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SECTION |

What is the International
Convergence of Accounting Standards?

While discussion and consideration has been centered around the admirable goal of ‘harmonizing’ accounting standards
for decades, the process initially proceeded at a very slow pace and represented a challenging undertaking. More
recently, however, the focus has shifted to ‘convergence,’ and in the last decade or so, tremendous progress has been
made. Today’s goal is to converge, or minimize the differences between, the two sets of globally recognized accounting

standards that co-exist in the world’s capital markets: U.S. GAAP and International Financial Reporting Standards (IFRS).

U.S. GAAP is developed primarily by the Financial Accounting Standards Board (FASB), while IFRS are issued by

the London-based International Accounting Standards Board (IASB). The use of IFRS has become increasingly
widespread throughout the world with about 100 countries now requiring or allowing the use of these standards.
Additional countries are in the process of replacing their national standards with IFRS. For example, from 2005 onward,
companies headquartered in the European Union (EU), with securities listed on an EU regulated market, are required
to report their consolidated financial statements using ‘EU-endorsed’ IFRS. This requirement affects about 7,000 EU
companies. Other countries including Australia and New Zealand (N.Z.), have adopted similar requirements mandating
the use of IFRS, while countries including Canada and Israel plan to adopt IFRS as their national standards in the near
future. Furthermore, major emerging and transition economies such as Brazil, China, India, and Russia are adopting

or considering IFRS, not U.S. GAAP, in an effort to become integrated in the world’s capital markets and to attract the

investment needed to finance development.

Recognizing the need to address not only domestic comparability, but also international comparability of financial
information, the FASB updated its strategic plan in the 1990s. Working with the then International Accounting Standards
Committee (IASC — the predecessor of the IASB) as well as national standard setters from Australia, Canada, N.Z.,
and the United Kingdom (U.K.), the FASB made notable progress in converging existing standards. For example, the
FASB and Canadian Accounting Standards Board issued identical standards on segment reporting and accounting for

business combinations, and the FASB and IASC issued similar standards on earnings per share.

Following the formation of the IASB, the IASB and FASB in 2002 issued a Memorandum of Understanding (MOU)
formalizing the two accounting standard setting bodies’ commitment to converging their standards. Then, in April 2005,
the call for a single set of high quality globally accepted accounting standards intensified when the Securities Exchange
Commission (SEC) issued its Roadmap for Convergence. The IASB and FASB responded to the Roadmap’s challenge

to enhance convergence by issuing an updated MOU in February 2006. The new MOU reiterated the Boards’
commitment to converging their standards and was accompanied by a revised work program for 20062008 aimed at

achieving this goal.
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What is the SEC Currently Proposing?

What is Currently Required for a Non-Domestic SEC Registrant?

Under current SEC rules, foreign companies listed in the U.S. must comply with the information requirements set forth

in Form 20-F by the SEC. Accordingly, the financial statements furnished by foreign private issuers disclose essentially
equivalent information to statements complying with U.S. GAAP. This information may be presented in two ways. The
foreign company may prepare either complete U.S. GAAP statements or statements based on its domestic GAAP or IFRS,

but include a reconciliation of reported net income and shareholders’ equity to U.S. GAAP.

In their *20-F reconciliation,” companies following the latter option, begin with national GAAP/IFRS net income
(shareholders’ equity) and then list each material difference with U.S. GAAP and indicate its numerical impact on income
(equity). The reconciliation ends with total income (equity) according to U.S. GAAP. A verbal description of each material
difference listed in the reconciliation is also provided to concisely explain how the national GAAP/IFRS utilized by the

company differs from

U.S. GAAP. Furthermore, the SEC requires foreign registrants filing under national GAAP or IFRS to provide certain U.S.
GAAP disclosures.

A foreign private issuer must file its annual report, including financial statements reconciled to U.S. GAAP as appropriate,
with the SEC six months after its year end. Alternatively, U.S. headquartered companies file with the SEC within 60 to 90

days following their year end.

What would the SEC proposal and concept release change?

The SEC Roadmap for Convergence details the steps that should occur before the elimination of the 20-F net income
and shareholders’ equity reconciliations for foreign issuers reporting under IFRS. One of the key steps noted is the
evidence of sufficient progress in converging IFRS and U.S. GAAP. A SEC? proposal and request for comment regarding
elimination of the reconciliation for foreign registrants reporting under IFRS ‘as issued by the IASB’ followed in July 2007.
Then, in August 2007, the Commission issued a concept release posing questions aimed at determining whether U.S.

headquartered registrants should also be provided with the option to report under IFRS.?
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Why is Convergence Important to Investors?

Among other things, the SEC Roadmap for Convergence highlights the importance of convergence. Converged

standards would:
= enhance comparability and enable investors to compare ‘apples to apples’ as opposed to ‘apples to oranges’

= reduce regulatory compliance costs without undermining investor protection or impairing market information and

make it significantly less costly for non-domestic companies to access U.S. markets

= promote global financial market competitiveness while improving the information available to investors.

These and other dimensions of convergence are discussed in the following sections.
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SECTION IV

What Are the Main Reasons that Some Parties
Have Cited as to Why Investors Should Support the
Elimination of the Reconciliation Requirement?

Eliminating the reconciliation is key to maintaining the premier status
of U.S. markets.

