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Abstract: The importance of harmonization of accounting séadsl is now widely accepted all over
the world. The increased international movement imfestments has strongly forces the
harmonization of the various national accountirengards in a uniform financial reporting system
accepted worldwide. Recently the Securities anchBrRge Commission has agreed to remove the
requirement of international firms reporting untfgernational Financial Reporting Standards (IFRS)
and listed in the U.S to provide reconciliationWdS. Generally Accepted Accounting Principles
(GAAP). This recent move of the Securities and Exge Commission indicates that U.S. financial
reporting is likely to converge with IFRS in theanduture. The International Accounting Standards
Board (IASB) and the Financial Accounting StandaBdsrd (FASB) are currently working together
S0 as to converge their existing accounting statedarto a common set of international accounting
standards. The objective of this paper is to dsahe FASB and IASB convergence process by
addressing current developments regarding signifi¢apics that were deemed critical to this
convergence. The convergence of GAAP and IFRS séeewtable. Mixed opinions have been
voiced about this convergence process. Many hagerb® consider obstacles that is possible to lay
ahead as well as the possible costs and benefitscbfa move to the IFRS .

Keywords: International accounting; accounting harmonizatioprinciple-based; rule-based
standards
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1. Introduction

The variation of the financial reporting systemsag countries is caused by many
factors that affect the development of accountiygiesn in each country. The type
of legal system, type of political system, leveledlucation, the extent of economic
development and other environmental factors in tawidito the culture of the
country are regarded as significant factors thasedhis variation of the financial
reporting systems among countries. For exampledévelopment of accounting
standards in the United States was affected byintiestrial Revolution and the

! Senior Lecturer, Alquds University, Faculty of Bess and Economics, East Jerusalem, Palestine,
Phd Scholar of Accounting, Istanbul University, ey, Address: School of Business, Avcilar
Campus, 34320, tel: +90 212 5577897, fax: +90 21218570, Corresponding author:
saheragel@gmail.com

AUDG, Vol 8, no 2, pp. 83-105

83



ACTA UNIVERSITATIS DANUBIUS Vol 8, no. 2/2012

need to obtain capital from private sources. Asr@sequent, users of the financial
statements such as investors and creditors requfieaincial accounting
information so as to make relevant decisions reggrtheir investments in the
entity. Thus, financial accounting standards in tbeited States have been
developed mainly in the private sector, and theltdsas been restrictive set of
accounting standards. (Schroeder et al. 2009, p. This model of financial
reporting is referred to as the Anglo-Saxon finahoeporting system. The Anglo-
Saxon financial reporting system focuses on the fd financial information to
the financial markets and the relationship betwdenbusiness and the external
users of the financial statements mainly the irorsstThus, the Anglo-Saxon
financial reporting approach regards the investw®rttee main provider of the
financial resources of the entity. However, goveentstill uses financial reporting
as a means of regulating economic activity. Fomgla, the purpose of the SEC’s
is to protect the investor and make sure that doeirgies markets are being run
efficiently (Epstein and Jermakowicz, 2010, p. 4).

The other system of financial reporting is ‘the woental Europe” or ‘the code
law’ financial reporting system that was evolvedarily in Europe. The ‘code
law’ financial reporting system can be traced bexk870 after the unification of
Germany. The code law model focuses mainly on ngpvdway from market
values to historical cost and systematic deprewiatit was used subsequently and
mostly in the early twentieth century, by governtseior the determination of tax
when taxes on business profits started to be inted (Epstein and Jermakowicz,
2010, p.4).This happened since primary accountegulation in the European
countries was set by the government for the purmdgerotecting the economy
from bankruptcies.

This variation in the financial reporting systenmsaag countries, may hinder the
flows of the capital investments among countriesldwaid. In order to be able to
evaluate an investment in other country in a prapanner, an investor has to
convert or reconcile the financial statements preghaunder a foreign set of
accounting standards into financial statements dnfarmity with the national
accounting standards of the investor's home couaimg this may result in
substantial differences. For example, in 1993, whearman multinational
company Daimler-Benz decided to apply for listing the New York Stock
Exchange, the company had to convert its finarstetements to be in accordance
with US GAAP. At that time, Daimler-Benz reportefit of 615 million German
Deutsche Mark under German national accountingdstais but a loss of 1839
million German Deutsche Mark under US-GAAP (Hellmaet al. 2010, p.108) .
The increased global move of capital has strongigds the harmonization of the
diverse national accounting standards in a gloioa@ntial reporting standards. It
has become common for institutions and individt@alsvest outside of their home
country. For example, approximately two-thirds oSUinvestors own securities of
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foreign companies. Similarly, many firms now list one or more foreign financial
markets in addition to listing on the financial ks in their home countries
(Erickson et al. 2009, p.531) .

Internationally, the establishment of the Interoiadl Accounting Standards
Committee (IASC) is regarded as a milestone in riwve toward accounting
harmonization. The IASC was established in 1978ragdependent private sector
body whose main goal was to achieve uniformity acoanting principles by
developing international accounting standards. ditginal board members of the
IASC was consisted of the professional accountingids of nine countries,
Canada, Australia, Japan, France, the United Kimgddaxico, the Netherland,
the United States, and West Germany. (Schroedalr 2009. P.82). In 2001, the
IASC was restructured and replaced by the Intesnati Accounting Standards
Board (IASB). The main goals of the IASB are (1) to develop darm set of
high quality, understandable, enforceable and wadd accepted international
financial reporting standards (IFRSs); (2) to prtenthe use and application of
those set of standards; (3) to take account ofitla@cial reporting requirements of
emerging countrys’ economies by developing a sel8§Ss for the small and
medium-sized entities (SMEs); (4) and to achieveaveogence of national
accounting standards and IFRSs. (IASB, www.iash.origince 1973 until 2001,
the IASB and its predecessor organization (the [ASfave issued 41 accounting
standards (12 have subsequently been supersedexbe Standards were previosly
known as International Accounting Standards (IAS)d aare now called
International Financial Reporting Standards ( IERShtil now, the IASB has
issued 13 IFRSs (IASB, www.iasb.org).

