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ABSTRACT


For the past six years U.S. Financial Accounting Standards Board (FASB) and the International Accounting Standards Board (IASB) have cooperated on gradual convergence to a single set of financial reporting standards. The process was originally envisioned to continue until U.S. Generally Accepted Accounting Principles (U.S. GAAP) and International Financial Reporting Standards (IFRS) achieve practical equivalence. Although the convergence process produced some results, it has also proven to be slow and complicated.  Therefore, most recently consensus in the United States has shifted from the convergence towards adoption of IFRS, and U.S. companies may soon be allowed or required to report under the IFRS. The SEC 2007 Concept Release on Allowing U.S. Issuers to Prepare Financial Statements in Accordance with IFRS, presents a dramatic new idea the implementation of which must be carefully considered. In the short term, the transition to IFRS in the United States will require significant cost and effort.  Long-term benefits, however, of a single set of high-quality, globally-accepted financial reporting standards should outweigh the cost.  Such a set of standards would serve to increase comparability of financial information among all companies worldwide, and would promote efficient and more cost-effective access to capital markets. This paper discusses a current status of the convergence between IFRS and U.S. GAAP, possible modes of transition to IFRS, prerequisites for adoption of IFRS in the United States, and implications for various stakeholders. This paper should be of interest to accounting practitioners and academicians, as well as to anybody having an interest in the capital markets.  

INTRODUCTION

Recent progress towards a single set of high quality global accounting standards has been unprecedented.  As of 2007, over 100 countries either require or allow the use of International Financial Reporting Standards (IFRS)
, issued by the International Accounting Standards Board (IASB) based in London, U.K., for financial reporting by listed companies. Some of those countries extended the use of IFRS for local regulatory or statutory financial reporting by non-listed companies.  Several other countries with significant capital markets plan to require or permit the use of IFRS in the near future.  This movement towards IFRS has started to affect U.S. companies, in particular those with a significant global presence.  

For the past six years, accounting standard setting authorities in the United States have been on the path of gradual convergence to a single set of high-quality accounting standards via joint standard-setting by the U.S. Financial Accounting Standards Board (FASB) and the IASB.  The process, which started in 2002 with the Norwalk Agreement between the two Boards, was envisioned to continue until the point when U.S. Generally Accepted Accounting Principles (U.S. GAAP) and IFRS achieve practical equivalence (FASB, 2002). Although the convergence process produced some results, it occurred to be slower and more difficult than expected. Consequently, the progress on convergence has been limited. Therefore, most recently the consensus in the United States has shifted from the convergence towards adoption of IFRS. 

Over the summer 2007 the U.S. Securities and Exchange Commission (SEC) issued two very important documents.  First, in June 2007, the SEC proposed to eliminate the requirement to reconcile financial statements prepared by foreign private issuers under IFRS, as issued by the IASB, to U.S. GAAP. The SEC voted in favor of the proposal on November 15, 2007. The new rule is effective immediately for fiscal years ending after November 15, 2007.  It should be emphasized that the Commission insisted that foreign financial statements must fully comply with the IASB’s version of IFRS and jurisdictional versions of IFRS would not be accepted.  One exception was granted though. The Commission voted to make temporary transition relief available to registrants from the European Union (EU) who file their financial statements prepared in compliance with IFRS “as endorsed by the EU.” Specifically, for a two-year period those registrants who have taken advantage of the EU’s “carve out” from IAS 39, Financial Instruments: Recognition and Measurement with respect to hedge accounting for certain financial instruments, but otherwise complied with IFRS as issued by the IASB, will be able to file their reports with the SEC without reconciliation to U.S. GAAP, as long as a reconciliation to the IASB’s version of IFRS is provided.  After the two-year period, those issuers will either have to use the IASB’s version of IFRS or provide reconciliation to U.S. GAAP.
 