Doing away with the reconciliation would remove unnecessary costs and remove a barrier for foreign issuers wishing to

access U.S. markets.

About 1,150 of the 13,000 SEC registrants are foreign issuers. Combined with the costs associated with complying with
the requirements of other regulations, including Sarbanes-Oxley, some allege the 20-F reconciliation requirement makes
a U.S. listing costly for foreigners and is viewed as onerous by them. Thus, the current U.S. regulatory environment has
prompted some foreign companies to exit U.S. markets. Moreover, few new foreign listings are materializing as other
sources of capital increasingly provide alternatives to the U.S. markets. With IFRS widely accepted throughout the world,
the attitude of some has become: Why bother to reconcile IFRS with U.S. GAAP?

In response to this alleged crisis, a study commissioned by political leaders in New York suggests the city (NYC)

may lose its status as the world financial center within ten years unless a major shift in regulation and policy occurs.
Sustaining New York's and the US’ Global Financial Service Leadership® is based on analyses of market conditions in
the U.S. and abroad and draws from interviews with more than 50 leaders representing the financial services industry,
consumer groups, and other stakeholders. The findings indicate that NYC financial markets are becoming stifled by
stringent regulations and high litigation risks. Among the high-priority goals set forth in the report as a ‘national agenda’
is the recognition of IFRS without reconciliation for foreign SEC registrants and the promotion of global convergence of

accounting (and auditing) standards.

At a Roadmap Roundtable hosted by the SEC on March 6, 2007, some observers noted that the companies, investors,
rating agencies, accounting firms, and others spoke ‘in one voice’ encouraging the SEC to eliminate the reconciliation
to U.S. GAAP provision as soon as possible.® Roundtable participants indicated that the main benefit of this elimination
would be a significant reduction of costs for some companies. They believe the reconciliation imposes costs in terms of
ease, timing, and ability of foreign private issuers to come to the U.S. markets. During the Roundtable, the CFO of AXA
indicated preparing the annual 20-F reconciliation for his company cost approximately $25 million.

The NYC report reiterates that doing away with the reconciliation without delay would eliminate unnecessary costs and
remove a barrier for foreign issuers. This action, it is alleged, would clearly communicate to the global financial services
community that the U.S. respects and honors approaches developed outside its borders. Eliminating the reconciliation
in conjunction with accelerating convergence of accounting (and auditing) standards would unleash the potential to
improve U.S. markets and facilitate access to them by non-domestic companies using IFRS. The NYC report’s authors
also indicate that following the report’s recommendation of eliminating the reconciliation without delay would yield
substantial benefits with few discernable offsetting costs. Furthermore, accelerating the convergence of two sets of high
quality accounting standards will make it significantly less costly for non-domestic companies to access U.S. markets,
and, in so doing, improve the international competitiveness of the U.S. as a financial center. Finally, the NYC report’s
authors believe that the ensuing reduction in regulatory compliance costs can be achieved without undermining investor

protection or market information.
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IFRS are robust, ‘principles-based’ standards suitable for the
U.S. market and are preferred by some investors over U.S. GAAP.

According to the NYC report, interviews conducted with business leaders reveal the need to accelerate convergence
as well as the need to remove the unintended consequences of the ‘rules-based’ approach of U.S. GAAP, which can
produce financial reporting that differs from economic reality. Surveyed business executives believe the need to reconcile
to the ‘principles-based’ IFRS, which is accepted by almost every other major country other than the U.S., is unnecessary

given the quality of IFRS and its widespread adoption.

Some members of the Roadmap Roundtable investors’ panel indicated they were not really using the reconciliation and
to some extent preferred IFRS to U.S. GAAP. Some stated that they had essentially already moved to analytic models
that do not incorporate the reconciliation. For many industries and peer groups, IFRS is the most common accounting
standard, so to understand that industry or sector, analysts must know IFRS. Indeed, institutional investors sometimes
‘reconcile’ U.S. GAAP to IFRS to facilitate comparisons and make investment decisions. According to Dzinkowski, of the
165 foreign companies rated by Moody’s, only 13 have analysts within the U.S while the others are covered by foreign
analysts, who neither need nor want reconciliation.® Many interested parties rely on foreign comparables, information that
is not provided by U.S. GAAP.

Removal of the reconciliation should not result in the loss of any
investor or market protections afforded by underwriters, securities
counsel, or auditors.

Some Roadmap Roundtable participants do not expect removal of the reconciliation to impact investors or change the
way securities are priced. As noted above, for due diligence, credit rating and other purposes, most capital market
players are comfortable relying on IFRS alone when engaging in transactions with foreign private issuers. Thus,
Roundtable participants believe that the removal of the reconciliation should not result in the loss of any investor or
market protections afforded to them by underwriters, securities counsel (and other similarly situated parties) or auditors.
While the reconciliation may keep foreign issuers out of U.S. markets, some allege it is not facilitating the offering work

done by other participants in the capital raising process.

Reconciliation delays the release of information to U.S. investors.