The efforts of the IASB have resulted in the adaptf IFRS by a large number of
countries all over the world. IFRS adapted by ntbesn one hundred countries for
compulsory or optional financial reporting by pubdir private organizations, with
many further adoptions scheduled to take place themext few years. (Epstein
and Jermakowicz, 2010, p. vii). Additionally, Orowember 2007, the Securities
and Exchange Commission (SEC) agreed to removeetiherement for non U.S.
companies reporting under IFRS to provide reccatodn to U.S Generally
Accepted Accounting Principles (GAAP) so as tolfeate listings of international
firms (Chen and sami 2008 pl5). By the same whg, $EC effectively
recognized IFRS as a set of high quality accourstagdards which satisfied the
information needs of U.S. investors (Carmona araimbetta, 2010, p.2). The SEC
also considers allowing U.S. national firms to ct®detween IFRS and U.S
GAAP in the future. In August 2008, the SEC issaetProposed Roadmap” that
could result in requiring U.S. accounting settiragies to use IFRS as issued by
the IASB starting from 2014.

The IASB and FASB are currently engaged in sevemajlects in order to attain a
uniform set of International accounting standarfise primary objective of this

85



ACTA UNIVERSITATIS DANUBIUS Vol 8, no. 2/2012

paper is to discuss the convergence process dA®B and FASB standards by
addressing significant current issues on this cayerece. The remainder of this
paper is organized as follows. The second sectittnduces principle based and
rule based accounting standards. Section threeemsesthe IASB- FASB
convergence Project. The fourth section discusgesfisant current issues on the
convergence of the IFRSs and the U.S. GAAP andastesection draws some
concluding remark.

2. Principle Based versus Rule Based Standards

According to a widely-held view, it is generallycapted that U.S. accounting
standards are more described as ‘rules-basedast\énd IASB’s standards tend
to be closer to ‘principles-based standards’. T ®. rule-based reporting system
is said to be too difficult because there is toamdetailed guidance for every set
of standard. Schipper, 2003 argued that U.S. fiehmeporting standards are in
general based on principles, which are derived friba FASB's conceptual
framework. However, they also include componentschsuas detailed
implementation guidance that make them look cléseaules-based. Moreover, a
great deal of these details comes from explanatdisw to apply the standards
an even, sometimes, by illustrating numerical edampSchipper also indicated
that the perceived benefit of the more detailed Iémentation guidance of
accounting standards is greater comparability ofrftial statements among
entities. A good example of a rules-based standandbe noticed in the FASB’s
Statement of Financial Accounting Standards (SFHNB) 13, * Accounting for
Leases”. SFAS 13 determines four criteria that khaot be violated if a lease is
to be recognized as an operating lease. As a coeseeg, the leasing entities and
lessees attempt to structure lease agreement er ot to violate these four
criteria ( Schroeder et al. 2009, p. 59). Therefammpanies have been able to
structure and interpret lease contracts to avoipital&ation, which tends to
present a more favorable picture of a company’salvnancial condition. As a
result, this rule based standard helps companiesadeasing as a means of off
balance sheet financing, in addition to providingtification for this accounting
chioce (Shortridge and Myring, 2004).

The FASB provided such a detailed guidance of auiog standards because in
the U.S. many external auditors and financial stetd@s preparers are afraid of
litigation so they required this. In addition, tR&SB have developed rules-based
standards in order to meet the demand of the shtityanagement and external
auditors who need a clear and detailed answersexy eccounting issue so as to
aviod misunderstanding, by SEC or the public, efdpplication of the accounting
standards. However, The complexity to employ artdrpret these set of rules-
based standards has increased over time and thuisimg more detailed guidance
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to be understandable. As these standards arbaskd, it is more costly because it
need more efforts for auditors and preparers ofitlancial statements to keep up
with the continuous developments (Clay, 2007, p.3)

As a consequence to that in addition to the ocaerai series of financial scandals
that rocked the business world in 2001-2002 (thstrfaamous case is the collapse
of Enron and World Com in the US that was followsd the collapse of their
external auditors Arthur Andersen) the US generatdigepted accounting standards
was subjected to intense criticism. As a respoodédt the Sarbanese Oxley Act
of 2002 required the SEC to conduct a study on ‘the adagy the United States
financial reporting system of a principles-basedoaating system’. The Securities
and Exchange Commission (SEC) submitted to coadgtestudy addressing this
matter in 2003. The study provided the followingcammendations to the
Financial Accounting Standards Board (FASB, 2004):

1. The FASB should issue objectives oriented accogrgiandards,
2. The FASB should address deficiencies in its conm@gtamework,

3. The FASB should be the only organization which @sponsible for issuing
authoritative accounting guidance in the Unitede3ta

4. The FASB should continue its convergence efforts,
5. The FASB should work to redefine the GAAP hierarchy
6. The FASB should increase access to authoritatiestiure,

7. The FASB should perform a comprehensive reviewofitierature in order to
determine accounting standards that are more halesd and adopt a transition
plan to change those standards.

The FASB responded to the recommendations provitedSEC's study and

indicated that number of those recommendations akeeady being implemented.
Tha FASB also noted that it is committed to condumly developing its standard-
setting process. The FASB’s specific responsethéorecommendations of the
SEC's study are as follows (FASB, 2004):

1. Issuing objectives oriented accounting standards,
2. Conceptual framework improvements project,

3. One U.S. standards setter,

! “Corporate and Auditing Accountability, Responéilj and Transparancy Act” passed by the US
Congress in 2002. Its commonly called the Serb&dsy (SOX) Act. The Serbanes Oxley Act
formed the Public Company Accounting Oversight Bo#BCAOB), which is appointed and

overseen by the Securities and Exchange Commis3ibe. responsibility of the PCAOB is to;

provide oversight for the auditors of the publitlgld companies, set auditing and quality control
standards, and perform inspections of the quatihtrols at auditing firms.
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4. International convergence,

5. GAAP hierarchy,

6. Access to authoritative literature,

7. Comprehensive review of literature.

In contrast, as stated earlier, the IASB standargsbased more on principles.
Principles-based standards provides a conceptisid lf@at represents principles
for preparers of the financial statements to folinatead of issuing a detailed rules
(Shortridge and Myring, 2004). For example, IASBs I&ix pronouncements and
one interpretation addressing accounting for leageéke FASB HAS seventy eight

including various interpretations and pronounceméghortridge, 2004).

