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Introduction’

Get Ready for IFRS

The growing acceptance of International Financial Reporting Standards (IFRS) as a basis for
U.S. financial reporting represents a fundamental change for the U.S. accounting profession. The
number of countries that require or allow the use of IFRS for the preparation of financial
statements by publicly held companies has continued to increase. In the United States, the
Securities and Exchange Commission (SEC) is taking steps to determine whether to incorporate
IFRS into the financial reporting system for U.S. issuers and, if so, when and how.

Worldwide Momentum

The international standard-setting process began several decades ago as an effort by
industrialized nations to create standards that could be used by developing and smaller nations
unable to establish their own accounting standards. But as the business world became more
global, regulators, investors, large companies and auditing firms began to realize the importance
of having common standards in all areas of the financial reporting chain.

In a survey conducted in late 2007 by the International Federation of Accountants (IFAC), a
large majority of accounting leaders from around the world agreed that a single set of
international standards is important for economic growth. Of the 143 leaders from 91 countries
who responded, 90 percent reported that a single set of international financial reporting standards
was “very important” or “important” for economic growth in their countries.

Currently, more than 120 nations and reporting jurisdictions permit or require IFRS for domestic
listed companies. The European Union (EU) requires companies incorporated in its member
states whose securities are listed on an EU-regulated stock exchange to prepare their
consolidated financial statements in accordance with IFRS.” Australia, New Zealand and Israel
have essentially adopted IFRS as their national standards.’ Brazil started using IFRS in 2010.
Canada adopted IFRS, in full, on Jan. 1, 2011. Mexico will require adoption of IFRS for all listed
entities starting in 2012. Japan is working to achieve convergence of IFRS and began permitting
certain qualifying domestic companies to apply IFRS for fiscal years beginning April 1, 2010. A
decision regarding the mandatory use of IFRS in Japan is to be made around 2012. Hong Kong
has adopted national standards that are equivalent to IFRS and China is converging its
accounting standards with IFRS. Other countries have plans to adopt IFRS or converge their
national standards with IFRS.

In addition to the support received from certain U.S.-based entities, financial and economic
leaders from various organizations have announced their support for global accounting standards.

! Source: AICPA. See http://www.ifrs.com/pdf/IFRSUpdate_V8.pdf.

? The European Union (EU) has adopted virtually all International Financial Reporting Standards (IFRSs), though
there is a time lag in adopting several recent [FRSs. In the EU, the audit report and basis of presentation note refer
to compliance with "IFRSs as adopted by the EU."

3 Israel requires IFRS for all companies, except banks and companies dually listed in the U.S. and Israel. Dually
listed companies have the option to use IFRS or U.S. GAAP. Australia and New Zealand have adopted national
standards that they describe as IFRS-equivalents.
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Leaders of the Group of 20 (G20) called for global accounting standards and urged the U.S.
Financial Accounting Standards Board (FASB) and the International Accounting Standards
Board (IASB) to complete their convergence projects in 2011. A summary of the IASB and
FASB’s efforts regarding convergence is subsequently described.

SEC Leadership in International Effort

The Securities and Exchange Commission has for many years been a strong leader in
international efforts to develop a core set of accounting standards that could serve as a
framework for financial reporting in cross-border offerings. It has repeatedly made the case that
issuers wishing to raise capital in more than one country are faced with the increased compliance
costs and inefficiencies of preparing multiple sets of financial statements to comply with
different jurisdictional accounting requirements. In 2000, the International Organization of
Securities Commissions (IOSCO), in which the SEC plays a leading role, recommended that its
members allow multinational issuers to use 30 “core” standards issued by the IASB’s
predecessor body in cross-border offerings and listings.

A few years later, the SEC announced its support of a Memorandum of Understanding — the
Norwalk Agreement — between the FASB and the IASB. This agreement, concluded in
Norwalk, CT, established a joint commitment to develop compatible accounting standards that
could be used for both domestic and cross-border financial reporting. In a subsequent
Memorandum of Understanding in September 2008, the FASB and the IASB agreed that a
common set of high-quality, global standards remained their long-term strategic priority and
established a plan to align the financial reporting of U.S. issuers under U.S. generally accepted
accounting principles (GAAP) with that of companies using IFRS.

In 2007, the SEC unanimously voted to allow foreign private issuers to file financial statements
prepared in accordance with IFRS as issued by the IASB without reconciliation to U.S. GAAP.
Of even greater importance was the SEC’s Concept Release seeking input on allowing U.S.
public companies to use IFRS when preparing financial statements. In November 2008, the SEC
issued a proposed roadmap that included seven milestones for continuing U.S. progress toward
acceptance of IFRS. The roadmap generated significant interest and thoughtful comments from
investors, issuers, accounting firms, regulators and others regarding factors the SEC should
consider.

On Feb. 24, 2010, the SEC issued Release Nos. 33-9109 and 34-61578, Commission Statement
in Support of Convergence and Global Accounting Standards, in which the SEC stated its
continued belief that a single set of high-quality globally accepted accounting standards would
benefit U.S. investors and expressed encouragement for the continued convergence of U.S.
GAAP and IFRS. The releases also called for the development and execution of a “work plan” to
enhance both the understanding of the SEC’s purpose and public transparency in regard to IFRS.
The work plan addresses many of the areas of concern highlighted in the comment letters to the
2008 roadmap.

The SEC Work Plan

The work plan includes consideration of IFRS, both as they currently exist and after the
completion of the various convergence projects under way by the FASB and the IASB. Among
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other things, the work plan addresses some of the comments and concerns received in response
to the SEC’s proposed roadmap issued in November 2008, including the following:

e Determining whether IFRS is sufficiently developed and consistent in application for
use as the single set of accounting standards in the U.S. reporting system

¢ Ensuring that accounting standards are set by an independent standard setter and for
the benefit of investors

¢ Investor understanding and education regarding IFRS and how it differs from U.S.
GAAP

e Understanding whether U.S. laws or regulations, outside of the securities laws and
regulatory reporting, would be affected by a change in accounting standards

e Understanding the impact on companies both large and small, including changes to
accounting systems, changes to contractual arrangements, corporate governance
considerations and litigation contingencies

e Human capital readiness—determining whether the people who prepare and audit
financial statements are sufficiently prepared, through education and experience, to
convert to [FRS

On Oct. 29, 2010, the SEC released a progress report on its [IFRS Work Plan. The report
provided details on progress and remaining research and analysis to be done as the SEC
considers whether to incorporate IFRS into the U.S. financial reporting system for U.S. issuers.

In 2011, assuming completion of the convergence projects and the SEC staff’s work plan, the
SEC will decide whether to incorporate IFRS into the U.S. financial reporting system for U.S.
issuers, and if so, when and how. If the SEC determines to incorporate [FRS into the U.S.
financial reporting system, the SEC believes the first time U.S. entities would be required to
report under such a system would be no earlier than 2015. This timeline will be further evaluated
as part of the work plan. The work plan is included as an appendix at the end of the SEC’s
release, which is located on the SEC’s website at the following address:
sec.gov/rules/other/2010/33-9109.pdf.

Additional information, including the SEC’s progress report, can be found at the following
address: sec.gov/spotlight/globalaccountingstandards.shtml.

FASB and IASB Convergence Efforts

The FASB and the IASB have been working together toward convergence since 2002. The two
boards have described what convergence means and their tactics to achieve it in two documents
— the Norwalk Agreement issued in 2002 and the Memorandum of Understanding (MoU),
originally issued in 2006 and updated in 2008. The MoU originally highlighted several major
convergence projects between IASB and FASB scheduled for completion in 2011. In response to
the requests from the leaders of the G20, the IASB and FASB published a progress report,
describing an intensification of their work program, including monthly joint board meetings and
quarterly progress updates on these convergence projects.
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On Nov. 29, 2010, FASB and IASB issued a convergence progress report. In the report, the
standard setters reaffirmed their priority projects for completion by June 30, 2011, or earlier.
Joint priority projects include financial instruments, revenue recognition, leases, presentation of
other comprehensive income and fair value measurement. For the IASB, projects scheduled for
completion by the end of June 2011 include improved disclosures about derecognized assets and
other off-balance sheet risks, consolidations and its project on insurance contracts.

The boards decided to defer until after June 2011 substantive deliberations on four projects
including the broader financial statement presentation project, financial instruments with
characteristics of equity, emissions trading schemes and the reporting entity phase of the
conceptual framework. The boards also agreed that consolidation of investment companies is no
longer a priority for June 2011.

