Provisions, Contingent Liabilities and 
Contingent Assets 

25 Segment Reporting 

7 Cash Flow Statement 17 Impairment of Assets 26 Events After the Balance Sheet 

8 
The Effects of Changes in 
Foreign Exchange Rates 

18 Earnings Per Share 27 
Financial Instruments: Disclosure and 
Presentation 

9 Income Taxes 19 Discontinuing Operations 28 Accounting for Government Grants 
10 Construction Contracts 20 Interim Financial Reporting 29 Employee Benefits 
11 Revenue     
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To apply IAS/IFRS 
(7 Capital. 33 § Annual Accounting Act) 

K4 
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Book Keeping Act  
(Bokföringslagen)  

Annual Financial Report  
 

(6 Capital 1. 1§ Annual Accounting 
Act) 

K2-ÅR 

K2-ÅB 

2) 

K1 

Annual Accounts  
(6 Capital 3 § 1st. Annual Accounting Act) 

Simplification towards K3 

1) 

Simplify Annual Accounts  
 

 (6 Capital 3 § 2nd. Annual Accounting Act) 
 

Voluntary  

1) A small private individual firm with 
income turnover less than 3 million 
Kronor per year 

Small company per capital 1 3 § 
Annual Accounting Act 

Group Acc ount  

Figure 6.2. The structure of Swedish K Project 
 

Source: Swedish Accounting Standards Board 

                                                              

 

6.4. Future of Swedish accounting 
 
This chapter has examined the past development up to the current system of Swedish 
accounting rules and regulations. This chapter will conclude with a brief overview of the 
future Swedish accounting named K project.  
 
 
 
 
 
 
 
 
 
 

 
 

 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
K  Project comprises of a development of K1, K2, K3 and K4 accounting regulations. The 
accounting standard in K Project follows the regulations that are set out in the Book Keeping 
Act of how financial year-end should be completed. Companies will have an option on which 
standard it chooses to adopt. The left hand side of figure 6.2 illustrates the regulations of 
financial year-end, in composition with the Book Keeping Act registration. The circle in the 
right hand side illustrates the four sets of accounting regulations that the BFN is currently 
working on. K3 regulation has not yet been decided but according to the BFN’s primary 
decision it has decided that, the standard is going to comprise of RR1-RR 29 and the BFN 
current standard regulations. The objective of K3 standard is to have a simplified accounting 
version of the combined RR1-RR29, BFN and IFRS for SMEs but it will require less 
disclosure of information. In addition, a company that is classified as a small company but 
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opts to adopt K3 standard will be required to supply less disclosure information than a bigger 
company in the same K3 standard.119 
 
K2 standard is an optional standard for smaller companies that a small company can apply 
instead of K3. In comparison to the K3 standard, the K2 offers a company the simple choices 
of accounting treatments such as less option, less disclosure information and regulations in the 
K2 are much more connected to Swedish tax legislation. The K1 is applied to a one-man 
business owner. K4 is applied to all listed companies and to apply the full IFRS standard.120 
 
BFN has classified that a company who meets with more than one of the following conditions 
is a big company: 
 

a) Company average number of employees during the past two financial years is 
more than 50. 

b) Company balance sheet total during the last two financial years exceed more 
than 25 million Kronor. 

c) Company’s net turnover during the past two financial years exceeds more than 
50 million Kronor.  

 
 
 

6.5. So where is the weakest link! 
 
This chapter briefly describes the history of Swedish accounting and overview of the tax and 
accounting link. In addition, to Book-keeping Act, Annual Accounting Act, BFN, RR there is 
also another interesting prospect of Swedish accounting, the so called Income tax law 
(Inkomskattelag). 
 
Income tax law is applied to a person and legal entities or business operations.121 It provides 
recommendations on items a company should calculate as income and expense. It also further 
recommends on what it will be allowed to deduct for instance on inventories or building.  
There is one recommendation in particular, that may have a direct influence on how a 
company calculate a depreciation amount. 
 
In capital 18 paragraph 13 “ Räkenskapsenlig avskrivning”  or direct English translation 
“ According to the Books Depreciation” stated that a company is allowed the highest 30% per 
year as basis depreciation. “Räkenskapsenlig avskrivning” means that the depreciation in 
financial statements is the same as the depreciation made for taxation purposes. For example, 
the maximum depreciation for machines and equipment is 30% of the book value of the asset. 
This amount can differ significantly from the "correct amount", that is, the asset  
is depreciated over the useful life of the asset e.g. using straight-line depreciation. 
 
Chapter 7 will discuss more in details of the characteristic of good accounting qualities and it 
will discuss and compare some of the most commonly apply accounting treatments between 
Swedish GAAP and IFRS for SMEs. 

                                                
119Swedish Accounting Standards Board. Available at:   http://www.bfn.se/AKTUELLT/Ny-normgivning.pdf 
120 Swedish Accounting Standards Board. Available at:   http://www.bfn.se/AKTUELLT/Ny-normgivning.pdf 
121 Kap 4 §2 §7 Inkomstskattelag 2008:2 FAR SRS 
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7. Accounting Qualities 
 
How much a particular hill of beans is worth may depend on who’s counting the beans. When 
it comes to accounting standards in the business world, every bean counts. But because the 
quality of financial reporting differs from country to country, that may influence the value of 
the beans.122So the question here is which standard will give a better value of the beans the 
IFRS for SMEs or Swedish GAAP? 
 
Chapter 3 describes what the qualitative characteristics of financial statements are and what 
they should contain, this chapter will examine a broader concept of what the characteristics of 
a good accounting standard are.  

7.1. The two principles 
 
Nisbett and Sheikh describe the IFRS to be widely regarded as a principle-based accounting 
principle than for instance the U.S. GAAP. These principle-based accounting standards 
emphasize the spirit of the accounting rules, rather than strict adherence to a set of written 
requirements. 123Mano, Mouritsen and Pace describe an April 2003 advertisement by the 
accounting firm PricewaterhouseCoopers in The Wall Street Journal where the firm claimed 
that: Rules-based systems encourage creativity (and not the good kind) in financial 
reporting.124 They allow some to stretch the limits of what is permissible under the law, even 
though it may not be ethically or morally acceptable. A principles-based system requires 
companies to report and auditors to audit the substance or business purpose of transactions; 
not merely whether they can qualify as acceptable under incredibly detailed or overly 
technical rules. A rules-based system allows managers to ignore the substance and, instead 
ask, “Where in the rules does it say I can’t do this?”125 
 
More recently, Benston, Bromwich, Litan and Wagenhofer point out that: the rules-based U.S. 
accounting standards have been blamed for allowing and even encouraging opportunistic 
managers to structure transactions to produce misleading financial statements. That their IPAs 
[Independent Public Accountants] would have to or could attest to “fairly presenting the 
financial conditions of the corporation in accordance with generally accepted accounting 
principles.” In particular, with respect to Enron, the audit firm Arthur Andersen was charged 
with designing financial instruments that met the technical requirements of GAAP while 
violating the intent. Public disclosure of Enron’s procedures has given rise to a renewed 
debate over whether accounting standards should be based on rules or principles.126 
 

                                                
122Accounting practices ultimately affect global economy. Avaliable at : 
http://esciencenews.com/articles/2008/05/14/accounting.practices.ultimately.affect.global.economy  Published: 
Wednesday, May 14, 2008 - 17:35 Access: 2 -10 -2008 
123 Nisbett, V. Sheikh, S. Accounting Scandals: “Does “Rules vs. Principles” Matter? Tennessee CPA Journal. 
November 2007 
124 Mano, R., Mouritsen, M., and Pace, R.“Principles-Based Accounting: It’s not new, it’s not the rule, it’s the 
law.” The CPA Journal, Vol. 76 (2006) pp. 60-63 
125 Nisbett, V. Sheikh, S. Accounting Scandals: “Does “Rules vs. Principles” Matter? Tennessee CPA Journal. 
November 2007 
126 Benston, G., Bromwich, M., Litan, R., and Wagenhofer, A. Worldwide Financial Reporting: The 
development and future of accounting standards. Oxford University Press. (New York, NY, 2006). 
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7.1.1. The debates 
 
Since the Enron collapse, there are calls for the U.S. system, which many consider to be  
rules-based principles, to return to a straight principles-based system, similar to what the 
international Accounting Standard Board is adopting. There have been many debates in the 
USA concerning which of these two principles is better. The following are some interesting 
views that reflect the positive and negative views between these two rules, and the debate is 
based on an article “Rules vs Principles Accounting Standards” published on the Financial 
Industry website.127 (It must also be noted that this debate was based on the article that was 
published in 2002, and therefore there might be some alterations to the U.S GAAP. 
Nonetheless, the author feels that this article represents very interesting point between the two 
principles, the author.) 
 
The debate represents two certified public accountants viewpoints, who closely follow the 
standard-setting process approach to accounting standard, namely U.S. GAAP. The following 
are some interesting points of view for both principles, and it will start with the support of the 
rule based accounting principles by Andrew M. Mintzer, CPA  
 
Stick with the rules   
 
YOU CAN’T COMPARE APPLES AND ORANGES. Mintzer argues that that is exactly 
what would happen in a principle based system, if one was to compare financial statements to 
those of another company or a group of companies in an industry. Under principles-based 
standards, each company could determine its own unique way to apply the GAAP, and one 
would have no assurance of consistency. One wouldn't know if the operating results were 
comparable, because they may have been determined using different accounting methods. 
 
Mintzer stresses further that most people probably would agree on a principle for financial 
statements, in terms of how it reports on the company's assets and obligations. Mintzer 
questioned that however, but what if the asset is not owned by the company and is leased 
instead? Or in this case: is there really any difference between a company that owns a fleet of 
delivery trucks versus a company that leases its fleet? Mintzer concludes that both companies 
enjoy the use of the trucks and both have obligations to pay for those trucks. 
 
Making rules-based work 
 
Mintzer mentions that the effective rules-based standards require the active participation of 
the financial reporting community to evaluate the resulting quality. Mintzer points out how 
real life practice issues should be brought to the attention of the appropriate standards-setting 
bodies so that they can be incorporated into the standards in a timely and meaningful fashion. 
 
Mintzer concluded his viewpoint with the suggestion that  there should be a reasonable 
relationship between the number of possible outcomes of a rule (its complexity) and the 
quality of the resulting accounting measurement or disclosure. Mintzer believes that, in this 
way, the rules-based standards will provide both the consistency that financial statement users 
crave and the high-quality financial statements they demand. 
 
                                                
127 Rules vs. principles - accounting standards. California CPA Sept 2002. Avaliable at: 
http://findarticles.com/p/articles/mi_m0ICC/is_3_71/ai_91967442 
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The argument to support the principle based is support by Stuart Harden a certified public 
accountant. 
 
Clearer as a principle  
 
Harden mentioned one of the US. GAAP accounting treatments FAS 133 (Derivatives 
Implementation) could be fairly brief and uncomplicated, perhaps only two paragraphs long, 
one paragraph describing what a financial instrument is, and the other indicating that they 
should be valued at fair value. 
 
Harden acknowledges that accounting standards could be written in a principles-based manner, 
but at a cost.  Harden however believes that the gain will be higher than what they have to 
sacrifice. 
 
Harden believes that the principles-based standards would provide the basic principle of 
accounting such as, "All financial instruments should be valued at fair value." These would be 
brief, easier to understand, provide latitude to financial statement preparers in applying the 
principles and easier to conform with international standards, which are less proscriptive and 
require less modification over time. 
 
Harden gives an example: as the business community develops new financial instruments, 
which circumvent the rules, our rules-based accounting standards must be tweeked to avoid 
undesirable results. As the volume of standards grows, the complexity does as well, and we 
are left with our heads in our hands. 
 
A Small price to pay 
 
There are several sacrifices that Harden acknowledges such as a conformity. Different 
financial statement preparers may develop different methods of determining fair value, 
resulting in similar financial instruments being valued differently. 
 
The second sacrifices will be exceptions. Principles-based standards would have no 
exceptions. Harden believes that, the complexity of accounting standards has developed, in 
part, because of exceptions. For example; principles-based standards may require that there be 
no exceptions to fair value rules for financial instruments, even if used in hedging transactions; 
all leases over one year might be capitalized; and all stock options might be valued at market 
values. 
 
As for how the benefits can be measured against the cost, Harden put it, “Despite our efforts 
to achieve conformity, diversity still exists. Our efforts to allow exceptions have added 
confusion to the marketplace. What we hoped to achieve by writing accounting standards in a 
detailed and proscriptive manner has eluded us.” 
 
No time like the present 
 
As the final point, Harden has concluded that now is a perfect time to consider a change to 
principles-based standards. The crisis in financial reporting has resulted from misuse of 
current standards and mistrust of corporate management and auditors. 
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Principles-based standards would place responsibility for reporting the substance of 
transactions squarely on management. Management would no longer be able to say to their 
auditors, "Show me where it says I can't do it this way." Instead, management would be 
required to convince the auditors that their accounting methods comply with the basic 
accounting principles. 
 
Management and auditors would be required to step back, look at the overall results of the 
accounting methods selected and agree whether such methods are in line with the basic 
principles. 
 
Harden also belived that, the current standards are difficult to apply internationally, making a 
uniform set of worldwide standards impossible to achieve. Investors generally agree that one 
worldwide set of standards would enable capital to move more freely, benefiting all. 

7.1.1. Proposed Principle Based Framework 
 
As far as the principle-based framework is concerned it is supported by the auditor 
community. The International Audit Networks comprises of PricewaterCoopers, KPMG 
International, Grant Thornton International, Deloitte Touche Tohmatsu, BDO International, 
and Ernst & Young which have proposed a framework, the so-called White Paper, to use in 
developing principles-based standards including the changes needed on the part of 
participants in the financial reporting process to support such a system.128 
 
Firstly, the committee acknowledges that either a purely rules-based or a purely principles-
based system has never existed. It explains that every accounting standard will exist 
somewhere along a spectrum between rules and principles. The goal must be to seek the 
“sweet spot” on the spectrum. Defining this “sweet spot” on the rules/principle spectrum, the 
committee suggests that it can be aided in establishing a set of generally accepted 
characteristics that should define an effective and accomplished new standard. In this white 
paper, the committee has explored the following characteristics as it believes them to be the 
key elements. 
 

1. Faithful representation of the economic reality. The committee believes that in order 
to meet the needs of the investors, a principles-based system must result in financial 
reporting that faithfully represents the economic consequences of the transactions, the 
economic reality of balances purported to be represented and the economics of the 
business as a whole. 

2. Responsive to users’ needs for clarity and transparency. The committee believes that 
transparent disclosure and management commentary will be vital to ensure that 
investors understand and have confidence in financial reports developed under more 
principles-based accounting standards. It also believes that financial statements must 
be prepared with the end user, the investor, top of the mind, rather than as an 
afterthought. 

3. Consistency with a clear Conceptual Framework. The committee believes that this 
Conceptual Framework must be designed to provide preparers, auditors and investors 
a clear understanding of the broad approach underpinning the various standards. This 

                                                
128 Principles-based Accounting Standards ”the White Paper January 2008”. Available at:  
http://www.grantthornton.com/staticfiles/GTCom/files/services/Audit%20and%20assurance%20services/Assura
ncepublications/PBAS_White_Paper.pdf 
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consistency must be reflected in the Basic for Conclusions for each standard, which 
should clearly and plainly describe how the standard complies with the Conceptual 
Framework. 

4. Based on an appropriately defined scope that addresses a broad area of accounting. 
The committee believes that an appropriate principles-based system must be broad in 
its scope. Indeed, a fundamental flaw in the existing rules-based accounting standards 
is that they create unnecessary complexity around each specific element of accounting. 
Thus, the process of financial reporting and auditing is forced to focus more and more 
on the “trees” and less and less on the “forest” in terms of providing investors with a 
clear picture of the overall economic state of the company. 

5. Written in clear, concise and plain language. The committee believes that the 
consumers of financial reports, for instance investors, have the right to information 
presented in a clear and understandable fashion. Therefore, the same should be applied 
for the accounting standards themselves. 

6. Allows for the use of reasonable judgement. For the last key criterion for a principles-
based standard is that it should allow for the appropriate use of reasonable judgement. 
The expert judgement of highly-trained preparers and auditors could provide value by 
providing improved clarity. As the committee points out that under today’s rules-
based systems, there is insufficient room for professional judgement. 

 
This chapter has described the two principles that are behind accounting standards which in 
turn have an influence on the financial statements. But how important is it to have a good 
accounting quality? In the other words, how much it can influence the price of the beans? 
According to Jere Francis, MU chair of accountancy in the Robert J. Trulaske, Sr. College of 
Business, one result of implementing global accounting standards is increased investment in 
global capital. Transparent and regulated financial reporting facilitates global capital flow 
which, in turn, yields increased confidence in the economy.  
“A common accounting basis seems to simplify global economic activity, but quality is 
currently country specific due to poor enforcement,” Francis said. “Accounting quality is 
clearly on the front burner. For example, the World Bank now requires countries to show 
progress in order to get loans, grants and other financing from the international donor 
community. Countries need to commit to reforming their accounting practices and this 
includes the all-important incentives for the local cop on the beat, the auditor, to do a good 
job.”129 

7.2. Factors that can determine accounting Quality 
 
Listed, non-listed, large, medium and small companies’ financial statement should still 
contain the same accounting quality as stated in 3.1. In the studies conducted by Soderstrom 
and Sun they listed factors that can have influence on accounting quality and these are 
Accounting  Standards, Legal & Political System, Financial Market Development, Capital 
Structure, Ownership and Tax System. These determinant factors can be clearly illustrated by 
Soderstrom and Sun in figure 7.1. 
 