Thus, principles-based accounting standards ararded as a fundamental
understandings and conceptual basis that formacsioss and economic events.
In the principles-based standards accounting, ti@sdamental understandings
and conceptual basis, dominate any other rule dlecluin the set of standards
(Dennis,2008, p.261) . Additionally, principle bdsstandards leave the judgment
more to the financial statements preparers anavalifferent accounting choices.
For example in International Accounting StandalésS] No. 16 ‘Property, Plant
and Equipment’ the IASB allows the companies to eifeer the cost model or the
revaluation model for the purpose of measuring @ryp plant and equipment after
recognition. (IAS, 16/29)

When the rule based standards are employed, fotaetailed rules will result in
accounting treatments that comply with the lettethee rules rather than spirit
which is seems to be against the ‘substance owven’ fooncept of accounting.
Therefore, it was described by (Alexander and Jewitz (2006) as ‘the
cookbook approach’. Under the rules-based accognsitandards, there are
possibilities for entities to manipulate their fitdal information by concentrating
on the form of the accounting treatments rathen ghzbstance of the transactions.
For example, Enron used special purpose entitiesdar to present less debt in its
financial statements than the company actually Eadon was able to manipulate
the rules so as to show the financial picture efdbmpany in a misleading manner
(Schroeder et al. 2009, p.19). Therefore, thecjples-based standards, which
contain limited interpretive and implementation dance of the accounting
standards, are the perceived solution to probleansed by rules-based standards.
The US is among the majority of countries currergiyploying the rule-based
standards of accounting. A shift to internationaindards of accounting that are
based on principles has gained momentum recenltly. FASB and the IASB are
working together on the convergence of their actingrstandards so as to provide
a set of accounting standards that are expectied fosolution to the poor financial
reportings. This convergence project can be trézedk to 2002 when FASB and
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IASB signed their agreement in Norwalk. This agreetnis now known as the
Norwalk Agreement and the two standard setting dmdigreed to converge their
accounting standards as quickly as possible. Thadsoplan to conduct joint
project and acknowledged their commitment to theetigpment of high quality,
compatible accounting standards (Schroeder et(f9,2p.63). The FASB and
IASB convergence project is discussed in next sacti

3. The IASB- FASB Convergence Project

The IASB and FASB are currently working togetherasoto accomplish a single
set of International Accounting Standards. Amongirthefforts are Norwalk

Agreement and the Roadmap to Convergence. In Ocgil§?, the FASB and the
IASB announced the issuance of a memorandum of retaheling, known as
Norwalk Agreement, marking a important step towtre convergence of U.S.
GAAP and International Accounting Standards. Botandard setting bodies
acknowleged their commitment to the developmenhigh —quality compatible

accounting standards that can be used nationadlyre@rnationally for the purpose
of financial reporting. In this regard, the FASBIdASB agreed to:

» Undertake a short-term project for the purposeeofiaving a the individual
differences between U.S. GAAP and IFRSs,

* Working mutually and concurrently on an individugignificant projects in
order to remove other differences between IFRSslagd GAAP that will
remain as of January 1, 2004,

» Continue progress on current joint projects,

» Encourage their respective interpretative bodiesdordinate their activities.
(Schroeder et al. 2009, p. 97)

In 2006 the IASB and FASB confirmed their commitiném the convergence
process by signing up a ‘Memorandum of UnderstagiditMoU) and outlined a
‘roadmap’ for arriving at a unified set of high djta international accounting
standards for use in the capital markets worldwidee MoU, which identified a
definite step forward in the convergence procested 11 topics that are regarded
critical to the convergence process. These topies fair value measurement
guidance, revenue recognition, consolidation, lidé and equities distinction,
business combinations, performance reporting, postrement benefits,
derecognition, financial instruments, , intangibksets, and leases (Carmona and
Trombetta, 2010, p.2).

On November 15, 2007, the Securities and Exchamgen@ission (SEC) agreed to
remove the requirement for non U.S. companies, lwhie reporting under IFRS
and registered in the U.S capital markets, to pl@veconciliation to U.S GAAP in
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order to facilitate listings of the internationarporations (Chen and Sami, 2008,
p15). In this way, the SEC considered IFRS as aokéligh quality accounting
standards which are satisfactory to the U.S. imresform making relevant
decisions. (Carmona S, Trombetta M, 2010, p.2)sTas been supported by
empirical studies recently which concluded that W&stors perceive accounting
information prepared in conformity with IFRS andSU.GAAP to have similar
quality even though there are differences betwkenvwo sets of standards (Kim et
al. 2011; Leuz 2003).

Furthermore, the SEC went further to consider algwU.S. national firms to
choose between IFRS and U.S. GAAP in the futuree(Cénd Sami, 2008, p16).
This SEC’s important step is welcomed by the IABBernational firms reporting
under IFRSs, and major financial markets in U.Simket al. 2011, p.1). In
contrast, some studies concluded that signific#fférdnces exist between results
reported using IFRS versus U.S. GAAP in spite @f tbonvergence and that the
reconciliation from IFRSs to to U.S GAAP provideslue-relevant information to
investors (Chen and Sami, 2008; Henry et al. 2009).