The FASB and TASB also deferred deliberations on several of their independent standard-setting
projects (such as contingency disclosures for the FASB and IAS 37 Provisions, Contingent
Liabilities and Contingent Assets and annual improvements for the IASB).

Of the remaining original projects in the 2006 MoU, Business Combinations has been
completed. Intangible Assets has been removed from the active agendas of both boards and Post-
Employment Benefits was removed from the list of priority MoU projects in October 2009.

Two Sides of the Story

Growing interest in the global acceptance of a single set of robust accounting standards comes
from all participants in the capital markets. Many multinational companies and national
regulators and users support it because they believe that the use of common standards in the
preparation of public company financial statements will make it easier to compare the financial
results of reporting entities from different countries. They believe it will help investors
understand opportunities better. Large public companies with subsidiaries in multiple
jurisdictions would be able to use one accounting language company-wide and present their
financial statements in the same language as their competitors.

Another benefit some believe is that in a truly global economy, financial professionals, including
CPAs, will be more mobile, and companies will more easily be able to respond to the human
capital needs of their subsidiaries around the world. Recent SEC actions and global trends have
increased awareness of the need to address possible adoption.

Differences Remain Between U.S. GAAP and IFRS

Great strides have been made by the FASB and the IASB to converge the content of IFRS and
U.S. GAAP. The goal is that by the time the SEC allows or mandates the use of IFRS for U.S.
publicly traded companies, many key differences will have been resolved.

Because of these ongoing convergence projects, the extent of the specific differences between
IFRS and U.S. GAAP is shrinking. Yet significant differences do remain. For example:

e [FRS does not permit Last In First Out (LIFO) as an inventory costing method.

e IFRS allows the revaluation of assets in certain circumstances.
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e IFRS uses a single-step method for impairment write-downs rather than the two-step
method used in U.S. GAAP, making write-downs more likely.

e [FRS requires capitalization of development costs, when certain criteria are met.

Perhaps the greatest difference between IFRS and U.S. GAAP is that IFRS provides less overall
detail and industry-specific guidance.

What CPAs Need To Know

The increasing acceptance of IFRS, both in the U.S. and around the world, means that now is the
time to become knowledgeable about these changes. Most CPAs will somehow be affected.
Once a critical mass of non-U.S. companies in a certain industry sector begins to report their
financial results using IFRS, there will likely be pressure for U.S. issuers to do the same, to allow
investors to better compare their financial results. But this issue will have an impact far beyond
just financial reports. It will affect almost every aspect of a U.S. company’s operations,
everything from its information technology systems, to its tax reporting requirements, to the way
it tracks stock-based compensation.

For the CPA profession, the use of IFRS by U.S. publicly held companies will create the need for
effective training and education. Companies will use IFRS only if they and their auditors have
been thoroughly trained, and if their investors and other users of their financial statements —
such as analysts and rating agencies — understand IFRS as well. At the moment, most
accountants in the United States are trained in U.S. GAAP, not IFRS. Most specialists, such as
actuaries and valuation experts, who are engaged by management to assist in measuring certain
assets and liabilities, also are not experienced with IFRS. Consequently, all parties will need to
undertake comprehensive training. Professional associations and industry groups will need to
integrate IFRS into their training materials, publications, testing and certification programs.
Colleges and universities are including IFRS in their curricula. In addition, the Uniform CPA
Exam now contains questions related to IFRS.

The bottom line is that CPAs need to begin to prepare for the day in the not-so-distant future
when the SEC could designate a date for voluntary, or even mandatory, adoption of IFRS by all
U.S. public companies.

Timeline for IFRS Acceptance in the United States

2001: The International Accounting Standards Board (IASB) is established as the successor
organization to the International Accounting Standards Committee (IASC), formed in 1973. The
IASB’s mandate is to develop International Financial Reporting Standards (IFRS).

2002: The IASB and the Financial Accounting Standards Board (FASB) issue the Norwalk
Agreement, acknowledging the joint commitment to developing high-quality, compatible
accounting standards that could be used for both domestic and cross-border financial reporting.
Also, the European Union (EU) announces that its member states will require IFRS in the
preparation of consolidated financial statements of listed companies beginning in 2005.

S
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2005: The chief accountant of the Securities and Exchange Commission (SEC) releases a
roadmap allowing IFRS filings without U.S. GAAP reconciliation for foreign firms by 2009, or
earlier.

2006: The IASB and the FASB agree to work on a number of major projects.

2007: The SEC announces that it will accept from foreign filers in the U.S. financial statements
prepared in accordance with IFRS, as issued by the IASB, without reconciliation to U.S. GAAP.
Also, the SEC issues a Concept Release asking if U.S. public companies should be given an
option to follow IFRS instead of U.S. GAAP.

2008: The SEC issues a proposed roadmap that includes milestones for continuing U.S. progress
toward acceptance of IFRS. The roadmap also would allow early adoption of IFRS for U.S.
public companies that meet certain criteria. The AICPA’s governing Council votes to recognize
the IASB as an international accounting standard setter under rules 202 and 203 of the Code of
Professional Conduct, thereby giving U.S. private companies and not-for-profit organizations the
choice to follow IFRS. Also, the FASB and the IASB issue an updated Memorandum of
Understanding that focuses the energies of both boards toward convergence of important
accounting standards, such as revenue recognition, leases and consolidation.

2009: The IASB ended its moratorium, set in 2005, on the required application of new
accounting standards and major amendments to existing standards. The board had frozen its rules
while more countries adopted IFRS. Japan introduces a roadmap that could lead to a decision in
2012 to adopt IFRS, with proposed adoption dates in 2015 or 2016.

2010: The SEC releases a staff Work Plan to evaluate the effect that using IFRS would have on
the U.S. financial reporting system. The SEC notes 2015 is currently the most likely first
adoption year. Japan allows certain qualifying domestic companies the option to use IFRS for
fiscal years ending on or after March 31, 2010.

2011: Canadian and Indian companies begin using the global standards, and Japan is slated to
have eliminated all major differences between Japanese GAAP and IFRS. SEC to evaluate
feasibility of requiring use of IFRS based on completion of the outstanding MoU items and on
results of the 2010 staff Work Plan. In the United States, questions concerning IFRS are included
in the Uniform CPA Exam.

2012: Mexico scheduled to adopt IFRS for all listed entities.

2015: Earliest year the SEC would allow public companies to convert their financials to IFRS.
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Chapter 1

Introduction to International Accounting

Chapter Objectives

e Understand why accounting rules differ across countries.
e Identify the factors that cause accounting rules to differ across countries.

e Describe the structure and operation of the International Accounting Standards Board
(IASB) and its predecessor body, the International Accounting Standards Committee
(IASC).

e Be aware of the change in global attitudes toward international accounting standards.

e Recognize and differentiate cosmetic from substantive differences between U.S. GAAP
and International Financial Reporting Standards (IFRS).

Introduction

This text is intended to provide an overview of differences between accounting rules
promulgated in the United States (U.S. GAAP) and international accounting rules established by
the International Accounting Standards Board (IASB). These international rules consist primarily
of International Financial Reporting Standards (IFRS) and International Accounting Standards
(IAS).

The definition of IFRS has both a narrow and broad meaning. Narrowly, IFRSs refers to the new
numbered series of pronouncements that the IASB is issuing, as distinct from the IASs series
issued by the IASC, the predecessor to the IASB. More broadly, IFRSs refers to the entire body
of IASB pronouncements, including standards and interpretations approved by the IASB and
IASs and Standing Interpretations Committee (SIC) interpretations approved by the IASC.

As we will see, there are many areas of difference between U.S. GAAP and IFRS. However, the
similarities are greater than the differences.

We approach the issue from the perspective of how IFRS differ from U.S. GAAP. We do not
significantly address the areas of agreement. This text will be helpful, for example, to a U.S.
controller who needs to begin to understand how to prepare financial statements in accordance
with IFRS. We also assume that the reader is generally familiar with U.S. GAAP.

Cross-Country Accounting Differences

Accounting rules differ across countries and these differences may be cosmetic or substantive.



U.S. and International Accounting: Understanding the Differences

An example of a cosmetic difference is the presentation of the balance sheet in many countries
that are, or were, members of the British Commonwealth. The balance sheet of a UK company is
often presented (1) in reverse order of liquidity and (2) in the form A — L = OE rather than A =L
+ OE.

