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Will financial statements
become (more) relevant?
The concept of materiality improved
By: Mohamed el Annouri and Martin Stravers

Introduction
In 2013 the International Accounting Standards Board (IASB) received feedback
at its public Discussion Forum on Financial Reporting Disclosure. The IASB concluded that the essence from the public’s feedback is that financial statements
need to communicate better. The IASB is committed to address and resolve
this issue referred to as the ‘disclosure problem’, which led to the Disclosure
Initiative.
There were three main concerns identified (‘Disclosure problem’) regarding
information disclosed in financial statements:
• Not enough relevant information: Information is relevant if it is
capable of making a difference in the decisions made by the primary
users of financial statements. With insufficient relevant information,
the user might take inappropriate investing or lending decisions.
• Too much irrelevant information: Irrelevant information may
obscure relevant information which can lead to overlooking relevant
information or make this hard to find, making financial statements
difficult to understand.
• Ineffective communication of information: ineffectively communicated information makes the financial statements hard to understand
and time-consuming to analyse. Additionally, users of the financial
statements may overlook relevant information or fail to identify relationships between pieces of information in different parts of the financial statements.
The Disclosure Initiative
The IASB launched several implementation and research projects under the
umbrella title the ‘Disclosure Initiative’ to address the problems identified and
improve the effectiveness of disclosures in financial statements. The projects
are as follows:
• Amendments to IAS 1: amendments were processed in IAS 1 to
clarify existing requirements to avoid a too strict interpretation of the
standard.
• Amendments to IAS 7: Objective of this project is to enable users
of financial statements to evaluate changes in liabilities arising from
financing activities
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Practice
Statement on the Application of Materiality: IASB published a non-mandatory application guidance on materiality to provide a common ground for applying
judgement in deciding which information is relevant for users and fostering thinking
on how materiality is applied.
Definition of Materiality: Align the wording in various standards. Incorporate existing supporting requirements to provide additional prominence and improve clarity of
the explanation accompanying the definition of material.
Principles of Disclosure: Project to identify and clarify principle disclosures with the
objective to exercise better judgment, communicate information more effectively, improving the effectiveness of disclosures and help the IASB develop and improve disclosure requirements in Standards.
Standards-level review of disclosure: drafting guide for the IASB to use when developing disclosure requirements in new and amended Standards