In August 2008, the SEC issued a ‘proposed roadhap’could result in requiring
U.S. standards setters to use IFRS starting frotdt ZBEC, 2008) ). The FASB
and IASB reconfirmed their commitment to convergemt their October 2009
meeting and agreed to intensify their efforts tonptete the major joint projects
determined in the MoU. As a further confirmationtioht commitment, the boards
issued a joint statement describing their plans anidestone targets for
accomplishing the aims of completing main MoU petgeby mid-2011, and their
commitment to providing the public with a periodieports explaining their
progress (FASB, www.fasb.org).

The converged accounting standards -when adoptéldnfiuence different kinds
of entities in different ways. For U.S publicly tetorporations, the future of
financial reporting will certainly be different fno the past and present. However,
U.S publicly held companies will not be requiredadopt current International
Financial Reporting Standards (IFRS) since U.S GAWM be subjected to
standard-level convergence instead of set-levelegence. That is, U.S. GAAP
and IFRS are converging at the standard level. Assalt of the standard-level
convergence, both U.S GAAP and IFRS will changaiiantly as they evolve
into a unified set of international standards thdk contain some standards from
current U.S. GAAP, some standards from current [F&f8l many standards that
will be different from those found in existing stkamds of both FASB and IFRS. In
contrast, The countries that have already adopkRISI (100-plus) have been
subjected to a set-level convergence. The set-lBw@ergence takes place when
entities in a country adopt an entire existing afeaccounting standards that are
adopted in other countries. In other words, thosentries have replaced their
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national sets of accounting standards with curleRS whcih is differnt from the
case of U.S GAAP (Pounder, 2008a).

4. Current Development on IASB-FASB Convergence Procss

The IASB and FASB have been working on a numbenatfble projects to
accomplish convergence of IFRSs and US GAAP sii@22The major goals of
the two boards are to improve the existing sescobunting standards through the
issuance of high quality worldwide accounting stadd and bringing greater
convergence between IFRS and US GAAP. This secindroduces current
development regarding significant topics that weéeemed critical to the IFRS and
US GAAP convergence process. Therefore, this sedtioludes discussion of
FASB and IASB joint conceptual framework projet¢he IASB -FASB financial
statement presentation joint project, the convergaddard on fair value and lease
accounting joint project.

4.1. FASB and IASB Joint Conceptual Framework Project

The conceptual framework can be defined as ‘a @vttesystem of interrelated
objectives and fundamentals that prescribes the&reafunction, and limitations of
financial reporting’ (Johnson, 2004). The firsteatpt to develop a conceptual
framework for accounting is by FASB in the the gatl970s while the first
pronouncements started in 1987. Beginning from 108t 2010, the FASB's
conceptual framework project has resulted in teedace of eight ‘Statement of
Financial Accounting Concepts’. The FASB’s concsptements established a
constitution used by the board and formed a basiset accounting standards.
However, the FASB'’s conceptual framework has bedxested to criticism to be
failure. Solomons (1986) pointed out that the FASBonceptual framework
requires a radical change despite the benefitsedduy it. Solomons stated that
definitions included in the conceptual framework sague and unduly used in an
unduly way. Solomons also indicated that the bdardleferring issuance of
statements regarding crucial decisions such as uriegsincome. Moreover,
Johnson (2004) pointed out that the conceptual dveank has not kept up with
changing times and changing business practicesabecmost of the conceptual
framework’s statements were issued 20 or more yagrgJohnson, 2004a).

In 1989, the International Accounting Standards @Gittee (IASC) issued its

conceptual framework entitled ‘Framework for thegaration and Presentation of
Financial Statement’. The IASC pointed out that the conceptual framework
aims at setting out the concepts that underlieptieparation and presentation of
financial statements for external users (IASB, emtgal framework). Although

there are many similarities between the FASB an8BAonceptual frameworks,
the two frameworks have always been distinguishald separate from each

91



ACTA UNIVERSITATIS DANUBIUS Vol 8, no. 2/2012

others. The two conceptual frameworks are different some concepts. The
IASB’s framework is intended to assist not onlynstard setters but also preparers
of financial statement such as auditors in proygdapinions about the fairness of
the financial statements and users in interpretifgrmation included in the
financial statement. In contrast, the conceptsestants contained in the FASB'’s
conceptual frameworks indicated that they do natifjy changing in generally
accepted accounting and reporting practices orgrééng existing accounting
standards based on personal interpretations o€dheepts. (Johnson, 2004b). In
addition, Camphell et al. (2002) stated that themee several differences between
the two frameworks in in general organization, lesfedetails as contained in the
concepts statements in addition to other topidé&dinces.

On October 2004, the FASB and the IASB agreed tbtadtheir agenda a new
joint project in order to revise their conceptuaneworks for financial accounting
and reporting. The purpose of this joint projedoisipdate, improve and converge
the existing frameworks of the two boards intoregkd framework that can be used
as a basis in developing new high quality accognstandards or revising the
existing ones. The joint conceptual framework prbje composed of eight phases
which are designated from A to H as follows:

. Objectives and qualitative characteristics;

. Definitions of elements, recognition and derecagnit

. Measurement;

. Reporting entity concept;

. Boundaries of financial reporting, and Presentasind Disclosure;
. Purpose and status of the framework;

. Application of the framework to not-for-profit etés;

T @MmoOO >

. Remaining Issues, if any (IASB, www.iasb.org).

As a part of this joint Project, the FASB and tA&B issued a discussion paper
titled ‘Preliminary Views on an Improved Conceptilabamework for Financial
Reporting: The Objective of Financial Reporting &hlitative Characteristics of
Decision-useful Financial Reporting Informationt fthase A In July 2006. In May
2008 the two boards issued an exposure draft emtifAn Improved Conceptual
Framework for Financial Reporting’. The exposuraftdwas composed of two
chapters; the first one presented the objectivBnahcial reporting while second
chapter addresses the qualitative characteristidscanstraints of decision-useful
financial reporting information. (IASB-FASB, ExpasuDraft, 2008). The IASB
and the FASB issued the final versions of those tapters later in September
2010. Phases B, C and D of the project are cuyrstitl under progress.