Exhibit 1-1 is the 2001 Balance Sheet of GlaxoSmithKline, prepared in accordance with UK
GAAP and UK presentation conventions.* It starts with goodwill and other fixed assets, then lists
current assets and liabilities, which are combined to get net current assets, then subtracts other
liabilities, and finally totals to net assets of £8,379 million. The equity section is then provided,
which reconciles to the net asset figure.

Exhibit 1-1
Consolidated Balance Sheet
2001 2000
Notes £m £m
Goodwill 15 174 170
Intangible Assets 16 1,673 966
Tangible Assets 17 6,845 6,642
Investments 18 3,228 2.544
Fixed Assets 11,920 10,322
Equity investments 19 185 171
Stocks 20 2,090 2,277
Debtors 21 5,591 5,399
Liquid investments 25 1,415 2,138
Cash at bank 25 716 1.283
Current assets 9.997 11,268
Loans and overdrafts 25 (2,124) (2,281)
Other creditors 22 (7.306) (6.803)
Creditors: amounts due within one year (9.430) (9.084)
Net current assets 567 2.184
Total assets less current liabilities 12.487 12,506
Loans 25 (2,108) (1,751)
Other creditors 22 (190) (143)
Creditors: amounts due after one year (2,298) (1,894)
Provisions for liabilities and charges 23 (1.810) (1.657)
Net assets 8.379 8.955
Called up share capital 27 1,543 1,556
Share premium account 27 170 30
Other reserves 29 1,866 1,849
Profit and loss account 29 3.938 4,276
Equity shareholders’ funds 7,517 7,711
Non-equity minority interest 28 621 1,039

* Note: Recent GlaxoSmithKline financials are available for public review on their website at
http://www.gsk.com/investors/annual-reports.htm. We have retained their 2001 financials as an example due to a
merger that occurred that year, which provides for an interesting disclosure discussed below.
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Equity minority interests 241 205
Capital employved 8.379 8.955
Approved by the Board

Sir Richard Sykes, Chairman

12th March 2002

The GlaxoSmithKline statement also provides an example of a substantive difference. In 2000,
Glaxo Wellcome plc and SmithKline Beecham plc merged to form GlaxoSmithKline. At the

time in accordance with UK GAAP, the combination was accounted for, in effect, as a pooling of
interests, so assets and liabilities are shown at historical amounts. However, U.S. GAAP required
the transaction to be accounted for as a purchase. Thus, for U.S. purposes, assets and liabilities
were restated to FMV and goodwill was recorded. The differences on the balance sheet and
income statement between UK and U.S. GAAP were substantive as shown in the following
excerpt from the GlaxoSmithKline 2001 Annual Report, Exhibit 1-2.

Exhibit 1-2
GlaxoSmithKline 2001 (amounts in millions of British Pounds)
UK GAAP U.S. GAAP

Balance Sheet Items:

Total Assets £21,917 £61,496

Net Assets £8,379 £40,969
Income Statement Items:

Sales £20,489 £20,489

Operating Profit £6,090 £590

Net Income (Loss) £4,391 £(143)

Source: GlaxoSmithKline 2001 Annual Report, page 63.

In comparison to many countries around the world, the differences between U.S. and UK
accounting are considered to be minimal, but at the time and in this instance, such was not the
case. The two versions of GAAP resulted in an almost £40 billion difference in total assets and
an income statement that changes from a substantive profit under UK rules to a small loss under
U.S. rules. Although IFRS now require all business combinations within its scope to be
accounted for by applying the purchase method, this example illustrates how financial statements
can be radically different depending on accounting rules that may differ from jurisdiction to
jurisdiction.

Why Accounting Rules Differ Internationally

An obvious question is why do accounting rules vary across countries? The short answer is that
rules are established by governments and/or accounting bodies that have jurisdiction only within
the borders of their respective country. Accounting literature suggests that rules differ because
the people or institutions that set the accounting rules in a specific country have different
experiences that influence and affect their outlook on business and accounting. Thus, they are
likely to create accounting rules that are appropriate for their jurisdiction, but that may not be
appropriate for somewhere else.

Some of the factors that affect accounting standards include the following:
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U.S. and International Accounting: Understanding the Differences

o Sources of capital—In the U.S., shareholders provide the majority of capital to
businesses. These shareholders often own relatively small ownership stakes and are not
involved with company operations. As a result, U.S. GAAP is oriented towards full
disclosure and relative transparency. In some countries, Germany for example, the
predominant providers of capital are banks. Often the banks own large blocks of stock
and hold seats on the board of directors. Transparency and disclosure are not as extensive
in such countries because the capital providers are more likely to be privy to operational
details.

o [Inflation—When inflation is very high, financial statements begin to lose their
comparability from period-to-period. Countries that have experienced very high levels of
inflation, such as Mexico or Brazil, often promulgate rules designed to increase
comparability by use of inflation indices or similar mechanisms to adjust prior year
amounts to a level equal to current year amounts.

e Taxation—In countries such as France or Germany, accounting reports for individual
companies are the basis for determining tax liabilities. Accounting rules in these
countries are much more detailed and are often driven by tax policy. In countries such as
the U.S., tax rules and accounting rules can be, and often are, different.

e Culture—Culture is what makes us “us.” It is the mental programming that determines
who we are, what we believe, how we view right and wrong, and what behavior is
acceptable and unacceptable. It is unconscious and not noticed, but it shapes how we act
and interact on a daily basis. Since culture gets to the core of beliefs, it will affect the
nature and content of accounting rules.

e Legal system—In most countries, the legal system is based on either a code or common
law foundation. Generally speaking, code countries, such as France and Germany, have
accounting regulations that tend to be detailed and comprehensive. In common law
countries, such as the UK and the U.S., accounting rules are often less detailed and
require companies and accountants to exercise higher levels of professional judgment.’

e Accidents of History—War, conquest, and colonialism can create or change accounting
rules in a country as a result of a change in allegiance. For example, countries that are or
were part of the British Commonwealth often have accounting rules that are very similar
to the UK. Similarly, former French colonies follow the French model.

e Business complexity—Countries with complex business entities are more likely to have
complex accounting rules. In addition, complex entities are more likely to participate in
cross-border trade and capital seeking.

All these forces can, and do, create accounting differences across countries that can be
substantial and that can hinder both trade and capital movement. Some material differences
include the following:

> In the U.S., the influence of this factor was greater prior to formation of the FASB.
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o Tax-based accounting—In some countries, the tax treatment of a transaction must also be
used for financial accounting purposes. Thus, accounting treatment is not driven by a
comprehensive body of accounting theory, but by tax revenue considerations.

o Asset revaluations—It is permissible in some jurisdictions to revalue assets to fair value
on a periodic basis. For entities owning appreciated assets (real estate ownership in
particular), revaluation amounts can be significant. Comparability is reduced when
comparing the assets and equity of a revalued balance sheet versus one prepared on the
basis of historical cost.

e Form over substance—In the U.S. and many other countries, the substance of a
transaction, not the form, controls the accounting treatment. An example is the
accounting treatment of a leased asset—it does not matter what the transaction is called,
the rights, responsibilities, risks, and rewards of the parties will control the accounting
result. Some countries, however, account for transactions with reference to the form of
the transaction—if the parties call the transaction a lease, it will be accounted for as a
lease, and the asset and liability will appear on the books of the lessor.

The Demand for International Accounting Standards

Prior to the 1970s, cross-country accounting differences mattered little because most business
transactions and business investment stayed within the borders of a country or region. Further,
companies did not prepare financial statements in multiple accounting jurisdictions. Since that
time, however, various international forces have increased the need to have similar standards
around the globe.

One force for uniform standards has been the rise of multinational corporations. These entities
engage in millions of transactions in dozens of countries. Multiple accounting rules increase the
cost and time associated with the granting of credit and other business decisions.

Another related factor has been the growth of global capital markets. Equity and debt financing
is as likely to come from an international source as from a domestic one. If equity or debt
providers need to convert financial information from one standard to another one, costs will rise
and capital flows will be constrained.

Other forces for accounting harmonization include increased economic interdependence, more
foreign direct investment, and the growth of multinational political organizations (the European
Union is one example), and so on.

In the end, most of the demand for international standards can be traced back to the concept of
reducing costs—for owners, creditors, preparers, analysts, and the general public.

