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This chapter is introductory in na.ur ». It explains the origins of the use
of IFRS for multinational companies and the notion of convergence.
1t reviews the progress of roriergence and the case for and against use
of a single comprehensive basis of accounting in the international
capital markets.

In this century, firancial reporting by large companies has undergone
a transforniation. In 2000 there was a picture of global diversity with
each muitinational mostly using the accounting rules of the coun-
try where it maintained its head office and (usually) primary stock
exchange listing, with US principles dominant where a choice was
available. By 2010 the world had changed to one where many of the
top international companies use international rules: International Fi-
nancial Reporting Standards, or IFRS.

The main aim of this book is to introduce to you the principal fea-
tures of IFRS and provide some of the context to help explain the role




AN Executive Guipe To [FRS

of IFRS in the world. It will also tell you how IFRS are formulated
and how you can influence that process and be part of it if you wish.
The first chapter looks at the convergence process and tells you the
story so far. The following section is the main technical content of
the book — an analysis of the main issues under IFRS reporting. This
includes a chapter devoted to the IFRS for SMES. The final section tells
you about how IFRS are created and gives you some of the historical
background, as well as some comments on the fundamental thinking
behind IFRS.

Although IFRS have been developing since as far back as 1973, their
role in international capital markets started when the 'nternational
Organization of Securities Commissions (IOSC*)) decided in the
1980s to develop an international ‘passport’ f7= companies seeking
secondary listings on foreign stock exchanges~ i« that time each major
stock exchange had its own listing requirem:ciits — the information that
it asked companies to provide if they wasited their securities quoted on
the exchange. The requirements werc less for secondary listings (i.e.
companies whose home exchange was elsewhere) but nonetheless were
different country by country. ix particular, a company could find itself
having to produce accouriiing information on several different bases,
which was very costly.

I0SCO, which is 2 voluntary association of national stock exchange
regulators such a: the SEC (Securities and Exchange Commission),
decided that'itshould organize a uniform approach to secondary list-
ings. The 1dea was that if a company provided information — financial
statements and other disclosures — in a uniform manner, this informa-
tion package would be accepted for secondary listings anywhere in the
world. This would significantly cut the cost of listing and provide more
encouragement to companies to seek new markets.

IOSCO got together with the international accounting standard-
setter to work on extending the reach of IFRS (they were then called
International Accounting Standards — IAS) to meet this purpose. At
the time, the biggest incentive was access to the US capital market.
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The SEC required foreign companies to either provide full US GAAP!
financial statements or supply domestic statements with a reconcilia-
tion of earnings and net assets to what they would have been under US
GAAP, known as the ‘20F reconciliation” after the SEC form. People
hoped that a successful IOSCO passport would enable them to prepare

IFRS statements without a reconciliation.

Convergence

This would have led to widespread use of IAS/IFRS for secandary list-
ings. In addition, some countries already used them either <o meet gaps
in local rules or as the model for national rules. Hovrever, everything
changed in 2000 when the convergence initiative “ould be said to have
taken over. In 1999 the international standard-setter completed an
overhaul of its standards and in May 2000 M>SCO accepted them as
the basis of its secondary listing approzci. But in June the European
Commission announced that it weuld-bring forward legislation to
make TAS/IFRS compulsory for the primary financial statements of
companies listed on European Urion (EU) stock exchanges. This was
the start of the worldwide tove to use only IAS/IFRS for financial
statements provided by “empanies using public capital markets. Na-
tional GAAP was set to disappear progressively and be replaced by IAS/
IFRS, at first in the EU but progressively in Australia, South Africa,
Canada, Indi«, Brazil, South Korea, Japan, China and many other
countries. fven the US is thinking about it.

Convergence, then, is the move towards using a single, globally
accepted set of financial reporting standards in preference to using
standards developed nationally. Why has the world suddenly decided
after centuries of national rules that international ones are necessary?
The short answer is that the world economy is increasingly being

1 Generally Accepted Accounting Principles — an expression that is used to designate

the totality of standards, rules, etc., that govern financial statements in any country.
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polarized into small and large business, and financial reporting is also

being polarized as it responds to business needs.

Smaller businesses do not typically have foreign subsidiaries nor do

they raise finance on the public markets. Their financial statements are

used primarily for tax assessment and to provide confirmation to bank

lenders of the information given in managementaccountsand estimates.