The FASB and IASB indicated that a common aim of tvoards is to develope
sets of accounting standards based on principles.cbnceptual framework joint
project is currently being conducted in paralleseveral significant joint projects

92



ECONOMICA

to converge the boards accounting standards. Ite sjhiat the conceptual
framework project was launched in 2004, the twartt®aave just finished the first
phase of it (phase A) in september 2010. The boaedis criticised by many to be
going slowly for accomplishing such a significambject which is regarded as a
fundamental concepts of financial reporting. Callé&unningham the member of
FASB'’s Financial Accounting Standards Advisory Coitbee (FASAC) and IFRS
Standards Advisory Committee stated that;

“1 still believe that this project should be a piig; particularly as the big ticket
convergence projects are tackled, wouldn't it beiezato agree on standards if the
conceptual frameworks were the same for both b@dfdmything, | think that the
financial crisis brought a sharper focus on somehef fundamental issues and
limitations of financial reporting that need to dddressed before more complex
standards are issued” (Cunningham, 2010)

4.2. The IASB -FASB Financial Statement Presentation Joit Project

A joint project on financial statement presentatieess launched by the IASB and
the FASB in April 2004. The goal of this projecttiisdevelope a standard that will
guide the organization and presentation of accogritiformation in the financial
statements. The boards issued their joint discnspaper entitled “Preliminary
View on Financial Statement Presentation” in OctoP@08 as a part of their
efforts to conduct the project. The new proposakgarded as a radical change to
the way in which financial information is presentedthe balance sheet and, to
some extent, in the statement of comprehensive mecoThis suggested
presentation method requires an entity to presefotrrhation about the way it
creates value (its business activities) separditety information about the way it
finances those business activities (its financimgvaies) (FASB, Discussion
Paper, 2008). According to this proposal, eachnfiie statement consisted of the
following four major sections:

A. Business: in this section an entity presents in&tiom about its business
activities. This section will be divided into openg and investing subsections,

B. Financing: in this section an entity presents imfation about the financing of
its business activities separately depending omsdliece of that financing or funds.
More specifically, information about sources ofafiice provided by non owner
with its related changes should be presented deharfaom financial resources
contributed by owners together with its relatedngjes,

C. Discontinued operations,

D. Income taxes: in the statement of comprehensiveniiec an entity presents
separately information about its income tax expdhsaefit) which is related to
the following:
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1. Income from continuing operations (the total sfificome or loss from
business and financing activities)

2. Discontinued operations

3. Other comprehensive income items.

The proposed classification model for the four flicial statement is illustrated as
follows in table 1:

Table 1 the proposed classification scheme for tHaancial statements

Statement of Financial

Statement of

Statement of Cash

Position Comprehensive Income Flows

Business Business Business

* Operating assets and| ¢ Operating income and * Operating cash

liabilities expenses flows

* Investing assets and | ¢ Investment income and | ¢ Investing cash

liabilities expenses flows

Financing Financing Financing

* Financing assets * Financing asset income | ¢ Financing asset

* Financing liabilities * Financing liability cash flows

expenses « Financing liability

cash flows

Income taxes

Income taxeson continuint
operations (business and
financing)

Income taxes

Discontinued

Discontinued operations,

Discontinued

operations net of tax operations
Other comprehensive
income,
net of tax

Equity Equity

Source: Financial Accounting Standards Board, (20@8scussion Paper, Preliminary

Views on Financial Statement Presentation, Retdgvom:
http://www.fasb.org/DP_Financial_Statement Presgatapdf , 08. 27. 2011

As indicated in the joint discussion paper of IA&®RI FASB, the proposed model
has adopted the followings core financial staterpeasentation principles:

1. Cohesiveness: this principle states that an emiity to present accounting
information in its financial statements in a waxttheflects a cohesive financial
picture of its activities. That is, each financiéhtement should contain the same
sections and categories. In this manner, cleatioakhip between the statements
will be portrayed. In addition, the financial staent will be viewed as
complementing each others. This way of presentatisn facilitate analysis of
financial statements.
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2. Disaggregation principle which dictates that anitgnshould disaggregate
information in its financial statements in a wayatthmakes it useful in the
evaluation of the amount, timing, and uncertainfyite future cash flows. To
achieve this purpose, categories with essentiahiylar economic characteristics
will be grouped and presenting categories that db lrave similar economic
characteristics as distinct line items.

3. Liquidity and financial flexibility principle whichmeans that an entity should
present information in its financial statementsairmanner that helps users to
evaluate the entity’s ability to meet its finanamdlligations as they mature and to
decide with or not to invest in different businegportunities.

The proposed classification and format of the faianstatement is as follows:

» Statement of Financial Position: the statemeniraricial position is the most
influenced statement by proposed financial statésnpresentation model. As can
be seen from table 1 above, the statement of fiaaposition is presented by
major activities which are operating, investing dimancing rather than by assets,
liabilities and equity as in the existing preseiotatmodel. In each section, an
entity would present both assets and liabilitieghwiet asset subtotals being shown
for each item. Additionally, an entity may choosepresent totals for assets and
liabilities and subtotals for short-term and loegat assets and liabilities.

« The Statement of Comprehensive Income: an entitpulsh present
comprehensive income and its components in a depastatement of
comprehensive income. This statement separatesdsssactivities from financing
ones. In addition, operating snd investing acegitare presented as subtitles under
business activities. Discontinued operations aseldsed in a separate category,
but extraordinary activities would no longer begengted. Thus, the statement of
comprehensive income comprises two main parts;pnefit or loss and other
comprehensive income. Comprehensive income witliselosed as bottom line of
the statement. The comprehensive income and otmprehensive income items
would be no longer disclosed in a statement of gharin stockholder's equity.
This new presentation way is different from thes#@rig presentation requirement
under both IFRSs and U.S. GAAP. The existing preegiem model allows several
alternative formats for presenting comprehensiwerime and its components. The
IASB and FASB pointed out that presenting a sirggjlgement of comprehensive
income will improve the comparability of financetltements among companies as
all entities will present the comprehensive inccand its components in a similar
way in the same financial statement.