                                                
129 129Accounting practices ultimately affect global economy. Avaliable at : 
http://esciencenews.com/articles/2008/05/14/accounting.practices.ultimately.affect.global.economy  Published: 
Wednesday, May 14, 2008 - 17:35 Access: 2 -10 -2008 
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Figure 7.1. depicts a schematic framework describing determinants of accounting quality by 
Soderstrom and Sun. It shows that accounting quality can be influenced by legal and political 
systems and in turn have an influence over accounting standards, financial markets and 
developments, capital structures, ownership and tax systems.  Soderstrom and Sun have 
explained the crucial link between various factors that can be summarised as following: 
 
Accounting Standards (Arrow 1 and 2) 
 
Arrow 1 and 2 illustrate how political and legal systems can have an affect on accounting 
quality. Arrow 1 illustrates that if IFRS continues to improve, which will result in financial 
reporting under IFRS, it will become more reliable and value relevant. Arrow 2 illustrates 
how legal and political systems can have influence on the accounting system. For the legal 
system Soderstrom and Sun mentioned an example of common law and code law that ii has 
also been previously discussed earlier in this section. For the political system, Soderstrom and 
Sun mentioned an example of the debate over the debate of the fair value under IAS 39. 
Under IAS 39, banks must report fair values of their financial instruments and will thus 
experience increased volatility in their balance sheet and earnings. This may affect investor 
and regulator views of financial institutions’ ability. During the development of IAS 39, 
President Chirac took sides with French banks and expressed his concerns about the standard. 
As a result, the European Committee endorsed IAS 39 with a carve-out to allow hedging 
accounting for banks’ core deposits, which is forbidden in both US GAAP and IAS 39.130 
 
Accounting quality (Arrow 3) 
 
Arrow 3  illustrates how legal and political systems also affect accounting quality directly 
Soderstom and Sun pointed out an example such as an enforcement of accounting standards 
and litigation against managers and auditors. 
 

                                                
130 Armstrong and Jagolinzer/cite Soderstrom and Sun 
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Figure 7.1.  Determinants of Accounting Quality 

Source: Soderstrom and Sun 
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Financial Market Development (Arrow 4 and 5) 
 
Arrow 4 and 5 illustrate how the financial reporting would have likely affects in the 
development of financial markets from an influence of legal and political systems. Soderstrom 
and Sun discuss the demand for information as a result from market participants’ need to 
reduce information asymmetry. When the market cannot differentiate between good and bad 
firms, it would ‘price protect’ themselves by increasing costs of financing to all firms. In 
addition, Soderstrom and Sun mention how legal and political systems affect accounting 
quality indirectly in terms of strong investor protection and lower levels of government 
expropriation that would guarantee investors a return on their investments. 
 
Capital Structure (Arrow 6 and 7) 
 
Legal and political systems also affect accounting quality indirectly through capital structure 
as showed in arrow 6 and 7. Soderstrom and Sun mentioned the benefit for the company in 
countries with high creditor protection, where firms acquire bank financing more easily at 
lower cost. Whereby in countries with high possibility of government expropriation and 
corruption, contracting is mostly completed privately to avoid social and political scrutiny, 
and financial reporting is a less frequently used method to reduce information asymmetry. 
 
Ownerships (Arrow 8 and 9) 
 
Firms with concentrated ownership and high divergence between cash flow rights and control 
rights have low incentives for financial reporting. This is partly because controlling 
stakeholders are active in management, thus reducing demand for financial reporting. Legal 
and political systems may also affect earnings quality indirectly through ownership structures 
as Sonderstrom and Sun explained that countries with stronger investor protection have a 
lower concentration of ownership. They argue that ownership concentration is a substitute for 
legal protection because shareholders need more control and small investors are not interested 
in purchasing stocks due to less protection. 
 
Tax System (Arrow 10) 
 
An important aspect of the legal system is the tax system. There are several ways that a tax 
system can affect earning quality. Soderstrom and Sun discussed several reasons. First, 
earnings are less likely to reflect underlying business in a country with a close linkage 
between financial accounting income and taxable income. Soderstorm and Sun claimed that a 
close linkage between accounting standards and tax law reduces the quality of accounting 
standards, since they serve political purposes such as collection of taxes for the government. 
Second, a high tax rate will increase the incentive to reduce taxable income. Taxable income 
and accounting income are linked even in countries with low book-tax conformity such as 
United States. Therefore, a higher tax rate will increase the incentive to hide profits in 
financial reporting. Third, a country’s tax has statutory power in verifying a company’s profits. 
Tax authorities do not have the same free-rider problem as shareholders because there is no 
beneficiary of tax collection other than the government. Finally, Soderstom and Sun conclude 
that tax rates are determined via political processes such as ministries of Finance who is 
appointed as part of a political process. Sonderstrom and Sun have further pointed out that a 
country’s level of corruption directly affects the effectiveness of the tax collection process. 
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Therefore, legal and political systems may influence tax systems, which in turn, affect 
earnings quality.
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8. The proposed IFRS for SMEs and Swedish GAAP 
 
The previous chapters are focused on factors that stand behind the accounting standards, such 
as histories of accounting, what are the characteristics of a good quality of financial 
statements and accounting standards, and general view of IFRS for SMEs and Swedish GAAP. 
 
This chapter will exam some accounting treatments that are most commonly applied from the 
two standards. 

8.1. The proposed IFRS for SMEs and Swedish GAAP 
 

 
 
This chapter will focus on the comparison between the proposed IFRS for SMEs and Swedish 
GAAP. As the IFRS for SMEs is in principle mainly based on the full IFRS, the comparison 
will be focused on accounting principles that were also prescribed by the BFN as illustrated in 
Table 6.1 above. These accounting principles are: 
 

• Revenue 
• Property plant and equipment 
• Lease 
• Inventory 
• Income tax 
• Intangible Assets other than Goodwill 
• Cash Flow statement 

 
As the aim of this thesis is to investigate if the proposed IFRS for SMEs would be suitable in 
Sweden, therefore, the method of the comparison will be to use the accounting principles 
mentioned above in the proposed IFRS for SMEs as a starting point of the discussion. And 
based on Swedish GAAP rule it will focus on accounting principles that are issued by BFN.  
 
By using the proposed IFRS for SMEs accounting treatments as a starting point, the following 
section will examine and discuss some major differences between these two standards.     

TABLE 6.1: SWEDISH RR: DERIVATION TABLE  
 

RR Preface RR Preface RR Preface 
1 Group Accounting  12 Property, Plant and Equipment 21 Borrowing Costs 
2:02 Inventories 13 Investments in Associates 22 Presentation of Financial Statements 
4 Net Profit or Loss for the Period  14 Joint Ventures 23 Related Party Disclosures 
5 Changes in Accounting Policies 15 Intangible Assets 24 Investment Property 
6:99 Accounting for leases 16 Provisions, Contingent Liabilities and 

Contingent Assets 
25 Segment Reporting 

7 Cash Flow Statement 17 Impairment of Assets 26 Events After the Balance Sheet 
8 The Effects of Changes in 

Foreign Exchange Rates 
18 Earnings Per Share 27 Financial Instruments: Disclosure and 

Presentation 
9 Income Taxes 19 Discontinuing Operations 28 Accounting for Government Grants 
10 Construction Contracts 20 Interim Financial Reporting 29 Employee Benefits 
11 Revenue     
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8.1.1. Revenue 
The Standard for addressing revenue recognition in general terms, in the IFRS for SMEs is 
stated under section 22. In this section IASB has combined two revenue recognitions which 
are recently stated under IAS 11 Construction Contracts and IAS 18 Revenue. It prescribes 
the accounting treatment for revenue arising from certain types of transactions and events that 
may occur during the business transactions. The proposed accounting treatments concerning 
different events for revenue transaction are outlined in table 8.1.  
 

TABLE 8.1. SECTION 22 REVENUE IFRS FOR SMES 
 

• Measurement of Revenue • Deferred payment 
• Exchange of goods or services • Identification of the revenue 

transaction 
• Sale of goods • Rendering of services 
• Interest, royalties and dividends • Construction contracts (IAS 11) 
• Percentage of completion method • Disclosure 
Source: IFRS for SMES  

 
The major difference between these two principles is that the BFN also provided an additional 
guideline for the revenue recognition methods for the rendering of service to the companies, 
which is “a complete contract method”, and this method has not been given as an option under 
the proposed IFRS for SMEs.  
 
At present, both standards are allowed the option of the service percentage-of-completion 
accounting method to companies. The percentage-of-completion method works under the 
principle that recognized income (should) be that percentage of estimated total income that 
incurred costs to date based on estimation of total costs. An example can be illustrated in table 
8.2 below.  
 

TABLE 8. 2: PERCENTAGE-OF-COMPLETION METHOD 
 

A consultant company has an agreement to perform work on a project for a client in the fixed price of 90 000 Kr. Work to be 
started in the beginning of 20x1 and to be completed 20x2. A company has calculated total expense for the whole contract as 
64 140 kr. At the end of 20x1 a company expenses is 31 818 Kr. During this period the company has invoiced its customer for 
60 000 Kr. 

 
Percentage of completion = 31 818 (cost incurred) / 64 140 (total estimated cost) = 49,6 % 

Income statement 
Earnings (90 000x 49,6)                                           44 640 

Balance Sheet 
Differences (debt) 60 000- 44 640                            15 360 

 
Source: BFN 2003:3   

 
For a percentage of Completion method, BFN has also provided an alternative rule for a 
company to declare a whole amount after a project is fully completed.  
 
The second option is “a completed contract method” that has been considered under the 
modifications of the IFRSs by the IASB and it was decided not to adopt it. As IASB believed 
that a completed contract method for all long-term contracts could produce a potentially 
misleading accounting result for a long-term contractor, with some years of large profits and 



Chapter 8. The proposed IFRS for SMEs and Swedish GAAP 

 

 64 

other years of large losses.131 Table 5.3 illustrates a complete contract method calculation that 
is currently allowed under Swedish GAAP and it is considered to be the main rule.  
 

TABLE 8.3: A COMPLETE CONTRACT METHOD 
 

A consultant company has a service contract with a client from 1 July 20x1 to 30 July 20x2. Both parties has agreed that a 

consultant company can charge a client at 500 Kr per hour with a monthly invoice that reflect the amount of a work perform 
from the previous month. In year-end 31 December 20x1, a consultant company has performed 50 hours whereas 40 hours 
invoiced in 20x1 and remaining 10 hours invoiced to a client in 20x2. 
The main rule 

 
Service Perform 31/12                                     25 000 Kr 
Amount invoiced to a client                              20 000 Kr 
Differences (Receivable)                                    5 000 Kr                           
  

Income statement 
Turn over                                                               25 000 

Balance Sheet (Assets) 
Account receivable                                                  5 000 

Source BFN: 2003:3 

 
On a complete contract method, BFN has however provided an alternative rule for a company 
of the amount showing on income statement and balance sheet. According to alternative rule, 
a company is allowed to declare the invoiced amount of 20 000 kr without having to state the 
amount of 5 000 kr. 

8.1.2. Property Plant and Equipment 
 
This standard prescribes rules regarding the recognition, measurement, and disclosure relating 
to property, plant and equipment (often referred to as fixed assets) that would enable users of 
financial statements to understand the extent of an entity’s investment in such assets and the 
movements therein. The principal issues involved relate to the recognition of items of 
property, plant, and equipment their costs, and assessing the depreciation and impairment 
losses that need to be recognized.132  
 
The IASB has provided guidelines for an accounting treatment that addresses an accounting 
practice for four concerns in Section 16 Property Plant and Equipment. The topics of under 
section 16 in IFRS for SMEs accounting treatment illustrated in table 8.4.  
 

TABLE 8.4. SECTION 16 : PROPERTY PLANT AND EQUIPMEN T 

• Recognition • Measurement of recognition 
• Measurement after initial recognition • Depreciation 
• Depreciable amount and depreciation 

period 
• Depreciation method 

• Impairment • Compensation for impairment 
• De-recognition • Property, plant and equipment held 

for sale 
• Disclosure  
Source: The proposed IFRS for SMEs 

                                                
131 http://www.iasb.org/NR/rdonlyres/BBF5F938-93E7-44D1-85FD-A87D35415F03/0/SMEFeb08.pdf 
132 Mirza, A., Holt, G. and Orrell, M. (2007): International Financial Reporting Standards: Workbook and 
Guide. Wiley. Second Edition 
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The IFRS for SMEs provides various guidance on how a company should identify property, 
plant and equipment as tangible assets. It divides the measurement of cost after initial 
recognition into two methods, namely cost model and re-evaluation model. For the cost 
method, the IASB recommends a company to measure an item of property, plant and 
equipment at cost less any accumulated depreciation and any accumulated impairment. 
 
The major difference between the two standards is under the proposed IFRS for SMEs the re-
evaluation model would be permitted only by cross-reference to IAS 16 whereby under the 
current Swedish GAAP the re-evaluation method is part of the standard.  
 
Where the full IFRSs provide an accounting policy choice, IASB believes only the simpler 
option should be included in the IFRS for SMEs. An SME is permitted to use the re-
evaluation model method by references to IAS 16 Property, Plant and Equipment. The re-
evaluation method works under the principle that the asset is carried at a re-valued amount, 
being its fair value at the date of re-evaluation, less subsequent depreciation, provided that fair 
value can be measured reliably.  
 
The IASB Board seeks however public comment on this issue whether the re-evaluation 
method should be available to SMEs by cross-reference to the full IFRSs or if it is to be 
eliminated from the IFRS for SMEs. Table 8.5. illustrates the example of accounting 
treatment for the re-evaluation method. 
 
 

TABLE 8.5. EXAMPLE OF RE-EVALUATION METHOD 

 
Value Assets Inc. has an item of plant with an initial cost of 100 000. At the date of revaluation , 
accumulated depreciation amounted to 55 000. The fair value of the asset, by reference to 

transactions in similar assets, is assessed to be 65 000. The entries to be passed would be  

Dr. Accumulated depreciation 55 000 

  Cr. Asset cost                             55 000 

Being elimination of accumulated depreciation against the cost of the asset 

Dr. Asset Cost 20 000 

   Cr. Revaluation reserve                             20 000 

Being uplift of net asset value to fair value 

The net result is that the asset has a carrying amount of :100000-55000+20000= 65000 

Source: Mirza et al 

8.1.2. Leases 
 
Epstein describes a leasing issue that has long been a popular financing option for the 
acquirement of business property. The tremendous popularity of leasing is quite 
understandable, as it offers great flexibility, and often attached with a range of economic 
advantages over ownership.133 
 

                                                
133 Epstein, B. and Jermakowicz, E. (2008): Wiley IFRS 2008: Interpretation and Application of 
International Accounting and Financial Reporting Standards 2008, Wiley. 
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In developing the draft IFRS for SMEs, the board considered the accounting policy of treating 
all leases as operating leases. Under IAS 17, a lessee’s rights and obligations under a lease are 
not recognised in the balance sheet if the lease is classified as an operating lease. Although 
lessees obtain rights and incur obligations under all leases, finance leases create obligations 
substantially equivalent to those arising when an asset is purchased on credit. Information 
about such assets and obligations is important for lending and other credit decisions. Lenders 
consistently say that they do not want ‘off balance sheet obligations’. The board did consider 
the issue, but did not adopt it although the board was seeking public comment, whether the 
board should reconsider the matter or not. 
 
Under section 19 Leases in the IFRS for SMEs, the IASB deals with classification of a lease 
agreement into two categories: a finance lease and operating lease. A lease is classified as a 
finance lease if it substantially transfers all the risks and rewards incidental to ownership. A 
lease is classified as an operating lease if it does not substantially transfer all the risks and 
rewards incidental to ownership. However, whether a lease is a finance lease or an operating 
lease depends on the substance of the transaction rather than the form of the contract.  
 

TABLE 8.6. SECTION 19 : LEASES 

• Classification of leases • Financial statements of lessees-
finance leases 

• Financial statements of lessees-
operating leases 

• Financial statements of lessors: 
finance leases 

• Financial statements of lessors: 
operating leases 

• Sales and leaseback transactions 

Source: IFRS for SMEs 

 
The main difference between the two standards is under Swedish GAAP rules, where all 
leases are treated as operating leases and are not given an option of a finance lease.  
 
For the financial statement of lessees for finance leases and operating lease the IASB requires 
a company to state an initial recognition, measurement and disclosure in accordance with the 
IFRS for SMEs accounting policy. As for financial statements of lessors, the IASB has 
provided a full accounting guidance for operating leases but for finance leasing IASB has 
however advised a company to follow accounting policy stated in IAS 17 Leases. 

8.1.3. Inventories 
 
The accounting for inventories is a major consideration for many companies because of its 
significance on both the income statement (cost of good sold) and the balance sheet. IASB 
addresses a guideline of how a company should identify different costs that associates with 
the cost of sales and purchase of inventories under section 12 Inventories. The guidelines that 
stated under 12 IFRS for SMEs can be identified in table 2. 
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The major difference between the two standards is an accounting treatment for the impairment 
of inventories. The IASB requires a company, at each reporting date, to assess whether any 
inventories are impaired. It requires a company to make the assessment by comparing the 
carrying amount of each item with its selling price less costs to complete and sell. If an item 
of inventory (or group) is impaired, the entity shall recognise a loss in profit or loss for the 
difference between carrying amount and the selling price less costs to complete and sell. 
 