Second, to level the playing field, in August 2007 the SEC issued Concept Release on Allowing U.S. Issuers to Prepare Financial Statements in Accordance with IFRS (SEC, 2007).  The 2007 Concept Release is an information-seeking document that describes the policy issues and, in the form of 35 questions, seeks public input regarding the possibility of allowing U.S. issuers to report under IFRS.  The 2007 Concept Release requests comments with respect to a number of matters, including the establishment and oversight of IFRS, the practical implications that would arise for U.S. issuers applying IFRS, and the possible impact on the U.S. capital markets. 
The SEC’s 2007 Concept Release presents a dramatic new idea the implications of which, for U.S. companies and the U.S. capital markets, must be carefully considered. It has forced an important conversation about complex issues that must be addressed before application of IFRS in the United States would be possible. Some serious questions have been raised about the readiness of the U.S. financial community to adopt IFRS. Transition to IFRS would require significant investments in the financial reporting infrastructure, and the mode and scope of transition would affect the resources needed.   

This paper proceeds as follows: after a brief overview of the convergence process, IFRS implementation modes currently considered in the United States are compared. Next, prerequisites for adoption of IFRS in the United States are discussed, and implications for various constituencies are explored. The final section offers some concluding remarks.  This paper should be of interest to accounting practitioners and academicians, as well as to anybody having an interest in the capital markets. We may soon witness the most significant and comprehensive change in U.S. financial reporting practice and education in recent decades.  

THE FASB-IASB CONVERGENCE PROCESS


The U.S. SEC has long advocated international harmonization and convergence of accounting and financial reporting practices. As part of its 1988 Policy Statement, the Commission explicitly supported the establishment of mutually acceptable international accounting standards to facilitate cross-border capital formation while providing adequate disclosure for the protection of investors and the promotion of fair, orderly and efficient markets (SEC, 1988).  Since the mid-1990s the Commission, as a member of the International Organization of Securities Commissions (IOSCO), encouraged the efforts of the International Accounting Standards Committee (IASC), the international accounting standard setting body at the time, to develop a core set of accounting standards that could serve as a framework for financial reporting in cross-border listings and offerings (Epstein and Jermakowicz, 2007).   

In February 2000 the SEC issued a Concept Release on International Accounting Standards seeking input on convergence to high quality global financial reporting standards. Specifically, the Commission sought comments as to the conditions under which it should accept financial statements of foreign private issuers that are prepared using IAS, and the use of the U.S. GAAP reconciliation of IAS financial statements (SEC, 2000). This SEC’s inquiry was undoubtedly influenced by the new financial reporting strategy in the EU, as formulated in June 2000 Communication to the Council and the European Parliament entitled “EU Financial Reporting Strategy: the Way Forward.” In this Communication the European Commission (EC) stated its intention to submit legislation to the European Parliament that would make it mandatory for all EU listed companies to prepare consolidated financial statements in accordance with IAS.  It was expected that this requirement would enter into effect, at the latest, from 2005 onwards (EC, 2000).
 

 Although the development of core-standards significantly improved the IAS, their endorsement by the IOSCO fell short of expectations.  At the annual meeting in May 2000, IOSCO recommended that its members allow companies to use core IAS for cross-border listings and offerings, but at the same time members were still permitted to require reconciliation, call for supplementary information, or eliminate some of the options that existed in IAS (IOSCO, 2000).  Based on this decision, the SEC did not wave the reconciliation requirement, but encouraged the restructuring of IASC into the IASB,
 and strongly supported the FASB-IASB convergence process, described below.     


The FASB has been one of the strongest and most important partners of the IASB. The IASB has been modeled after FASB and many personal connections exist between the two Boards.  For example, current FASB chairman, Robert H. Herz, served as the IASB part-time member from the Board’s inception in 2001 to his promotion to the FASB chairmanship in 2002
.  James J. Leisenring, a former FASB Board member and the first director of international activities at the FASB, was appointed to the IASB in 2001. He is the IASB member currently filling the role of liaison Board member to the FASB. The role was created to facilitate information exchange and increase cooperation between the FASB and the IASB. 

In the Memorandum of Understanding called “The Norwalk Agreement,” issued at their joint meeting in Norwalk, Connecticut on September 18, 2002, both the FASB and IASB pledged to use their best efforts to make existing international and U.S. accounting standards fully compatible as soon as practicable. The Boards also made a commitment to coordinate their future agendas to ensure that once achieved, compatibility is maintained (FASB, 2002).  On October 29, 2002, the FASB and IASB jointly announced their commitment to achieving real convergence between their respective accounting standards by 2005.  The goal has not been achieved by 2005 and in February 2006, the Boards published a new Memorandum of Understanding, in which they reaffirmed their shared objective of developing high quality common accounting standards for use in the world’s capital markets.  This new Memorandum includes a 2006-2008 ‘roadmap,’ which identified short- and long-term convergence projects (FASB, 2006).  