» Statement of Cash Flows: the proposed statemecasit flows will have the
same sections and categories as the statementnaricfal position and the
statement of comprehensive income. However, the preyosal suggests a minor
change to the presentation of this statement’sgoates. According to the
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suggested model cash flows resulted from operaimd) investing activities are
grouped under the business section whereas thesetdms are presented in
separate sections under the existing practicedditian, the two boards require the
use of direct method to present information abaaghcflows from operating

because under this method the statement of cask flall be more understandable
by users of financial statement. Moreover, the #esandicated that the direct
method provides insight into entity’s cash flowkeTexisting practice for reporting
of cash flows from operations under IFRS and U.8AB permits either the direct

or indirect method.

» The Statement of Changes in Equity: this statem&ittsiot be changed under
the proposed model and will continue to be requaggart of the set of financial
statements.

The IASB and FASB boards indicated that the majoppse of this joint project is
to improve the usefulness of the information présgrin an entity’s financial
statements so as to help financial statements osaks relevant decisions in their
capacity as providers of financial resources. Meeepthe proposed changes as
suggested by the new model will contribute in remgwuifferences between the
presentation formats used by companies that reygoudinder IFRSs and those
reporting according to U.S. GAAP. However, someuad that this new
presentation model will be accompanied by impactsthe financial statements
users. For example, Henry. Et el, (2008), haveiedg “whether changes to the
format of the financial statements will help ustrsbetter understand an entity’s
financial position and to better assess the estiyture cash flows and whether the
benefits of change will outweigh the costs”. Thdgoapointed out that more
sophisticated financial statement users wouldYikglin temporary advantage over
less sophisticated users since they can understashénalyze the new format of
the financial statements more quickly than othersddition to that, the American
Accounting Association’s (AAA) Financial Accountin§tandards Committee
(FASC) have discussed several potential probletasekto this proposed project.
Many of the problems discussed by the AAA are eglato potential learning
impediments for the financial statements users dapgto the new model of
financial statements presentation. Among thesel@nub discussed by the AAA is
the improper timing of the proposal. The AAA poithteut that this proposal seems
to contain an implicit conceptual framework wher@amint and comprehensive
conceptual framework is being under progress by RASB and IASB (AAA
FASC, 2010).

The new proposed presentation of the financiaéstahts contains new format and
contents which seems to be ‘financial statemenkerdny you've seen’ as stated
by Bruce Pounder, president of accounting educafion Leveraged Logic.
Pounder stated that
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“ ... to the extent that the boards can convince tbenstituents of the
benefits of changing the contents and formats & fimancial

statements, we may soon find ourselves enterirey\aema of financial
reporting under truly global standards” (Poun@€eq8b).

4.3. The Converged Standard on Fair Value: Would it QudlDebate?

Fair value is regarded as a compex and a consiavéssue in accounting and
accordingly has resulted in substantial researfirtef The fair value concept of
accounting may be regarded new by the majorittheffinancial statements users.
However, the principle of fair value has existaatsithe 1930s that was referred to
as mark to market accounting and has became afisagi part of financial
accounting In addition to that, fair value accongt(FVA) was not developed or
enforced by FASB or IASB (or its predecessor IAS€any other standard setting
bodied (Cascini and DelFavero, 2011, p.1). In thiternational arena, fair value
was introduced into accounting standards in 1928 (2 —1975). This was an
introduction for integrating the fair value concegstan altenative reporting model
to historical cost. Subsequently, the use of failug in international accounting
standards was introduced and expanded into Prog®lapt, and Equipment (IAS
16 ); Leases (IAS 17); Revenues (IAS 18); Emplogsanefits (IAS 19 );
Accounting and Reporting by Retirement Benefit BIGAS 26 ); Impairment of
Assets (IAS 36 ); Financial Instruments; Recognitgmd Measurement (IAS 39 );
Investment Property (IAS 40 ) (Shanklin et al., 204.24).

The fair value concept was introduced by FASB Bxtoounting standards in 1993.
At that time, the U.S GAAP standards required #lladiebt and equity investments
classified as trading securities or available-falessecurities must be recognized
and reported in the financial statements at their fvalues. Further
pronouncements have been issued subsequently @ twdorovide guidance on
recognizing, measuring, and reporting of otherasssuch as financial instruments,
hedges, and other assets and liabilities at fairev@Cascini and DelFavero, 2011) .
However, the US. GAAP accounting standards thataily regarded to be the
fair value standards today are SFAS 157 “Fair Valleasurements” and SFAS
159 “The Fair Value Option for Financial Assets &fidancial Liabilities”. SFAS
157 defines fair value as the exit price or “the@that would be received to sell
an asset or paid to transfer a liability in an odydéransaction between market
participants at the measurement date”. SFAS 15ntifotedl three different
categories of valuation criteria for assets angilliges breaks them them down into
three levels as below:

1. Level one: unadjusted quoted prices in active ntafteeidentical assets and
liabilities,
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2. Level two: observable inputs other than quotedgsrifor the asset or liability
that include quoted prices for similar assets abilities in active markets or
guoted prices for similar assets or liabilitiesnarkets that are not active,

3. Level three: Unobservable input based on the rempentity's assessment of
market participant assumptions, based on the irdtom available in the
circumstances.