A Roadmap Roundtable panel representing the investor community indicated that the timeliness of information is critical.
Thus, to the extent that the reconciliation slows the availability of information to U.S. investors, it operates counter to
their interests. Presently, foreign private issuers are not required to file Form 20-F with the SEC until six months after

their fiscal year end. Filing deadlines for U.S. issuers, alternatively, range from 60 to 90 days. Since reconciling can be a
time-consuming endeavor, the requirement to provide the reconciliation is frequently held out as one of the justifications
for the extra filing time allowed foreign private issuers. In their quest for timely information, some Roundtable participants
indicated that large institutional investors and analysts, and perhaps credit rating agencies, turn to foreign private

issuer's home markets.
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With the reconciliation in place, U.S. investors may be missing out on
important investment opportunities.

A critical concern by some at the Roadmap Roundtable was that the reconciliation is keeping foreign private issuers
from bringing transactions to the U.S. markets. As a result, U.S. investors are denied possibilities they might otherwise
have to invest in foreign capital. Thus, the reconciliation may be detrimental to not only foreign private issuers, who
cannot tap the liquidity and depth of the U.S. markets, but also for U.S. investors, as they have fewer options in terms
of the investment decisions they might select. Ultimately, the results of the reconciliation may make the U.S. markets

disadvantaged as well.

This arguably holds true not only for institutional investors but also for some retail investors who are highly interested
in securities of foreign companies that are not available in the U.S. markets. If these retail investors choose to go
overseas to attain more investment opportunities, they do so without the coverage of the U.S. federal securities laws.

Thus, the reconciliation may be imposing an indirect cost that appears difficult to justify.
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SECTION V

What Are the Main Reasons that Some Parties Have
Cited as to Why Investors Should be Concerned about
the Elimination of the Reconciliation Requirement?

Significant differences between IFRS and U.S. GAAP remain.

IFRS and U.S. GAAP are not comparable.

In a recent interview, IASB Chair Tweedie’ predicts that by ‘2011-12, U.S. and international accounting should be
pretty much the same — with 150 countries using IFRS and several others using U.S. GAAP. That adds up to about
170 countries accounting in much the same way.’ However, despite Tweedie’s optimism, research indicates the

convergence of U.S. GAAP and IFRS is at an early stage.

A few studies have examined the materiality of differences between International Accounting Standards (IAS)/IFRS
and U.S. GAAP as reflected in 20-F reconciliation adjustments, but findings from the initial studies should be viewed
cautiously as IAS/IFRS numbers have historically not been widely reported in terms of, and thus reconciled to, U.S.
GAAP. Street, Nichols, and Gray? and Blanco and Osma" examined the net income 20-F reconciliations of a small
number of companies using IAS to access U.S. markets prior to 2001. Both studies suggest that IAS and U.S. GAAP

were converging. However, more recent research on larger samples suggests a different story.

With the widespread adoption of IFRS by the EU member states, Australia, and others, the significance of 20-F
adjustments by larger numbers of ‘IFRS-based’ SEC registrants is under investigation. Street, Gray, and Linthicum' find
that adoption of IFRS in 2005 resulted in divergence, as opposed to convergence, with U.S. GAAP for 135 European
companies listed in the U.S filing ‘IFRS-based’ financial statements. During the pre-IFRS period of 2002-2004, European
and U.S. GAAP net income measures were generally comparable (not significantly different). However, following the
switch to IFRS in 2005, IFRS net income was significantly higher than U.S. GAAP net income. Furthermore, the gap
between 2004 IFRS and U.S. GAAP net income significantly exceeded the difference between European GAAP and
U.S. GAAP net income. These findings are in line with Gray and Morris! who find that the move to IFRS in 2005 resulted
in significantly higher net profits under IFRS as compared to Australian GAAP.

A recent survey by Citigroup yields similar results, thereby supporting the conclusion that ‘the glut of differences
between the two sets of standards causes major swings.’* For 73 European SEC registrants, the 2005 and 2006 20-F
reconciliations contain 426 reconciling differences with most of the reconciling items attributable to the treatment of tax,
pensions, goodwill and intangible assets, and financial instruments. Eighty-two percent of the companies had higher
net income under IFRS, with IFRS net income, on average, being 23 percent higher than U.S. GAAP net income (based

on the mean). The median IFRS net income was about six percent higher under IFRS.

While the survey covers only two years, Citigroup concludes that the median is dropping, thereby indicating some
differences are being removed. Yet, book value for 70 percent of the companies surveyed is lower under IFRS.

On average, IFRS returns on equity are much higher. Citigroup stressed that in breakdowns of book value and equity
returns, U.K. companies topped the tables of European companies showing the biggest divergences. For example,
BSkyB (84.1 percent), GlaxoSmithkline (72.9 percent), Imperial Tobacco (61.5 percent), and National Grid (55.8 percent)

had book values significantly lower than the U.S. GAAP equivalent. In terms of the largest differences for return on equity,
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SECTION V

nine of the top 15 were U.K. based. For example, BSkyB, which headed the list, had a 382 percent increase in return on

equity under IFRS.

Citigroup, thus, concludes that the ‘differences could well result in investors and/or analysts arriving at different
conclusions about the financial position and performance of business depending on the GAAP used.” Citigroup further
indicates that it appears that ‘if U.S. companies were given the option to use IFRS rather than U.S. GAAP then this would

provide a boost to book earnings and returns.’

The 20-F reconciliation includes valuable information that would be lost
after its elimination.