The scope of the series of short-term convergence projects is limited to those differences between U.S. GAAP and IFRS in which convergence around a high-quality solution appears relatively easy to achieve. Because of the nature of these differences, it has been expected that a high-quality solution could usually be achieved by selecting between existing U.S. GAAP and IFRS. Several new standards resulted from this effort 
 Some of the projects, however, have at time been delayed, as the underlying issues occur to be more complex and significant.
   

Long-term projects are those that the Boards have agreed to conduct simultaneously in a coordinated manner and which involve the sharing of staff resources. The Boards have simultaneously focused on the development of new common standards where their respective standards are each regarded as candidates for improvement. The long-term projects consisted of the following: business combinations, consolidations, conceptual framework, fair value measurement guidance, liability and equity distinctions, financial performance reporting, postretirement benefits, revenue recognition, derecognition, financial instruments, intangible assets and leases (FASB, 2007). 

Both Boards, as a result of the convergence project, have issued several standards.  Differences between U.S. GAAP and IFRS have been eliminated or reduced in areas such as inventory, nonmonetary transactions, share-based payments, segment reporting, and the use of a fair value option to simplify the accounting for financial instruments. Both Boards have recently issued a common standard that improved, simplified, and converged the accounting for business combinations and noncontrolling interests.
 Furthermore, during the convergence process the Boards identified and studied many differences between the two sets of standards.  The progress, however, can only be described as limited. Convergence has advanced at a slower pace than originally expected and produced standards that still follow different style and wording that could result in unintended differences in interpretation and implementation by preparers and auditors (Ernst & Young, 2007). Some doubt whether a complete convergence may ever be achieved because of differing cultural, legal, regulatory and economic environments (PricewaterhouseCoopers, 2007).  
IFRS IN THE UNITED STATES: CONSIDERATION OF ALTERNATIVE IMPLEMENTATION MODES

As of 2007, over 100 countries required or allowed the use of IFRS for the preparation of financial statements by listed companies, including the Member States of the EU, Hong Kong, Australia and New Zealand
. Countries that require or allow the use of IFRS by listed companies may also allow the use of IFRS for local regulatory or statutory financial reporting by non-listed companies.  

The modes of transition to IFRS differ by jurisdiction.  The European Commission (EC), for example, issued a Regulation in 2002, which required companies incorporated in the Member States and whose securities are listed on an EU-regulated market to report their consolidated financial statements using endorsed
 IFRS beginning 2005 (EC, 2002).
 Unlike a Directive, which must be incorporated into national law before it becomes effective in practice, a Regulation is directly applicable in all Member States and does not require the intervention of national legislation. Member States are no longer allowed to restrict accounting options available under IFRS, nor can they issue new accounting standards (Van Hulle, 2004).  In other countries, such as Australia and New Zealand, national accounting standards became word-for-word equivalents of IFRS. In the jurisdictions described above, all or almost all of the listed companies transitioned to IFRS at the same time. Recently, more countries have announced their commitment to join the IFRS club. Canada, Israel, Korea and Japan are among countries with plans to adopt IFRS as their national accounting standards (FASB, 2007). 
This movement to IFRS has begun to affect U.S. companies, in particular those with a significant global operations.  Gannon and Ashwal (2004) identified four possible scenarios in which a U.S. company would be required to use IFRS.  If the U.S. company’s international parent uses IFRS, the subsidiary will have to prepare IFRS financial statements for inclusion in the parent’s consolidated financial statements. Publicly listed European subsidiary of U.S.–headquartered multinational corporations must comply with IFRS. Consequently, the U.S. parent may have to convert subsidiary’s financial statements to U.S. GAAP for consolidation purposes. In this situation, U.S. parent company may simplify its financial reporting by implementing IFRS for all its foreign subsidiaries around the world.  The U.S. company that has foreign operations and is seeking to enter new markets and expand operations to a foreign country may need to report under IFRS in order to obtain an operating license or raise capital. If a foreign investor in a U.S. company uses IFRS, the U.S. company may also be required to report under IFRS.  