However, under the Swedish GAAP the rule is a bit more complicated. Under BFN’s 
accounting principles for obsolescent items, it requires that  for instance if the goods were 
originally purchased at 100 Kr, under Swedish tax regulation the so called “97 %” rules apply 
to the obsolescent item, which will automatically be reduce to 97 Kr.  If however, the market 
value is lower than 97% for instance 90 Kr, an accounting treatment recommended by BFN 
will be required to enter the transaction that is carrying the amount minus selling price (97-90) 
in the balance sheet.  

8.1.4. Income Taxes 
 
The IASB identified the purposes of this standard of income taxes. as to include all domestic 
and foreign taxes that are based on taxable profits. Further more, the IASB stated that income 
taxes also include taxes, such as withholding taxes, that are also payable by a subsidiary, 
associate or joint venture on distributions to the reporting entity. This section requires a 
company to recognise the current and future tax consequences of transactions and other events 
that have been recognised in the financial statements. Current tax liabilities and assets are 
recognised for current tax payable or current tax recoverable. Deferred tax liabilities and 
deferred tax assets are recognised for the tax consequences of the future recovery or 
settlement of the entity’s assets and liabilities at their carrying amounts, with limited 
exceptions, and for unused tax losses and unused tax credits. The guideline for accounting 
principles concerning Income Taxes recommended by the IASB is stated under section 28 in 
the IFRS for SMEs as illustrated in the table!!. 
 
 
 
 
 

TABLE 8.7. SECTION 12 INVENTORIES 

• Measurement of inventories • Cost of inventories 
• Cost of purchase • Costs of conversion 
• Allocation of fixed production 

overheads 
• Joint products and by-products 

• Costs included and cost-excluded 
from inventories 

• Cost on inventories of a service 
provider 

• Techniques for measuring cost, such 
as standard costing and retail method 

• Cost formulas 

• Impairment of inventories • Recognition as an expense 
• Disclosure  

Source: The proposed IFRS for SMEs 
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TABLE 8.8: SECTION 28 INCOME TAXES 

• Tax basis • Temporary differences 
• Recognition of current tax liabilities 

and current tax assets 
• Recognition on deferred tax liabilities 

and deferred tax assets 
• Recognition directly in equity • Measurement 
• Withholding tax on dividends • Disclosure 

Source: The proposed IFRS for SMEs 

 
Section 28 also deals with an accounting treatment for different types of recognitions in term 
of tax liabilities and tax assets, deferred tax liabilities and as well as the recognition 
concerning equity. For the measurement, section 28 provides an accounting treatment for the 
measurement of current and deferred tax liabilities and assets, discounting, which tax rate to 
use and review of deferred tax assets. 
 
In developing the draft IFRS for SMEs, the IASB considered some recognition and 
measurement simplifications in Income Taxes principles but it decided not to adopt them. 
Some of those potential simplifications were identified in existing national accounting 
standards for SMEs or by the Board’s constituents in the response to the Discussion Paper. 
The taxes payable method of accounting for income taxes has been debated and discussed. 
Under the method, only incomes taxes currently payable or refundable are recognised and 
deferred taxes are not recognised. Many users of SMEs’ financial statements disagree with the 
tax payable method. They point out that deferred taxes are liabilities (or sometimes assets) 
that can result in large outflow or inflows of cash in the near future and, therefore, should be 
recognised. The Board concluded that making a fundamental departure from the recognition 
principles in IAS 12 Income Taxes while requiring disclosure of the information that users of 
SMEs’ financial statements find useful is not justified on a cost-benefit basis. Moreover, the 
Board believes that deferred taxes satisfy the requirement for recognition as assets and 
liabilities can be measured reliability. 
 
The major difference between the two standards is under the Swedish GAAP, which is 
focused on the size of the company. Swedish GAAP has ruled that for the medium sized 
companies, there is no requirement to report deferred tax but micro companies do need to 
report deferred tax while the IASB has no specific requirement based on the size of the 
company.  

8.1.5. Intangible Assets other than Goodwill 
 
Long-lived assets are those that will provide economic benefits to an enterprise for a number 
of future periods. Accounting standards regarding long-lived assets involve determination of 
the appropriate cost at which to record the assets initially, the amount at which to present the 
assets at the subsequent reporting dates, and the appropriate method (s) to be used to allocate 
the cost over the periods being benefited.  
 
The IASB identifies an intangible asset as non-monetary without physical substance or have a 
value that is not conveyed by what physical substance they do have. For example, the value of 
computer software is not reasonably measured by the cost of diskettes or CDs on which these 
are contained.  
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Identifiable intangible assets have much in common with tangible long-lived assets (property, 
plant, and equipment), and the accounting for them is very similar. The key criteria for 
determining whether intangible assets are to be recognized are: 

1. whether the intangible asset can be identified separately from other aspects of the 
business enterprise; 

2. Whether the use of the intangible asset is controlled by the enterprise as a result of its 
past actions and events 

3. Whether future economic benefits can be expected to flow to the enterprise; and 
4. Whether the cost of the asset can be measured reliably. 
Section 17 prescribes the accounting treatment for intangible assets in IFRS for SMEs 

 
For the recognition of the asset, the IASB states two guidelines that fall under the recognition 
of the asset namely, the general principle for recognising intangible assets and acquisition as 
part of a business combination asset. Secondly the cost or value of the asset can be measured 
reliability. In addition, the IASB requires management’s judgement on the best estimation of 
the economic conditions that will exist over the useful life of the asset. 
 
The creation of internally generated intangible assets other than goodwill, the IASB classifies 
into two phases namely research and development. The IASB provides a company two 
accounting policies being an expense model and capitalisation model for costs incurred in 
research and development activities. In the expense model, the IASB requests a company to 
recognise all costs incurred in research and development activities as an expense when 
incurred. On the capitalisation model, the IASB states that all costs incurred in research 
activities are recognised as an expense when incurred. The cost that incurred during 
development activities are also recognised as expenses except costs incurred after specified 
criteria are met which are recognised as the cost of an intangible asset. A company that 
chooses the capitalisation model as its accounting policy, the IASB requests the company to 
follow the requirements stated in IAS 38 Intangible Assets.  
 
The current draft IFRS for SMEs provides guidance for the cost depreciation-impairment 
model of accounting for intangible assets. The IASB seeks public comment on this issue 
whether the re-evaluation model would be permitted by cross-reference to IAS 38, or it should 
be eliminated from IFRS for SMEs. 
 
In dealing with the depreciation method, the IASB provides guidance for an accounting 
treatment that deals with intangibles with finite or a limited useful lives and intangible with 
indefinite useful lives.  
 

TABLE 8.9: SECTION 17 INTANGIBLE ASSETS OTHER THAN GOODWILL 

• Recognition • Initial measurement 
• Recognition as an expense • Past expenses not to be recognized as 

an asset 
• Measurement after recognition – 

accounting policy election 
• Useful life 

• Intangible assets with finite useful 
lives 

• Intangible assets with indefinites 
useful lives 

• Retirement and disposals • Disclosures 
Source: The proposed IFRS for SMEs  
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The IASB has also provided two accounting treatments for the measurement of intangible 
assets recognition by using either the cost model or the re-evaluation model. The cost model 
requires a company to measure intangible assets at cost less any accumulated amortisation and 
any accumulated impairment losses. The IASB advises a company who chooses the re-
evaluation model to follow a guideline stated in IAS 38. 
 
The main difference between the two standards would be IFRS for SMEs allows a company 
an option of an expense model and capitalisation model for costs incurred in research and 
development activities. Swedish GAAP only provides an option of an expense model. The 
BFN has provided additional guidance for accounting treatment in the form of BFN R 1 
(Accounting for research development). The aim of this recommendation is to create a 
principle that is harmonized with Economic Cooperation and Development (OECD) and 
International Accounting Standard committee (IASC) principle. Therefore, all costs that are 
incurred in research and development will be treated as an expense. 

8.1.6. Cash Flow statement 

 
The purpose of the statement of cash flows is to provide information about the operating cash 
receipts and cash payments of a company during a period, as well as providing insight into its 
various investing and financing activities. It is considered to be a vitally important financial 
statement, because the ultimate concern of investors is the reporting entity’s ability to 
generate cash flows which will support payments to the shareholders. 

To flow or not to flow  
 
In developing the draft IFRS for SMEs, the IASB Board has considered whether to drop the 
cash flow statement from the standard, for the reason that preparing a cash flow statement is 
burdensome. As some have also argued that users of SMEs’ financial statements do not find 
the cash flow statement useful. The IASB Board, however,  has a different opinion on this 
matter, as the Board believed that if a comparative balance sheet and income statement are 
available, preparing a cash flow statement is not a difficult time-consuming or costly task. 
The IASB Board has pointed out that the accounting frameworks of most jurisdictions require 
broad groups of entities, including SMEs, to prepare a cash flow statement. The IASB Board 
has also acknowledged that the great majority of lenders and other users of SMEs’ financial 
statements who have communicated with the IASB Board indicated that the cash flow 
statement is useful to them. 
 
The following are the topics stated in the Exposure Draft for cash flow statement drafted for 
IFRS for SMEs.  
 

TABLE 8.10: SECTION 7 CASH FLOW STATEMENT 

• Operating activities • Investing activities 
• Financing activities • Foreign currency cash flows 
• Interest and dividends • Taxes on income 
• Non-cash transactions 
• Other disclosure 
 

• Components of cash and cash 
equivalents 

Source: The proposed IFRS for SMEs 
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The statement of cash flows prepared in accordance with the IFRS for SMEs standards, 
requires classification into the two categories which are operating activities and  financing 
activities.  The IASB defines a cash flow from operating activities as the amount that is 
primarily received from the principal revenue-producing activities of the company. For the 
report of cash flow from operating activities, the IASB states two methods that a company can 
apply: namely the direct and indirect method. The descriptions of direct and indirect method 
will be described later on in this session. 
 
For the presentation of operating cash flows under the current draft of the IFRS for SMEs, the 
IASB has only provided guidance for the indirect method of presenting cash flows from 
operations. The direct method would be permitted by cross-reference to IAS 7 Cash flow 
statements. The IASB believes that the direct method is generally no more difficult for an 
SME than the indirect method. Although, professional financial analysts generally favour the 
direct method, the majority of bank lenders and other users of financial statements have 
however expressed a preference for the indirect method for SMEs. This is due to that the 
indirect method provides insight into SMEs’ accrual accounting. The Board seeks public 
comment on whether the direct method would still be available to SMEs by cross-reference to 
the full IFRSs or should it be simply eliminated from the IFRS for SMEs 
 
There are two major differences between the two standards. Firstly, according to Annual 
Accounting Act (Årsredovisninglagen), there are criteria aimed at a medium to large company 
and a registered public company that is required to produce a cash flow report. The Annual 
Accounting Act requires that a non-registered company produce a cash flow report if its 
turnover is higher than 1000 time base amount and has more than 200 employers during the 
past two financial years. The IASB has however stipulated that all companies that apply the 
IFRS for SMEs will be obliged to produce cash flow report. 
 
Secondly, the IASB is still undecided whether the cash flow requirement should be included 
in the standard and at present it is the only Direct Method. According to Swedish accounting 
rules, the guidance for a cash flow statement is stated only under RR 7and BFN has not 
however provided an additional guideline for the cash flow report. RR 7 has adapted the most 
important principles from IAS 7 Cash Flow Statement with few minor differences between 
the two standards. IASB encouraged its SME users to report cash flows from operating 
activities using the direct method. It reasoned that the direct method is able to provide 
information concerning estimating future cash flows which is not available under the indirect 
method.
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Chapter 9. Practical Method 
 
The research strategy of this paper is to be conducted in the qualitative method as described in 
chapter 2 Methodology. The aim of this chapter is to describe and justify the selection of 
primary sources for this thesis. It will also describe and justify the interpretation and 
presentation of empirical data that will be presented in chapter 10 Empirical Data.  
 

9.1. Selection of primary sources 
 
The choice of primary sources has been divided into four different categories that reflect four 
perspectives on the overall concept of financial statements for non-listed companies, and these 
are Swedish standard-setters, academic researcher, practitioner and the user of financial 
statement.   

• Standard-setter (BFN) and Accounting Institute (FAR SRS): aims to establish the 
organisation’s viewpoint on the IFRS for SMEs standard. 

• Academic:  aims to establish his or her viewpoint on Swedish GAAP as a researcher 
and what would be the idle accounting standard for Sweden.  

• Practitioner: aims to establish his or her viewpoint on Swedish GAAP as a main user 
of a standard.  Practitioner’s viewpoint will represent not only as the main user of the 
standard but it also acts as a gate-keeper between companies and the Swedish tax 
authority. 

• Financial institution: aims to establish his or her viewpoint on the contents on financial 
statements based on Swedish GAAP.  

• International Accounting Standards Board: aims to establish the IASB’s viewpoint on 
IFRS for SMEs  

 
Three attempts have been made to interview private companies on their view as users of 
Swedish GAAP. These companies have referred me to their appropriate accounting agencies  
who they believed it would be more appropriated to approach, as these accounting agencies 
advise them on regulations of Swedish GAAP.  
 
9.1.1. Method of collecting data 
 
There are three methods that have been applied to obtaining information for primary data and 
these are,  mail interview, personal interview and the published data. 
 
9.1.2. Mail interview 
 
The very first method for data collection in this thesis that I used was the mail interview. This 
method was used partly because I was having some difficulties at the beginning understanding 
the structure of Swedish accounting system. Therefore, by corresponding to my respondent by 
mail, it has allowed me time to form and construct questions that I could confidently feel 
would be related to my research’s objective. It is also allowed me to read and study 
respondent’s answer properly before I forwarded the following-on questions if it necessary.   
 
9.1.3. Personal Interview 
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The second method for data collection was the semi-structured interview. This form of 
interview allowed me to work out a set of questions beforehand, with the main intention of  
the interview to be conversational. It would also allow me to change the order of the questions 
or the way they are worded. More importantly, it allowed me to give explanations or leave out 
questions that may appear to be redundant. This is also to give my respondents opportunity to 
talk freely and openly while making sure I receive the in-depth information on the subjects. 
 
By agreeing to a personal interview, the respondents were mailed with brief explanations on 
background and objective of the project prior to the actual interview. The Interview questions 
are subtly different between each respondent. This is partly due to each respondent represents 
and contributes different knowledge on the topics based on their profession and personal 
experience on Swedish accounting standard. 
 
Two of the respondents have asked to remain anonymous. The respondents have been sent a 
copy of for validation.  

9.2. Published Information 
 
BFN and FAR SRS organisations’ views on the IFRS for SMEs  have been published for 
public view on the IASBs homepage and they can be viewed at the following Internet address. 
 
http://archive.iasb.org.uk/docs/pv-sme/SMEs-CL55.pdf 
http://www.iasb.org/Current+Projects/IASB+Projects/Small+and+Medium-
sized+Entities/Exposure+Drafts+for+Small+and+Medium-
sized+Entities/Comment+Letters/CL149.htm 
 
It must also be stressed that this method is used as an alternative option, and it is the result of 
failed attempts in gaining access to the members of these two organisations.  

9.3. Webcast 
 
In March 2008, the Board started re-deliberating its exposure draft on an IFRS for Private 
Entities (formerly IFRS for SMEs). The IASB’s Director of Standards for Private Entities, 
Paul Pacter, provided an update on the current state of re-deliberations and an overview on the 
outstanding issues in a live Web presentation on 10 September 2008. In his presentation Paul 
was joined by Tom Jones, Vice Chairman IASB and Chairman of the project’s Working 
Group. Part of the presentation that relevant to this thesis has been transcribed.  

9.4. Criticism of primary source 
 
Swedish GAAP, IFRS for SMEs and the development of K project can be regarded as a 
specialised subject and it leads to a dramatically narrowed-down selection of primary sources. 
The main problem for gathering empirical data for this thesis is the inability to gain direct 
access to the primary sources namely the Swedish Accounting Standards Board and FAR SRS. 
As mentioned in the previous section that the published information was used as an 
alternative due to failed attempts to gain direct information. Few written attempts have been 
made to contact members of these two organisations aimed to establish their point of view on 
the subject. Sadly, no response or further explanation has been received from the members. 
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9.5. Empirical Data Presentation 
 
The presentation of empirical data will present an individual viewpoint of the respondents 
individually. The answers from the respondents have been unedited and presented together 
with questions that the respondents were asked. This thesis is based on qualitative and 
therefore I would like to demonstrate the respondent’s viewpoints and how he or she sees and 
relates to the subject. The data is further categorised by the topics of the subject.
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10. Empirical Data 
 
This chapter presents a Swedish viewpoint on accounting standards of the proposed IFRS for 
SMEs, Swedish GAAP and financial statements. The chapter contains five sections that 
represent empirical data from respondents conducted by qualitative methods. The first two 
responses are from Swedish Accounting Standards Board (BFN) and FAR SRS that the 
organisations have directed their comments on the IFRS for SMEs standard to International 
Accounting Standards Board. The last three respondents represent a viewpoint from a 
researcher, practitioner and the bank.  