In The Roadmap to Convergence. U.S. GAAP at the Crossroads S&P’s Bukspan and Joas' present an alternative view
to the Roadmap Roundtable participants’ perspective and state that it is premature to drop the reconciliation before
U.S. GAAP and IFRS are fully converged. According to these authors, the 20-F reconciliation guides analysts between
different accounting conventions and provides a better appreciation of how accounting differences are evident

under varying reporting regimes. In the absence of convergence, the reconciliation serves as a ‘useful tool for aiding
comparisons among global peers, particularly as IFRS is still in its infancy in terms of its application and interpretation.’
Without the reconciliation, analysts and other financial statement users would have to rely more on disclosures, thereby

calling into question the robustness of current IFRS requirements.

Bukspan and Joas reference an earlier S&P study that highlights ‘significant variations in the quality and types of IFRS
disclosures’ and concludes that many of the disclosures are boilerplate and, thus, lacking in the analytical information
needed to gain a full appreciation of the underlying assumptions and risks. This S&P report’s conclusion is consistent
with reports issued by SEC staff (see www.sec.gov/divisions/corpfin/ifrs_staffobservations.htm) as well as the U.K.
Financial Reporting Review Panel (see www.frc.org.uk/images/uploaded/documents/IFRS%20Implementation%20
20preliminary.pdf) based on their regulatory reviews of IFRS accounts. According to Bukspan and Joas, the overall SEC
staff report emphasizes the need for robust and consistent disclosures that analysts view as ‘essential in fostering a

transparent, principles-based reporting environment.’

Bukspan and Joas also contend that the SEC review of 100 IFRS reports filed for fiscal year 2005 draws attention to other
reasons to improve IFRS disclosure requirements before eliminating the reconciliation. They refer to problems associated
with ‘scant guidance’ on financial statement presentation; different accounting treatments for merger recapitalizations,
reorganizations, acquisitions of minority interests, and insurance contracts; auditors signing-off on home country-based
IFRS (as opposed to IFRS as issued by the IASB); and SEC requests for additional disclosures related to revenue

recognition, intangible assets and goodwill, policies for evaluating impairments, leases, and contingent liabilities.
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IFRS are not being faithfully and consistently applied throughout
the world.

The SEC request for comment and proposal poses the question of whether there is sufficient comparability among
companies using IFRS ‘as published by the IASB’ to allow investors and others to use and understand financial
statements prepared in accordance with IFRS without a reconciliation. This question is somewhat challenging to address
in that, as acknowledged by the Commission, for most of the approximately 200 companies filing fiscal year 2005

20-F’s ‘based on IFRS,’ the auditor did not opine on IFRS ‘as issued by the IASB.’ The studies referred to in the following
paragraphs are, accordingly, based on accounts opined on as ‘IFRS-based’ (i.e. IFRS as endorsed by the EU, etc.) as

well as IFRS ‘as issued by the IASB." No distinction was made in the sample selection by the authors.

Reviews of fiscal year 2005 IFRS statements by academics and regulators indicate that the answer to the SEC question
may be ‘no.” While generally promising, these reviews indicate problems with emerging ‘flavors of IFRS,’ thereby

suggesting that a substantial learning curve exists for many 1¢-time IFRS adopters.

Academic research indicates the degree of compliance with IAS/IFRS by early, ‘voluntary’” adopters was mixed and
somewhat selective.™°p Street and Bryant find that, for early adopters, the extent of compliance with IAS was greater
for companies with U.S. listings than for companies without U.S. listings. Similarly, Street and Gray find greater levels of
compliance with IAS-required disclosures for companies with non-regional listings (including most notably U.S. listings),
companies referring exclusively to the use of IAS in their accounting policy notes, and companies audited by, what was
at the time, a Big 5+2 accounting firm. These early studies support the SEC position that consideration should only be
given to dropping the reconciliation for companies using IFRS ‘as issued by the IASB.” This position is further endorsed

in a comment letter to the SEC prepared by the FASB's Investors Technical Advisory Committee.

It is important to stress that Glaum and Street? identified significant noncompliance by companies listed on Germany’s
now defunct Neuer Market not only for IAS accounts but also for U.S. GAAP accounts. Their study, therefore, indicates
the key issue is enforcement of standards and not the quality of the accounting standards used. Companies listed on
the Neuer Market were required to prepare either IAS or U.S. GAAP accounts. Thus, the use of internationally recognized

standards was mandatory as opposed to voluntary, yet compliance, on average, was problematic.

Following the required adoption of IFRS in the EU and elsewhere in 2005, researchers began to examine larger samples of
IFRS accounts. Their findings again reveal implementation problems. For example, Glaum, Street, and Vogel" conducted
an assessment of the 2005 merger and acquisition disclosures of companies comprising the premium segments of

17 major European exchanges (see www.pwc.de/en/ma-ifrssurvey2005). Their analysis uncovers several areas in need
of notable improvement. Thus, these authors conclude that the understandability and information content of IFRS

merger and acquisition disclosures needs to improve to enhance transparency and comparability. The findings of

Glaum, Street, and Vogel are in line with those of regulatory reviews of 2005 IFRS accounts by, among others, the

SEC (see www.sec.gov/divisions/corpfin/ifrs_staffobservations.htm) and U.K. Financial Reporting Review Panel

see http://www.frc.org.uk/images/uploaded/documents/IFRS%20Implementation%20-20preliminary.pdf.
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In a study of 2005 disclosures provided by companies comprising the premier segments of 20 European exchanges,
FaBhauer, Glaum, & Street® uncover a number of cases where companies omit certain relevant IAS 19 pension
disclosures. They also identify a troubling number of boilerplate disclosures and vague, shallow disclosures.