Faced with the tremendous financial reporting changes taking place around the world and affecting all major capital markets, U.S. authorities are currently considering several options regarding IFRS.  These options and their evaluation are summarized next.   

• Option 1 — Mutual recognition for foreign filers only (with or without continued convergence)
This option means the SEC’s acceptance of IFRS-based financial statements from foreign issuers and assumes a continuous recognition of U.S. GAAP-based financial statements in foreign capital markets. This approach ignores the market pressures on U.S. companies competing internationally and may result in costly parallel reporting.  Also, this option may no longer be viable politically as other jurisdictions move to phase-out accounting standards other than IFRS for use by foreign companies listed on their securities markets. For example, the EU has recently adopted the ‘equivalence mechanism,’ which would be used to determine which third country GAAPs are acceptable as equivalent to IFRS with effect from 2009.  Companies listed on EU regulated securities markets would be able to continue to use their national GAAP, not equivalent to IFRS, only through 2011 and only under two conditions:
 

(1) the third country authority responsible for the national GAAP has made a public commitment before June 30, 2008 to effectively converge those standards with IFRS before December 31, 2011; or

(2) the third country authority responsible for the national GAAP has made a public commitment before June 30, 2008 to adopt IFRS before December 31, 2011.   

Continuation of the convergence process seems to be critical under Option 1, with the full equivalence between U.S. GAAP and IFRS as an ultimate goal.          

• Option 2 — Mixed IFRS-U.S. GAAP regime for U.S. registrants (with or without continued convergence)
Implementation of Option 2 could be envisioned as a result of an elective system with voluntary adoption of IFRS. Supporters of this option believe that markets will ultimately drive conversion to IFRS. The SEC identified two types of U.S. issuers that may be driven by market forces to voluntary adoption of IFRS: (1) U.S. issuers in industry sectors where a critical mass of non-U.S. companies report their financial results in accordance with IFRS; and (2) U.S. issuers with a large number of subsidiaries based in jurisdictions that transitioned to IFRS (SEC, 2007). If the Commission were to accept financial statements in accordance with IFRS from U.S. issuers, then all market participants, including preparers, auditors, users, lenders and rating agencies would have to be able to understand and apply both IFRS and U.S. GAAP, because not all U.S. issuers are likely to elect to adopt IFRS.  Consequently, Option 2 would require parallel education, training, and CPA examination. Therefore, it has been rejected by most MNCs and accounting firms alike as costly, inconvenient, and unsustainable in the long run.    

• Option 3 — Single set of high-quality international financial reporting standards for registrants (perhaps others)
Review of the comment letters to the SEC’s 2007 Concept Release reveals that the FASB, multinational corporations (MNCs), and all Big Four accounting firms favor a mandatory comprehensive IFRS conversion plan for all domestic issuers.  The stakeholders prefer a date certain transition, as this approach will provide a motivation and incentives to address the challenges of IFRS conversion.  The transition could be accomplished with or without an early adoption allowed. Early adoption has been supported as an opportunity to address various implementation issues and challenges of transition, such as investor education, auditor effectiveness, regulator enforcement, and the willingness to make and accept professional judgment under the principle-based IFRS.  In the opinion of most, however, the coexistence of U.S. GAAP and IFRS should be temporary. 

If U.S. issuers are permitted (Option 2) or required (Option 3) to use IFRS, then the convergence process may become unnecessary and no longer supported by the constituents of the two Boards (Street and Linthicum, 2007).  The analysis of the comment letters reveals, however, a strong support for the continuation of the convergence process for the next few years. The greater the convergence level achieved between U.S. GAAP and IFRS before requiring all U.S. companies to adopt IFRS, the easier the transition would be.  Although most of the respondents believe that the convergence process has sufficient momentum and commitment to continue, some expressed an opinion that the convergence agenda should not continue in its current form. Rather, the focus should be turned to improving IFRS instead of converging U.S. GAAP and IFRS (PricewaterhouseCooper, 2007).    

PREREQUISITES FOR ADOPTION OF IFRS IN THE UNITED STATES

Transition from the national to global financial reporting standards is a complex endeavor. An existing infrastructure, currently underpinning U.S. GAAP, will have to be reset or adjusted to support IFRS. Many difficult issues must be rethought during the next few months. These issues include, but are not limited to, the role of the SEC and FASB in the global reporting system; the link between U.S. GAAP and the tax and banking systems; and an effective enforcement of IFRS.  This section of the paper identifies the most pressing issues to be resolved before the transition would be possible.     