Impediments to International Accounting Standards

Just because there is a demand for international standards does not mean that such standards will
emerge easily or quickly. Twenty years ago (and even today) there were a number of
impediments to creation and adoption of worldwide accounting rules.

Possible impediments, most of which are interrelated, include the following issues:
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1. Who will create the rules? Creating a comprehensive body of accounting standards is
difficult, time consuming, and costly. In the 1970s and 1980s, only a handful of
countries in the world had created, or were even in a position to create, such a body of

rules.

2. What will the rules be like? If I am concerned that the rules might not be to my liking
or to the liking of those who support me, I may be much less inclined to agree to their
creation.

3. In the short term, costs will be higher. Initially, the costs will be higher for the entity

that creates the rules. Once the rules are promulgated, users will have higher costs as
they learn, apply, and use the new standards.

4. National pride. By adopting the accounting rules of another country or an
international body, a country may perceive that it is giving up some of its national
sovereignty.

Many of these impediments affected the formation, operation, and effectiveness of the
International Accounting Standards Committee, the international body established to create a
comprehensive body of accounting standards that could be used on a worldwide basis.

The International Accounting Standards Committee

The International Accounting Standards Committee (IASC) was formed in June 1973 by
professional accountancy bodies in Australia, Canada, France, Germany, Ireland, Japan, Mexico,
Netherlands, UK, and U.S. The IASC published its first International Accounting Standard (IAS)
in 1974, approved a conceptual framework in 1989, and established the Standards Interpretation
Committee (SIC) in 1997.

The objectives of the IASC were broad and challenging:

a. To develop a single set of high quality, understandable, and enforceable global
accounting standards that require high quality, transparent, and comparable
information to help participants in capital markets make sound economic decisions;

b. To promote the use and application of those standards;

C. To bring about convergence of national accounting standards and International
Accounting Standards.

The IASC and IASB have promulgated about 50 standards and over 40 formal interpretations. A
list of the standards and interpretations is provided at the end of this chapter.

The early years of the IASC were difficult. There were a number of reasons for the slow
recognition of the organization and its standards, including the following items:

1. Early rules were perceived as somewhat ad hoc in that there was no underlying
conceptual framework to support standards. This concern was mitigated by the
passage of the “Framework” in 1989.
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2. Many alternative treatments were permitted. Since the IASC was composed of
numerous diverse accounting bodies, there were numerous diverse accounting
practices used by those bodies. Often, in order to adopt a rule of any sort, the IASC
had to accept a wide range of variations in permitted practices. This also caused
various factions to question whether IASC output had any value.

3. Early on, it was not obvious that harmonization of accounting rules was important.
Thus, the urgency to have international rules was lacking.

4. As we will discuss later, compliance with IASC rules was voluntary because the body
had (and has) no enforcement powers.

Notwithstanding initial travails, public and corporate perception slowly shifted over time, and it
became more obvious that a common set of comprehensive standards was needed and would be
beneficial to markets, users, and preparers.

The International Accounting Standards Board

The IASC was restructured in March, 2001, and, among other things, the standard-setting body
changed its name to the International Accounting Standards Board (IASB). For simplicity, we
will use the new name from now onward in this text. The IASB’s website can be accessed at
www.iasb.org.

At the time the IASB was formed, a new objective was added to the three objectives noted on the
previous page. Since then, the objectives have been modified so that, today, the principal
objectives of the IASB are

a. To develop, in the public interest, a single set of high quality, understandable and
enforceable global accounting standards that require high quality, transparent and
comparable information in financial statements and other financial reporting to help
participants in the world’s capital markets and other users make economic decisions;

b. To promote the use and rigorous application of those standards;

C. In fulfilling the objectives associated with (a) and (b), to take account of, as
appropriate, the special needs of small and medium-sized entities and emerging
economies; and

d. To bring about convergence of national accounting standards and International
Accounting Standards and International Financial Reporting Standards to high quality
.6
solutions.

The structure of the IASB is similar in many ways to the structure of the FASB. There is a board
that sets accounting standards using a formalized due process procedure. Currently the board has
15 members, to be increased to 16 no later than July 1, 2012. Up to three of the members may be
part-time. Members must be drawn from various specified regions of the world to achieve broad
geographical representation. The board of the IASB has a function that is similar to the board of
the FASB.

® JASC Foundation Constitution, dated F ebruary 1, 20009.
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The 14-voting-member IFRS Interpretations Committee (formerly the International Financial
Reporting Interpretations Committee) develops interpretations of standards for approval by the
board. This committee replaced the Standards Interpretation Committee (SIC) effective
December 2001.

The IFRS Advisory Council (formerly the Standards Advisory Council), comprised of at least 30
members (currently 47) with an interest in international financial reporting, provides the board
with advice concerning board priorities, technical accounting issues, and the implications of
proposed standards on users and preparers of financial statements. In addition to the Advisory
Council, the IASC has other advisory bodies including the Financial Crisis Advisory Group, the
Analyst Representative Group, the Global Preparers Forum, and various working groups.

The IFRS Foundation (formerly the International Accounting Standards Committee Foundation)
is a 20-member group of Trustees who oversee the operation of the IASB. A minimum of six
trustees must be from the Asia/Oceania region, six from Europe, six from North America, and
the remaining four from any area. Among other duties, the Trustees appoint members of the
Board, the Interpretations Committee, and Advisory Council and they are responsible for funding
the IASB and affiliated entities. This IASC Foundation is similar to the Financial Accounting
Foundation in the U.S.

In early 2009, the IASC Foundation created a Monitoring Board, composed of five members and
one observer. This Board is intended to provide a formal link between the Trustees and those
public authorities that have generally overseen accounting standard-setters (the SEC in the U.S.).
It is also responsible for the approval of all Trustee appointments and reappointments.

The IASB issues standards called International Financial Reporting Standards (IFRS), in order to
differentiate the new standards from the International Accounting Standards (IAS) set by the
predecessor organization.

Adoption of International Standards

One area where the IASB differs substantively from the FASB is in the implementation and
enforceability of its pronouncements. Accounting rules have historically been derived by
national standard-setting bodies whose pronouncements are officially recognized as authoritative
only within the boundaries of the country. Thus, the accounting rules established by the FASB
are accepted in the U.S. by the SEC and the AICPA, but those rules are not valid in Germany,
South Africa, or Brazil.

The IASB is an international standard-setting body. Until recently, few countries permitted
International Financial Reporting Standards (IFRS) to be used. Within the last ten years, IFRSs
have become required or a permitted alternative in a number of countries around the world.

IFRS use is increasing and is likely to soon skyrocket as a result of some milestone events.

1. The International Organization of Securities Commissions (IOSCO) is an
organization of securities regulators promoting international coordination. The U.S.
SEC is a member of the body. In May 2000, IOSCO recommended (with some
qualifications) that its member bodies permit the use of IFRS for cross-border filings.
Although IOSCQO’s recommendation will require implementation by member bodies
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(which may or may not be forthcoming), it is a step forward in the acceptance of
IFRS by a wide range of national regulatory bodies.

In June 2002, the Council of Ministers of the European Union (EU) adopted a
regulation that requires the use of [FRS for financial reporting for publicly traded
companies in the EU no later than January 1, 2005 (with some notable exceptions).

Also in June 2002, the Canadian Securities Administrators issued a proposal to permit
foreign companies to file financial information in Canada without reconciliation.

In July 2002, the Financial Reporting Council (FRC) of Australia endorsed adoption
of IFRS for Australian reporting entities by January 1, 2005.

In October 2002, the FASB and the IASB announced the issuance of a memorandum
of understanding (the Norwalk Agreement) marking a step toward formalizing their
commitment to convergence of U.S. and international accounting standards. Some
joint projects include the conceptual framework project, the business combinations
project, financial performance reporting by business enterprises project, and the
revenue recognition project. The FASB and the IASB reaffirmed their commitment in
April and October 2005, and issued a detailed document in November 2009 that sets
forth the timelines and strategies for joint projects. The two bodies issued an updated
memorandum in February 2006 and a progress report in September 2008, June 2010,
and November 2010.

Standards-setters in additional key countries have announced that their domestic
public entities will be required to use international standards. Brazil will require IFRS
adoption in 2010, Canada, India, and Korea will require IFRS beginning in 2011, and
Mexico will adopt IFRS for listed companies in 2012. Japan will permit use of IFRS
by certain qualifying domestic companies for fiscal years ending on or after March
31, 2010, with a final decision on widespread adoption by around 2012.