Their findings regarding boilerplate and vague disclosures are in line with concerns expressed by the U.K. Financial
Reporting Review Panel based on its review of IAS 19 disclosures provided in 2005 accounts by a small sample of

U.K. companies (see http://www.frc.co.uk/images/uploaded/documents/010806%20-%20final%20report.pdf).

The regulatory reviews of IFRS accounts noted above are uncovering examples of non-compliance in addition to
raising questions regarding the quality of the disclosures provided. A notable area of concern is whether various
banks complied with IAS 39, in determining loan impairment. SEC discussions on this topic are ongoing (see http://
www.sec.gov/divisions/corpfin/ifrs_staffobservations.htm), and CESR has posted information regarding several

regulatory rulings regarding the issue on its website (see http://www.cesr-u.org/index.php?page=home_details&id=209).

A review of the accounts of 284 companies by the U.K. Financial Reporting Review Panel resulted in 49 companies
being obliged to undertake alterations to financial reporting policies. In February 2007, the UK. Financial Services
Authority issued Financial Risk Outlook 2007 highlighting potential risks stemming from, among other things, the move
to IFRS. Inconsistent national application was noted as a major risk to the continued success of IFRS. Specifically, the

U.K. report states:

With regard to inconsistency, the true benefit of IFRS can only be realised through enabling a better
comparison of similar entities across national boundaries, which, in turn, will provide enhanced
transparency for markets and a more efficient global capital market. We also acknowledge that,

under a principles-based accounting framework, there may be relevant economic and legal differences
between countries such that similar transactions might legitimately be reported in different ways.
However, should local custom or national interest operate to threaten the consistent application of

IFRS, much of this anticipated benefit could be lost.

There is a great deal of work being undertaken internationally to ensure that IFRS is implemented in a way
that is both consistent and responsive to local economic differences. However, judging whether or not this

balance is being successfully achieved will only be possible after one or two more years have passed.

Removing the reconciliation should be delayed until foreign issuers,
audit firms, and other constituents have more experience with preparing
IFRS statements.

IFRS implementation problems may be linked to, among other things, an inconsistent and fragmented international
auditing environment. Bukspan and Joas state that harmonizing international auditing standards and ensuring consistent
compliance with these standards are key to developing confidence in any accounting framework. In the same vein,

SEC Director of Corporation Finance, White" indicates that ‘The auditing point is another very critical one... that clearly

must be considered in any comprehensive conversation about convergence and ending reconciliation.’
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Wyatt' posits that ‘maybe we are not so close to having a single set of accounting standards around the world. And,
maybe we are even further from having an acceptable international financial reporting regime that would add credibility
to financial statements that investors rely upon for their investment decisions.” He calls for ‘patience by all parties to
permit the overall environment to become appropriate for a successful transition to the utilization of truly international
accounting standards.” Wyatt's five facets to achieving ‘effective’ convergence include effective accounting standards
combined with relevant education and understanding, effective regulatory regimes, a suitable political environment, and

as stressed in both the NYC report and by Bukspan and Joas, effective auditing standards.

Wyatt explains that while considerable progress has been made by the International Federation of Accountants (IFAC)

in developing International Standards of Auditing (ISA), the application of these standards is affected by cultural and
environmental forces that vary across countries. Reconciling these differences will not be easy. The existence of a solid
set of generally accepted auditing standards will not, therefore, necessarily result in consistent application of those
standards globally. It remains an open question as to how regulators in different countries will address variations in audit

practice that have lead to inconsistent application and implementation of IFRS.

U.S. accountants and auditors are not adequately versed in IFRS.

Wyatt explains that, regardless of the quality of IFRS, effective implementation cannot be achieved until accounting
practitioners, both in public and private practice, in countries all around the world, achieve a degree of understanding of
those principles that enable their application in practice. Since we currently do not have a set of accounting standards
on which broad agreement has been reached, we do not have the textbooks necessary to convey those standards to
students and other interested parties. In the U.S., Wyatt notes that universities do not have courses devised to assist

in this educational process. While the development of the necessary educational materials and course curricula should
not require a lengthy time period, the process is highly unlikely to commence until IFRS are further along in their

development stage.

Wyatt estimates that the various requirements of the educational process will not get underway globally in any concerted
fashion until the IASB determines that it has an effective set of standards and securities regulators around the world
deem these standards to be acceptable. At that point, we are probably looking at a three to seven year changeover from
current educational processes to the introduction of new curricula. While the large accounting firms and publicly-owned
companies may be able to reeducate their employees in a somewhat shorter time period, the process for an international

company will require planning and dedication to retraining.

In a bulletin describing the move to IFRS in Canada, the Canadian Accounting Standards Board stresses that such a
transition from national GAAP to IFRS requires education, not only for auditors and in the universities, but also for public
companies, their investors, lenders, and advisors. The need for a comparable transition period prior to acceptance of
IFRS in the U.S. should not be overlooked by the SEC or taken lightly.