Recognition of the IASB

            Based in London IASB is an independent, privately funded accounting standard setting body established to develop global standards for financial reporting. The International Accounting Standards Committee Foundation (IASC Foundation), not-for-profit organization incorporated in Delaware, oversees the IASB.  The 22 trustees with geographically diverse backgrounds govern the IASC Foundation.  The IASB has an advisory council, the Standards Advisory Council (SAC), and is assisted on IFRS interpretive matters by its International Financial Reporting Interpretations Committee (IFRIC).  

Although the U.S. federal securities laws provide the SEC with the authority to set accounting standards for public companies, the Commission relied consistently on the private sector to achieve the goal.
  The Commission oversees the activities of the FASB, including its annual budget and accounting support fee, providing views regarding the selection of FASB members, and, in certain circumstances, referring issues relating to accounting standards to FASB or its Emerging Issues Task Force (EITF) (SEC, 2007).     

If the IASB becomes the standard setting body for U.S. listed companies, the relationship between the SEC and the IASB will have to be clarified.  Right now the SEC staff participates in the development of IFRS primarily through the work of IOSCO. The Commission staff tracks developments in IFRS similar to the manner in which it follows the work of the FASB and the EITF, and serves as an observer to the SAC, and as a non-voting observer to IFRIC.  It would be imperative for the SEC to officially recognize the IASB as a standard setter of accounting principles that are generally accepted for purposes of U.S. securities law.   At the same time, the SEC should perform a comprehensive review of its current financial reporting guidance to assess potential effects on companies using IFRS. The Public Company Accounting Oversight Board (PCAOB) and the American Institute of Certified Public Accountants (AICPA) rules will also have to be modified accordingly.    

Furthermore, the IASB must grow as an independent, strong, and sustainable global standard setter. A funding model that provides a steady flow of resources for the IASB to assure its independence must be developed. To date, the IASC Foundation has financed IASB operations largely through voluntary contributions from companies, accounting firms, international organizations and central banks. The IASB Trustees are currently working on obtaining more secure funds from various jurisdictions adopting the standards.  Their intention is to develop a global funding mechanism that is broad-based, compelling (limiting free-riding), open-ended, and country-specific.  The last characteristic means that the funding burden should be shared by the major economies of the world on a proportionate basis, using the Gross Domestic Product as a determining factor of measurement.
  

 
The FASB’s role will change, like the role of all the other national standard setters in jurisdictions that adopted IFRS. In July 2007, the Board of Trustees established a Special Committee on Governance Review to “….evaluate and plan for the future role of the Financial Accounting Foundation (FAF), and FASB in a capital market environment moving toward a single set of global financial reporting standards.” At a special meeting on December 14, 2007, the Board of Trustees voted to expose for comment a series of recommendations focusing on the FAF’s oversight role, operations and governance; the FASB’s structure and operations; and the GASB’s funding and operations. On February 26, 2008 the Board of Trustees voted to approve the proposed changes, including reduction of the size of FASB from seven members to five, effective July 1, 2008. Most likely, the FASB will continue to have a meaningful role in how international standards are set either through continuation of the convergence work, at least for the next few years; or through work on implementation guidance relevant for U.S. market.  In addition, the FASB may have continuing responsibility for setting standards for private enterprises in the United States. It might have a role in education of U.S. constituents in the application of IFRS, as well as serve as an advisor to standard setters in other countries, especially in emerging markets like India or China.    

Other Changes in U.S. Legal and Regulatory Environment


The current U.S. legal and regulatory environment is famous for its litigious character. This is not an ideal environment for implementation of the principles-based IFRS.  U.S. GAAP as a rule-based system provides narrower interpretations and more specific and detailed guidance protecting preparers and their auditors from legal and regulatory action. In their comment letters to the SEC 2007 Concept Release, the accounting firms listed a respect for the sound professional judgment as a necessary condition for acceptance of IFRS in the United States.      