In September 2009, the G-20” leaders asked “...international accounting bodies to
redouble their efforts to achieve a single set of high-quality, global accounting
standards within the context of their independent standard-setting process, and
complete their convergence project by June 2011.”

Recent SEC actions, which are discussed in the following text.

The EU and Australian events, in particular, are seen by many as significant watershed events in
the life of the IASB in that they represented the first time that use of IFRS was required of public
companies in a major capital market. The EU change alone affected the financial reporting
practices of an estimated 9,000 publicly traded companies.

7 The Group of Twenty (G-20) Finance Ministers and Central Bank Governors was established in 1999 to bring
together systemically important industrialized and developing economies to discuss key issues in the global
economy. The inaugural meeting of the G-20 took place in Berlin, on December 15-16, 1999, hosted by German and
Canadian finance ministers.
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FASB/TASB Cooperation

The FASB and the IASC/IASB have been working cooperatively towards international
convergence of accounting standards for a long time—the contributions of FASB board
members’ and staff members’ time to the work of the IASC were crucial to the completion of the
IASC’s “core” standards, which led to the 2000 IOSCO recommendation on acceptance of IFRS
for cross-border filings.

More recently, a very significant series of events has increased the visibility, viability, and future
acceptance of IFRS. Those events are related to the cooperation of the FASB and the IASB on
rulemaking. There has been talk of cooperation for decades, evidenced most recently by the
Memorandum of Understanding noted in point #5 of the previous text. However, recent
pronouncements and exposure drafts are putting operational muscle behind the talk.

Within the past few years, both the IASB and the FASB have promulgated rules that harmonize
(or nearly harmonize) their accounting standards with the standards of the other body. For
example, the IASB substantially conformed to U.S. standards for pooling and accounting for
goodwill with the issuance of IFRS 3, Business Combinations, to the three-tier approach to
valuation of financial instruments previously adopted by FASB, and to requiring capitalization of
construction period interest. The FASB changed U.S. standards to conform to IFRS when it
issued SFAS 151 on Inventory (incorporated into FASB ASC 330), SFAS 153 on Like-Kind
Exchanges (incorporated into FASB ASC 845), and SFAS 154 on Accounting Changes (now
FASB ASC 250, Accounting Changes and Error Corrections).

Further, in June 2005, the IASB and the FASB issued a joint exposure draft on business
combinations. This was the first time a joint ED was issued. While such a joint approach is much
more common now, this was a watershed event at the time.

The FASB and the IASB issued another memorandum of understanding (MoU) in February
2006. This document was a reaffirmation of the 2002 MoU and, among other items, incorporated
the SEC’s roadmap for the removal of the 20-F reconciliation requirement for foreign registrants
using IFRS (see “SEC Actions” in the following text). The MoU also set workplan milestones
through 2008 for the IASB and FASB. Importantly, the two boards agreed that standards in need
of improvement might best be addressed by the development of new common standards. This
approach has been met with some (limited) success with respect to, for example, business
combinations (revised SFAS 141R and IFRS 3), debt instrument disclosure (common exposure
drafts in December 2008), and discontinued operations (common [ASB exposure draft and
FASB proposed staff position in September 2008).

In September 2008, the FASB and IASB issued a progress report on the 2006 MoU. It contained
a workplan through 2011 and updates on progress. The workplan is extensive. The FASB’s
website includes information on joint FASB/IASB projects, including a conceptual framework
project, a research project on financial instruments, and 11 active projects related to existing
standards encompassing financial instruments, fair value measurement, the statement of
comprehensive income, consolidations, financial statement presentation, leases, revenue
recognition, and more.

In June 2010, both organizations issued a progress report including a modified work plan and
strategy. The new plan prioritizes projects to be completed by June 2011 and limits the number
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of exposure drafts in any quarter to four. The priority projects are financial instruments, revenue
recognition, leases, presentation of other comprehensive income, and fair value measurement.

The IASB and FASB issued an updated progress report on November 29, 2010. The report
reaffirmed the priorities set forth in their June 2010 report and made amendments to their
collective strategies and plans. The boards deferred work on some projects to enable them to
focus on the five key projects noted in their June 2010 report.

During 2010, the IASB and FASB issued three separate joint Exposure Drafts on leases, revenue
recognition, and the reporting entity concept.

All exposure drafts, progress reports, and information concerning other joint activities are
available on the websites of both organizations.

It is clear that FASB/IASB actions are now speaking at least as loudly as their words. In future
years, we expect continued cooperation and increased harmonization of U.S. GAAP and IFRS.

SEC Actions

The U.S. Securities and Exchange Commission (SEC) has recently taken actions that strongly
support the use of international standards.

For decades, foreign companies that filed their financial statements with the SEC could either
prepare their statements using U.S. GAAP or could use another comprehensive set of standards
and also prepare a Form 20-F that reconciled equity and income to U.S. GAAP.

On November 15, 2007, the SEC unanimously approved rule amendments under which financial
statements from foreign private issuers in the U.S. will be accepted without reconciliation to U.S.
GAAP if (and only if) they are prepared using IFRS as promulgated by the IASB. The rule is
effective for fiscal years ending after November 15, 2007. The SEC’s Final Rule is provided on
their website (www.sec.gov) as Release #33-8879, dated December 21, 2007.

The SEC’s ruling is a significant pronouncement, both practically and politically. In effect, this
is the first time the SEC has agreed that a comprehensive set of accounting standards other than
U.S. GAAP was acceptable and they make a clear statement that the statements promulgated by
the IASB meet such a threshold.

Additionally, in August 2007, the SEC issued a Concept Release and Request for Comment
(Release #33-8831) that seeks comment as to whether public U.S. issuers should be permitted to
prepare financial statements in accordance with IFRS.

Following up on the Concept Release, in November 2008, the SEC issued a Proposed Rule for
public comment (Release #33-8982) that sets out a proposed roadmap that could lead to the
mandatory use of IFRS by U.S. issuers beginning in 2014. The SEC would decide in 2011
whether to proceed with rulemaking to require IFRS on a phased basis from 2014 to 2016. Early
adoption would be allowed for certain SEC registrants beginning in 2010.

The SEC set seven milestones that would influence its decision on whether to require IFRS use.
The milestones are
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1. Continued improvements to international accounting standards,

2. Improved accountability and stable funding for the IASC Foundation,

3. Improvement in the ability to use interactive data for IFRS reporting,

4. Education and training on IFRS in the U.S.,

5. Limited early use of IFRS to evaluate the adoption process and comparability,
6. The timing of future rulemaking by the SEC, and

7. An implementation plan including possible staging or sequencing.

With the change in presidential and SEC administration as a result of the November 2008
elections, the pace of possible IFRS adoption by the SEC has slowed, but not stopped. For
example, in February 2009, the SEC extended the comment period for Release 33-8982. In
addition, the financial crisis of late 2008 and numerous high-profile enforcement actions during
2009 (Bernard Madoff being only one) have meant that the Roadmap and accounting standard
harmonization have not been as high an SEC priority.

Nonetheless, the SEC’s draft strategic plan for fiscal years 2010-2015 (issued October 8, 2009 in
Release #34-60799) supports uniform international standards. The draft plan the SEC proposes
to ““...promote high-quality financial reporting worldwide through, among other things, support
of a single set of high-quality global accounting standards and promotion of the ongoing
convergence initiatives between the FASB and the International Accounting Standards Board.”

Further, in December 2009, SEC Commissioner Elisse Walter told an AICPA conference that
she expects further SEC action on the Roadmap sometime in early 2010. I tember 2009
remarks to an industry group and to the NY Society of CPAs, the SEC Cha n and the Chief
Accountant both reaffirmed their support to refocus on the Roadmap in Hall 2009 and beyond.

At a November 2009 speech to Financial Executives International, SEC Commissioner Kathleen
Casey said it was her “...hope and expectation that the Commission will soon articulate the next
steps to be taken with respect to the use of IFRS by U.S. issuers—further signaling our
commitment to this important goal.”