11



SECTION V

12

Convergence, particularly the work of the IASB and FASB, will most
likely be impeded if the reconciliation is dropped prematurely.

Street and Linthicum" consider whether it is conceivable that eliminating the reconciliation now would stall convergence
efforts of the IASB and FASB, especially since the EU’s incentive to achieve convergence and comparability with U.S.
GAAP, as well as its support for the continued improvement of IFRS, may disappear with the reconciliation. While
stressing the importance of convergence, the SEC is adamant that the IASB and FASB should not focus on eliminating
differences between accounting standards needing significant improvement. Instead the Boards should cooperate and
develop new requirements in areas where both sets of standards require improvement. SEC Deputy Chief Accountant
Erhardt* has specified that the Boards should ‘tackle the toughest, most intractable and problematic standard setting
issues’ such as financial instruments, performance reporting, revenue recognition, pensions, leases, and consolidation
policy. The IASB and FASB accepted this challenge in the 2006 update of their Memorandum of Understanding by
revising their joint work program with the goal of making significant progress in the development of new joint standards

to address the areas highlighted by Erhardt.

While the efforts of the IASB and FASB to address the SEC’s desire to ‘advance the frontiers of accounting’ are clearly
in the best interest of investors, Street and Linthicum point out that one can question whether the Boards’ work program
is in favor with the EU. For example, EU Commissioner for the Internal Market and Services McCreevey¥? stated that
convergence cannot be allowed to destabilize the IFRS platform in Europe and, cautioned that convergence is not an
invitation for standard setters to advance the ‘theoretical frontiers’ of accounting. ‘Revolutionary’ new standards will not
be acceptable as the ‘IFRS train’ has just ‘left the station.” While the SEC has not suggested a timetable for addressing
the issues noted by Erhardt, the implication is that IFRS and U.S. GAAP must improve. It is feasible that McCreevey’s

stable platform may hinder the improvement desired by the SEC as his message to the IASB contradicts the SEC position.

It is important to acknowledge that the IASB responded to concerns expressed by European and other IFRS adoptors
that the Board was moving too fast in the development of new standards. To assist ‘adoption of IFRS and reinforce
consultation,” in 2006, the IASB announced that no new standards will be effective until 2009, thereby providing four
years of stability in the IFRS platform for companies adopting IFRS in 2005. The IASB stresses that establishment of this
approach does not preclude issuance of new standards before that date. IASB Chair Tweedie explains that the policy

is directed at assisting those involved with IFRS implementation throughout the world, while concurrently enabling the
IASB to make progress on its contribution toward eliminating the need for 20-F reconciliation requirements by 2009.
From the perspective of the U.S. investor, a key issue, however, remains. If the reconciliation is dropped, will EU and
other non-U.S. registrants adequately implement the new international standards that become effective in 20097 Or, will

there again be implementation and compliance issues in line with those identified based on reviews of 2005 accounts?

Another concern pointed out by Larson and Street is the onerous and ever expanding EU endorsement process.

The NYC report states that elimination of the reconciliation without delay would communicate to the global financial
services community that the U.S. respects and honors approaches developed outside its borders. However, as discussed
by Street and Linthicum, the EU endorsement process suggests a similar view may not be shared in Europe. Even with
the reconciliation in place and some U.S. GAAP disclosures required for foreign registrants (including segment reporting
requirements), the IASB’s decision to adopt U.S. segment reporting requirements in IFRS 8 sparked opposition. In April

2007, the Economic and Monetary Affairs Committee of the European Parliament®® proposed a Parliamentary resolution



SECTION V

calling on the EC to conduct a thorough assessment of the impact prior to endorsing IFRS 8. Among the concerns
expressed was that adoption of IFRS 8 ‘would import into EU law an alien standard without having conducted any impact

assessment.’ In response, the EC announced that a vote on IFRS 8 would be delayed.

Another example of the EU endorsement process hindering convergence is IAS 39. Despite a SEC warning that ‘watering
down’ IAS 39 could hinder convergence,® the EU went forward with a ‘carve out’ of IAS 39. With the EC willing to block
convergence efforts by modifying IFRS for use in Europe with the reconciliation in place, how much bolder will the

Commission become post-reconciliation?

The EU’s endorsement process to determine whether each IASB standard will be approved for use in the EU will likely
continue to produce variations between IFRS ‘endorsed by the EU’ and IFRS ‘as issued by the IASB.” While the SEC
is adamant that the reconciliation will be dropped only for companies using IFRS ‘as issued by the IASB,’ careful
consideration should be given to the conflicting objectives of the SEC and EU prior to eliminating the reconciliation.

As a major IASB constituent, the impact of EU lobbying on the development of IFRS should not be underestimated.

At the Roadmap Roundtable, investors also connected convergence with reconciliation. They generally support removing
the reconciliation, except in the case where its elimination would cause convergence to cease. It is, therefore, worthy
for one to consider what would be the incentive for convergence once the removal of reconciliation takes place. Given

the existence of differing global views, one should also ponder whether the IFRS of the future will be ‘principles-based.’
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What Are the Main Reasons that Some Parties
Have Cited as to Why Investors Should Support
Permitting U.S. Companies to Use IFRS?

For U.S. companies in certain industries, IFRS would enhance
comparability with competitors.