Other challenges to be resolved include regulatory (banking, insurance, and taxation) or contractual (e.g. loan covenants) issues.  U.S. companies operate in an environment where their regulatory and contractual financial reporting requirements are based on U.S. GAAP.  Regulators and lenders will have to make significant investments in their infrastructure and training to facilitate IFRS-driven change in their operations. They will have stronger motivation and incentives to commit necessary resources if the Commission opts for the mandatory adoption of IFRS for all U.S. companies.   

One of the more prominent impediments to adoption of IFRS in the United States is elimination of the “Last-In-First-Out” (LIFO) as an acceptable inventory costing method under international standards.  For years LIFO has been popular in the United States for tax purposes, as under rising prices it results in lower reportable income and therefore in lower taxes.
 Since the LIFO conformity rule is tied to the entity’s financial reporting to shareholders rather than to U.S. GAAP, the SEC may resolve it in cooperation with the Internal Revenue Service. Another issue, which has emerged recently is the need for an extension of safe-harbor protection for forward looking information to IFRS 7, Financial Instruments: Disclosures.   IFRS 7 requires disclosure in the notes to the annual financial statements of qualitative and quantitative information about exposure to risks arising from financial instruments, including specific minimum disclosures about credit risk, liquidity risk, and market risk.  There is no corresponding financial statement disclosure requirement in U.S. GAAP.  The SEC requires similar information by Item 305 of Regulation S-K, however, that information is subject to the safe harbor protection of the U.S. federal securities laws.  

Changes in the Education System 


The IFRS knowledge in the United States is currently quite limited.  There are pockets of expertise among financial analysts, credit-rating agents, institutional investors, large accounting firms, actuaries and valuation experts, and U.S. companies reporting under IFRS to their foreign parent companies.  Mandatory or voluntary adoption of IFRS in the United States would create a need for effective education and training for all affected parties. 

Current collegiate accounting curriculum at U.S. colleges and universities does not include any required IFRS courses, while only handful of programs offer elective courses with IFRS content. Right now IFRS are not part of the Uniform CPA Examination. As of the 2007/2008 academic year, there are no IFRS-based academic instructional materials on the market to speak of. Higher education institutions are likely to face significant challenges to implement an IFRS-based accounting curriculum, especially due to well publicized shortage of accounting faculty with doctoral degrees.    

Most of the IFRS training is now conducted through the Big Four accounting firms and some professional associations and industry groups. In the near future, academia and providers of professional training alike would need to fully integrate IFRS into their textbooks, training materials, publications, as well as testing and certification programs. 

Audit Function, Consistent Interpretation, and Enforcement of IFRS


Although there may be less substantive changes to the audit performance standards, the audit reporting standards would have to be changed. Current auditing standards require the auditor to state whether the financial statements are presented in conformity with U.S. GAAP.  The existing standards also indicate that the auditor’s professional judgment concerning “fairness” of the overall presentation of the financial statements should be applied within the framework of U.S. GAAP.  If IFRS are to be accepted by the SEC, the PCAOB auditing standards would need to be amended to recognize IFRS as promulgated by the IASB. The PCAOB should also consider updating its auditing standards to resolve any potential conflicts with IFRS (Ernst & Young, 2007).   


Consistency of interpretation and application of principles-based IFRS is also very important. To prevent biases stemming from cultural and environmental factors, the SEC would have to develop and impose strict enforcement rules regarding IFRS.  The Commission should also strengthen its close cooperation with other national regulators, as well as regional and international organizations, such as the Committee of European Securities Regulators (CESR) and IOSCO. Moreover, the accounting firms should develop further their IFRS expertise to the point that they will become leaders on implementation issues. 

Implications of the move towards IFRS in the United States 

Adoption of IFRS in the United States would be a great contribution to the establishment of a common set of worldwide accounting standards for listed companies.  It would be a challenging task for all stakeholders, but the long-term benefits should more than outweigh the short-term costs of transition.  This section of the paper outlines some of the implications of the potential decision to allow or require U.S. companies to prepare their financial statements according to IFRS.   

Expected Cost of Transition Versus Expected Benefits

Key accounting differences exist between IFRS and U.S. GAAP and will present significant challenges for companies in certain industries, for example for investment companies.  All entities implementing IFRS will have to incur significant costs in at least two areas: (1) education and training; and (2) adjustment of financial reporting software applications. In addition, some companies may to face administrative burdens of restructuring loan covenants and trust agreements if breached as a result of conversion to IFRS. Such changes will be one-time events though and, with an adequate lead-time, should be manageable. Finally, all entities will incur an opportunity cost of tied up resources devoted to implementation of IFRS. 