10.1. Swedish Accounting Standards Board view on IF RS for SMEs 
 
In June 2004, the IASB published a Discussion Paper Preliminary Views on Accounting 
Standards for Small and Medium-sized Entities setting out and inviting comment on the 
Board’s approach. The major issues set out by the IASB in the Discussion Paper aimed to 
establish if there was a need for IFRS for SMEs. The IASB also tried to establish various 
viewpoints from the respondents on different issues such as what should be the objective for 
SMEs, for which entities would SMEs be intended or how should the Board approach the 
development of SMEs. The following is the BFN’s comment in responce to the IASB’s 
questions. The comment letter is dated 24th September 2004. 
 
The BFN agrees that there is a need for common-global accounting standards for unlisted 
entities active in the global market but it should be up to the individual countries to decide 
which entities may apply to the standards. The BFN believed that there is no need for 
harmonised accounting standards at the global level for smaller entities and should aim at 
larger unlisted entities that are active in the global market. The starting point for the standards 
should focus on the users’ need for information.  
 
The following are questions presented by the IASB and responses by BFN. 
 
 Do you agree that full IFRSs should be considered suitable for all entities? If not, why not?  
 
The BFN is of the opinion that the full IFRS is too complicated to be considered suitable for 
all entities. The BFN explained that in December 1998, it decided to write guidelines 
regarding unlisted entities that contained simplifications of the recommendations issued by 
the Swedish Financial Accounting Standards Council; the recommendations are referred to as 
RRs. RRs are mainly translations of the IFRS. The starting point of this work was basically 
the same principle that the IASB now presented for the IASB SME-project namely a 
simplified version of the Full IFRS. Based on these experiences it has lead the BFN to the 
following conclusions. 

• The standards do not become so simple that even the really small entities 
(approximately 99 per cent of the entities in Sweden) are able to apply the standards. 
These entities have neither knowledge nor resources to be able to prepare financial 
statements in compliance with the IFRS. The stakeholders have no need for such 
financial statements. 

• The standards have become unclear and incomprehensible, involving choices both on 
a standard-by-standard and principle-by-principle basis. 



Chapter 10. Empirical Data 
 
 

 76 

• Users find it hard to ascertain which accounting standards have been applied by 
different entities and comparing entities becomes difficult.  

 
Based on the above mentioned experiences, it has led the BFN to a decision to work in a 
different way. The BFN is considering to divide entities into four categories with four 
different sets of accounting standards. Entities have to use the complete set of standards in 
one category, and there is no freedom of choice as a standard or principle in a different system. 
An entity can choose to use a more advanced set of standards than it is required to use, but it 
must use the complete set of standards. These are the four categories and sets of accounting 
standards that the BFN are considering. 
 
 

Category Set of Accounting Standards 
4) Listed entities and other entities with a 
high degree of outside interest 
 

Full IFRS 

3) Entities that exceed two of the following 
criteria: 

• 50 employees 
• 25 million Swedish kronor in assets 
• 50 million kronor turnover 
•  

BFN are considering whether this category 
could use IFRS for SMEs on the condition 
that standards are simplified enough. 

2) Legal entities that do not have to use IFRS 
or IFRS for SMEs; that is entities that do not 
exceed more than one of the following 
criteria: 

• 50 employees 
• 25 million Swedish kronor in assets 
• 50 million  Swedish kronor turnover 

 

Accounting standards that are not built on 
IFRS. Accounting standards that are built on 
usual principles but with a number of 
standardized methods and simplifications 
including rules for recognition and 
measurements. 

 
1)Sole proprietorship or partnership with a 
turnover of no more than 300 000 Swedish 
Kronor. 

 

 
Accounting standards that are strongly 
simplified and adapted to fiscal regulations. 

 
 
The BFN explains further that category 4 contains approximately 500 entities, category 3 
contains approximately 9 000 entities, and the remainder of Sweden’s approximate 1 million 
entities fall under categories 1 and 2. 
 
Do you agree that the Board should develop a separate set of financial reporting standards 
suitable for SMEs? If not, why not? 
 
The BFN agrees that there is a need for simplified global accounting standards for entities that 
are active in the global capital market without being listed or otherwise having a high degree 
of outside interest. The BFN believes that only relatively larger entities have such a need. The 
relatively smaller entities that may have such needs should be able to choose a set of global 
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standards, but the standards ought to be formed mainly to suit the needs of relatively larger 
entities. The BFN however agrees with the IASB that each country needs to decide which 
entities are to use the full IFRS or IFRS for SMEs. Thus, the BFN is of the opinion that the 
IASB ought to concentrate on developing simplified accounting standards for relatively larger 
entities. 
 
It must also be noted that the BFN has not responded to an exposure draft of IFRS for SMEs 
published for public comment by the IASB in February 2007.  

10.2. FAR SRS 
 
FAR SRS is the professional institute for authorized public accountants (auktoriserade 
revisorer), approved public accountants (godkända revisorer) and other highly qualified 
professionals in the accountancy sector in Sweden. FAR SRS includes approximately 4.600 
authorized public accountants, approved public accountants and specialists. In February 2007 
the International Accounting Standards Board (IASB) published for public comment an 
exposure draft of an International Financial Reporting Standard for Small and Medium-sized 
Entities (IFRS for SMEs). FAR SRS has responded to the IASB discussion paper and exposure 
draft. The following are the comments from FAR SRS in direct response to the IASB 
exposure draft for IFRS for SMEs, published for public comment in February 2007. 
 
FAR SRS is supportive of the IASB initiative in the developing of a standard but believes that 
further, and in some cases, extensive changes are necessary. FAR SRS believed in opening up 
the principles of IFRS for other entities than those listed would also result in considerable cost 
savings and benefits for the education of those that prepare, audit and use financial statements.  

10.2.1. Comments on Scope, size and title 
 
FAR SRS supports the principle of the IFRS being made available to a wider group than just 
listed entities, but a standard for these entities should take into account the different needs of 
users as well as a different balance in the cost benefit analysis. FAR SRS believes that the 
proposed standard goes a long way in the right direction, but however it does not achieve the 
right balance. 
 
FAR SRS supports the fact that the proposed standard can only be applied by entities that do 
not have public accountability and that any further application based on size criteria is 
subjected to the national law or regulator. FAR SRS explains that companies in Sweden 
would have to apply the accounting rules based on Annual Accounts Act which is based on 
the EU fourth and seventh Accounting Directives. For listed companies, it is required to apply 
the Full IFRS for its consolidated financial statements. The accounting standards in Sweden 
are currently under revision, in which the smaller entities would apply national guidance and 
in part it is closely connected to tax legislation. The listed entities would apply IFRS and any 
companies in between would apply a new set of standards that is still under discussion. Based 
on size criteria, the companies in the second category would exceed at least two of the 
following three thresholds, 50 employees, 50 million SEK revenue or 25 million SEK balance 
sheet total.  FAR SRS believes that it is this category that should be allowed to use IFRS for 
SMEs. The IASB has focused on SMEs with approximately 50 employees in developing the 
proposed standard. In the opinion of FAR SRS, the proposed standard does not result in an 
appropriate balance between user needs and costs of compliance for an entity of this size. It 
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seems to us rather more fit for an entity that is considerably larger, based on the FAR SRS 
discussion, it is suggested to be applicable for an entity of around 250 employees.  
 
In order to arrive at a standard that can be applied by a large group of entities, down to entities 
with 50 employees, FAR SRS believes that more simplifications compared to the full IFRS 
are necessary. It could be argued that further simplifications of the IFRS are acceptable for the 
smaller entities but not for the larger ones. Not introducing a size criterion in the standard 
inevitably means that the IFRS for SMEs could also be used by very large but non-listed 
entities. FAR SRS is nevertheless of the opinion that the standard should be based on the 
needs of the smaller entities. Local regulators can decide if there should be a size limit and we 
may see that market forces will drive the largest but not listed entities into IFRS. Given our 
comments above, FAR SRS suggests that the title of the standard does not use the term SME, 
as this is a size criterion and the scope of the standard is not driven by size. The terms “non-
listed” or “non-public” entities should be used instead as this expresses the intended users.  

10.3. Assistant professor Stellan Nilsson 
 
The respondent is a lecturer and also a researcher in the area of Financial Accounting, 
International Accounting, Auditing and Corporate Governance at Umeå University. Before 
joining his current post the respondent’s previous employment included a position of Chief 
Accounting Officer at Västerbotten, Regional Tax Authority. In 2006, the respondent has 
received best paper award for a conference paper entitled “Reasons for the GAAP?” ICATA 
Conference on Accounting Taxes an Auditing Tallinn. 

10.3.1. View on the IFRS for Sees 
 
Taking into consideration the view of whether the IFRS for SMEs would be suitable for 
Sweden, the respondent belived that the development of the standard for a K3 company 
should have been delayed until the final publication of the IFRS for SMEs. It would allow the 
BFN an opporunity to evaluate whether the standard would be suitable also for a K3 company 
in Sweden. Alternatively, the respondent believed that the BFN could have declared the 
intention of adopting the standard after its satisfactory evaluation. As the situation stands at 
present, the BFN has already decided not to adopt the standard, which the respondent believes 
that the BFN has missed out on a great opporunity. The respondent further expressed that the 
IASB needs support for its work, and Sweden has often been among the first to adopt its 
standard.  
 
In terms of cost, the respondent explained that many of the K3-companies are later to be listed 
on the Stock Market and the respondent cannot see that there would be any extra burden in 
terms of additional cost for a K-3 company to adopt the IFRS for SMEs. The respondent has 
concluded  that K3 companies are rather big firms and that the SME/IFRS is a standard of a 
high quality, it would t be more benefit for them to adopt an international standard and the 
BFN could concentrate their efforts to really small and mid-sized firms.  
 
The respondent defined a high quality of accouting standards as : high quality means fulfilling 
the qualitative characteristics listed in the Conceptual Framework of Accounting (see for 
example IFRS/IAS Framework). Decision usefulness is not only connected to decisions on the 
capital market, it is also decisions of, for example, banks regarding credit decisions etc. The 
type of information needed is much of the same type also for SMEs  but the focus might be 
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more on prudence,  reliabilit and, objectivity which means there is not as much demand for 
market valuation of fixed assets, less focus on matching, and more focus on cash flow.” 
 
The respondent was asked for his opinion  primarily based on the BFN’s decision on the K3 
project, in which K3 will be in principle based upon RR1-RR 29, current BFN and the IFRS 
for SMEs. The respondent was asked to comment on BFN’s principle and for his opinion on 
why the BFN wants to include its accounting rules as part of K3. 
 
And here is the repondnent replied : I am afraid this is partly a result of “Parkinsons law”. 
There are so few differences in these standards that it would be of greater value to explicitly 
say that we adopt the international standards (and perhaps make some exceptions if 
necessary). I think there is conflict among national standard-setters to motivate their 
existence by creating standards besides the international ones. There is not always a rational 
reason for that. 

10.3.2. Users of SMEs financial statements 
 
Based on information from literary reviews which suggests that the main users of SMEs 
financial statements is the bank, the respondent was asked how can the BFN provide the 
accounting regulation to accommodate those needs.  
 
Respondent believes that there is no need to produce a special standard to serve users such as 
the bank. This is because the respondent believes that the bank would automatically benefit 
from a high quality of accounting standards. The respondent explained further that the 
additional information that the bank normally requires is of another nature which is more 
connected to the internal accounting information. The information should not be regulated by 
the accounting standards and it must be applied to the specific firm and branch. Therefore, it 
should not be regulated in a financial statement. 

10.3.3. Cost Burden 
 
Based on information from literary reviews, it was shown that one of the main criticisms 
aimed towards the IFRS for SMEs is the cost burden for SMEs. The views from a country 
such as Germany have been very negative towards the development of the IFRS for SMEs, 
because it is believed that by adoption of the standard, SMEs in Germany would have to 
produce two financial statements: one for the investor (bank) and one for the tax authority. 
Literary reviews pointed out that the Swedish accounting system is somewhere between the 
code-law and the common law, given this reason do you agree with the German viewpoint? 
 
The respondent believed that by adopting the IFRS for SMEs it would not change the 
situation. The respondent means that there will always be differences be  between tax 
accounting and the regular financial accounting. Again, the respondent cannot see there 
should be any special financial statement for the bank, creating a special standard just for that 
purpose. As the respondent explained this type of information can never be presented in the 
official external statements. 

10.3.4. Code-law 
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Literary review stated that “The government uses the tax system for implementing economic 
policy, giving subsidies and incentives to control company behaviour and/or help companies 
in their financing. The tax authorities implement the policy decisions of government, but also 
have an administrative role in hindering tax avoidance.” As Sweden is considered to follow  
the “code-law” (in a way), the respondent was asked if the Swedish accounting standard is 
moving away from the code-law system and in what respect.  
 
The respondent explained that Sweden has traditionally always had a strong connection 
between tax and accouting. Therefore, the respondent believed that it is unavoidable to move 
away from the system and make a more distinct separation. As the respondent pointed out that 
the information needs, and the purpose of tax rules are much more connected than for instance 
when one compares what information the bank requires. The respondent mentioned an 
example of “Hidden reserves”, where the state can use these as a tool to govern the economy, 
but at the same time it can never be part of sound financial information. The respondent 
further explained that the tax rules in accounting are an important field for the state to steer 
the economy by and it is not only restricted to just the information. And this is long from the 
theoretical purpose of financial accounting in accordance with accoutning theory as the state 
is both an examiner of the accounting information as well as a provider of some of the input. 
 
“Will the link to tax rules create postive or negative affect to a quality accounting standard?” 
The respondent believes that this link will have a negative affect for a standard accounting 
quality. As the respondent explained that there are political and economic goals which could 
only be fulfilled by the tax accounting link. There are also many simplified rules in tax law, 
and also artificial “costs” and reservations which are not real. The respondent believes that 
these rules contaminate the accounting information and make it difficult to combine the two 
standards that were based on the same information. 

10.3.5. Improvement on current Swedish GAAP 
 
In reply to the question of how the Swedish GAAP can be improved, the respondent believed 
that in principle there must be a more distinct division between tax accounting and financial 
accounting. The respondent further explained that quality of the standard is definitely not 
going to improve by staying with Swedish stereotyped rules for instance, the respondent 
mentioned a Swedish rule of “räkenskapsenlig avskrivning” or standardized rules for 
depreciation. The respondent also suggested that there should be a clearer definition of what is 
meant by the term of “True and fair view” and the users should be given a clear direction on 
how to proceed further when the standard has not provided specific instructions. In exception 
to the two mentioned examples, the respondent believed that it is not easy to be specific on 
how the quality of Swedish GAAP can be improved, nonetheless, the repondent suggested a 
better education which goes beyond the accounting standard. 

10.4. Practitioner  
 
Mr T is an authorized auditor who is working for one of the top accounting firms in Sweden. 
Mr T is specialised in non-listed entities and have been working in this area over the period of 
10 years.  

10.4.1. View on Swedish GAAP 
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The respondent was presented with the diagram illustrating the structure of the current 
Swedish GAAP. The respondent was asked on his viewpoint on Swedish GAAP as being a 
primary user of the standard. 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
The respondent started with a brief explanation on the current Swedish GAAP standard: “In 
Sweden we have the full IFRS, Book keeping Act (bokföringslagen) , Annual accounting act 
(Årredovisning lagen) which is the further interpretation of the Book Keeping Act.  Theses 
regulations can be seen as a main framework of Swedish accounting regulations.  Then we 
have the Full IFRS , Bokföringsnämnden and  RR accounting  standard. RR standard has not 
been updated since the implementation of the Full IFRS. RR standard is still however applied 
to a large state owned company and a large unlisted company such as IKEA or Vattenfall. If 
there is no special reason to apply the RR standard, unlisted  companies in Sweden follow the 
BFN standard in which there are sections that apply to a small and medium size company.  
 
The respondent further explained that: “In the beginning the BFN had a goal of translating 
and updating the RR standard especially for the benefit of SME-sized companies. But since  
the full IFRS was implemented in Sweden the updating of RR has been discontinued and the 
BFN has started with a K project.” 
 
The respondent was asked for his personal opinion on the current BFN standard: “From my 
experience, I feel that the BFN has delivered a half-finished accounting standard!” As the 
respondent further explains, “This is simply because one can not find all the 
recommendations in one standard and therefore one will have to search further in the RR or 
the Full IFRS standard”. The respondent also believed that the BFN standard is not so easy to 
use and it can be quite confusing at times in terms of where to search or what to read and it 
certainly has not been that easy to apply. “We even have a special map of the Swedish GAAP 
on where to look for various accounting treatments in our office”.  
 
10.4.2. View on improvement on the current Swedish GAAP 
 
For the suggestion on how the Swedish GAAP can be improved. The respondent believes that 
the standard can be even further simplified although the current standard is not at all that 
complex. As the respondent explains:”This is because the requirement for information has 
been legislated in the Annual Accounting Act. For example, at present a company is required 
to declare the numbers of sick-leave days that employees have taken in the company. 

Company 

Book-keeping Act 

Annual Accounting Act 

Listed-Company Non-Listed Company 

Full IFRS BFN RR1-RR29 
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Although the Annual Accounting Act is based on an EU directive, it doesn’t prevent the 
Swedish government from adding on a few additional internal policies. Another example, the 
company will need to show on the financial statement the numbers of gender of the 
employees”. The respondent believed that if these rules can be withdrawn, then it would make 
the standard much simpler. The respondent doesn’t find any problem in interpreting the 
standard in terms of the disclosure requirement, income statement or balance sheet.  
 
oes the respondent think there should be any changes in current accounting treatment for 
instance revenue or leasing? 
 