The main influence on their rules is likely to be national taxation.

Listed companies, on the other hand, need to communicate with a

wide range of external stakeholders, especially the capital mazess. They

Lack of know-
ledge of the
basis of account-
ing is regarded
as a risk factor
and will
therefore cause
shares to be
more expensive
for the issver

have to compete with other companies for inance and
it is in their interests for their financizl statements to
be comparable. A market investor \vill ask for a higher
return to compensate for higher risk: Lack of knowl-
edge of the basis of accountin; used is regarded as a
risk factor and will therstc e cause shares to be more
expensive for the issuc::"[AS/IFRS are now widely
understood and accepted, not only in markets where
they are the required reporting base. Consequently a
foreign company using IAS/IFRS is able to present it-
self in a_manner that does not increase perceived risk
— raisiig capital in the public markets is cheaper under
IAZ/IFRS!

Market pressures have pushed governments to rec-
ognize that large companies are different animals, with
different accounting needs, from smaller companies,
and to accept that different sets of accounting rules can
co-exist within the same economy. While it has gone
for global convergence on IFRS for listed companies,
the EU is planning to give member states the right to
exempt companies with fewer than 10 employees from
producing any accounts at all. This is a direct reversal
of its policies in the 1970s and 1980s when, through a
series of company law directives, it sought to establish
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the same accounting for all companies, even if smaller ones had fewer
disclosures.

Large company advantages

Depending on the circumstances of the company, a multinational
should benefit from a number of cost savings when using IFRS. As
discussed, there should be a reduction in the cost of capital based on
the fact that very many investment managers now know and under-
stand the use of IFRS. Consequently the company that wisties.to reach
a wider group of investors will find IFRS statements accepted in all
major markets.

In terms of secondary listings, the use of IFI'S will indeed fulfil
IOSCO’s aim of providing financial statemens that stock exchange
regulators will accept to support foreign {isiings. In particular, the
SEC in 2007 abandoned the 20F receri itiation for companies that
prepared IFRS statements. This mezn: ¢hat non-US companies using
IFRS can have a New York listing without providing US GAAP infor-
mation — something that AXA, the French insurer, estimated to cost it
in the region of $20m in 20%¢.

Not all companies wanes US or other foreign listing, but some chief
financial officers (CFQ4) consider that going to a large market enables
them to raise capital more cheaply. There is also the argument that a
foreign listing aice carries with it a lot of publicity in that country and
is much cheapei than the equivalent advertising. Bay & Bruns (2003,
386-387).say:

The decision to establish or expand a presence on a foreign capital
market allows a company to extend its position as a global financial
player as well as to underline its commitment to that foreign market.
This signal is strongest when the shares of the company are quoted
on the local stock exchange. These apparently rather abstract aims
bring with them a number of concrete advantages that support foreign
ventures and listings.
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Hans-Georg Bruns and Wolf Bay were involved in listing Daimler
Benz on the New York Stock Exchange. Dr Bruns was the chief ac-
counting officer when Daimler merged with Chrysler. He was later a
member of the International Accounting Standards Board (IASB). Bay
& Bruns (2003) suggest that a foreign listing:

e signals that its objective is a long-term involvement in the country

* generates increased interest through financial press analysis and
significantly increases a corporation’s visibility

* may avoid constraints in its home stock exchange

* enables it to market its financial products to the mos: appropriate
customers.

In principle, reporting using IFRS will mak=it much cheaper to have
secondary listings in other countries, bezause there is no need for fig-
ures drawn up under other accounting bases. It will also result in a
better cost of capital because invistinent managers are increasingly
used to IFRS statements.

Moreover, there are othei advantages for multinationals. As the
number of countries where [FRS are accepted continues to grow, so
more and more foreigii-subsidiaries of multinationals can file local fi-
nancial statements using IFRS. Traditionally a multinational had two
basic choices witi foreign subsidiaries: (1) they could install worldwide
uniform ac¢ounting systems and have all subsidiaries account in the
same way, wich local GAAP accounts prepared by a local accounting
firm; or (2) subsidiaries use local GAAP and their figures are re-stated at
head office for consolidation purposes. The use of IFRS as a reporting
basis for the group eliminates the need for duplicate sets of numbers.