In spite of this extensive efforts, IASB and FASHrfvalue standards have been
criticised and described to have many shortcomiAgsstated earlier, the IASC
introduces the fair value as a measurement basE7% through IAS 2 and
followed by fair value requirements by other staddaHowever, IASB have not
specify any guidance or methodology to be regamed appropriate basis for
determining fair value. Moreover, the IASB did rgpecify any authoritative
definition for fair value until September 2009 &m exposure titled Fair Value
Measurement (Shanklin et al., 2011, p. 24). Intaldithe SFAS 157 treatment of
the fair value accounting was also criticised bywnd-or example, Benston (2011)
have summarised the following shortcomings of SHAS:

1. Many of the illustrative examples for determiningirf value involve
calculations of value in use or entrance values éheugh the FASB has defined
fair value as the exit price,

2. Fair values for inventories, other than finisheddm and fixed assets that may
be included in business combinations form problemigh are not recognized,

3. The determination of fair values other than levelifficult to verify and could
be manipulated,

4. The determination and verification of fair valueBigh are not based on actual
market prices are costly,

5. Although transaction costs must not be used asdstatSFAC 157, they often
are not excluded.

Additionally, several differences exist between &&nd U.S. GAAP standards of
fair value accounting in regard to the followings:

e Fair value definition;

* Methods for measuring fair value;

» The specific balance sheet items that are requirediowed to be measured at
fair value;

» The disclosures that a entity must make in resfmeds measurements of fair
values (Pounder, 2011).

As a result to that, the FASB and the IASB agreeddvelop common fair value
measurement guidance on their meetings in Octob@8.2The objective of this
joint project was to to develop common guidance ihased as basis for fair value
measurement for IFRSs and U.S. GAAP. The two bopaiisted out that having
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common requirements for fair value measurementdiscdosure would improve
the comparability of financial statements prepaneder IFRSs and U.S. GAAP.
Additionally, this may participate in reducing digpancy in the application of fair
value measurement requirements and simplifyingnired reporting (FASB, Ed,
2011 p.169). As a result of this joint project, t&SB and the FASB issued
separate pronouncements that represent the chem@eRS and U.S. GAAP fair
value accounting. The IASB issued IFRS 13 ‘FaitugaMeasurement’ and the
FASB issued Accounting Standards Update (ASU) N@11204 titled
“Amendments to Achieve Common Fair Value Measurdmamd Disclosure
Requirements in U.S. GAAP and IFRSs".

In its new standard (IFRS 13) makes more substaokianges to fair value
accounting. The IFRS 13 introduce new definitiorfaof value which is identical

to the existing definition of fair value under UGAAP in SFAC 157. The IASB

indicated that fair values should be exit priced aefines it as “the price that
would be received to sell an asset or paid to teans liability in an orderly

transaction between market participants at the wmemsent date” (Pounder,
2011). Furthermore, the the IASB includes a the esghree-level hierarchy
described in SFAS No0:157 for the purpose of failugameasurement (Ernst &
Young, 2011)

FASB’s Accounting Standards Update (ASU) contaimme clarifications for how
to apply existing fair value measurement in additio some additional disclosure
requirements. For example, the FASB’'s ASA indicatbdt the concepts of
“highest and best us¢ and “valuation premige in a fair value measurement
must only be employed when measuring the fair valuaonfinancial assets. In
addition, according to the new FASB’s ASU the rejogr entity is required for the
discloser of quantitative information about the lbs®rvable inputs when
measuring fair value at level 3 on the fair valierdrchy (FASB, Ed, 2011).

The new converged fair value standards is the aodtidn of more than five years
extensive efforts made by IASB and FASB in ordeh@aomonize and improve fair
value measurement and its disclosure requiremehiss new standard is
considered as an important step towards convergiegunting standards for fair

! The use of a nonfinancial asset by market pastiuipthat would maximize the value of the asset or
the group of assets and liabilities (for examplbusiness) within which the asset would be used.

2 The highest and best use of a nonfinancial assablishes the valuation premise used to measure
the fair value of the asset. When determining igbést and best use for non-financial assets, asch
property interests, it is important to determineetiier the highest and best use of that property
interest is within a group, or on a stand-alonashakhe fair value of an asset that has a highedt a
best use in combination with other assets is deterd on the basis of the use of the asset together
with those other complementary assets, even iffiset is aggregated or disaggregated at a different
level. In contrast, the fair value of a properttenest that provides maximum value on a stand-alone
basis is measured based on the price that woutédmved to sell that property interest on a stand-
alone basis
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value measurement. However, if we look to this esged standards on the whole
we can notice that they are are more closer toigqueWASB’s standard than they
are to previous IASB’s one. The new FASB's ASU sapdes much of the
requirements in the existing FASB standards. The ASU is said to be just a
clarification of existing fair value accounting amttlude wording maodifications
for the purpose of harmonizing it with IFRS 13. dtlher word, the new FASB’s
standards do not seem to have substantial modiifisator the measurement of fair
values that would end or resolve controversialdssa the existing ones. As stated
earlier, many argued that fair values other thavelloone are likely to be
manipulated by overoptimistic managers and diffi¢al be verified by auditors.
(Benston 2011 and Benston 2006). For example, Ben&006 pointed out that
Enron extensively used level three estimates andome situations level two
estimates fair value hierarchies for energy cotdrand was able to manipulate
revenue and net income and thus overstated it¢sass@ wide range. Inspite of
that, the new converged standards on fair valuena@oinclude any changes in
respect to the three different levels of valuatdteria for assets and liabilities.