Cause of the Disclosure problem
One of the issues identified by the IASB relates to external auditors and regulators approaching
the financial statements as a compliance document. The IASB pointed out that IFRS standards
are often used as a checklist for disclosures instead of using the standards as a guide to judge
the relevance of information for users. Reporting entities sometimes use the same “checklist
approach” because of time pressure and because they see this approach as less likely to be
challenged by auditors, regulators and users when performing that same approach. Complying
with the standards is considered to be the fastest way for a completed financial set with less
resistance from counterparties.
In advising and assisting our clients with the preparation of financial statements, we recognize
this approach as well. In some cases external auditors of our clients insisting to (still) include
not irrelevant disclosures because these comply to individual standards. It seems that the external audit is performed with a checklist or compared to an illustrative financial statements
published (for a fictive company where almost all the disclosures are applicable for illustrative
causes) by the audit firm.
Even if a disclosure is required by IFRS, it is not needed to include the disclosure if it is not
considered to be material information as stated in IAS 1.31:
“ Some IFRSs specify information that is required to be included in the
financial statements, which include the notes. An entity need not
provide a specific disclosure required by an IFRS if the information resulting from that disclosure is not material. This is the
case even if the IFRS contains a list of specific requirements
or describes them as minimum requirements. An entity shall
….”
As member of the IASB, Mr. Kabureck expressed in his article on 28 January
2019 that it is critical for auditors and regulators to respect management’s reasonable judgements even if it is not their preferred solution. Unfortunately, there
are numerous examples were financial statements are prepared based on the
preferences of auditors and regulators without taking into account the relevance
of information for primary users or providing sufficient space for the entities management judgements.
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As an example, for the 2018 annual reports a main topic was the introduction of IFRS 9. For many
investment funds with for instance only quoted equity instruments actively traded in the market
and valuing the portfolio at fair value, there was no significant impact. Even with a non-significant impact of the standard we observed that extensive disclosures were included, lacking issuer
specific details. Boilerplate disclosures were also one of the observations from the Irish Auditing &
Accounting Supervisory Authority (IAASA) in their yearly observations report1 (IAASA: Observations
on selected financial reporting issues – years ending on or after 31 December 2018)
Materiality redefined
The feedback received by the IASB indicated that difficulties in making materiality judgements are
generally behavioural rather than related to the definition of material. The IASB concluded that
these behavioural difficulties could best be addressed by providing guidance (Materiality Practice Statement 2) to help entities make materiality judgements, rather than by making substantive
changes to the definition of material. Although many stakeholders agreed that substantive changes
to the definition of material were unnecessary, the IASB received feedback that the definition of
material might encourage entities to disclose immaterial information in their financial statements.
The IASB has therefore changed the definition of material as follows:
Old: Omissions or misstatements of items are material if they could, individually or collectively,
influence the economic decisions that users make on the basis of the financial statements
New: Information is material if omitting, misstating or obscuring it could reasonably be expected
to influence the decisions that the primary users of general purpose financial statements make
on the basis of those financial statements, which provide financial information about a specific
reporting entity.
The IASB addressed feedback received on the exposure draft into the new definition. We would like
to highlight the following changes:
• The phrase ‘could influence’ in the old definition may be understood as requiring too
much information to be provided, as almost anything could influence the decisions of
some users. This has therefore been replaced with ‘could reasonably be expected to influence’. The IASB tries to clarify that an assessment should be reasonable for users with
certain attributes.
• the phrase ‘information is material if omitting it or misstating it’ focuses only on information that cannot be omitted (material information) and does not also consider the effect of
including immaterial information. By including ‘obscuring’ the IASB emphasizes the existing concept in IAS1. 30A which states: ‘An entity shall not reduce the understandability of
its financial statements by obscuring material information with immaterial information or
by aggregating items that have different natures or functions.’
• The term ‘users’ has been adjusted to ‘primary users’ which refers to existing and potential
investors, lenders and other creditors who must rely on general purpose financial reports
for much of the financial information they need. Other parties, such as the entity’s employees and members of the public, may be interested in financial information about the
entity. However, the financial statements are not primarily directed at these other parties.
The objective of financial statements is to provide primary users with financial information
that is useful to them in making decisions. General purpose financial statements cannot
provide all the information that primary users need. Therefore, the entity needs to aim
to meet the common information needs of its primary users. It does not have to address
specialist information needs that are unique for particular users.
The adjustments of the definition of material are based on wording in the Conceptual Framework
that is similar to but clearer than the old definition in IAS 1 and IAS 8. The clarification that ‘users’
are the primary users and the description of their characteristics have also been taken from the
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Conceptual Framework. Inclusion of ‘obscuring information’ reflects the existing requirement,
as set out in IAS1.30A. The amendment of the definition is not expected to substantively change
an entity’s decisions about whether information is material or not, but will hopefully help
entities to make better judgements
The amendments are effective for annual periods beginning on or after 1 January 2020. Earlier
application is permitted.
Guidance in deciding what is material information
IFRS Practice Statement 2 ‘Making Materiality Judgements’ provides reporting entities with
non‑mandatory guidance on making materiality judgements. The practice statement explains
the definition of materiality extensively, provides several examples and introduces a four-step
judgment process and is as follows:

1. Identity

Identify information that has the potential to be material.

2. Assess

Assess whether the information identified in Step 1 is, in
fact, material.

3. Organise

Organise the information within the draft financial statements in a way that communicates the information clearly
and concisely to primary users of financial statements.

4. Review

Review the draft financial statements to determine whether
all material information has been identified and materiality considered from a wide perspective and in aggregate, on
the basis of the complete set of financial statements.