Peggy Smyth, vice president and controller of United Technologies,
the US conglomerate, is a member of the IFRS Interpretations Com-
mittee (this provides clarifications — see Chapter 9 for more detail). She
told members of the international committee when she was appointed
that her company had 60 subsidiaries that used IFRS.
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Using IFRS throughout a group has other advan-
tages, such as making the audit easier and also making
it easier to move staff around throughout the group
without re-training. Preparing internal accounting
manuals is more logical and there can be economies
in staff training. It is no longer necessary to monitor ~ US€ of IFRS as a
accounting developments in each of a series of major  reporting basis

economies. for the group

Why governments support IFRS eliminates

There are a number of public policy reasons that alsa the need for
support a move to using IFRS. The most fundainen- duplicafe sefs of
tal is probably that using the same accounting basis numbers
provides greater comparability between, “zi:panies.

Greater comparability in turn should-icad to more

efficient investment. The argumen¢ is<and there is

research evidence to support thic) that investors are

reluctant to invest across nationial'boundaries because

they do not understand the iinancial statements of for-

eign companies. Investoistace therefore a limited choice, which allows
inefficient manageméats to stay in control of assets. Once investors can
compare apples with apples, they can invest more efficiently, which in
turn should lead to assets being used more productively.

Access t¢ international markets also means that companies can have
access to wider sources of finance, which should in turn mean their
finance becomes cheaper. Supposing national governments want their
domestic businesses to expand, access to foreign financial markets may
be important if the domestic financial market is limited. This was one
of the reasons cited by the European Commission for moving to IFRS.
It would give smaller listed companies access to more liquid markets.
In the case of the European Commission there was also the major mo-
tive that use of the same accounting basis across the EU would do (and
has done) a great deal to create a single European capital market.
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Another side of this argument is that helping foreign companies to
list in your country makes your domestic financial market busier and
gives local investors wider choices. In the past this has been an argu-
ment advanced by the New York Stock Exchange to allow companies
using IFRS not to have to provide a reconciliation to US GAAP.

The use of IAS/IFRS in the world
In the 1990s, when the international standard-setter was working hard
to complete its IOSCO package, its standards were already i1 use in
a number of different ways. A number of European couritites allowed
domestic multinationals to use IAS if they were active ¢n ‘nternational
capital markets. This was the case for Germany, Belglum and France,
within the EU. Italy required the use of IAS by tisced companies where
national rules had no standard and Switzerlan,! recommended use of
IAS. Indeed Swiss intern:iional companies such as
Nestlé and Roche heve long reported using interna-
tional standards.

In addition to <his use by individual companies, a
number of developing and newly industrialized coun-
tries, sucki s South Africa, Singapore and Malaysia,

The World Bank used AT as a model for theirng;mestic standzi/rds.
was (and is) a These were generally countries with a history of using
significant agent _A3glo-Saxon accounting as a result of their colo-
nial past. The World Bank was (and is) a significant
agent in encouraging countries to use international
standards. While at the time the international stand-
international ard-setter was happy to provide this input, it has now
standards resulted in a situation where a number of countries
claim that their domestic standards are in line with

IAS/TFRS. However, they do not necessarily adopt

all the continuing changes to IFRS, and potentially

in encouraging
countries to use

cause confusion in the international markets by offer-
ing slightly different variants.
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One of the issues in this situation is that countries are understand-
ably reluctant to give up their freedom to regulate accounting in their
own country. By issuing a local variant they retain the notion of local
control, but at the cost of potentially not having their standards ac-
cepted as being as good as IAS/IFRS, and therefore not gaining the full
benefits from the international markets. When Australia first adopted
IFRS in 2005, it took the opportunity to remove some options from
them, but finally changed its mind. The regulators took the view that
being able to say they used full IFRS was more useful.

The French government in particular has most publiciy tiad difficul-
ties in coming to terms with using IFRS. President Jacques Chirac
famously wrote to the Commission in 2004 asking tt ém to modify the
accounting for financial instruments and assers European authority.
In 2009, French finance minister Christine Lagarde similarly wrote
demanding that the IASB’s financial insti-tnent proposals be stopped.
A report to the French parliament in 2009 agreed that IFRS were a
reality, but asked the French goveinnient to use the European endorse-
ment mechanism to modify IFRS as used in the EU. Such attempts
to modify IFRS can also daiicge the credibility of worldwide conver-
gence. Governments in €1l ct give away some part of everybody’s gains
in order to try to get twpackage that suits them.

