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I. Introduction

For many years there has been a dedicated group of practitioners, standard
setters, business leaders and others from around the world who have worked
to establish a single set of globally accepted accounting standards for the
benefit of the capital markets. These people clearly had their hearts in the
right place but, absent a binding mandate to apply the standards, it seemed
largely a labor of love. Now | expect those pioneering initiatives and the
many years of effort to pay off because in 2005 a large number of companies
are joining what up to now has been a limited cadre who prepare their
financial statements using International Financial Reporting Standards

(IFRSS).l It is fortuitous that this comes at a time when the focus of capital
market participants globally and domestically is on the need for high quality
and consistently applied financial reporting. Thus, this expanded use of IFRSs
provides a unique opportunity to provide investors and creditors around the
world with the quality and consistency of financial reporting that they need,
and should rightly expect.

The primary driver behind the significantly expanded use of IFRSs is a
decision made by the European Parliament and the Council of the European
Union that all listed European Union companies (including banks and
insurance companies) must prepare their consolidated financial statements in

accordance with IFRSs, generally from 2005 onward.2 That was a bold and
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critically important decision. The amount of work involved to make this
happen has been daunting. I strongly commend the European Union and the

International Accounting Standards Board (IASB)§, as well as the many
others involved, for making possible this significant transition toward a single
set of globally accepted accounting standards.

In the U.S. capital markets many, like me, are anxious to capitalize on the
benefits of having a widely used set of accounting standards accepted and in
place. | am excited about this opportunity, but | also want to make sure we
get it right. IFRSs will be with us for a long time, making it all the more
important that we start out on the right foot. Convergence of IFRSs and U.S.
Generally Accepted Accounting Principles (U.S. GAAP) is an enabler that will
allow the United States and other capital markets to capitalize on the benefits
of a single set of globally accepted accounting standards because
convergence bilaterally reduces differences between IFRSs and U.S. GAAP,
while at the same time taking both to the highest quality level. | look forward
to 2006 when a critical mass of non-U.S. companies who file with the SEC
(foreign private issuers) will begin filing financial statements prepared using
IFRSs with the U.S. Securities and Exchange Commission (SEC or the
Commission) and | can actually start to see convergence in action.

In the pages that follow I explain why | believe the movement towards use of
a single set of globally accepted accounting standards is good for the global
capital markets, and for investors and creditors (collectively, investors). |
also discuss what | believe this movement means for the U.S. capital markets
and, in response to a question I am frequently asked, | attempt to set out a
possible roadmap to elimination of the SEC’s requirement that foreign private
issuers reconcile financial statements prepared under IFRSs to U.S. GAAP.
Further, 1 describe factors that | believe can contribute to successful
implementation and to increasingly widespread acceptance and use of IFRSs,
or which, if not addressed, could impede progress. Lastly, | express my view
that to maximize the benefits from a common set of accounting standards—
IFRSs—the many involved parties need to work together on interpretive
matters that arise in applying it.

Before getting into the details, | believe it only fair to express my personal
beliefs regarding a single set of globally accepted accounting standards. My
views should become fairly obvious in the pages which follow but, to be
absolutely clear, let me state that | firmly believe the widespread use of a
single set of high quality accounting standards, applied globally and
consistently, will greatly benefit investors. | therefore staunchly support the
efforts of those who contribute to the expanding development and use of
these standards. Now, let me discuss the specifics.

Il. The Case for a Single Set of Globally Accepted Accounting Standards

The generations of accountants who worked to develop a set of accounting
standards that could be globally accepted not only had their hearts in the
right place, but their minds as well. There is an intuitive logic that supports
the notion that capital markets benefit from using common accounting
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standards.

Key forces favoring a single set of globally accepted accounting standards are
the continued strong expansion of the capital markets across national
borders and the desire by countries to achieve strong, stable and liquid
capital markets to fuel economic growth. A thriving capital market requires a
high degree of investor understanding and confidence. Converging with or
embracing a common set of high quality accounting standards contributes
immensely to this investor understanding and confidence.