Examples of disclosing non material information
When an IFRS standard is amended or initially applied, the reporting entity should disclose
this fact and information with regards to the change and impact in accordance with IAS 8.
However, this is not material information for previous years. The below example was included
in the accounting policy of an annual report for the year ended 31 March 2018 of Aberdeen
Private Equity Fund. The information included is not material for the reporting year ended
31 March 2018 as this was effective from 2013 and should therefore not be included the 2018
annual report.
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The investment objective of the Company is to achieve long term capital growth for shareholder by investing principally in a
globally diversified portfolio of Primary Investments and Secondary Investments.

2. Accounting policies applicable and adopted
The significant accounting policies adopted by the Company are as follows:
Basis of preparation
The Financial Statements of the Company have been prepared in accordance with International Financial Reporting Standards
(IFRS) as adopted by the EU and those parts of the Companies Act 2014 applicable to companies reporting under IFRSs. The
Financial Statements have been prepared under the historical cost convention, as modified by the revaluation of financial assets
and financial liabilities (including derivative financial instruments) at fair value through profit or loss. The preparation of
Financial Statements in conformity with IFRS requires the use of certain critical accounting estimates. It also requires the Board
of Directors to exercise its judgement in the process of applying the Fund’s accounting policies.
(a) Standards and amendments to existing standards effective 1 April 2016
IFRS 10, ‘Consolidated financial statements’, effective for annual periods beginning on or after 1st January 2013, builds on
existing principles by identifying the concept of control as the determining factor in whether an entity should be included within
the consolidated financial statements of the parent company. The standard provides additional guidance to assist in the
determination of control where this is difficult to assess. The new standard did not have any impact on the Company’s financial
position or performance.
Investment Entities (Amendments to IFRS 10, IFRS 12 and IAS 27) ‘Investment Entities’, effective for annual periods beginning
on or after 1 January 2014.
IFRS 12, ‘Disclosures of interests in other entities’, effective for annual periods beginning on or after 1st January 2013, includes
the disclosure requirements for all forms of interests in other entities, including joint arrangements, associates, special purpose
vehicles and other off-reporting vehicles. The new standard did not have any impact on the Company’s financial position or
performance; however the Company has made disclosures about its involvement with unconsolidated structured entities in Note
14.
The amendments to IFRS 10 define an investment entity as an entity that:
• obtains funds from one or more investors for the purpose of providing those investor(s) with investment management
services;
• commits to its investor(s) that its business purpose is to invest funds solely for returns from capital appreciation,
investment income, or both; and
• measures and evaluates the performance of substantially all of its investments on a fair value basis.

In another example we see an annual report for AMG Funds plc (as at 30 June 2018) with 25 pages
disclosing the whole portfolio of the Fund on security level. This is in our view an excessive disclosure which could easily be replaced by an aggregated disclosure depending on the information
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IFRS 9, “Financial instruments”, effective for annual periods beginning on or after 1 January 2018, specifies how an entity risk.
should classify and measure financial assets and liabilities, including some hybrid contracts. The standard improves consistency
and reduces complexity by providing a precise definition of fair value and a single source of fair value measurement and
disclosure requirements for use across IFRSs. The standard improves and simplifies the approach for classification and
measurement of financial assets compared with the requirements of IAS 39. Most of the requirements in IAS 39 for classification
and measurement of financial liabilities were carried forward unchanged.