The EU has, however, been a catalyst in the progress of IFRS. When
itannounced in 2000 that it would adopt them from 2005, it started a
momentur.t thacis still continuing. Australia and South Africa decided
to switch at the same time and, at the time of writing, more than 100
countries worldwide either require or permit the use of IFRS for listed
companies. 2011 has been fixed by the G20 countries for US GAAP to
be converged with IFRS so that there is a single global standard.

It remains a question as to whether US GAAP, which operates in
a very litigious and law-oriented environment, can converge in great
detail with IFRS that have to be written without reference to a na-
tional legal framework. It is, however, true that a number of major
economies will be moving very shortly to the use of IFRS. China
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has mandated since 2007 its own Accounting Standards for Business
Enterprises that are modelled on IFRS and are not that distant. Listed
companies in Brazil moved in 2010. Canada, Korea and the largest
listed companies in India are moving in 2011. Argentina, Mexico
and Malaysia are moving in 2012. Japanese companies can adopt vol-
untarily and the country will decide in 2011 whether to make IFRS
compulsory.

The SEC published a road map for discussion in 2008. This would
have had an IFRS decision made in 2011, followed by a stepped adop-
tion for US listed companies from 2012. However, sizice that draft
road map was published the US has experienced a change of govern-
ment and the full effects of the financial crisis. Most people do not
expect the US to move very soon.

Problems with convergence

Because there are lots of positives for/givbal business in having global
accounting standards, this does 1.5t mean that there are not nega-
tives as well. From the individusl'company perspective, the biggest
disadvantage is the cost of maling the transition. All the accounting
managers in a group will\i<ed training, and there may be significant
systems changes as well. Estimates of costs vary. A study by the Insti-
tute of Chartered Accountants of England and Wales for the European
Commission suggested the following estimate:

e comparies with turnover below €500m: 0.31% of turnover

* companies with turnover from €500m to €5,000m: 0.05% of
turnover

* companies with turnover above €5,000m: 0.05% of turnover.

Clearly the cost varies a lot with size and with the extent to which you
can use your own staff to carry out the transition as opposed to hiring
outside consultants. It also depends on whether you were already us-
ing accounting standards that were similar to IFRS, such as US GAAP
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or UK GAAP, or relatively different such as French
GAAP or German GAAP. Moving to different stand-
ards may also affect your monthly management reports
so that it changes how managers see the company.
Not all large companies can get benefits after incur- . .
ring these costs. The large, national player with little From the indi-
foreign activity and no secondary listings will see very  vidual company
little advantage. The costs of complying with IFRS perspective, the
might even persuade some smaller listed companies

L) .
: viggest disad-

to de-list. Accounting costs least per transaction for 99 .
the largest companies, and bears disproportionately on vantage is the

smaller companies. cost of making
Another disadvantage for companies is that thev rieed the transition

to change the way they work with standaz setters.

For large companies it was not that dificult to have

informal contacts with national stancaid-setters and

indeed ministries to put across a point of view about

changes. Under an IFRS system;, national government

has much less influence on stadard-setting — not least

because there are many gevernments using IFRS. Companies need to

find different ways to participate in the standard-setting process. (This

is quite easily done by sending people to working groups, offering to

field test proposed changes, etc., as we will explore in Chapter 9.)
One of ‘he.reasons for the rise of IFRS is that governments, and

for that inatter companies and stock exchanges, are generally quite

reluctant to spend any money on formulating accounting standards.

Consequently they are in normal times quite happy to use a ‘free’ im-

port of reputable standards. However, the financial crisis showed that

in difficult times governments do not then have control of the standard-

setting process. The French government took the view that measuring

banks’ financial instruments at fair value (current market value) was

exacerbating the collapse of the market. It wanted to change the way

French banks account but could not do so. It had to build a coalition
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of EU member states, and threaten action that would have jeopardized
global convergence, to get what it wanted. The financial crisis under-
lined that global convergence also involves loss of sovereignty.