“I don’t see that there is a problem with the revenue accounting method, it is a basic, the old 
tradition matching the principle that has been going on for years. Leasing can be a bit 
difficult in the way that when a company has opted to a apply finance lease and declare it as a 
capital asset. This is because a company would be required to produce copious additional 
information that is required in accordance with Annual Accounting Act. Of course, this 
problem will not occur with a small company who treat leasing as operational and not a 
finance lease.” 
 
10.4.3. Cost Burden to SMEs! 
 
The respondent was asked if the financial statement is an unnecessary cost for Small and 
Medium Sizes company. 

 
The respondent doesn’t believe that that is the case. The respondent is more concerned with  
the statutory audit for the small companies that will be abolished in 2010 which is 
theoretically supposed to reduce the additional cost for the company. The respondent 
expressed his main concern over the fact that the majority of small companies do not have 
sufficient knowledge of accounting in practice and it has always been an accounting firm who 
has given them this advice.  
 
The respondent was asked about his opinion based on the literary reviews that on additional 
cost, in comparison to Germany, the bank considered a main user of the financial statement, 
accepted the financial report based on the German GAAP. The respondent was asked if the 
bank in Sweden also requested a special financial report.  

 
“ Today in Sweden under the Annual Accounting Act  recommends that all limited companies 
must send their annual financial report to be registered at the Swedish Companies 
Registration Office (Bolagsverket) to which everyone has access. Many companie,s for 
example credit bureau, also use the information on company credit valuation as well as the 
bank. In addition, the bank may want to have a monthly internal report from a company to 
give them more up-to-date figures. The bank in genera,l will accept a report that follows the 
guidelines of the Swedish GAAP, with no special format and follows the rules and regulations 
of the accounting principles. The bank will have what is considered to be, good quality 
accounting report in other words, regulations according to the Swedish GAAP.” 

 
Concerning political influence, the respondent was asked for comment on how the internal 
political policy may have an influence on the financial standard in Sweden. 
 
“The Swedish regulations between tax and accounting has a very strong connection in terms 
of the tax amount that is generated  from the result of accounting methods. We can say that 
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accounting is built on valuation and estimations, there are few areas that have special rules 
such as depreciations of inventories that have been going on for a long period and there are 
certain rules on the valuation of a company’s stocks. Every year companies are obliged to 
submit tax returns to the Swedish Tax Agency and that is the same statement that is based on 
the Swedish GAAP with the same information.” 
 
When asked should all the parties involved be satisfied with the information of the financial 
information statement, the respondent’s experience of information that is submitted to the 
Swedish Tax Agency is very much the same between large and small companies. As the 
respondent explains, “Every year, the tax agency sent out a tax return form to companies to 
fill in as an annual declaration. From my personal experience, I think the information that 
they look for will depend on what type of company it is, for example in the case of a very 
small company it might look for whether the owner claims the personal expenses as a 
company expense. For the larger company it may look for something else and more on 
company accounting principles, for example the valuation of inventories. It would be 
impossible for the tax authority to know all the rules in the standard. I also believed that the 
bigger company will have a team who is specialised in that area and accounting principle”.  
 
 
10.4.5. Respondent’s view on the K project 
 
Concerning the K project, the respondent welcomed the development of K1, K2, K3 and K4 
as the respondent believes that it will provide at lease a good start for where one can search 
for information for different type of companies.  
 
“Registered limited or Aktiebolag company in Sweden are automatically under the K3 
standard unless they will choose to adopt the K 2 standard which it will be much less 
complicated. But the K2 standard does not provide accounting treatment for intangible assets. 
As a result, a small company whose activities include research and development, must also 
apply K3. A consideration must be taken to what type of company it is and the product that 
the company produces. It is because of a matter of simplification whether a company applies 
the K2 standard, of course a company should adopt the standard.” 
 
Is it a benefit for the company to apply K3? Well that depends but K2 requires less disclosure 
of information. In my personal opinion it is not a big difference between K2 and K3. 
 
As stated under the literary reviews that K3 is an adoption of RR 1- RR 29 , the IFRS and 
BFNR, the respondent was asked if it makes sense that the BFN should adopt the IFRS for 
SMEs standard. 
 
“ I have been to the talk on the IFRS for SMEs, where the speaker had a doubt whether the 
standard would be suitable for Sweden. In Sweden we have an accounting body in place in 
developing the accounting standard for SME, but in a country which lacks an accounting 
body, they think that the IFRS for SMEs is practical for them.  In Sweden, we have accounting 
praxis historically and I believed that it won’t be necessary for Sweden to adopt the IFRS for 
SMEs standard. I have yet to read the proposed IFRS for SMEs but it might be difficult for a 
small company in Sweden to follow a standard.  I think the BFN K standard is logical in 
terms of how a small company is divided into different categories.” 
 
The respondent was asked if he would like to see any changes on a K project:  
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“At the moment, all of the limited companies in Sweden must follow the Annual Accounting 
Act therefore all registered companies automatically end up adopting to the K3 standard and 
there is a possibility for a company to adapt to K2 which is designed for a smaller company. 
And at this point we can look further atchapter 3 third paragraph in the Annual Accounting 
Act which states the classification of what is considered to be a big or small company. On the 
paragraph one can see that K3 has dealt with a reasonably large company which falls under 
regulations of 50 25 50, I think that the BFN should increase this number to be higher, so that 
more companies can apply the K2 standard. After all, the majority of companies in Sweden 
are very small.”  
 
The respondent was asked for his opinion on whether Sweden should adopt the International 
Standards such as the IFRS for SMEs? 
 
“This is very difficult for me to answer because I didn’t have the opportunity to read the 
proposed standard so it would be quite difficult to make a full comment. So far, we have quite 
a handful to deal with in terms of regulations in the Annual Accounting Act.  If the IFRS for 
SMEs had the same principle as the Full IFRS it can be a problem in terms of the evaluation 
of fair value. This is because the IFRS requires a company to evaluate fixed assets in 
accordance with market value. This can be lots of work for the company especially for a 
company that has been inconsistent with their results, meaning reporting extremes of high 
and low from one year to the next, if we are going to apply these IFRS principles it will make 
if even more difficult and unstable for an analysis.” 

10.5. Financial Institution  
 
Mr H is a branch manger for one of Sweden’s largest commercial banks. The respondent has 
experiece in the banking industry for over 20 years and has many dealing with non-listed 
companies. 
 
10.5.1. Financial Statement 
 
The very first question that was put to the respondent was  whether he viewed the financial 
statements of companies’ before granting of a loan. The respondent promtly replied:  “Yes, 
definitely we do.”  
 
The respondent explained further that:  “We look at all reports and not just those of anyone in 
particular. If I have to choose one report that I consider to be the most important one, it 
would have to be cash-flow statement and unfortunately, there are not many companies 
producing this statement especially small companies.  
 
When asked why the cash-flow statement is more useful than the balance-sheet or income 
statement, the respondent replied: “This is simply because the cash-flow statement reflects 
figures that indicate the company’s capacity to pay off its loan. “ 
 
Under the current Swedish GAAP most of small companies are not required to produce cash-
flow statement, how does the respondent handle this situation? “We produce our own cash 
flow statement analysis of the company from the income statement and the balance sheet 
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which may not project a detailed cash-flow but an overview cash-flow which will reflect the 
financial situation.” 
 
Will that be extra work for the bank? We have a system that depends on our overall 
impression of the customer. If the customer is well-intentioned he or she can keep up with 
loan paymenst, we don’t really put much afford into making up any additional reports.  
 
It was explained to the respondent that under the current development of the BFN small 
companies will not be required to produce a cash-flow statement.  How does he feel about the 
situation, as the bank can be considered as the main user of financial statements. The 
respondent believes that the best thing would be if all companies were required to produce a 
cash-flow statement. Part of the reason is to reduce the cost and work for small-entity 
companies. The respondent believed that if one had an income statement and a balance sheet 
it isn’t that much more work to produce a cash-flow statement. I believed that the cash-flow 
statement is not necessary to be fully detailed as the respondent believed most banks will 
accept a simple form of cash-flow statement.  
 
How about financial disclosure of information: “We are also look through the contents and 
information under disclosure. With the accounting standard that gives companies choices of 
calculations either to reduce or increase certain figures on income statemenst or balance 
sheets, we, as lender will  have to study these statements closely and adjust whatever we 
consider to be necessary to give us a better picture of the company’s real financial situation.” 
 
When asked if the bank needed any special internal reports from the company. The 
respondent stated that not it is not always required but it happened occasionally especially in 
the situation,  “If a company has a  problem, then we do require a special report.”  
 
10.5.2. Historical Cost 
 
The respondent was asked how he handled the situation in the cases where these reports only 
reflected historical cost, “We keep a close eye on our customers, for example, in a situation 
when a company starts to use the facilities of “cheque credit” or unable to pay back it’s loan 
on a due date. If we are finding that our customers are running into financial difficulties, we 
might require that particular company to produce an internal financial report for every three 
or six month period. 
 
In terms of the valuation of fixed assets and depreciation, the respondent was asked on his 
opinion on the way a company adjusts its depreciation cost, the respondent explains:  
 
“When we look at the reports it is mainly because we are following up the loan and the 
overdraft facility that the company has with us. We are not trying to value the company but 
we are trying to evaluate the company’s ability to make payment. “  The respondent pointed 
out that “We are trying to establish a close relationship with our customers so that we know if 
something positive or negative is occuring. If the customers are able to fulfil their 
responsibilities to payback their loans, then we are not that concerned about how much a 
company’s fixed assets are worth in terms of fair value. If they bought it and the price has 
gone down that wouldn’t be a problem as long as the company is not trying to sell it again. If 
the building is used to produce some other goods and the value of the building depreciates, it 
would not matter as long as the company can provide keep up with the loan payment. 
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10.5.3. Revenue and Cash-flow 
 
The respondent was asked for his opinion concerning the fact that the current Swedish GAAP 
has two methods: 
 
“We don’t really take calculation methods into consideration unless a customer relied heavily 
on just one of their customers, then we will look closely at how the company calculates its 
revenue. But most of our customers are small companies who in turn have several small 
companies as customers so it is not going to make any differences with calculations, as 
mentioned before, provided that companies are not just reliant on one source of revenue i.e. 
on one customer.” 
 
The respondent also agreed with the literary reviews, that banking institutions in Sweden are 
the main creditors for non-listed companies in Sweden. 
 
The respondent was asked for the additional information that is not stated in income statement. 
 
The respondent replied that it depends on circumstances. As the respondent explains 
“ Sometimes we do want extra information for example one company that has been running 
for a while and most machines are old and they have no value on the balance sheet because 
they have been in the book for so long. We may request to have an independent valuation 
performed on the assets in order to have a correct evaluation on the assets that the company 
is using for security.  
 
In some circumstances the value of the company’s asset might not even be stated in the 
balance sheet due to value depreciation. But however, the machines and the tools can still be 
worth a lot on the second hand market for instance, industrial machines like drills can last a 
very long period as an asset based on second hand value. Another example would be a second 
hand tractor, it  may still be worth many thousands but on the book it is valued at zero. 
Sometime when one looks at the balance sheet, it shows no fixed security value but when one 
considers the machineries and to get some sort of idea on how much these machines are 
worth in value. We can call for an independent valuation.  
 
The evaluation of a company’s assets can be different when dealing with assets with a short 
life period as respondent explains: 
 
From stock of goods that have very short lifetime on the market and the company doesn’t 
have residual value of the stock that was supposed to sell fives years ago, sometimes the 
company keeps these goods and the value shows on the books although they should have 
written off the amount a long time ago. It has happened that we will investigate and look at 
the stocks or we call someone in to give us an independent valuation.  
 
The respondent was asked for comment on whether the Swedish accounting rule is aimed to 
provide information more towards a creditor than to an investor. The respondent could not 
comment from an investor’s perspective  but from a creditor’s perspective the respondent 
believed that the Swedish accounting rule is sufficient  for the bank and the creditor meaning 
it is easy to get information if one needs it from the reports.  Any uncertainty of any figures 
can always be explained by contacting the company accountant to fill in the necessary 
information. As respondent concluded that, “For a creditor it is a good system and the 
information is accurate enough.” 
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The respondent was asked if he agrees with the findings from earlier research that if the 
creditors, for example a bank, cannot differentiate between bad and good companies due to 
inefficient reporting, it will increase the lending rate to recover the possible risk! The 
respondent believes that with good experience he would know where to look as he explains: 
 
The inability to see the differences between a good and a bad company is always a risk. But I 
think it is up to a creditor to differentiate and evaluate the risks between the good and the bad 
company. One way to differentiate between these two is to rely on one’s experience. A bad 
company is always trying to make its  financial statements look better than it really is  while a 
good company always appears the opposite, this is mainly due to that they try to keep 
earnings down for tax purposes. From financial statements, one can see that if the 
development is going the right way or the wrong way, if you think that the development of the 
company seems to be going the wrong way, you can most often assume that the reality is even 
worse than reported. You become more cautious and require more information from that 
company before you make any form of a decision. A good company, one can assume, that the 
reality is almost better than the financial statement projects. So, it comes very much down to 
experience. Being a good creditor is having the ability to evaluate the borrower’s situation.  
 
The respondent concluded that being a good creditor is not just about trusting the figures but 
also the person. Experiences also provide gut-feelings, and sensing which one of the 
borrowers is reliable and which is not. 
 
10.5.4. View on “K” Project 
 
Currently, the BFN is in the process of developing a new accounting standard “K project” 
which divides companies into four different categories based on earnings. The respondent was 
asked on his opinion of whether this method would create more benefit to the lender!  
 
For most small companies the banks are the only one that is interested in the statements. For 
a small company the supplier is only interested in the payment and the supplier has an option 
to stop a supply to a company. The banks can’t do that because we have the loan out there 
already so I think it would also be a good idea for the BFN to work together with the bank. 
 
The respondent has never heard of the K project but voiced his concern over abolishing the 
statuary audit, as the respondent believed that the banks still require information. How would 
the statuary audit have effect on the bank?  
 
We still require the report, but based on different companies’ situations and some companies 
will have to have their financial report audited. We would like to see an accounting standard 
that has different specifications on how material should be calculated so that we can rely and 
trust the materials.  
 
The respondent feels that by abolishing the statuary audit somehow it would turn the system 
backward. As respondent explains “Big companies produced the figures themselves and they 
only needed the auditor to look over them. The big risk would be for small companies which 
don’t have an economic department, no knowledge of financial statements where he or she is 
just working and there is a need for control. This is because sometimes the owner doesn’t 
know if they make a profit while working, they just work, whether they make money out of it 
or not. They can work themselves to death at a loss because they don’t have the skill to do a 
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calculation or the skill to understand the figures that come out. I think this is when the 
controls become more important and it is not just for the bank but for the companies benefit 
themselves.  
 
10.5.6. Disclosure and additional cost 
 
The respondent was asked for his opinion on the BFN statements who claimed that under the 
new accounting regulation there will be fewer disclosure requirements for SMEs in order to 
save cost. 
 
“I don’t think that that will happen. The small companies still have to provide information 
and it still costs them money. This is because we still require certain information from the 
company who will have to turn to accounting firms, which in turn will charge them money to 
produce those reports.” 
 
Finally, the respondent was asked for his opinion on whether there should be just one 
accounting standard for small-medium size companies around the globe. 
 
The respondent believes it would be a good idea although a company is not conducting 
business from overseas on a regular basis. The respondent gave an example of the situation, 
“ For example, if we have a customer here who relies heavily on a big customer overseas 
then we will have to look at that company as well because our customer is depended on that 
company for payment. If we have the same accounting standard, it would be easier for us to 
evaluate its financial situation. Currently, it can be tricky because different countries have 
different standards. On the other hand, if there is an international standard that is able to 
retain  information it would be a really good thing. It is a good idea that countries follow a 
same accounting  standard because it will be easy to evaluate the information such as rules 
about depreciation, rules about stocks evaluation, international reports would be the same 
and I consider that would be the good thing.” 

10.6. IASB Response  
 
On Wednesday 10 September 2008, the IASB had a Webcast Presentation of the IFRS for 
SMEs that were presented by two senior members of the organisations, Tom Jones and Paul 
Practor. During the Webcast Presentation the IASB invited audiences from around the globe 
to participate in its live presentation . The audiences were also welcome to submit questions 
concerning all aspects of the project. The following is a short transcription of the Webcast 
Presentation with a selection of questions that are relevant to this thesis. The recording of this 
Webcast Presentation can be found under “Project” on the IASB website. 
 
The first presenter is Paul Pacter. Paul Pacter is a director for the IFRS for SMEs project. The 
second presenter is Thomas Jones. Thomas Jones is a vice chairman of the IASB and the 
chairman of the working group for the IFRS for SMEs.  
 
10.6.1. Thomas Jones Presentation on IFRS for SMEs 
 
We started a project number of years ago with a pressing need from many countries who tried 
to apply the full IFRS to all entities, which proved to be very difficult. It wasn’t easy to get this 
on the agenda because some of the Board members believed that it should be one set of 
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standards and that has been the case in the USA until present day. However, there have been 
many issues about name and sizes. It is best known as an SME standard and it is designed to 
appeal to every size of company other than the very smallest. When we started out, the 
requirement was very straightforward. People wanted a short, simple standard arranged by 
subject, stand alone, with no automatic fall-back to the main standard (the Full IFRS), real 
simplification in terms of recognition measurement and disclosure. The dilemma that we had 
was, if this standard was over-simplified, there wouldn’t be credibility by its users and if we 
made it too complicated, the standard would not be used. So it is a very narrow window in 
which to operate, I don’t think that everyone appreciates how narrow that window is. We 
can’t simply make everything simple because life isn’t simple. But on the other hand if we 
produced a standard that was too complicated it would not attract users and that is not the 
desired result.  
 