If a company’s financial statements are prepared using accounting standards
which are not viewed as being of high quality or with which the investor is
unfamiliar, then investors may not be able to fully understand a company’s
prospects and thus may insist on a risk premium for an investment in that
company. The relative cost of obtaining capital will thereby increase for those
companies. And, at the extreme, if as a result of companies using weak or
incomplete accounting standards it becomes excessively time-consuming or
difficult for investors to distinguish good investment opportunities from bad,
investors may choose instead to invest in what they consider to be safer
opportunities rather than in particular securities which may actually offer
greater reward.

Financial statements prepared using a common set of accounting standards
help investors better understand investment opportunities as opposed to
financial statements prepared under differing sets of national accounting
standards. Without common standards, global investors must incur the time
and effort to understand and convert the financial statements so that they
can confidently compare opportunities. This process is timeconsuming and
can be difficult, sometimes causing investors to resort to educated guesses
as to content and comparability. Additionally, if investors are presented with
financial information that varies substantially depending on which accounting
standards are employed, that can cause investors to have doubt about the
actual financial results of a company, resulting in a correspondingly adverse
effect on investor confidence.

Investor confidence in financial reporting is also likely to be stronger if the
accounting standards used have been subject to appropriate due process and
have gained wide acceptance in practice. Further, in situations in which
differing accounting standards are used—for example, as is the case in the
United States where financial reporting under U.S. GAAP is the norm but the
SEC also accepts financial reports from foreign private issuers using either
IFRSs or national accounting standards accompanied by a reconciliation to U.

S. GAAPZ—investor confidence is likely greater if the differences between the
standards are readily understandable and few in number.

Embracing a common set of accounting standards can also lower costs for
issuers. When companies access capital markets beyond their home
jurisdiction, they incur additional costs of preparing financial statements
using different sets of accounting standards. These include the costs for
company personnel and auditors to learn, keep current with and comply with
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the requirements of multiple jurisdictions. Similarly, use of resources
dedicated to standards writing could potentially be optimized if fewer
separate accounting models are pursued.

I believe that market forces will provide the incentive for the body of IFRSs
to succeed. This is not to say that there will not be implementation
complexities along the way, or some level of natural resistance to change.
Change is often difficult. For example, some will be reluctant to leave the
known commodity of financial statements prepared under their existing
national standards. Others may worry that financial information will be
different under IFRSs. Still others will think of applying IFRSs as an added
chore, not as an important new way to communicate financial results across
geography. But the potential benefits of the use of a common set of
accounting standards are immense. And for that reason, over time, | believe
the obstacles will be overcome. Most things that are worthwhile are not easy,
so | am hopeful that the combination of human motivation and ingenuity
coupled with an appropriate level of national and international cooperation
will prevail in expanding the use of IFRSs.

The case for a single set of globally accepted accounting standards has
resonated in many places. The strong global interest in IFRSs has prompted
many countries to pursue increased convergence of national standards with
IFRSs. | believe these actions strengthen the case for a single set of globally
accepted accounting standards and | welcome them. With regard to specific
tactics, what is emerging is that there are different routes individual
jurisdictions might pursue towards convergence between their national
accounting standards with those of IFRSs and, implicitly, other nations. Some
nations have chosen to adopt IFRSs as the officially mandated financial
reporting standards for at least public companies. Among other jurisdictions,

Australia® and the member countries of the European Union® are using this
kind of approach. The actual adoption of the evolving body of IFRSs may,
however, be subject to a clearance process to bring new standards into law
or approve them for adoption. Under this kind of approach, policy makers
may also chose to retain their national standard setter to establish standards
for their local private capital markets, to contribute to the IFRSs standard-
setting work, or both.