In February 2010, the SEC issued a “Statement in Support of Convergence and Global
Accounting Standards” (Release 33-9109). The Statement reiterated the SEC’s strong
commitment to “a single set of high-quality globally accepted accounting standards.” It also
included a work plan intended to inform the Commission as it determines whether to allow IFRS
for U.S. issuers. The statement and work plan set forth those factors the Commission believes are
of particular importance in the decision-making process. These key issues are

e Sufficient development and application of IFRS for the U.S. domestic reporting system,
e The independence of standard setting for the benefit of investors,

e Investor understanding and education regarding,


dcohen
Cross-Out

dcohen
Replacement Text
f

dcohen
Sticky Note
Note change


Chapter 1: Introduction to International Accounting

e Examination of U.S. regulatory environment that would be affected by a change in
accounting standards,

e The impact on issuers, and
e Human capital readiness.

A work plan progress report was issued October 29, 2010. All of these documents are available
on the SEC website at www.sec.gov.

In August 2010, the SEC requested public comment on their consideration of permitting IFRS to
be used by U.S. registrants. The two requests for comment are Release 33-9133 and 33-9134.
They are available on the SEC website.

Clearly, the actions of the SEC over the past few years are very supportive of IFRS adoption by
SEC registrants, whether foreign or domestic. What remains to be seen, however, is the pace of
adoption for U.S. firms. Notwithstanding, we believe there is a high likelihood that the U.S. and
the world will inexorably move toward common accounting and reporting standards primarily
based on IFRS.

Finally, while current SEC rules may limit the use of IFRS by domestic SEC registrants, there is
no such limitation for other companies. In May 2008, the AICPA Council approved a resolution
that recognizes the IASB as a standard-setter for purposes of Rules 202 and 203 of the AICPA
Code. In effect, IFRS are GAAP. Thus, financial statements prepared in accordance with IFRS
do not require a GAAP exception in an audit, review, or compilation report.

Summary and Conclusions

While the differences in global accounting standards are apparent, there is strong evidence that
there is convergence between national standards and international standards. Cross-country
accounting differences are less pronounced as countries adopt international standards. Two of the
factors responsible for the rise in importance and acceptability of international standards are the
rise in the number of multinational corporations and the growth of global capital markets. There
are still impediments to wide adoptability of international standards. However, the success of the
IASB in working towards a comprehensive set of standards and the movement by standard
setters and regulators in major capital markets around the world both combine to clearly indicate
that the acceptability of international standards will continue to grow.

IASB Standards and Interpretations
Standard Title
IFRS 1 First-time Adoptions of International Financial Reporting Standards (revised
in 2008—revisions effective January 2009)
IFRS 2 Share-based Payment
IFRS 3 Business Combinations (revised in 2008—revisions effective July 2009)
IFRS 4 Insurance Contracts
IFRS 5 Non-current Assets Held for Sale and Discontinued Operations
IFRS 6 Exploration for and Evaluation of Mineral Resources
IFRS 7 Financial Instruments: Disclosures
IFRS 8 Operating Segments (effective January 2009)
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IFRS 9 Financial Instruments (effective January 2013 with early adoption permitted
beginning with 2009 financial statements)

IAS 1 Presentation of Financial Statements (amended in 2008—revisions effective
January 2009)

IAS 2 Inventories

IAS 7 Statement of Cash Flows

IAS 8 Accounting Policies, Changes in Accounting Estimates and Errors

IAS 10 Events After the Balance Sheet Date

IAS 11 Construction Contracts

IAS 12 Income Taxes

IAS 16 Property, Plant, and Equipment

IAS 17 Leases

IAS 18 Revenue

IAS 19 Employee Benefits

IAS 20 Accounting for Government Grants and Disclosure of Government Assistance

IAS 21 The Effects of Changes in Foreign Exchange Rates

IAS 23 Borrowing Costs (revised in 2007—revisions effective January 2009)

IAS 24 Related-Party Disclosures

IAS 26 Accounting and Reporting by Retirement Benefit Plans

IAS 27 Consolidated and Separate Financial Statements (revised in 2008—revisions
effective July 2009)

IAS 28 Investments in Associates

IAS 29 Financial Reporting in Hyperinflationary Economies

IAS 31 Financial Reporting of Interests in Joint Ventures

IAS 32 Financial Instruments: Presentation

IAS 33 Earnings Per Share

IAS 34 Interim Financial Reporting

IAS 36 Impairment of Assets

IAS 37 Provisions, Contingent Liabilities and Contingent Assets

IAS 38 Intangible Assets

IAS 39 Financial Instruments.: Recognition and Measurement

IAS 40 Investment Property

IAS 41 Agriculture

Interpretation Title

IFRIC 1 Changes in Existing Decommissioning, Restoration and Similar Liabilities

IFRIC 2 Members’ Shares in Co-operative Entities and Similar Instruments

IFRIC 4 Determining Whether an Arrangement Contains a Lease

IFRIC 5 Rights to Interests Arising from Decommissioning, Restoration and
Environmental Rehabilitation Funds

IFRIC 6 Liabilities Arising from Participating in a Specific Market—Waste Electrical
and Electronic Equipment

IFRIC 7 Applying the Restatement Approach under IAS 29 Financial Reporting in
Hyperinflationary Economics

IFRIC 9 Reassessment of Embedded Derivatives

IFRIC 10 Interim Financial Reporting and Impairment

1-14
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IFRIC 12 Service Concession Arrangements

IFRIC 13 Customer Loyalty Programmes

IFRIC 14 IAS 19—The Limit on a Defined Benefit Asset, Minimum Funding
Requirements and Their Interaction

IFRIC 15 Agreements for the Construction of Real Estate

IFRIC 16 Hedges of a Net Investment in a Foreign Operation

IFRIC 17 Distribution of Non-cash Assets to Owners

IFRIC 18 Transfers of Assets from Customers

IFRIC 19 Extinguishing Financial Liabilities with Equity Instruments

SIC 7 Introduction of the Euro

SIC 10 Government Assistance—No Specific Relation to Operating Activities

SIC 12 Consolidation—Special Purpose Entities

SIC 13 Jointly Controlled Entities—Nonmonetary Contributions by Ventures

SIC 15 Operating Leases—Incentives

SIC 21 Income Taxes—Recovery of Revalued Nondepreciable Assets

SIC 25 Income Taxes—Changes in the Tax Status of an Enterprise or its Shareholders

SIC 27 Evaluating the Substance of Transactions in the Legal Form of a Lease

SIC 29 Service Concession Arrangements. Disclosures

SIC 31 Revenue—Barter Transactions Involving Advertising Services

SIC 32 Intangible Assets—Web Site Costs

Note that IAS 3 through 6, 9, 13, 14, 15, 22, 25, 30, 35; IFRIC 3, 8, and 11; and SIC 1 through 6,
8,9, 11, 14, 16 through 20, 22 through 24, 26, 28, 30, and 33 have all been superseded or
rescinded.

A short synopsis of each standard and interpretation may be found on the IASB’s website at
www.iasb.org.



U.S. and International Accounting: Understanding the Differences

Self-Test

I. The UK company presentation of the balance sheet is in reverse order of liquidity and
in the form of assets less liabilities equals owners’ equity. Which type of difference
does this represent?

a. Cosmetic.
b. Substantive.
C. Absolute.
2. Which factor that affects accounting standards caused former French colonies to

follow the French model?

a. Business complexity.
b. Legal system.
C. Accidents of history.
3. One of the possible impediments to the creation and adoption of worldwide

accounting rules is the determination of who will create the rules.

a. True.
b. False.

4. When did the IASC publish its first International Accounting Standard?

a. 1973.
b. 1974.
c. 1989.
5. The European Union (EU) currently requires the use of IFRS for financial reporting
for publicly traded companies in the EU.
a. True.
b. False.
6. Most of the demand for international standards is based on the concept of reducing

costs—for owners, creditors, preparers, analysts, and the general public.

a. True.
b. False.

7. What are the cosmetic and substantive differences in accounting rules across
countries?

8. What are the factors that make accounting rules differ globally?

0. What are the two primary factors that have fueled the demand for international

accounting standards?

10. What are the four barriers to the creation and adoption of worldwide accounting
rules?
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11.  How does the International Accounting Standards Board differ from its predecessor,
the International Accounting Standards Committee?

Knowledge Application

Peugeot SA disclosed that its financial statements conform to French, U.S., and International
Accounting Standards. Critically analyze this statement. Consider whether this statement can be
accurate and, if yes, under what circumstances.