We are very close to the final version, we have had very good reception that I can name from 
several countries, the US for example is quite enthusiastic which is very good. South Africa is 
extremely enthusiastic and we hear that Norway and Denmark intend to adopt it, and the UK 
talked about adoption and as well as many other countries. Not all feedback reflected 
enthusiasiam. Everywhere where it was met with less enthusiasm about the standard, we are 
meeting concerning issues raised by those people. One issue, that we have open and hope to 
resolve, is the confusion about the name.  
 
10.6.2. Paul Pactor Presentation on the IFRS for SMEs  
 
I would like to start of with the question of why we need an IFRS for private entities? One of 
the things we learnt in the course of this project was that most private entities have external 
users of their financial statements even down to the micro-sized entities. Anywhere from 50% 
to 80% of private entities in almost all countries of the world are at least have a bank loan, so 
it is the bank who is the outside user. Additionally vendor credit rating agencies and in some 
parts of the world, it is the World Bank, that is the main user of the statement. 
 
One of the benefits is comparability across borders. Most private entities no longer confine 
their business to their own home country. And even within their home country in many places 
today there is a lack of comparability improving the quality of reporting, as compared with 
the existing GAAP.  In quite a few countries around the world GAAP have developed for 
listed companies quite thoroughly, but for private companies it leaves the level of standards 
something to be desired. We are focusing on the need of users of the financial statements of 
private entities, that means users who are interested in short term cash-flow, liquidity and 
solvency primarily. Easing the burden and why this becomes an issue, is because in many 
countries such as South Africa, the national GAAP has become the full IFRS equivalent and 
the smaller companies are saying that they can not cope. It doesn’t meet the need of their 
users of small company financial statements. 
 
The following are some of the questions that have been put forward to presenters during the 
Webcast. 
 
Why should their be SME differential accounting? 
 
Two main reasons number one user need. The full IFRSs has been designed for public capital 
market for long term equity investors as primary user groups. They are not primary users 
group for small companies financial statement in fact equity investors are properly not on top 
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of the list at all. It more towards creditors and lenders and vendors who are selling on credit 
and they are more interested in short term cash flow. And secondly it is a capability, I know 
nobody here at IASB would like to talk about “IFRS Light” like the Coca-Cola Light the 
reality is quite a few countries around the world small companies have great difficulties in 
applying the Full IFRS and the result is less than high quality implementation. We believed 
that the second big benefit to our proposal it will improve the quality of implementation. 
 
When do you expect that IFRS for private entities will be usable? 
 
Paul Pacter responds to this question: The target is to issue the standard during the first 
quarter of 2009. We do not need an effective date because it does not replace any standard. It 
will be up to individual country to implement the standard. 
 
Will SMEs for small entities be a new directive in EU? 
 
Thomas Jones responded to this question: ” that is none of our business. The EU will do this 
when it feels that it should. My feeling is that there are very different opinions here in Europe. 
Some countries are very enthusiastic and other countries are very unenthusiastic due to the 
fear that it may mess up the tax position. Of course, a lot of things can be solved over time. 
My feeling here is that it will be unlikely for the directive to cover the whole of Europe 
because it is a country by country decision. Some countries already have an equivalent of a 
small medium enterprise standard and some other countries might be looking or waiting for 
this one. We don’t say who should use this or when or how. We provide it and it is up to an 
individual country to make its own decision, 
 
Paul Pacter has also added, “let me add some points to some of Tom’s comments. First, The 
existing fourth and Seventh Directive neither require nor prohibit the IFRS for private entities. 
When it is issued, countries can make their own decision, Secondly, we have gone through our 
exposure draft literally sentence by sentence comparing it with the fourth and seventh 
directive. Because of course in Europe a country can only use a standard that is consistent 
with those directives. The reality in Europe today is there are at least 55 different SMEs 
GAAP around Europe. Many European countries have two or even three levels. I have talked 
to many financial executives in Europe, banks are the big lenders to SMEs in Europe and they 
said 55 GAAP is a nightmare for comparison” 
 
Do you expect the USA to adopt it? And for what kind of entities? 
 
On this issues Paul Pacter explains: “the USA has a very different financial reporting 
structure to most countries around the world. In most countries by law, there is an obligation 
for many or most private entities to prepare GAAP  financial statements and have them 
audited. In Europe for example, there are about 21 millions private entities and of those 5 
million have statutory audit obligation. In USA there are also about 20 millions private 
entities of these are 5 million in cooperation and 15 millions are not. Of that 20 million, do 
you know how many have statutory audit obligation?  Maybe 25 000, 15 000 may be SCC 
registrars and 10 000 regulated institutions. The other 19.9 million can prepare a set of 
financial statements if they wish. The requirement under the code of ethics of the American 
institute of CPA (Certified Public Accounting) said that the CPA can give a clean opinion 
about whether financial statements present fairly the financial position, operating results and 
cash flow if they can be formed into a designated standard setter. Since the year 1973 the 
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FASB  (financial accounting standard board) has been the one and only designated standard 
setter in the United State for business.  
 
In May of this year (2008) the American institute of CPA change the code of ethics to 
designate the IASB as second recognised standard setter in United Stated. Once the IFRS for 
private entities is published those 19, 9 million US private entities would at least be free to 
use the IFRS if they wish. This is a marketplace issue and it will depend on acceptance by 
users of the financial statements such as bank lenders and others. So I can’t say if the USA 
will adopt the standard. In fact there is no need to adopt it, if there is no requirement from the 
market.”
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11: Analysis and Discussion 
 
The way in which political policies have an influence on the contents of financial statements 
is nothing new when one considers the purpose of financial statements from the beginning. 
Political influence can be seen as an originator of the concept. It started during the Napoleonic 
period in which the code law model (Roman law) was designed to serve primarily for the 
purposes of tax assessment, limit dividend payments. It was also designed to protect the 
running of the economy by sanctioning individual businesses that were not financially sound 
or were run carelessly. The purpose of financial statements has however began to change 
direction with the arrival of the new model, the so-called Anglo-Saxon model. This Anglo-
Saxon model was created during the industrialization period in order to suit other users rather 
than the government. As industrialisation created the need for large concentrations of capital 
to undertake industrial projects and to spread risks between many investors, it can be said that 
the aim of the Anglo-Saxon model was to create financial reports that provided a means of 
monitoring the activities of large businesses in order to inform their (non-management) 
shareholders.134 
 
This chapter will analyse the suitability of the IFRS for SMEs by examining various factors 
that may influence of an adoption of the IFRS for SMEs accounting standard in Sweden. 

11.1. Harmonisation 
 
Due to the pace of the internationalisation of trade and investment, which has accelerated in 
recent years, this caused a call for financial reports to be comparable internationally as 
described by Elliot and Elliot in chapter 3. It has stressed the importance of regulating 
financial reporting in order to ensure that all companies in a country present similar 
transactions in a consistent fashion.135  
 
As can be expected, harmonisation is more easily said than done. Interestingly, Elliot and 
Elliot pointed out two main problems that can be considered as obstacles to harmonisation, 
namely national differences and the relationship of the tax and reporting system. Van Hulle 
confirmed Elliot and Elliots view on the divergence of accounting standards by expressing his 
thoughts rather clearly concerning the issue of the nation’s pride as Van Hulle put it: 
 
It is interesting to see how proud people are about their own accounting rules. In fact, they 
may not like them, but they still believe they are so much better than those which exit in other 
countries.136 
 
By putting these two obstacles aside, there are other considerations that also have to be taken 
into account, what can each  country benefit from adapting the same accounting standard! 
Literature reviews in chapter 3 “Accounting Stories”, have discussed some advantages and 
disadvantages of a harmonization of accounting standards. The advantages are for instance, 
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comparability of international financial information, save time and money that is currently 
spent to consolidate divergent financial information, and the benefits to the multi-national 
companies as the communication of financial information within the groups would become 
easier. The disadvantages are for instance the differences in political and economic systems or 
users might have different needs in different nations. 
 
The first approach towards harmonization of accounting standards within the EU began in 
1978 with the implementation of the Fourth and Seventh Directive. The purpose of 
implementing these two directives as described by Haller was: the Fourth Directive aimed at 
harmonizing the national laws on the accounting regulations of companies. The main features 
of the Fourth Directive include the requirement to prepare annual accounts, which provide a 
true and fair view (TFV) of the company’s assets, liabilities, financial position and profit or 
loss, as well as substantial requirements on information which has to be provided by means of 
notes. The Seventh Directive focused on consolidated accounts by determining the 
identification of groups, scope of group accounts and obligation to prepare, audit and publish 
group financial statements as well as consolidated-related methods.137 These two directives 
were not only try to conform national law and consolidated accounts within the EU but it is 
also demonstrates the willingness to adjust to the new regulations among EU countries.  
Denmark and UK were the first to implement these two directives in 1981 while Sweden was 
almost the last to adopt in 1995. 
 
The second approach to accounting harmonisation within the EU was the implementation of 
the The Full IFRS. On 19 July 2002, the European Union (EU) Parliament passed a regulation 
that requires all companies listed in the EU to adopt International Financial Reporting 
Standards (IFRS) or the full IFRS for fiscal years starting after 1 January 2005. 

11.1.1. IASB’s Viewpoint on harmonisation 
 
The IASB has clearly realised the importance of harmonisation in the accounting standard 
when it developed the Full IFRS, although the standard is especially designed for listed 
companies. The IASB also fully acknowledged that the full IFRS is far too complicated for 
small entities and one good example is seen in a country such as South Africa that adopted the 
full IFRS as part as its national GAAP. As a result, the small entities had to follow accounting 
regulations that were designed for larger entities and the cost has clearly outweighed the 
benefit .  Partly motivated by a concern that SME regulation, if left to other regulators, might 
not be consistent with the IFRSs or the IASB’s framework, and might not be best suited to 
meet user needs and ensure international comparability. Therefore, the IASB decided that its 
mission would allow it to extend its focus to SMEs .  In creating an accounting standard for 
small and medium size entities, the IASB has not escaped the criticisms especially from the 
countries who believed that they already have a perfect GAAP, or from countries that are 
already in the process of developing one such as Sweden.  
 
One of the consequences that has arisen due to the failure to harmonise GAAP due to national 
pride or national tax differences between countries are several numbers of GAAP, and 
according to Paul Pacter project director of the IFRS for SMEs who stated that, there are in 
fact,  around 55 GAAPs adherents in Europe alone.  Paul  Pactor described the GAAP’s 
situation in Europe and how it can be unfavourable to main users of the financial statements. 
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“50% to 80% of private entities in almost all countries of the world have at least a bank loan” 
and “The reality in Europe today is that there are at least 55 different GAAPs-based SMEs 
around Europe and many European countries have two or even three levels of GAAP.” The 
consequence of this as Paul Pacter put it “It is a nightmare for the bank to make comparisons 
between these with so many different GAAP applications”. 
 
Despite several  GAAPs standards in Europe, the IASB would not comment on whether the 
IFRS for SMEs would become an EU directive the way the full IFRS was in 2005. As 
Thomas Jones explained that it is up to each country to implement their standard and it is up 
to the EU and not IASB to decide if the IFRS for SMEs would be suitable for EU countries. 

11.1.2. Swedish Viewpoint on Harmonisation 
 
Empirical data in chapter seven reviewed the Swedish viewpoint on the idea of adopting an 
international accounting standard, namely the IFRS for SMEs and the responses have been 
rather mixed. The BFN  which is a Swedish standard-setter agrees that there is a need for 
simplified global accounting standards for entities that active in the global capital market and 
it believes that only relatively larger entities have such a need. The BFN explains further that 
smaller entities that may have such needs should be able to choose a set of global standards; 
therefore the IFRS for SMEs ought to be formed mainly to suit the needs of relatively larger 
entities. The BFN is in an agreement with the IASB that each country is to decide which 
entities are to use the full IFRSs or the IFRSs for SMEs. Thus, the BFN is of the opinion that 
the IASB ought to concentrate on developing simplified accounting standards for relatively 
larger entities. Despite this view the BFN has however, decided as early as in December 1998 
that it would write its own accounting guidelines regarding unlisted entities in the form of the 
K project.  
 
A second factor that may prevent an accounting harmonisation as mentioned by Elliot and 
Elliot is national pride.138 The national pride of the Swedish GAAP  can be clearly detected in 
the answer from practitioners when asked whether the IFRS for SMEs standard would be 
suitable for Sweden. The practitioners believed that Sweden has accounting praxis that have 
developed historically over a period of time, and the respondent believed that it won’t be 
necessary for Sweden to adopt the IFRS for SMEs.    
 
The benefits from harmonisation, such as comparability of international financial information 
between countries, have been welcomed by three respondents.  FAR SRS supports the 
principles of the IFRS that are made available to a wider group than just listed entities. FAR 
SRS has also seen the IFRS for SMEs  as a learning step for practitioners to get accustomed to 
using accounting standards. Assistant professor Nilsson who feels that there are so very few 
differences between these standards, that he suggests it would be of greater value that Sweden 
adopt the international standards and make some exceptions to it if necessary. The assistant 
professor Nilsson also believed it would be more beneficial to apply an international 
accounting standard in terms of accounting quality.  From the viewpoint of users of financial 
statements namely the bank, the respondent positively welcomed the financial standards that 
have the same accounting principles across-borders. The respondent believes that; “If we have 
the same accounting standard, it would be easier for us to evaluate a financial situation. 
Currently, it can be tricky because different countries have different standards. On the other 
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hand, if there is an international standard that is able to retain information it would be a 
really good thing.” 
 
Based on the above discussion, it can be clearly seen how the Swedish view on harmonisation 
in this instance, the view on adaptation of the IFRS for SMEs accounting standard, has been 
divided. The BFN  is a governmental body and it is understandably that the government 
would want to maintain control over Swedish accounting standards for the purpose of 
implementing internal political policies. Example of governmental interference have been 
alluded to by the practitioner during an interview that although the Book-Keeping Act and 
Annual Accounting Act is supposedly to be the implementation of the EU on the Fourth and 
Seventh Directive, but Swedish legislation has managed to add some additional rules and 
requirements that a company must declare such as number of employees, gender and sick 
leaves days on the financial statements. There is also another interesting point that has been 
mentioned by Elliot and Elliot under literary reviews of the relationship between the tax and 
reporting system which can have an influence on the differentiation in financial reporting 
between two countries.  

11.2. Tax and accounting links in Sweden 
 
Aisbitt stated that one of the main reasons for interest in financial statements is to assess the 
performance and financial position of the enterprise. This objective can not be satisfied if the 
financial statements include amount or policy choices purely to comply with tax regulations 
or in order to minimise tax liabilities.139 
 
The debate over the tax-accounting link is nothing new. Looking back at 1995, the new 
Accounting Act was introduced in Sweden to implement the EU fourth and Seventh Directive. 
It can be also be said that the first draft from the government for this legislation would have 
broken the tax-accounting link but under pressure from the tax authorities this proposal was 
dropped.  Understandably, the government wants to use the tax system for implementing 
economic policy, giving subsidies and incentives to control company behaviour and/or help 
companies in their financing. Therefore, the tax authorities extra assignment would be to 
ensure that these policies are implemented.  
 
Blake et al conducted a study of a relationship between tax and accounting rules by 
undertaking a literary review on arguments for and against the link, and compared this with 
arguments identified by six leading Swedish practitioners. The result of the study identified 
that some are in favour and some were against the link for various reasons.140  
 
Tax and accounting links were mentioned by the two respondents who considered it to be part 
of a Swedish accounting tradition. Assistant professor Nilsson mentioned how Sweden has 
traditionally always had a strong connection between tax and accounting. The respondent 
acknowledged the fact that the tax rules in accounting are an important tool by which the state 
steers the economy but his concern is based upon the quality of the standard. He believes that 
if one is going to refer to theoretical purpose of financial accounting in accordance with 
accounting theory. After all, the state is both examiner of the accounting information as well 
as a provider of some of the input. The respondent has given the example of the “Hidden 
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reserve” where the state can use it as a tool to govern the economy, but at the same time it can 
never be part of sound financial information.  
 
The practitioner has agreed that the Swedish regulations between tax and accounting have a 
very strong connection in terms of the tax amount that is generated  from the result of 
accounting methods, “ We can say that accounting is built on valuation and estimations, there 
are few areas that have special rules such as depreciation of inventories that have been going 
on for a long period and there are certain rules on the valuation of a company’s stocks”.  
 
The IASB has acknowledged that there are different opinions between different countries on 
its standard and some expressed concern over how it may mess up the tax position. But the 
IASB has an optimistic view on this issue and believes that this issue can be solved over a 
period of time. 
 
11.3. Small and Medium-sized Entities…what do they need… ..  
 
The similarities between small and big business reporting needs, as have been indicated out 
by Lippitt and Oliver are indeed very similar. They both have a need that all businesses must 
perform well in various functional areas such as production, marketing, finance accounting 
and management in order to attain long-term survival.  They both have a need that data on 
fixed variables, costs and information concerning the demand for the product or service are 
standard ingredients in pricing decisions, regardless of firm size. The same can be said for 
both having a need to make the same kind of decisions concerning inventory control, means 
of raising additional capital, and a host of others.141 
 
As literary reviews have pointed out, information on the needs of SMEs has been limited, due 
to a very small body of academic research. Various authors have made calls for further work 
in the area, particularly to identify the user information needs of SME financial reports.  