Deloitte’s Gannon, Sogoloff, and Madla® state that U.S. companies, if permitted, may consider IFRS if their significant
competitors report under IFRS (i.e. companies in the banking, insurance, motor vehicle manufacturing, pharmaceutical,
and telecommunications industries). According to these authors, comparability in reporting would level the playing field,

thereby providing investors an ‘apples-to-apples’ perspective when comparing results.

IFRS presents several opportunities to U.S. companies that
operate globally.

Gannon, Sogoloff, and Madla further explain that IFRS offers U.S. companies, particularly those operating globally,

several potential opportunities, including:

» Standardization of Accounting and Financial Reporting Policies — A consistent set of accounting policies and
financial statements in each country where local reporting is required improves comparability of financial information

and tax planning.

= Centralization of Processes — By moving toward company-wide IFRS use, a company could reduce reliance on
local accounting resources for statutory reporting purposes, develop standardized training programs, and eliminate

divergent accounting systems.

= Improved Controls — Standardized reporting would allow companies to assign one worldwide owner for statutory

reporting, yielding better control over the quality and issuance of financial statements in other locations.

= Better Cash Management — Dividends that can be paid from subsidiaries may be based on local financial statements.

Allowing use of a consistent standard across countries can help improve cash flow planning.

Elimination of the reconciliation should be paired with allowing
U.S. registrants to use IFRS.

Otherwise, some U.S. companies, particularly those in certain industries, may be at a competitive disadvantage.

According to BDO’s Johnson, unless allowed the same option to use IFRS, dropping the reconciliation could put U.S.
companies at a competitive disadvantage.® For example, IFRS and U.S. GAAP revenue recognition rules differ for

the tech industry. Under IFRS, a company can report revenue growth faster than a U.S. company. This is due to the
‘principles-based’ nature of IFRS, which provides more flexibility in regard to when companies recognize revenue.
This is especially important for emerging tech companies because customers, investors, and analysts view revenue
recognition as the easiest way to comprehend such a company’s worth. Thus, even though two companies could have

the same product and similar financial health, customers may view them differently because of the U.S. GAAP company’s
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delay in revenue recognition. Therefore, given the option, U.S.-based tech companies may consider moving to IFRS

to avoid competitive disadvantage.

Following a similar line of thinking, at the Roadmap Roundtable, Phillip Jones, Director of External Reporting and
Accounting Policies and Procedures at Dupont, referred to his company’s willingness to see the reconciliation end.
However, from a competitive point, Jones suggests that U.S. issuers should be afforded the same opportunity to

report in IFRS.

The SEC’s White' shares that he has heard the same from a number of finance and accounting executives at large,
multinational corporations in the U.S. These multinationals are already using IFRS for various reasons, whether at their
international subsidiaries or for reporting purposes with various regulators in other jurisdictions. They hold that reporting
under IFRS in their SEC filings could improve disclosure and reporting processes overall in terms of transparency and

internal consistency.
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What Are the Main Reasons that Some Parties
Have Cited as to Why Investors Should be Concerned
about Permitting U.S. Companies to Use IFRS?

Allowing U.S. companies to use IFRS may be followed by elimination
of U.S. GAAP.

This contradicts with the general sentiment in the U.S. that we should maintain control of establishing accounting

standards utilized by U.S. companies.

Bukspan and Joas state that the SEC’s willingness to explore giving U.S. companies a choice between IFRS and
U.S. GAAP may ‘be interpreted as a not-so-gentle nudge toward a looming exit for U.S. GAAP, and could bring a sea
of change for the future role of U.S. GAAP and of the FASB.’ Indeed at the Roadmap Roundtable, former SEC Chief
Accountant Nicolaisen shared his belief that eventually U.S. registrants should be required to report under IFRS.%
At the Annual Conference of the International Organization of Securities Commissions, SEC Commissioner Campos™
further explored the possibility of not only allowing, but requiring, U.S. companies to use IFRS. Campos stated that

over the long-term, it is difficult to argue that one set of accounting standards is anything other than an ultimate target.

In May 2007, a poll was taken at the Financial Services Executives Forum in NYC, which was attended by several
hundred CFOs and other finance professionals. The results reveal that a vast majority are willing to accept an IFRS-based
standard or a converged set of standards. However, when asked if they are prepared to give up control of establishing
accounting standards, 68 percent responded no and another seven percent was unsure. Bukspan and Joas believe

the latter likely reflects the U.S. sentiment in general, given the historical strength of the U.S. capital markets relative to
global markets. Despite the shortcomings of U.S. GAAP, these authors believe that the U.S. market may not be prepared
to embrace a completely new set of standards that are in an evolutionary stage, yet to be tested, and to which the market

will have to get accustomed.

Based on responses by 142 members of the American Association of Individual Investors to their survey, McEnroe

and Sullivan report that the attitudes of individual investors are in line with studies highlighting potential negative
consequences linked to the elimination of the reconciliation. Their study finds that U.S. individual investors are very
much in favor of foreign listings on U.S. exchanges. However, individual investors endorse current rules requiring either
the use of U.S. GAAP or the reconciliation. A large majority of the individual investors believe the U.S. should maintain
control of accounting standards used for U.S. listings. A smaller majority believe there should be a global set of

accounting principles for all stock exchanges.
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Requiring U.S. companies to use IFRS will limit the influence of the
FASB, SEC, and other U.S. organizations in shaping the accounting
standards used by U.S. and other companies accessing the U.S. markets.