AMG Funds plc

Portfolio Statement of
First Quadrant Global Risk-Balanced Fund (continued)
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As at 30 June

Holdings

Financial assets at fair value through profit or loss (continued)

Fair Value
£

% of
Net Assets

29,205
17,002
27,339
66,005
38,795
1,585
179,931

0.06
0.03
0.05
0.13
0.08
0.35

Financial Derivative Instruments: 2.60% (2017: 1.26% ) (continued)
Total Return Swaps: 0.35% (2017: 0.28% )**

(6,774,508)
(2,490,597)
(4,084,582)
(12,353,366)
(5,977,444)
(199,247)

Description
Eqix Rec Iboxhy $ Liquid High Pay Libor 3M 2018
Eqix Rec Iboxhy $ Liquid High Pay Libor 3M 2018
Eqix Rec Iboxhy $ Liquid High Pay Libor 3M 2018
Eqix Rec Iboxhy $ Liquid High Pay Libor 3M 2018
Eqix Rec Iboxhy $ Liquid High Pay Libor 3M 2018
Eqix Rec Iboxhy $ Liquid High Pay Libor 3M 2018
Total Total Return Swaps
Futures Contracts: 0.63% (2017: 0.26% )***

Conclusion

Description
Country
Aust 10Yr SFE Sep 2018
AU
Can 10Yr MSE Sep 2018
CA
Euro Buxl Eux Sep 2018
DE
Long Gilt Icf Sep 2018
GB
S&P Can 60 Sep 2018
CA
SPI 200 SFE Sep 2018
AU
US Long Bond CBT Sep 2018
US
Total Futures Contracts - Unrealised Gains

Counterparty
Deutsche Bank
BNP Paribas
J.P. Morgan
J.P. Morgan
J.P. Morgan
J.P. Morgan

No. of
Currency Contracts
AUD
44
CAD
42
EUR
17
GBP
33
CAD
25
AUD
37
USD
27

Unrealised
Gain £
43,065
63,719
44,898
39,570
14,887
47,743
67,580
321,462

% of
Net Assets
0.08
0.13
0.09
0.08
0.03
0.09
0.13
0.63

During a public discussion forum in 2013, the public gave feedback on financial disclosures. The essence of the feedback
was that a better communication is needed from financial statements. There were three main concerns referred to
as ‘the disclosure problem’. The IASB committed in 2016 to address and resolve the disclosure problem. From this
commitment an integrated suite of related projects under an umbrella title, the ‘Disclosure Initiative’, was initiated.
Forward Currency Contracts: 0.69% (2017: 0.33% )****
Excessive disclosures in the financial
statements leads to investors overlooking relevant information or failing to identify
Currency
Currency in the financial statements.
Maturity
Unrealised
% of
relationships between different
pieces of information
Counterparty
Buys
Sells
Date
Gain £
Net Assets
Deutsche
Bank
USD
4,100,544
KRW
4,409,724,881
19/09/2018
99,726
Materiality appliance in practice was a major issue in the Disclosure problem. The IASB observed 0.19
that some standards
Citibank
USD
5,869,560 PHP
312,336,884
19/09/2018
43,558
0.09
were interpreted
literally
applying
theTHB
materiality48,294,541
concept. The IASB
has therefore
that the materiality
Deutsche
Bank without
USD
1,509,011
19/09/2018
36,103 clarified
0.07
Bank USD
1,157,201 HUF
313,873,988
19/09/2018
32,199
0.06
concept alwaysDeutsche
overrules
any
‘at
a
minimum’
type
language
in
the
standards.
Deutsche Bank USD
1,739,202 PLN
6,391,566
19/09/2018
26,440
0.05
Citibank
Citibank
Deutsche Bank
Deutsche Bank
Citibank

USD
USD
USD
USD
USD

874,301
913,223
1,085,930
1,173,736
482,643

BRL
CLP
IDR
INR
COP

3,288,594
573,705,058
15,382,199,313
80,397,990
1,390,881,064

19/09/2018
20/09/2018
19/09/2018
19/09/2018
19/09/2018

22,768
22,735
20,476
10,798
9,916

0.04
0.04
0.04
0.02
0.02

A new practice statement has been published to help preparers in making better materiality judgements. However,
it is not only the preparer which is not applying the materiality concept. Regulators and auditors also use IFRS in a
mechanical way where the standard is used as a checklist. The IASB made clear in all their publications under this
project that materiality always has to be taken into consideration and the definition of material has been changed to
emphasize this matter.
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