11.3.1. Different size, different need, different cost and suitability 
 
In the public comment letter to the IASB concerning IFRS for SMEs,  Grant Thornton 
International United Kingdom identified characteristic smaller entities that 1) engage in 
simpler transactions and that fewer of the subjects covered in the full IFRS apply to them 2) 
have fewer external users of their financial statements; and 3) incur high relative costs in 
preparing financial information. 
 
Lippitt and Oliver mentioned however, there are numbers of external and internal similarities 
between small and large firms. Financial statements for example, represent a primary source 
of financial information for both parties. The arguments for different accounting standards 
tend to fall into three categories which are ownership interests of small business, management 
of small business, and external entities such as creditors and external accounts. 
 
Despite the claim on the limitation of the information for the needs of SMEs, nonetheless, the 
IASB has taken a crucial step in developing accounting standards for non-listed entities.  
The (draft) for the IFRS for SMEs was developed by extracting the fundamental concepts 
from the Framework and the principles and related mandatory guidance and interpretations 

                                                
141 Lippitt, J. Oliver, B. (1983): Big GAAP, Little GAAP: Financial Reporting in the small business environment. 
Journal of Small Business Management 
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from the full IFRSs and the IASB also considered the modifications that are appropriate in 
terms of users’ needs and cost-benefit considerations. 

11.4. IFRS “Light” Version 
 
During the Webcast presentation Paul Pactor mentioned with humour on how the IFRS for 
SMEs  has sometimes been referred to as the IFRS “Light” in comparison to one of the 
famous soft drinks, with the concept of “same taste but less sugar”. In comparison to the full 
IFRS, the IFRS for SMEs has been reduced from to 2500 to 250 pages, the disclosure of 
information requirement has been reduced from 2000 to 400 pages. The IASB resolves these 
issues by reducing the accounting options, requires less information disclosure and simplifies 
the explanation or instruction on its standard. Thomas Jones has expressed the difficulties that 
the IASB Board is facing as he explains: “When we started out, the requirement was very 
straightforward people wanted a short simple standard arranged by subject, stand alone, no 
automatic fall back to the main standard (the Full IFRS), real simplification in recognition 
measurement and disclosure. The dilemma that we have that is if we made this standard too 
simple it would not be credible to its users and if we made them too complicated the standard 
will not be used.” 

 
The IFRS for SMEs is designed to meet the needs of investors, lenders, creditors, rating 
agencies, employees, customers and others outside the business. At the same time, the IASB 
has acknowledged that the tax authorities also tend to be key recipients of SME accounts.  
Prior work shows that the major uses of SME financial statements by the tax authorities 
include: to determine gross profit, assess directors’ fees, tax provisions, ensure that expenses 
are reasonable and check for clean audit reporting. As for the question of whether the standard 
would be suitable for a tax authority, the IASB explains that determining taxable income 
requires a special-purpose financial statement that will comply with the tax law and 
regulations. But the IASB considers however, that the IFRS for SMEs can serve as a starting 
point for determining taxable income in a given jurisdiction by means of a reconciliation that 
is easily developed at national level. 
 
The main criticisms of the IFRS for SMEs on the suitability of the standard, are from 
countries such as Germany. As one respondent strongly expressed in a public comment that, 
the IASB has not taken SME-users into consideration meaning that the IFRS for SMEs just 
emphasizes the interests of shareholder values and does not consider the needs of medium-
sized enterprises. The respondent argued that the often long-term strategies of medium-sized 
entities implies a conservative accounting policy with hidden reserves which are not taken 
into consideration in these standards. The respondent argues further that with German 
medium-sized businesses and their partners/shareholders, the annual financial statements 
mainly have the function of providing information to the banks and the partners. The 
provision of information to customers and subcontractors is of secondary importance. 
Medium-sized businesses finance themselves primarily through bank credits and not through 
including external investors in the group of partners. 
 
The IASB is aware that the reception of the IFRS for SMEs differs from one country to 
another as Thomas Jones from the IASB pointed out, “Some countries are very enthusiastic 
and other countries are very unenthusiastic due to the fear that it may mess up the tax 
position and of course a lots of things can be solved over time”. Despite criticism that the 
standard may not be suitable for many countries for various reasons, Paul Pactor IASB project 
director maintained that the IFRS for SMEs  conforms to the fourth and seventh directives;  
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“The existing  fourth and  seventh the directives neither require nor prohibit the IFRS for 
private entities when it is issued, so a country is able to make their own decision, Secondly, 
we have gone through our exposure draft literally sentence by sentence comparing it with the 
fourth and seventh directives, because of course, in Europe a country can only use a standard 
that is consistent with those directives” 

11.4.1. Sweden’s perspective  
 
In June 2004, the IASB published a Discussion Paper “Preliminary Views on Accounting 
Standards for Small and Medium-sized Entities” setting out and inviting comment on the 
Board’s approach. In response to the IASB’s comment the BFN had already established its 
position long before the IASB’s IFRS for SMEs exposure draft was published in 2007. Even 
then, the BFN expressed its concern that the IFRS for SMEs had not become so simple that 
even the really small entities (approximately 99 per cent of the entities in Sweden) were able 
to apply the standards. The BFN pointed out that these entities have neither knowledge nor 
resources to be able to prepare financial statements in compliance with the IFRS. Therefore, 
the stakeholders have no need for financial statements of that type. 
 
The Swedish comment on the IFRS for SMEs has not been one of fierce criticism in 
comparison to the organisations in a country such as Germany. FAR SRS has expressed some 
concern over the proposed standard; that it does not result in an appropriate balance between 
user needs and costs of compliance for an entity of this size. It seems to us rather more fit for 
an entity that is considerably larger and based on the FAR SRS discussion it suggests an 
applicability for an entity sized around 250 employees. It cautions that a standard for these 
entities should take into account the different needs of users as well as a different balance in 
the cost benefit analysis. The FAR SRS believed that in opening up the principles of the IFRS 
for other entities than those listed, would result in considerable cost savings and benefits for 
the education of those that prepare, audit and use financial statements.  
 
The main concern from the other two respondents, namely the practitioner and the respondent 
from the banking sector are more towards the abolishing of a statutory audit. They both share 
great concern over the fact that the majority of small companies do not have sufficient 
knowledge of accounting practices.  
 
As the respondent from the bank pointed out, small companies that do not have an economic 
department, no knowledge of financial statements and where an accounting employee is just 
working, there is a need for control. This is because in some cases the owner doesn’t know 
whether the company makes a profit while working, they just work, whether they make 
money out of it or not. They can work themselves to death at a loss because they don’t have 
the skill to do a calculation or the skill to understand the figures that come out. He believed 
that this is when the controls become more important and it is not just for the bank but for the 
company’s benefit itself. The respondent feels that the system has turned itself backward. As 
a result, both respondents do not believe that this is the right method by which to reduce costs 
for small companies. 
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11.5. Swedish GAAP 

11.5.1. Swedish model 
 
Chapter five describes the development of a Swedish accounting model that has gone through 
different phases over different periods. From the pre-World War II period when it was heavily 
influenced by the German model, the Krueger Crash crisis, from which the events lead to the 
power-shift from business to government. 1945-1970 is considered to be the period where the 
economy expanded and there emerged a new foreign influence that came from UK and the US. 
The period of the so called oil crisis and inflation during 1970-1980 saw the decline of the 
FAR accounting body and the birth of the BFN as far as accounting bodies were concerned.  
 
With the advent of the 1980s, the foundations of a Swedish model were gone. Business and 
financial interests gained in power at the expenses of the state which no longer held a unique 
position. Another interesting development for this period was that the Swedish multinational 
corporations started to push for the use of international accounting rules. Reason - They 
wanted to avoid the unnecessary costs of preparing multiple accounting reports to 
accommodate various national stock exchange requirements. Redovisningsrådet or RR was 
founded to resolve the dispute between companies and accounting bodies. Interestingly, the 
FAR referred to the situation as “a state of accounting lawlessness”, this is because there was 
both resistance from companies to follow recommendations issued, and new developments 
were not covered by any accounting standard.  
 
The Swedish model at present is influenced by several mandatory accounting acts such as 
Annual Accounting Act implemented in 1995 and the Book-Keeping Act implemented in 
1999 and both acts refer to “generally accepted accounting principles” or the Swedish GAAP. 
The  Annual Accounting Act is based on the EU fourth and seventh directives. How this 
might influence a Swedish accounting model is demonstrated in figure 5.3.  

11.5.2. View on current Swedish GAAP 
 
From a practitioner’s perspective the Swedish GAAP is found to be complex or difficult in 
terms of interpretation. There are however two points that the respondent feels that the 
standard can improve upon, firstly the structure of the standard and secondly the requirement 
of information as legislated under Annual Accounting Act.  
 
The structure of the current Swedish GAAP can be complicated and according to a 
practitioner who referred to the standard as a “half-finished accounting standard”.  As he 
explains that; “One can not find all the recommendations in one standard and will have to 
search further in the RR or Full IFRS standard.” The second point that the respondent 
expressed his concern over is how the government implemented its own internal policies in 
the Annual Accounting Act.  
The perspective of a financial institution, he believes, is that the current Swedish GAAP 
already supplies sufficient information on financial statements. Despite this view, the bank 
still needs to ask a company to perform a cash-flow statement when not available, or even 
perform an independent valuation themselves on the company’s fixed-assets.  
From an academic perspective, the asisstant professor expressed his view on how the Swedish 
GAAP requires a more distinct division between tax accounting and financial accounting. The 
respondent further explained that the quality of the standard is definitely not going to improve 
by staying with the Swedish stereotyped rules, for instance the respondent mentioned a 
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Swedish rule of “räkenskapsenlig avskrivning” or standardized rules for depreciation. The 
respondent suggested that there should be a clearer definition of what is meant by the term of 
“True and fair view” and that the users should be given a clear direction on how to proceed 
further, when the standard has not provided specific instructions. In exception to the two 
mentioned examples, the respondent believed that it is not easy to be specific on how the 
quality of the Swedish GAAP can be improved, nonetheless, the repondent suggested a better 
education which goes beyond the accounting standard.  

11.3. My GAAP is best! 
 
The comparison between the IFRS for SMEs exposure draft and the current Swedish GAAP 
in section 5.3 where the brief overview of accounting treatments for revenue, property, leases, 
inventories, plant and equipment, reviewed the principles behind the two standards and 
judged them to be very similar. This view is also supported by assistant professor Nilsson.  
 
The IASB’s conceptual framework identifies key users of financial statements as investors, 
lenders, suppliers and other trade creditors, employees, customers, government (and their 
agencies) and the public. However, not all of these are likely to be important for small 
enterprises. The literature identifies the main users of the financial statements of small entities 
as banks, directors (or owner-managers and non-manager-owners) and tax authorities. More 
recent studies also identified venture capitalists as users of SME financial statements. The 
research suggests that the banks use the financial statements to determine capacity to repay 
and to assess profitability, security and liquidity. Owners utilized financial reports for a 
variety of functions including, to ascertain remuneration awards and dividend payouts, to 
monitor performance, capital expenditure, budgeting, planning for loans and financing, as a 
confirmatory toll and in some countries as a means of minimizing tax liabilities. Tax 
authorities also tend to be key recipients of SME accounts and prior work shows that the 
major uses of SME financial statements is by the tax authorities. 
 
In the reality however, it is mostly the bank that is financially committed to the company as 
mentioned by various literary studies and Paul Pacter a Project Director of the IFRS for SMEs. 
Unlike a supplier who may cease to deliver the goods when it does not received payment, the 
banks on the other hand are already committed to the company because they have monies 
invested in a company in terms of different types of loans. And given the fact that the bank 
has more to loose than the other users, if a company were to face financial difficulties. 
Therefore, the following are some viewpoints on financial information based on the bank’s 
perspective. It presents the bank’s view under empirical data in chapter seven and it will also 
examine how the two standards handle the issues. 
 
 

• From the empirical data presented in chapter seven, it showed that of all financial 
statements that a company produce, cash-flow statement is considered to be one of the 
most importance, because it is used to evaluate the company capacity to pay off its 
loan. In developing the draft IFRS for SMEs the IASB Board considered dropping the 
cash-flow statement for the reason that preparing a cash-flow statement is burdensome 
and some argued that users of SMEs do not find cash-flow statements useful. The 
IASB Board has also acknowledged that the great majority of lenders who indicated to 
the Board that the cash-flow statement is useful to them and believed that if a 
comparative balance sheet and income statements are available, preparing a cash flow 
statement is not a difficult time-consuming task. In accordance with the Swedish 
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Annual Accounting Act, it requires that a non-listed company produce a cash-flow 
report if its turnover is higher than 100 times its price base amount and has more than 
200 employees.  

• Despite many discussions between the two standard-setters namely the IASB and BFN 
in terms of disclosure of information, reductions for cost-saving purposes, the bank 
however, still requires the companies to provide information and it will still cost 
company money.   

 
• Providing a company is able to pay its loan, the values of fixed assets do not play a 

major part on how the banks evaluate a company’s value. There are however  few 
interesting points on how the bank view fixed assets, firstly it specifically looks at the 
item of the asset individually although some item may no longer state any value on a 
balance sheet  after its useful life has expired, but it can still command a reasonable 
price on the market. Secondly, it prefers to use an independent valuator for the 
valuation of the assets. The IASB has taken this viewpoint into its recommendations in  
the IFRS for SMEs in terms of Plant Property and equipment and as it stated that “ An 
entity shall allocate the depreciable amount of an asset on a systematic basis over its 
useful life. An entity shall review the residual value and the useful life of an asset at 
least at each annual reporting date and, if expectations differ from previous estimates, 
amend the residual value or useful life.” The Swedish GAAP BFN also provided very 
similar recommendations in BFNR 2001: 3.  

• Closely related to the previous issue, the respondent would prefer to see an accounting 
standard that has different specifications on how different material should be 
calculated. A good example is how the company value some stock that was so old that 
it should not include in the book value. The IASB does not require a company to 
specify any types of item in particular. It required an entity to provide an assessment at 
each reporting date whether any inventories are impaired, ie are not recoverable (for 
example, because of damage, obsolescence or declining selling prices). It states further 
that if an item (or group of items) on an inventory is impaired, those paragraphs 
require the entity to measure the inventory at its selling price less costs to complete 
and sell and to recognise an impairment loss. Under the Swedish GAAP, the 
recommendation is very similar. The exception is under the BFN’s accounting 
principles for obsolescent items to follow the Swedish tax regulation, or the so-called 
“97%” rule.  

• The revenue calculation method is not taken into consideration unless a bank’s 
customer relies heavily on just one single customer. The BFN is giving a company 
more alternative in terms of how it will declare its earning concerning a contract 
revenue than the IFRS for SMEs, as it has been illustrated in 8.1.1 Revenue. 

 

11.4. K project 
 
In June 2004 the BFN responded to the IASB’s Discussion Paper Preliminary Views on 
Accounting Standards for Small and Medium-sized Entities. One of the questions was 
whether the full IFRS should be considered suitable for all entities. The BFN responded in 
saying that it finds the full IFRS too complicated to be considered suitable for all entities. The 
BFN also believed that the standards can not be made simple enough for small entities, as the 
BFN reasoned that these entities have neither knowledge nor resources to be able to prepare 
financial statements in compliance with the IFRSs. The BFN also pointed out that users find it 
hard to ascertain which accounting standards have been applied by different entities and 
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therefore comparing entities becomes difficult. Based on these viewpoints, it led the BFN to a 
decision to work in a different way. The BFN is considering dividing entities into four 
categories with four different sets of accounting standards as illustrated in the figure below. 
 
 
 
 
 
 
 
 
 
 

 
 

 
 
 
 
 
 
 
 
 
 
 
 
 
Based on the BFN’s estimation in 2004, that there were roughly 500 entities under category 4,  
and that category 3 contains approximately 9000 entities,  and the remainder of Sweden’s 
approximate 1 million entities fall under categories 1 and 2. For all K-categories, 
classification is to refer to the Book-Keeping Act and Annual Accounting Act which is based 
on The Fourth and Seventh Directive. While the BFN believes that by dividing a company 
into different sizes and adjusting accounting treatments to those categories accordingly, it can 
cause a problem of credibility in information. The IASB has experienced strong criticism of 
the IFRS for SMEs credibility when it first announced its plan to use the Full IFRS 
framework and it planned to reduce the standard by half.  Thomas Jones has openly admitted 
during WebCast Broadcast that the IASB has been operating within a very narrow window. 
As he put it simply “if this standard were over-simplified, there wouldn’t be credibility by its 
users and if we made it too complicated, the standard would not be used”.  
 
Simplicity may suit the users of the accounting standard but the major users of financial 
statements such as a bank, will still require the information to have some form of credibility. 

11.4.1. The View on K-project 
 
As the BFN’s K-project is yet to be fully completed, the respondents’ viewpoints were based 
on the project’s framework. There has been a mixed reception on the project itself both for 
and against. 