Tarcall describes the impact of adoption of IFRS in Australia, which historically has followed a standard setting model

similar to the U.S. Her major points provide a preview of what the future would likely hold for the U.S. if IFRS were adopted.

= The Australian Accounting Standards Board no longer develops standards from inception. The Board cannot
independently determine the content of standards, but is constrained to ensure that Australian standards are not
inconsistent with IFRS. The Board does not have control over its work program, which is aligned with that of the

IASB, so that matters under consideration by the IASB are also considered by the Australian Board.

n Lobbying efforts of the corporate sector must be directed more at the IASB than the Australian Board. Australian

companies have less influence in international standard setting than they had in national standard setting.

= The Federal Government is more removed from the standard setting process now that Australian standards are
based on IFRS. Given the Government’s support for harmonization with IFRS, it is unlikely to intervene in the standard

setting process to allow Australian standards to be incompatible with IFRS.

As noted previously, U.S. investors, in general, apparently are not prepared to give up control of establishing accounting

standards as has occurred in Australia.

Tarca’s point on lobbying is consistent with Wyatt's view that, upon acceptance of IFRS, lobbying is redirected from the
national standard setter to the IASB. According to Wyatt, with lobbying from ‘multiple governments with differing priorities
and multiple business communities with various interests to protect’ pressures on the IASB will eventually exceed those

ever faced by any national standard setter and make development of ‘principles-based’ standards a massive challenge.

IFRS does not provide a comprehensive set of standards suitable
for the U.S. market.

Bukspan and Joas describe IFRS as a ‘work in progress’ that does not cover some areas of accounting (see also Street
and Linthicum). When an IFRS standard does not address a matter, IAS 8 requires companies to look to the most recent
pronouncements of other standard setters. In a review of 2005 IFRS accounts, the SEC staff identified substantial
variation in accounting for insurance contracts and in reporting of extractive industry exploration and evaluation activities
in the absence of an extensive IFRS standard for these activities. If the reconciliation is eliminated and, more importantly,
if U.S. registrants are allowed to use IFRS, the SEC should clarify what rules to follow in the absence of an IFRS.

Otherwise, comparability will likely be greatly impeded.
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There is limited experience in preparing IFRS statements in the
U.S. market.

Thus, important implementation concerns should be addressed prior to allowing U.S. companies to use IFRS.

Most U.S. accountants and auditors are not trained in IFRS. Thus, as explained by Wyatt, a move to IFRS would
necessitate substantial continuing professional education for those in practice as well as extensive changes in the
curricula of universities. Furthermore, a move to IFRS at a rapid pace would require, among other things, investments
in systems, personnel, new reporting formats, and modification to the internal control system over financial reporting.*
Significant costs could result from renegotiating contracts, lending agreements and debt covenants, and compensation
agreements tied to U.S. GAAP. Tax advisors, as well as regulators, would need to comprehend the implications of
moving to IFRS. Following the like-sized efforts associated with implementation of Sarbanes-Oxley, such a move would

likely not be welcome.

As noted by the Canadian Accounting Standards Board, in the short-term, Boards of Directors of public companies
would need to ensure that a member of management, or an advisor, is responsible for reporting on a regular basis on the

implications of IFRS adoption." Effort up-front would be necessary to mitigate longer-term costs and impact.

Enhanced lobbying will limit the IASB’s ability to maintain IFRS’ status
as ‘principles-based.’

Thus, acceptance of IFRS will not represent the desired move from the ‘rules-based’ approach of U.S. GAAP.

Both the NYC report and Bukspan and Joas highlight the need for convergence towards ‘principles-based’ as opposed
to ‘rules-based’ accounting standards. Wyatt explains that the FASB’s departure from the underlying concepts set

forth in the Board’s Conceptual Framework has in many instances been the result of political interference, either from
disagreement with SEC thinking, or more frequently, effective lobbying by the business community signaling to the FASB
that the direction of a FASB proposal would cause harm to the U.S. economy. The result is often issuance of a U.S.

standard that departs from the Conceptual Framework and that accordingly is more’ rules-based’ than ‘principles-based.’

According to Wyatt, no one understanding accounting standard setting can possibly think the IASB will be immune from
the political forces that have caused the FASB so much anguish and have lead to the issuance of bad U.S. standards.
He states that ‘multiple governments with differing priorities and multiple business communities with various interests

to protect will generate even greater pressures on the IASB than the FASB has faced.’ Thus, according to Wyatt, the
‘principles-based’ versus ‘rules-based’ issue represents a red herring. Future international standards will likely look
more like FASB standards than ‘principles-based’ standards. While ‘principles-based’ standards are an admirable goal,
the evolution of standards, be they U.S. GAAP or IFRS, will likely continue to be influenced by forces unrelated to
accounting concepts. While ‘rulesbased’ standards will continue to be issued, Wyatt is hopeful that they will be issued

on a diminished basis.

In line with Wyatt’s thinking, a PwC report™ states that, the IASB and FASB ‘fail to acknowledge other key forces that
influence standard setting in the EU — specifically, the ... endorsement process at the European Commission level.

Thus, the belief that IFRS are the route to global ‘principles-based’ standards may be flawed.
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