Other countries have chosen to continue to have their own national standard
setter establish accounting standards applicable to that nation’s enterprises.
If they choose to do so, the national standard setter may also monitor and
consider standard setting work of the IASB and, as deemed appropriate,
adapt national standards so as to conform to some portions of or all of IFRSs.
For example, the U.S. accounting standard setter and the IASB have adopted

a “best efforts” convergence approach,Z while Japan’s accounting standard
setter and the IASB have announced “. . . an agreement to launch a joint
project to reduce differences between International Financial Reporting

Standards (IFRSs) and Japanese accounting standards. . B

As noted above, there are a variety of possible approaches to increased
convergence of accounting standards—and there are no doubt more than |
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have described here—but what’s important is that so many securities
regulators and so many standard setters recognize the value of convergence.
This level of involvement by so many different countries all pursuing high
quality standards offers the potential for better standards, more transparent
financial statements and greater global acceptance. | believe the long-term
measure of success of IFRSs will be increasing investor acceptance and
support.

In theory, any of these approaches to converge can lead to capital markets in
various jurisdictions reaching the same destination; that is, comparable high
quality financial statements for investors. That is because jurisdictions which
adopt IFRSs or which closely align their national standards with IFRSs are
essentially asking companies to prepare their financial statements in the
same manner. These are but different roads to the same destination. An
obvious drawback, however, of different jurisdictions traveling different roads
is that of unintended detours or of substantially different arrival times. But, in
my view this is acceptable, providing that progress toward convergence is
being made. My sincere hope is that market demands for comparable and
transparent information will continue to push preparers, auditors, regulators
and standard setters to seek common ground wherever possible, as rapidly
as is feasible.

I1l. The Effect of IFRSs on the U.S. Capital Markets
A. The Situation in the U.S. Capital Markets

The SEC’s mission is to provide investor protection; to maintain fair, orderly,

and efficient markets; and to facilitate capital formation.2 To carry out these
objectives the SEC recently adopted as two of its four goals to “sustain an

effective and flexible regulatory environment” and to “encourage and

promote informed investment decisionmaking.”@ Sustaining an effective and

flexible regulatory environment means, among other things, that “investors
are protected by regulations that strengthen corporate and fund governance
and adhere to high quality financial reporting standards worldwide” and
“regulations are clearly written, flexible, and relevant, and do not impose

unnecessary financial or reporting burdens.”! Encouraging and promoting
informed investment decisions requires that, among other things, “investors
have accurate, adequate, and timely public access to disclosure materials

that are useful, and can be easily understood and analyzed across

companies, industries or funds.”*2

Consistent with these goals, it is important to the U.S. capital markets that
we have comparable reporting so that when an investor compares the
financial statements of one company with those of another, the investor can
make an informed capital allocation decision between the two. Thus, for
financial statements prepared under IFRSs and U.S. GAAP to coexist in the U.
S. capital markets, | believe IFRSs and U.S. GAAP requirements and
disclosures should be closely aligned. Otherwise, if the financial position and
operating results reported under IFRSs and U.S. GAAP are difficult to
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compare, investors may find analysis and decision making difficult. Assuming
both sets of accounting standards are considered to be of high quality, but
they report substantially different results, investors could lose trust and
confidence in financial reporting. The ability to compare information is
important for an investor making a capital allocation decision regardless of
whether a company applies U.S. GAAP or IFRSs. Comparability is especially
useful among companies operating within the same industry.

Investments abroad by U.S. investors are significant. The U.S. capital
markets include thousands of U.S. firms which invest in non-U.S. companies
either through acquisition or direct investment. Further, millions of
individuals and trust funds invest in non-U.S. companies either directly or
indirectly through investments in mutual funds. Additionally, today there are
approximately 1,200 foreign private issuers which file with the SEC; 500 of

these are from one country, Canada, which is not moving to IFRSs in 2005.13
Of the other 700 foreign private issuers, approximately 40 currently prepare

the financial statements they file with the Commission using IFRSs.1% |
expect the number of foreign private issuers who use IFRSs to increase to

approximately 300 for 2005 and to nearer 400 by 200722 — the end of the
phase-in period for certain companies’ transition to reporting under IFRSs.
Thus, a critical mass of SEC filings soon will contain financial statements
prepared under IFRSs. As this occurs and we see a large number of SEC
registrants using IFRSs, the SEC staff will consider possible changes to our
current financial statement filing requirements in order to ensure that the U.
S. capital markets reap the full benefits of the much anticipated widespread
use of IFRSs.