Companies adopting IFRS should benefit in variety of ways, such as greater access to and reduced cost of capital, better comparability with foreign competitors, and increased cross-border listings and investment opportunities. Multinationals with numerous subsidiaries in jurisdictions which already transitioned to IFRS may achieve greater consistency in reporting for both local statutory and consolidated purposes, more efficient use of resources, improved controls over statutory reporting, and better cash flow planning (Deloitte, 2007).  Adopters should also benefit from the reduced complexity of IFRS and greater ability to apply professional judgment to better represent the economic substance of transactions.  

U.S. companies will have to follow IFRS 1, First-Time Adoption of International Financial Reporting Standards, which provides the framework applicable to entities adopting IFRS for the first time as their basis of accounting. The standard explains the procedures that a first time adopter must follow. In principle it requires retrospective application of each IFRS effective at the reporting date of an entity’s first IFRS compliant financial statements, with certain limited mandatory and optional exceptions introduced to make the transition easier and less costly.   

The Impact on U.S. Private Companies

If reporting under IFRS becomes a reality for listed companies, it has been suggested that private companies should apply International Financial Reporting Standards for Small and Medium-Sized Entities (IFRS for SMEs) to vertically integrate the financial reporting system.
 The IASB has developed this standard to provide a simplified, self-contained set of accounting principles derived from the full IFRS to be used by smaller companies with no public accountability.  Pacter (2007) cites improved comparability in global markets, which become more and more integrated even for small companies; and improved information quality as expected outcomes of the adoption of IFRS for SMEs by U.S. private companies. Single set of standards would be particularly beneficial to private companies “going public.” Maintaining two sets of accounting standards in the United States would impose unnecessary cost, therefore the SEC should cooperate with other regulators and market participants to encourage the adoption of IFRS by U.S. private companies.  

Expected Impact on the Accounting Profession

U.S. audit firms are already serving the U.S. subsidiaries of foreign companies that a located in IFRS jurisdictions and they regularly issue opinions on financial statements prepared in accordance with IFRS.  In anticipation of the transition to IFRS by many of their U.S. clients, all of the large accounting firms have developed IFRS training programs and they all have IFRS expert groups, much like the U.S. GAAP technical practices, or national offices. The Big Four firms offer wide range of services preparing companies for the transition to IFRS. For example, KPMG, offers global conversion services and IFRS advisory services worldwide. Deloitte Touche Tohmatsu organized IFRS centers of excellence as part of the IFRS global expert network established to help with the implementation issues. Single version of IFRS applicable worldwide should translate into significant administrative savings for these firms.   

The degree to which the current U.S. market share of the audit firms would be impacted by the transition to IFRS depends on the mode of transition.  If the adoption of IFRS remains voluntary for a longer period of time resulting effectively in a mixed U.S. GAAP – IFRS financial reporting system, some changes in favor of large accounting firms may occur. Some smaller audit firms may not continue to audit listed companies due to the cost of preparing for IFRS.  Mandatory transition to IFRS by all U.S. listed companies, on the other hand, will motivate an expanded number of audit firms to re-direct their resources to support IFRS clients. 

The auditors serving clients applying IFRS will not only need to demonstrate proficiency in the IASB standards. They will need to adapt to the environment with less rule-based accounting system. They will need to get more comfortable telling clients that certain accounting treatments are unacceptable, even in the absence of literature that specifically says so (Taub, 2003).  The transition will also require significant investments into International Standards on Auditing (ISAs), as promulgated by the International Auditing and Assurance Standards Board (IAASB) (Gupta et al, 2007).  These standards are currently far less developed than accounting and financial reporting standards. 

CONCLUDING REMARKS

This is a very challenging and interesting time for the accounting profession worldwide, but these challenges provide a fantastic opportunity to promote efficient capital markets by establishing a common global financial reporting language.  There is a growing consensus in the United States that the SEC should prepare a detailed conversion plan including a mandatory date for all domestic issuers to convert to IFRS.  As part of the plan, the Commission should allow early adoption of IFRS as soon as practicable. Private companies should be encouraged to apply IFRS for SMEs. Most certainly an office of transition will have to be established. During the transitions process, regulators as well as preparers and users of financial statements should draw on experiences of other jurisdictions, which already successfully implemented IFRS.    