4.4. Rewriting Lease Accounting

Leasing is regarded as an important source of ¢@aRecently, leases has become
a common method of acquiring long term assets sto dse used by different
entities. The World Leasing Yearbook stated that keasing activities in 2008 are
estimated to be US $640 billion in 2010. (IASB Sstagt, 2010). Companies use
leasing as a mean of financing its acquisition mipprty planta and equipments
becuase it has the following advantages:

1. It offers 100 percent financing,

2. It offers protection against obsolescence,

3. It is frequently less costly than other forms ofaficing the cost of the
acquisition of fixed assets,

4. If the lessee qualified as an operating leasepéschot add debt to the balance
sheet (Schroeder et al. 2009, p. 444).

It is important that lease accounting should previdancial statements users with
a complete and understandable picture of the fiteasing activities. In SFAS 13

“Accounting for Leases” and IAS No. 17 “Leasedipth US GAAP and IASB

identified specific criteria for classifying leasas either finance leases (the term
capital leases is used in U.S GAAP) or operatisgéds. According to the two set
of standards, payments of leases deemed to betimgeesie treated as expenses
and reported in the income statement and, thug, wik not result in asset or

liability reflected in the balance sheet. On thieeothand, if the lease is classified
as a finance one, it will be treated like the asijoin of an asset, giving rise to an
asset and a liability that will be reported in tredance sheet. However, both U.S
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GAAP and IFRS existing lease standards have swnjetct criticisms by many.
Among these criticisms are the followings:

» There are different accounting models for the tnesit of leases (finance and
operating);

» Existing guidance effectively allows the structgriof lease agreements to
accomplish certain accounting treatment;

» Operating lease accounting fails to recognize dareotual liability and the
related acquisition of assets;

» Operating lease disclosures do not provide firenstatement users with
adequate information enabling them to determineatheunt of related assets and
liabilities (Kuczborski, 2010).

The significant criticism among the others is tlegsees do not recognise all lease
obligations on their balance sheets. The currestindition between a finance leases
and the operating lease is considered to be anpsmthat it enables many entities
to structure lease contracts in ways that prodheedesired financial reporting
pictures and gained benefits from this capital ctme. For example, FASB and
IASB have estimated annual leasing volume in 200%780 billion. However,
many of those lease transactions are structurdm tclassified as operating leses
and thus are not reflected on balance sheets (Whise, 200).

A a consequent to that, the FASB and the IASB detidadd a lease accounting as
a joint project to their agenda in July 2006. Thienpry objective of the project is
to develop a new lease accounting model in ordémfove the transparency of
leasing transactions as reported in financial states. The Boards concluded that
the existing lease accounting standards for bo®BBlAand FASB fail to meet the
needs financial statements users because they tgpmwide a transparent
reporting of leasing transactions in the finanstatements.

The FASB and IASB issued a discussion paper in M2@09 that introduces the
Boards’ preliminary views of a new model for legserccounting. In Augest 2010
the boards issued Exposure Draft (ED) addressiag firoposed new model of
lease accounting. The new leases model indicatgésatisets and liabilities arising
under leases transactions should be recognizechénstatement of financial
position. Under the proposed model, employed thight-of-use” model for leases
accounting. The right-of-us model states thatsserepresenting the right to use
the leased property over the lease term shoulédmgnized. In addition, the future
rent payments expected to be made over the litheofease represents a liability
obligation to pay rentals that must be recogniZ&iSB, Ed, 2011).

Thus, the major point of the Boards’ proposal isagimove the distinction between
the finance and operating lease and consequentipviag the off-balance sheet
treatments for operating leases. The IASB and FABiBted out that no matter of
the many special provisions and variations in leas@angements, the most
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significant is the focus on economic substance luf teases transactions.
Specifically, they have concluded that a lesseagl# ito use leased asset meets the
definition of an asset, like other rights that eoenmonly recognized as assets such
as patents and franchises. In the same manndvptrds have also indicated that a
lessee’s obligation to make rental payments tdebsor made over the life of the
lease meets the definition of a liability. (Pound09)

The Boards’ proposed model will have impacts on gamy’s financial statement.
The lessees that currently classify leases as tpgréeases would certainly
recognize more assets and liabilities on theirrizaasheets than is the under either
U.S. GAAP or IFRS existing standards (Pounder, 2008erefore, the new leases
model will result in material influences on finaakistatements metrics of the
firms. For example, as debt will go up, the debetjuity ratio will increase, but
equity is going to remain unchanged. That leadisntoediate concerns about the
amount of leverage companies will suddenly seengrimto their balance sheets.
Furthermore, according to the proposed model,etheitl no longer be rent
expense for long-term leases. Instead, the 'riffuse” leased asset will be
reported in the form of interest expense and awmetitin. This accounting model
will result in improved earnings before interesgxds, depreciation and
amortization (EBITDA) for entities because rent exge is deducted in arriving at
EBITDA while interest and depreciation are not (tHar2010, p. 20). At the same
time, the lessee’s net income is likely to decretsdhe extent that interest,
depreciation, and executory cost expenses in ésta#ed the present rent expense.
This reduction in net income accompanied by anemse in leased assets on
lessees’ balance sheets may leas to the redudiareturn on assets (ROA)
calculated by lessees. The effects of such a eéhantpase accounting would be
significant for both managers and external auditorgerms of the need for
substantial transition efforts. Thus, questions ehaween raised about the
complication of the reporting process the financethtements disclosure
requirements after the application of the new leasedel and and whether the
new lease model will result in substantive benefits justify the significant
increases in accounting costs. (Pounder, 2009)

5. Conclusion

IFRSs have been adopted or adapted by more tharhumgred countriesThe
convergence of U.S GAAP and IFRS seems to be sigeit Proponents of this
convergence process highlight the potential to owprcomparability of financial
statements for companies from different countridsey argue that the use of a
single set of high quality International Accountiggandards will facilitate the
movement of investments across countries and welb ltompanies and capital
markets compete all over the world. However, otlagae that the shift to IFRS
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will be accompanied with additional costs relatedtiucating market participants
regarding differences in accounting standards, eochpanies’ preparation of

employees and computer systems for this trans{fwitkson et al. 2009, p 537).

The Converged standards -when adopted- will corstaine standards from current
U.S. GAAP, some standards from current IFRS, andynstéandards that will be

different from those found in either today as tG&AP) and IFRS are converging
at the standard level. The next few years are éggeto result in extensive

modifications of the reporting environments bothttie U.S. and worldwide and

we will likely find ourselves entering a new erafimfancial reporting.
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