Chapter 2

Introduction to Financial Statements
Prepared in Accordance with IFRS

Chapter Objectives

e Be able to review international accounting financial statements and identify variances
from U.S. GAAP.

e Identify differences in terminology used in non-U.S. financial statements.

e Understand differences between IFRS and U.S. GAAP in the following financial
statements:

= Balance Sheet,
= Income Statement,
= Statement of Changes in Equity, and

= (Cash Flow Statement.

Introduction

In this chapter we will provide an overview of the format and structure of a set of financial
statements provided in accordance with International Financial Reporting Standards (IFRS). We
will also outline some differences between U.S. GAAP and IFRS as they pertain to underlying
assumptions and conventions and to financial statement presentation.

Throughout this chapter and the text, we will refer to the 2009 financial statements of four
companies that present their statements in accordance with IFRS. These four companies are

1. Jardine Matheson—A diversified Bermuda-based company with businesses in
supermarkets, drugstores, construction, hotel management and ownership, and
property development. The majority of its operations are in Asia and Australia.

2. Nestle—A Swiss company engaged in the food, water, and pharmaceutical sectors.

3. Bayer—A German firm with operations in health care, agriculture, polymers, and
chemicals.

4. Nokia—A Finnish company with businesses in mobile phones, network

infrastructure, and related services.
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Financial statements and notes of these companies can be found in Appendixes A through D,
respectively, which can be found on the CD-ROM that accompanies this book.

It’s All in How You Say It

As you examine the financial statements in the appendices, you will notice some unusual
language. In many cases, words we use in the U.S. to denote a certain classification of asset,
liability, income, or expense are called something different internationally. This is similar to
someone from England referring to an elevator as a lift or calling the trunk of a car a boot.

A few of the more-common wording differences you may encounter are as follows. In each case
the international term is first, followed by the U.S. term.

e Stocks—Inventory

e Share Capital—Common Stock or Paid-in Capital
e Share Issue Premium—Additional Paid-in Capital
e Outside Interests—Minority Interests

e Debtors—Accounts Receivable

e Creditors—Accounts Payable

e Trading Profit—Operating Profit

e Revenue Reserves—Retained Earnings

Conceptual or Theoretical Accounting Framework

IFRSs are grounded in a theoretical “conceptual framework.” As with the Statements of
Financial Accounting Concepts (SFAC) in the U.S., the IASB’s “Framework for the Preparation
and Presentation of Financial Statements” sets forth assumptions underlying financial accounting
(for example, materiality, going concern), defines qualitative characteristics of financial
statements (for example, relevance, reliability), and defines elements of financial statements (for
example, assets, liabilities). These concepts and definitions are similar to those found in U.S.
SFACs.

One substantive difference between IFRS and U.S. GAAP is that although transactions are
recorded on the basis of historical cost; property, plant, and equipment and some other long-lived
assets may be revalued to fair value for IFRS. We will discuss this issue in Chapter 4.

IFRS provides for what some refer to as a “fairness exception.” It is similar to a “Rule 203
exception” under U.S. auditing standards. Under IFRS, if management decides that application
of a provision of any standard would be so misleading that it would conflict with the objective of
financial statements set out in the IASB Framework, management must use a different
application to achieve a fair presentation. There is a rebuttable presumption, however, that if
other entities in similar circumstances comply with the requirement, compliance with the
requirement would not be so misleading that it would conflict with the objective of financial
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statements set out in the Framework. Furthermore, if such an action is taken, significant note
disclosure is required.

IAS 1—Presentation of Financial Statements

This standard sets forth the requirements for presentation of a complete set of financial
statements consisting of a balance sheet, income statement, cash flow statement, equity statement
(showing either all changes in equity accounts or changes in equity accounts other than
transactions with owners), and notes to financial statements.

IAS 1 was substantively rewritten in September 2007. The revised standard is effective for
annual periods ending on or after January 1, 2009, with earlier application permitted.

Similar to U.S. GAAP, statements prepared under IFRS are general-purpose financial statements
that provide information about an enterprise’s financial position, performance, and cash flows.
The financial statements will be used by investors and others in making economic decisions.

IFRS requires that the current year and the prior year be presented whereas U.S. GAAP has no
specific requirement to present comparatives. However, the U.S. Securities and Exchange
Commission (SEC) generally requires three years (current year plus two comparable years) for
all statements except the balance sheet for public companies that file with the SEC.

IAS 1 requires the presentation of a statement of financial position, statement of comprehensive
income, statement of changes in equity, statement of cash flows, and notes. Comparative prior-
period information is required for amounts shown in the financial statements and notes. Recall
that under U.S. GAAP, a statement of changes in shareholders’ equity can be shown either as a
primary statement or in the notes.

We will discuss some of the substantive differences provided by IFRS, and we will examine the
manner in which the components of basic financial statements differ in appearance.

IAS 1 generally does not prescribe a particular format for the presentation of the financial
statements. Unlike the U.S., where a common format has evolved, statements prepared in
accordance with IFRS are presented using multiple formats. As you examine the financial
statements presented in the appendices, observe that the primary financial statements all include
a separate column titled “notes.” This presentation is not required under IFRS, but it has evolved
as a way to clearly indicate to statement readers the notes that apply to each item in question.

IAS 1 sets out the requirements for the statement headings. The heading should include the
following:

e The name of the statement

e The reporting enterprise

e Whether the statements are for one enterprise or for a group (consolidated)
e The date or time period covered

e The reporting currency

2-3



U.S. and International Accounting: Understanding the Differences

e The level of precision of currency (thousands, millions, and so on)

In the following sections, we will examine some of the presentations with reference to the IFRS
financial statements provided in Appendices A through D.

First time adoption is addressed in IFRS 1. IFRS 1 generally requires full retrospective
application of IFRSs that are in force at the time of adoption. However, there are exceptions
pertaining to some IFRSs.

Financial Statement Presentation—Balance Sheet

The Nestlé balance sheet (Appendix B) is very similar to that presented by a U.S. company.
Assets balance to liabilities plus equity and items are listed in order of decreasing liquidity.

The balance sheets of the rest of the companies are in the form A = OE + L (note that equity is
listed before liabilities). In addition, the assets and liabilities are listed in increasing order of
liquidity, so, for example, goodwill and intangibles appear first in the asset section rather than
last. The Bayer and Nestlé statements present an alternative way of disclosing discontinued
operations. We will explore this issue later in the chapter.

Companies are permitted to present their balance sheet in the form:
Assets — Liabilities = Equity. @
In addition, the long-term financing presentation is allowed:
(fixed assets + current assets — short-term payables = long-term debt + equity)

Post-balance sheet refinancing agreements will often result in classifying applicable debt as long-
term under U.S. GAAP. Under IFRS, these agreements are not considered, thus more debt is
likely to be classified as current.

Financial Statement Presentation—Statements of Comprehensive Income

IFRS requires the presentation of a statement of comprehensive income. This statement includes
all items of income and expense (non-owner changes in equity) as well as other comprehensive
income. The information can be presented either as a single statement of comprehensive income
(including a subtotal for net income or loss) or as a separate income statement plus a separate
statement of comprehensive income (beginning with net income or loss). All of our example
companies provide two separate statements rather than one.

The IFRS measurement criteria used to determine revenue and expenses are similar to those used
under U.S. GAAP. However, gains and losses are not regarded as separate elements of the [ASB
framework. These items may or may not arise in the course of the ordinary activities of an
enterprise. This differs from U.S. SFAS treatment that states gains and losses are increases or
decreases in equity from peripheral or incidental transactions. In practice, gains and losses under
IFRS are accounted for in a similar manner as under U.S. GAAP. The presentation of
extraordinary items is prohibited under IFRS.
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SEC registrants are required to present expenses based on function (for example, cost of goods
sold). Under IFRS, expenses may be presented by function or nature (for example, advertising,
salaries). Certain note disclosures are required for expenses presented by nature.

The income statements of all four example companies are similar to U.S. presentation. Although
each company has significant cost of goods sold, only Nokia and Bayer explicitly disclose gross
profit. Gross profit for Nestlé can be calculated from the face of the income statement. Jardine
discloses cost of goods sold only in note 6.

Note that Nokia reports impairment costs and recoveries (see notes 6 and 7) as part of operating
income. Bayer reports impairment charges in other operating expenses (see the last section of
note 4). Nestlé reports impairment “below the line” as other income/expense (see their note 4).