Members of the academia should analyze current undergraduate and graduate accounting curricula and decide when and how to incorporate IFRS.  American Accounting Association (AAA) and the Association to Advance Collegiate Schools of Business (AACSB International) should provide a proper framework for discussion. Also, we should foresee the challenges and opportunities created by the evolution towards more principles-based standard setting. The new approach reflected in IFRS, if adopted, will require future accountants and auditors to exercise professional judgment more often and to a higher degree then before. We should be able to prepare our students for these new challenges.  
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� The term International Financial Reporting Standards (IFRS) describes the body of authoritative pronouncements issued or adopted by the IASB.  The IFRS consist of International Accounting Standards (IAS) issued by the former International Accounting Standards Committee (IASC) and adopted by the International Accounting Standards Board (IASB), IFRS issued by the IASB, and the interpretations developed by the International Financial Reporting Interpretations Committee (IFRIC) or the former Standing Interpretations Committee (SIC).  


� Of the 1,145 foreign private issuers filing the 2006 financial statements with the SEC, approximately 110 were prepared in compliance with IFRS, as published by the IASB, and approximately 70 were prepared in compliance with the jurisdictional version of IFRS (SEC, 2007).  


 


� Van Hulle (2004) and Gornik-Tomaszewski (2005) provide detail discussion of the history of mandatory adoption of IFRS in the EU.   


� Intense pressure from the international financial markets led to a major restructuring of the IASC.  In 2000 IASC member bodies approved IASC's restructuring program and the IASC Board approved a new Constitution.  Trustees brought a new structure into effect and on April 1, 2001 International Accounting Standards Board (IASB) assumed responsibility for setting accounting standards. 


� Robert H. Herz was appointed chairman of the FASB, effective July 1, 2002, and was reappointed to a second term effective July 1, 2007.    


� These issues include, among others, earnings per share and balance sheet classification. 


� The FASB completed its project on business combinations in December 2007 with the issuance of FASB Statements No. 141 (Revised 2007), Business Combinations, and No. 160, Noncontrolling Interests in Consolidated Financial Statements


. The IASB completed its business combinations project in January 2008 with the issuance of a revised version of IFRS 3, Business Combinations and an amended version of IAS 27, Consolidated and Separate Financial Statements.


� See � HYPERLINK "http://www.iasplus.com/country/useias.htm" ��http://www.iasplus.com/country/useias.htm� (updated as of October 5, 2007)


� The IFRS endorsement process involves the following steps (Deloitte, 2005): (1) IFRS are translated into all European languages; (2) the European Financial Reporting Advisory Group (EFRAG), a private and independent organization representing the accounting profession, national standard-setters, users and preparers of financial statements, gives its views on the IFRS to the Commission; (3) the Accounting Regulatory Committee (ARC), which operates at the political level and is composed of representatives of the Member States and chaired by the Commission, makes an endorsement recommendation; and (4) the 25-member European Commission formally votes to endorse. 





�  Member States were allowed to defer application of IFRS for two kinds of companies: (1) companies with a secondary listing on a regulated market outside the EU that have been applying another set of internationally accepted accounting standards (for example U.S. GAAP) as the primary basis for their consolidated accounts; and (2) companies that have only debt securities admitted on a regulated market of any Member State.  


� For more details see http://ec.europa.eu/internal_market/securities/transparency/index_en.htm#equivalence


� In April 2003, the SEC issued a policy statement determining that the Financial Accounting Foundation (FAF) and the FASB satisfied certain criteria in the Sarbanes-Oxley Act of 2002 and confirmed the status of the FASB as a recognized private-sector body for setting authoritative accounting standards in the United States.  


� See http://www.iasb.org/About+Us/Abount+the+Foundation/Future+Funding.htm


� U.S. Congress permits companies to use LIFO for income tax purposes, but only if it is also used in all corporate reports.


� Exposure Draft (ED) of this standard was issued by the IASB on February 15, 2007.  The final standard is expected in the fourth quarter of 2008. 
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