Another question is whether using converged standards gets you
converged financial statements. After the 2005 EU adoption of IFRS
many studies show that different companies interpret IFRS differently,
and commentators question whether convergence achieves anything.
Part of this question is whether you thought financial reporting in a
country was uniform before convergence. Research suggetts.that it
was not, and there is always room for subjective judgemeit i financial
reporting. Therefore it may be that the variability that some people
report now has always been there and has nothing ‘o do with IFRS.

At the same time, many efforts have been ma<= o put structures in
place to minimize different national interpréraiions. On a global level
the standard-setter has its own interpretaciciss body (the International
Financial Reporting Interpretations Cowiimittee — IFRIC) that pro-
vides detailed rulings. There are oi"en; national interpretations bodies
that can and do make local rulinge «FRIC tries to liaise with these and
ensure consistency. Most couniries have stock exchange regulators that
carry out scrutiny of company reports. The securities regulators can also
therefore make interpteiations. Here again efforts are made through
regular conferences and also the use of databases of decisions IOSCO
runs one) to ensti=that decisions are coherent with each other. Within
the EU, regtilasion of stock exchanges remains national, but there is a
coordinating committee (Committee of European Securities Regula-
tors, which became the European Securities and Markets Authority in
2011) thatarranges regular exchanges of information between national
bodies and also maintains a database of decisions.

The remaining key players are the Big Four international audit firms.
Each of them maintains a global IFRS desk in London that liaises with
the standard-setter but also tries to ensure consistency of application
across their global networks. KPMG doesn’t want KPMG Spain ap-
proving an application that is prohibited by KPMG Singapore any
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more than IOSCO wants the Spanish regulator to differ from the Sin-
gapore regulators. The auditors have direct oversight of the accounting
of their clients and are the front line in maintaining consistency.
Another part of this is that they all publish authoritative accounting
encyclopaedias that provide a reference for nearly all transactions.

Modified convergence

It is worth pointing out that the literature is starting to refer to conver-
gence in a slightly different sense as well. China, as notedatove, has
not adopted IFRS as such but has chosen to issue local stoadards that
are largely the same as IFRS but reflect the local eccnemic and legal
framework. Japan has said that it will do the same; alihough it now lets
Japanese companies use IFRS voluntarily and muy still go for adop-
tion. Convergence in the Chinese manner it =i erefore slightly different
than the general convergence movement ciscussed above, even though
it is a subset of that. Chinese converge:ice will result in standards very
similar to the international modc! but not the same. A report by the
staff of the SEC in October 2010 zaised the possibility that this modi-
fied convergence might be a rcute that the US could follow instead of
full adoption of IFRS.

Generally the IASB does not like the modified convergence ap-
proach. Their cali s, ‘adopt, do not adapt’. It is confusing to investors
if there are several comprehensive bases of accounting in use in the
internatior.al muarkets, all claiming to be more or less IFRS. Also the
IASB doc: not want its standards devalued (as happened to an extent in
the 1990s) by countries using all the standards except the tough ones.

Small and medium-sized business

A very special standard prepared by the IASB is its /FRS for SME:.
There is a chapter devoted to this later (Chapter 7). Essentially it stands
to one side of the other IFRS and is intended to be a stand-alone,
complete set of accounting standards for small and medium-sized busi-
ness. It aims to cover most transactions that a simpler company might
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be likely to encounter and was drafted with a company with about 50
employees in mind — not that small!

When a country mandates the use of IFRS, this does not include
the SME standard; however, some countries — such as the UK — are
planning to use it for all but the smallest privately held companies. The
rules are very similar to IFRS but there are some simplifications. The
standard also includes a cut-down conceptual framework.

Convergence
... simplifies
international
transactions both
within groups
and by groups

Conclusion

Convergence on a single set of high quality accounting
standards has been a key theme in the fizst decade of
the century — which is probably why you are reading
this book. Convergence brings o ot benefits for mul-
tinational companies and gaes a step further towards
an easily accessible global capital market. It makes
raising capital cheape: a:id should give investors wider
choices. It simplifi=s international transactions both
within groups and by groups.

The cost of tzansition may be high, and the benefits
may not b reaped by all who have to bear the cost.
In addicon, application of the standards may not be
unifcrm, even though standard-setters, stock exchange
regulators and auditing firms have made a significant
eifort to reduce difference interpretations.