Source: BFN 
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The practitioner is a K-project supporter, as he believed that it will provide at lease a good 
start from where one can search for information for different types of companies. Although 
the respondent believed that there is not a big difference between K2 and K3 the respondent 
nonetheless recommended the K2-standard as it is required less information disclosure. There 
is also a factor whereby the respondent believed that the BFN can make certain adjustments 
such as the BFN should increase the 50-25-50 rules so that more companies can apply for the 
K2-standard. 

11.5. IFRS for SMEs for K3! 
 
There is another interesting prospect in terms of similarity between K3 and the IFRS for 
SMEs, that both standards design for a company with employees 50 or over, K3 is the 
accounting standard that is a combination of RR1-RR29, BFN and SMEs. Taking these 
considerations mentioned in mind, would it be logical for the BFN to apply the IFRS for 
SMEs ? Assistant  professor Nilsson has expressed his view espiecally on the development of 
the standard for a K3 company that first of all it should have been delayed until the final 
publication of the IFRS for SMEs. This is because it would allow the BFN an opporunity to 
evaluate whether the standard would be suitable for a K3 company in Sweden. Alternatively, 
the respondent believed that the BFN could have declared the intention of adopting the 
standard after its satisfactory evaluation. As the situation stands at present, the BFN has 
already decided not to adopt the standard, which the respondent believes is a great opporunity 
missed by the BFN. The respondent further expressed that the IASB needs support for its 
work, and Sweden has often been among the first to adopt a standard. The respondent has 
concluded  that K3 companies are rather big firms and that the SME/IFRS is a standard of a 
high quality, it would  be of more benefit for them to adopt an international standard and the 
BFN could concentrate their efforts on really small and mid-sized firms.  
 
The FAR SRS supports assistant professor on this issue, that by using the IFRS for SMEs it 
will open up the principles of the IFRS for other entities than those listed and it would also 
benefit in terms of those that prepare audits and use financial statements. The FAR SRS 
viewpoint can be based upon the fact that  there are approximately 550 listed companies in 
Sweden and it is only those who applied the full IFRS standard.  
 
Given that the IFRS for SMEs and K3 standards are very similar, why would the BFN want to 
include its accounting rules as part of K3?  Here is an interesting comment from one of the 
reposndents, 
“ I am afraid this is partly a result of “Parkinsons law”. There are so few differences in these 
standards that it would be of greater value to explicitly say that we adopt the international 
standards (and perhaps make some exceptions if necessary). I think there is conflict among 
national standard-setters to motivate their existence by creating standards besides the 
international ones. There is not always a rational reason for that.” 

11.6. What is a good quality accounting standard? 
 
Remember Enron! Enron was used as an example of the rules-based U.S. accounting standard 
that has gone terribly wrong!  It has been blamed for allowing and even encouraging 
opportunistic managers to structure transactions to produce misleading financial statements. 
In the other word, Enron has been over estimated the value of the beans than what it was 
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worth. This chapter will end with a discussion on what a quality financial statement is and 
how these statements can be influenced by outside factors.  
 
The IASB identifies that the qualitative characteristics of information in financial statement 
should be comprised of the following aspects, understandability, relevance, materiality, 
reliability, substance over form, prudence, completeness comparability, timeliness, balance 
between benefit and cost.   
 
The IFRS is to be widely regarded as a principle-based accounting which requires companies 
to report and auditors to audit the substance or business purpose of transactions and not 
merely whether they can qualify as acceptable under incredibly detailed or overly technical 
rules.142 IFRS standard is also regarded to be much more detailed than the Swedish Rules. 
 
The International Audit Networks has acknowledged that either a purely rules-based or a 
purely principles based system has never existed. It explains that every accounting standard 
will exist somewhere along a spectrum between rules and principles. The goal must be to seek 
“sweet spot” on the spectrum. The committee has described the following characteristics that 
it believes to be the key elements in establishing a set of generally accepted for an accounting 
standard, faithful representation of the economic reality, responsive to users’ needs for clarity 
and transparency, consistency with a clear Conceptual Framework, based on an appropriately 
defined scope that addresses a broad area of accounting, written in clear, concise and plain 
language and allows for he use of reasonable judgement.143 
 
Figure 3.2. depicts a schematic framework describing the determinants of accounting quality 
by Soderstrom and Sun describes of how accounting quality can be influenced by legal and 
political system and in turn have an influence over accounting standard, financial market and 
development, capital structure, ownership and tax system. 
 
Based on the above comment that there is no such as a purely rules-based or a purely 
principles based system, the IFRS for SMEs and Swedish GAAP will have to both searching 
for the so called “sweet spot”. The IFRS for SMEs and the Swedish GAAP are very similar 
but yet having very great differences. The IFRS is run by the IASB which is an independent 
standard-setting board, appointed and overseen by a geographically and professionally diverse 
group of Trustees of the IASC Foundation, who are accountable to the public interest. The 
Board’s mission is to develop, in the interests of the public, a single set of high quality, 
understandable and international financial reporting standards (IFRSs) for general purpose 
financial statements. The BFN is a governmental body with the main objective of promoting 
the development of generally accepted accounting principles in Sweden regarding current 
recording as well as the setting up of annual accounts. It has been said that taxation and 
accounting walk hand-in-hand. While the IASB has worked on its recommendation in the 
IFRS for SMEs line-by-line to the requirement of the Fourth and Seventh Directive, but under 
Swedish GAAP it has implement these standards under the Book Keeping Act and Annual 
Accounting Act with its own legislation. As assistant professor Nilsson pointed out, the 

                                                
142 Niisbett, V. Sheikh, S. Accounting Scandals: “Does “Rules vs. Principles” Matter? Tennessee CPA Journal. November 
2007 
143 Principles-based Accounting Standards ”the White Paper January 2008”. Available at:  
http://www.grantthornton.com/staticfiles/GTCom/files/services/Audit%20and%20assurance%20services/Assura
ncepublications/PBAS_White_Paper.pdf 
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Swedish GAAP will never achieve its intended high standard when it is written and run by a 
governmental body.
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12.  IFRS “light “anyone!….the conclusion 
 
Did you know that  the EU is the biggest donor of aid for development around the world? Did 
you know that the EU has slashed the price of mobile phonecalls and air tickets, because the 
single market and a common currency have resulted in reduced prices and an increased range 
of choices? Did you know that the EU has made Europe the world leader in using and making 
mobile phones, thanks to its common technical standards?144 And did you know that there are 
27 countries in the EU and 55 Generally Accepted Accounting Principles! 
 
Financial statements are a final result of various accounting treatments that are contained in 
the accounting standards. Financial statements also reflect the accounting principles and to 
some extent, the internal political policies that lay behind the accounting standards employed. 
Literary reviews suggest that financial statements should ideally contain the qualitative traits 
of timelessness, usefulness and materiality, understandability, relevance, reliability, substance 
over form, prudence, completeness comparability, balance between benefit and cost. 
Unfortunately, the quality of financial statements can also be influenced by accounting 
standards that have been subjected to internal political policy.  
 
Will the IFRS for SMEs be suitable for companies in Sweden? There are several factors that 
one must take into consideration before the answer can be fully established. The figure below 
shows the decision process that has been established during the course of this thesis. 
 
The figure below illustrates what can be considered as the steps in taking the decision. It starts 
with a company, a process with factors that need to be investigated which consist of similarity, 
cost, user and quality, followed by the IFRS for SMEs and the last box represent s the benefits.  
 

 
 
 
The factors and benefits are possibly the most crucial of all as they represent the pain versus 
the gain in the consideration for change. This chapter will begin with the factors and start 
                                                
144 http://europa.eu/abc/did_you_know_en.htm#5 
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inspecting the similarities and differences between the IFRS for SMEs and the Swedish 
GAAP.  
 
Similarity! 
 
During the course of this thesis, it has been established that the Swedish GAAP has been 
influenced by various laws and authorities as it can be illustrated in the figure below. 
 

 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 

 
There are several similarities between the two standards, the most important one is that both 
have implemented the EU’s Fourth and Seventh Directive. In addition, there are several 
accounting rules that are almost identical in terms of accounting treatments and 
recommendations between the two standards. There are also several differences, for example;  
 

• Despite the EU’s attempt to harmonize an accounting standard in the form of the 
Fourth and Seventh Directive, in which the Swedish government has implemented the 
Book-Keeping Act and the Annual Accounting Act, the Swedish legislation has 
nevertheless enforced its own registration among these rules. 

•  Income tax law is also another influence that can have an effect on the financial 
statements, for instance, income tax law clearly indicates, by which percentage a 
company is allowed to depreciate its assets.  

• Swedish GAAP is run by the governmental body while the IFRS for SMEs is however 
run by an independent international standard setting body that has its own agenda and 
aims to serve various countries internationally and does not set a standard with one 
particular code.   

 
 
Cost   
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There have been many concerns about costs that can be associated with adopting the IFRS for 
SMEs. Mostly that the cost of preparing general purpose financial statements using the IFRS 
for SMEs, would outweigh the benefit, especially for small entities. The users of financial 
statements such as the banks nonetheless still require quality and credibility of financial 
statement reports regardless of the size of the entities and the cost that may be incurred. 
 
User 
 
This thesis has identified the bank to be the main user of financial statements and the bank’s 
main concern is the company’s ability to pay off its loan. It requires the financial reports to 
reflect the performance and financial position of the enterprise. This thesis also identified that 
the Swedish GAAP has been influenced by tax regulations , therefore this objective can not be 
satisfied if the financial statements include the amount of policy choices purely to comply 
with tax regulations. 
 
Quality 
 
While there is still a debate between rule and principle based accounting, this thesis shows 
that the quality of the Swedish GAAP will not reach its potential quality when it’s paid and 
run by a governmental body. 
 
Suggested Alternative 
 
The IASB Board intends the IFRS for Private Entities to be a stand-alone document for a 
typical private entity of about 50 employees. That is, it will cover the kinds of transactions 
and other events and conditions that companies of that size are likely to encounter. The ’50 
employees’ concept was a guide to the Board in deciding the content of the standard. This rule 
nonetheless has the same requirements for the K3 Standard that is currently under 
development by the Swedish Accounting Standards Board. 
 
There has however been some concern over the implementation of the IFRS for SMEs in 
Sweden, that may result in the breaking of a long term Swedish accounting tradition the so 
called “taxed and accounting rules”. Given the situation that Swedish tradition is still 
maintained long after the implementation of the EU’s Fourth and Seventh Directive in 1995. 
 
Therefore Swedish legislation that specifically is aimed to serve government internal policies  
can still be applied under the Book-Keeping Act and Annual Accounting Act on K3 sized 
company. 
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Benefits 
 
There are several benefits that Sweden will gain by applying the IFRS for SMEs as an 
accounting standard; 

• K3 is considered to be a reasonably large company and it is most likely to have cross-
border traders, therefore it is important that to have financial statements with the 
accounting principles that are based on International accounting standards. 

• It will expose the company to International Accounting Standard settings, taken from 
the view that these companies are the ones who are most likely to move to K4. 

• The preparers will gain experience when preparing reports in terms of the 
International Accounting Standard and it can be used as a reference with higher 
credibility than the Swedish GAAP. 

• The BFN can focus on smaller types of companies. 
 
 
This thesis will conclude with an answer to the on-going debate on how the costs may out-
weigh the benefits if a company is to apply the IFRS for SMEs. Penman describes the 
financial statements as the lens on a business that draw a picture of the business that is 
brought into focus with financial statement analysis145. And just imagine what one would see 
using a cheap lens!

                                                
145 Penman Stephen., Financial Statement Analysis and Security Valuation, 2007, Irwin/McGraw-Hill. E/3 
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Question guide to Financial Institution 
 
1) Do you use company financial statement (resultaträkning, balansräkning, kassflöderapport) 
for granting of loan? If yes, which statement is more common and which transaction is most 
commonly use statement. If no please indicate your reason why. 
 
  
2) In your personal opinion, do you think bank is the main creditor for the non-listed 
companies in Sweden? 
 
3) Do you require additional information that is not stated in income statement, if yes example? 
 
4) Do you have any special requirement in general for granting of a loan between different 
sizes of a company? 
 
5) Do you feel that Swedish accounting system (for a non-listed companies) are aimed more 
towards a creditor or investor. 
 
6) Do you again with the finding of the previous research that if the creditors for example a 
bank cannot differentiate between bad and good companies partly due to inefficient 
information, it will increase the lending rate! 
 
7) What do you think about quality of financial statement in Sweden? 
 
8) Currently, BFN is in the process of developing a new accounting standard “K project” 
which divided companies to 4 different categories based on earning, do you think this method 
will be more benefit to the lender! 
 
9) BFN claimed that for small companies it will be less disclosure requirements in order to 
save cost, what is your opinion on this principle 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 



 

 115 

Question guide to academic  
 
I would like to refer to IASB statement concerning reason for the developing IFRS for SMEs. 
Because full IFRS were designed to meet the needs of equity investors in companies in public 
capital markets, they cover a wide range of issues, contain a sizeable amount of 
implementation guidance and include disclosures appropriate for public companies. Users of 
the financial statements of SMEs do not have those needs, but, rather are more focused on 
assessing shorter-term cash flows, liquidity and solvency. Also, many SMEs say that full 
IFRSs impose a burden on SME preparers — a burden that has been growing as IFRSs have 
become more detailed and more countries have begun to use them. Thus, in developing the 
proposed IFRS for SMEs, IASB’s twin goals were to meet user needs while balancing costs 
and benefits from a preparer perspective. 
 

1) Instead of applying IFRS for SMEs standard, BFN has developed K1 – K3 for the 
SMEs in Sweden. Please share your viewpoint on this matter (my main focus is K3): 

- Should BFN adopt IFRS for SMEs for Sweden; why or why not. 
- Do you feel that National GAAP for SMEs should be left to each jurisdiction?  

 
2) Literature review suggests that the main users of SMEs financail statement is the bank, 

my question here is from your opinion, how can Swedish Accounting Council can 
provide the accounting regulation to accommodate those needs. Please states some 
examples. 

3) Literature review shows that one of the main crictisicisms towards IFRS for SMEs to 
be cost burden for SMEs. The views from country such as Germany which has been 
very negative towards the development for IFRS for SMEs as it belived that SMEs 
would have to produce 2 financial statements one for the investor (bank) and one for 
the tax authority. Litarature review pointed out that Swedish accounting system is 
somewhere between the code-law and the common law, given this reason do you 
agree with the German’s viewpoint.  

4) Literature review stated that “The government uses the tax system for implementing 
economic policy, giving subsidies and incentives to control company behaviour and/or 
help companies in their financing. The tax authorities implement the policy decisions 
of government, but also have an administrative role in hindering tax avoidance.” As 
Sweden is considered to follow (in the way) the “code-law”, my question here is if 
Swedish accounting standard is moving away from code-law system and in what way.  

 
 
Thank you 
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Question guide to the practitioner  
 
 
 
 
 
 
 
 
 
 
 
 
 

 
 
1) Bilden ovan visar strukturen för den nuvarande svenska GAAP, från en användares 
perspektiv var vänlig och kommentera själva standarden till exempel är den 
användarvänlig, komplicerad och är det lätt att hitta information. 
 
2) Inom vilka områden tror du den Svenska GAAP kan förbättras och hur? Även från 
företag med mer än 50 anställdas syn. 
 
3) Anser du att dagens standard är en kostnadsbörda för företagen (SMEs)? Var snäll och 
förklara och ge några exempel. 
 
4) Är det någon eller några av redovisningsreglerna till exempel intäkter, kassaflöde, 
inventarier, leasing som kan förbättras? 
 
5) Just nu så utvecklar bokföringsnämnden en ny redovisningsstandard som delar upp 

företagen i 4 kategorier baserat på storlek, antal anställda och omsättning, är du 
överens med BFN om att olika storlek på företagen behöver olika redovisningsregler? 

 
6) International Standard Board har också utvecklat en ny redovisningsstandard som heter 
IFRS for SMEs (International Financial Reporting Standard for Small and Meduim Size 
Entities) som ska publiceras i slutet av det här året. Målgruppen för standarden är icke 
börsnoterade företag som har 50 anställda eller mer. IFRS for SMEs är egentligen en 
förkortad version av Full IFRS med mindre option i jämförelsen med Full IFRS. Tror ni 
att Sverige borde använda IFRS for SMEs i stället för att BFN utvecklar en egen standard. 
 

 
 
 
 
 
 
 
 
 
 

Company 

Annual Accounting Act 

Listed-Company Non-Listed Companay 
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Translation of the question guide to the practitioner 
 

1) Picture above shows the current structure of Swedish GAAP from a user perspective. 
Kindly give your opinion on the standard for example, if it is user friendly, 
complicated or is it easy to search for information. 

2) In which area do you believe that the standard can improve upon, especially for a 
company that has more than 50 employees or over? 

3)  Do you consider that the current standard is a cost burden to especially a small and 
medium sized company in terms of applying the accounting regulations? 

4) If there is any accounting regulations in Swedish GAAP that you feel it could have 
been improved, for example, cash flow, inventory or leasing. 

5) Currently, the Swedish Accounting Standards Board is currently in the progress of 
developing the new accounting standards. It has divided a company to a four different 
categories based on number of employees and earnings. Do you agree with the BFNs 
concept and do you believe that different company size should apply different 
accounting standards? 

6) The International Accounting Standards Board is currently also in the progress of 
developing the new accounting standards for small and medium sized entities. The 
new standard especially aims at non-listed companies with more than 50 employees. 
Do you believe that Sweden should adopt IFRS for SMEs? 

 
 