Nestl¢é discloses the income statement effect of discontinued operations in a separate column on
the face of the statement. Bayer provides the amount of income and expense for discontinued
operations on a separate line.

Jardine provides separate columns on their income statement for both the underlying business
and for non-trading items. As explained towards the end of note 1, non-trading items include
gains and losses from revaluation and sales of investments, impairment of non-depreciable
intangible assets, and other non-recurring items.

Financial Statement Presentation—Statement of Changes in Equity

The statement of changes in equity must present total comprehensive income for the period, the
effects on each component of equity of changes in accounting policy and/or correction of errors
under IAS 8, transactions with owners, and a reconciliation between opening and closing
balances for each equity component.

All sample companies provide an equity statement that that is very similar in appearance to many
U.S.-based statements. The statements have columns for each major equity account category and
show details as to how the account balance changed from the beginning of the period to the end.

The example companies also provide additional equity disclosures in the notes—Bayer in note
24, Jardine in notes 27 and 29, and Nestl¢ in note 21. Nokia has no significant additional
disclosures, likely because their statement is comprehensive.

Financial Statement Presentation—Cash Flow Statement

The cash flow statement is a required statement under IAS 7. The requirements of IAS 7 are
similar to the requirements of FASB ASC 230, Statement of Cash Flows, in the U.S. with a few
exceptions.

In the U.S., interest paid, interest received, and dividends received are all accounted for in the
operating section and dividends paid are accounted for in the financing section.

Under IFRS, interest paid and interest and dividends received are usually classified as operating
as well; however, they may be classified as financing cash flows and investing cash flows
respectively, because they are costs of obtaining financial resources or returns on investments.
Taxes paid are classified in operating cash flows (similar to U.S. GAAP), unless they can be
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specifically identified with a financing or investing activity, in which case they are reported in
those sections.

Another difference is that IFRS excludes from the cash flow statement investing and financing
activities that do not require the use of cash (that is, issuing bonds in exchange for a long-term
asset). Under IFRS, such transactions are generally to be disclosed elsewhere in the financial
statements. Conversely, these activities are generally reported at the bottom of the cash flow
statement under U.S. GAAP (but can be disclosed elsewhere in the financial statements, as well).

Finally, IFRS requires that the cash flow effects of discontinued operations be disclosed
separately as arising from operating, investing, or financing activities. U.S. GAAP permits a
similar presentation for extraordinary items, but does not require such treatment. Some U.S.
companies provide the information in accordance with IFRS rules. See, for example, the 2008
annual report of General Electric (http://www.ge.com/ar2008/pdf/ge ar 2008 audited.pdf).

Cash flow from discontinued operations is not required to be presented on the face of the
statement. Nestlé provides information concerning the cash flow effects of discontinued
operations in note 25. Bayer does so in note 6.3.

Each of our four example companies provides a cash flow statement that is very similar in
appearance to one prepared under U.S. GAAP. Note a few interesting differences, as shown
below.

Jardine (Appendix A) provides a significant amount of additional detailed disclosure of cash
flow items in their note 36. It also shows interest income and expense in the operating section.

Nestlé (Appendix B) shows the net change to working capital accounts on the face of the
statement and gives details of the changes to individual accounts in note 22.

The operating section of Nokia’s (Appendix D) statement is very compact, with details for both
non-cash adjustments and most working capital accounts appearing in note 31 and not on the
face of the cash flow statement.

Financial Statement Presentation—Notes

The primary rationale for notes is the same for IFRS as for U.S. GAAP—to provide additional
disclosure to users not otherwise given on the primary financial statements and assist users in
making economic decisions. Thus, the general appearance and content of notes under IFRS is
similar to that found in companies who file using U.S. GAAP.

IFRS requires companies to disclose the currency in which the financial statements are
presented. There is no requirement that the reporting currency be the predominant operating
currency of the enterprise or even a currency used by the company. Each sample company
discloses the reporting currency on the face of the financial statements. Jardine uses the U.S.
dollar, Nestl¢ uses the Swiss franc, and Bayer and Nokia use the Euro. It is interesting to note
that Jardine uses the U.S. dollar, yet it generates almost no revenue in North America.
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Financial Statement Presentation—FEarnings Per Share

Both IFRS and U.S. GAAP require calculation and disclosure of earnings per share. IFRS
requires disclosure of basic and diluted EPS from continuing operations and from net profit or
loss. U.S. GAAP also requires EPS disclosure for discontinued operations and extraordinary
items.

In certain circumstances, the number of issued or deemed issued shares used in the denominator
of the EPS calculation may differ slightly between U.S. GAAP and IFRS. In August 2008, the
FASB and the IASB both issued Exposure Drafts to, among other items, harmonize the
calculation of outstanding shares used in the denominator of EPS calculations, with limited
exceptions where the underlying accounting differs.

The Exposure Drafts also propose other changes to current practice. For example, using year-end
stock price, rather than average, when calculating the number of shares that would be issued for
the deemed exercise of dilutive options and warrants (the “treasury stock method”). EPS is not
an active project in the current technical plan of the FASB or in the IASB work plan.

Financial Statement Presentation—IASB/FASB Project

In October 2008, the IASB and the FASB issued a joint Discussion Paper titled “Preliminary
Views on Financial Statement Presentation.” The Discussion Paper is the first step in a joint
effort to “organize financial statements in a manner that clearly communicates an integrated
financial picture of an entity.” The process is intended to culminate in promulgation of common
presentation standards for financial statements.

The document focuses on presentation concerns that include (1) no common approach for
financial statement presentation, (2) information not linked between the statements, and (3)
dissimilar items sometimes aggregated into one number. The Discussion Paper presents
suggested new formats for the presentation of financial statements that are in some respects
familiar and in others strikingly different.

In July 2010, the FASB and IASB published staff drafts of a possible standard reflecting
tentative decisions reached through April 2010. While not approved nor in the form of an
Exposure Draft, the staff draft provides insight into current thinking. The draft is available on the
websites of both organizations.

The two boards will consider responses to the Discussion Paper and staff draft. Because of joint
work on other more-pressing topics (outlined in Chapter 1), the previous timeline estimates for
issuance of an Exposure Draft and final standard have been modified. At the time of this writing,
no estimated action dates were provided. Visit either board’s website for current timelines.

Summary and Conclusions

There are both cosmetic and substantive differences between U.S. and IFRS prepared financial
statements. Although the underpinnings of IFRS are similar to U.S. GAAP, there are some
significant presentation differences. IAS 1 sets forth the requirements for presentation of
financial statements. Required financial statements include the Balance Sheet, the Income
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Statement, the Statement of Changes in Equity, and the Cash Flow Statement. Notes to the
financial statements are also required.

Quick Reference Guide to IFRS/U.S. GAAP Differences

Chapter 2—Introduction to Financial Statements Prepared in Accordance with IFRS

Topic

IFRS

U.S. GAAP

General Issues

Basis of recording

Historical cost, except
intangible and long-term
assets may be revalued.
Derivatives and most
securities must be valued at
fair market value (FMV).

Historical cost with no
revaluation, except for certain
types of financial instruments.

Reporting currency

Specify the measurement
currency.

Not specifically addressed.

Comparative statements

Current year and prior year.

No specific requirement for
non-public companies. SEC
requires three years for all
except balance sheet.

Balance sheet format

Not specified. A number of
different formats are used.

Not specified, but has evolved
to one format.

Income statement format

Does not specify a particular
format, although expenditures
are presented in one of two
formats (function or nature).

Present as single step or multi-
step. Expenses by function.

Extraordinary Items

Prohibited

Permitted if unusual and
infrequent.

Cash Flow Statement

Standard headings, but limited
guidance on contents.

Standard headings and more
specific guidance for items in
each category.

Cash flow statement item
classification

Interest or dividends paid can
be reported as either operating
or financing. Interest or
dividends received can go in
either operating or investing.

Interest paid, interest received,
and dividends received all go
in operating. Dividends paid
go in financing.

Cash flow from discontinued
operations

Disclosed under each category
either in the statement of cash
flows or in the notes.

Separate disclosure not
required.

Non-cash items affecting
financing or investing
activities

Not required to be reported.

Reported at the bottom of the
cash flow statement.

Earnings per Share

Basic and dilutes EPS for
continuing operations and for
net profit and loss.

Same as IFRS plus EPS for
discontinued operations and
extraordinary items.
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