B. Our Current Financial Statement Filing Requirements

Our current approach with respect to the filing of financial statements is that
domestic companies prepare their financial statements under U.S. GAAP
while foreign private issuers reconcile to U.S. GAAP the financial statements
they file with the SEC if those financial statements are prepared pursuant to
another basis of accounting, whether that is IFRSs or national accounting

standards.1® Foreign private issuers, of course, also have the option to

prepare their financial statements under U.S. GAAPLL and some do in fact
report on this basis.

In 1982, in conjunction with the Commission’s adoption of a separate set of
registration statement forms for foreign private issuers and concurrent with a
decision to make other changes so as to more closely align disclosures
between domestic and foreign private issuers, the Commission’s actions
created what are the SEC’s current U.S. GAAP reconciliation requirements.

Specifically, what we know as “ltem 17 reconciliations™8 (a quantitative
reconciliation sans certain U.S. GAAP disclosures) and “Item 18

reconciliations™*2 (a quantitative reconciliation with all U.S. GAAP
disclosures). Under the SEC rules, foreign private issuers may present Iltem
17 reconciliations in their periodic reports and in certain offering documents
(those for offerings of nonconvertible securities that are investment grade,
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securities related to certain rights offerings, and so forth).@ The Commission
requires Item 18 reconciliations in other offering documents (those for equity

securities, convertible securities, and so forth)ﬁ and allows this reconciliation
in any other foreign private issuer filing. Prior to 1982, the Commission
required foreign private issuers to disclose in their periodic reports merely
narrative information about differences between foreign accounting principles

and U.S. GAAP, with those differences quantified if practicable.Q In offering
documents, however, the Commission had required a full reconciliation.%3

Understanding the reasons for the SEC requirements for foreign private
issuers to reconcile financial statements to U.S. GAAP requires a brief review

of the legislative history of two sections of the Securities Act of 1933,% as
was described in the following comment from the 1981 SEC release which
proposed the use of different registration statement forms by foreign private
issuers:

The legislative history of the Securities Act indicates an intent to treat
foreign private issuers (as distinct from foreign governments) the same
as domestic issuers. Therefore, the Commission has generally perceived
its function as neither discriminating against nor encouraging foreign
investment in the United States or investments in foreign securities. The
Commission’s rulemaking authority in this area is conditioned upon
findings that the relevant rule or form is necessary for the protection of

investors and in the public interest.22

The Commission framed its consideration of the foreign private issuer U.S.
GAAP reconciliation requirement as follows:

In considering these findings in the context of the position of neutrality
explained [in the quote] above, the Commission must evaluate two
competing policies. One is the recognition that the investing public in the
United States needs the same type of basic information disclosed for an
investment decision regardless of whether the issuer is foreign or
domestic. This view suggests that foreign registrants be subject to
exactly the same requirements as domestic ones. The other is that the
interests of the public are served by an opportunity to invest in a variety
of securities, including foreign securities. An implication of this policy is
that the imposition on foreign issuers of the same disclosure standards
applicable to domestic issuers could discourage offerings of foreign
securities in the United States, thereby depriving United States investors
of the opportunity to invest in foreign securities. According to this
reasoning, the public interest would be best served by encouraging
foreign issuers to register their securities with the Commission. The
Commission has never formally adopted or endorsed either of these
approaches. Instead, the Commission regularly has sought to balance
the competing policy interests underlying each interpretation using a
principle of voluntarism. According to that principle, the more voluntary
steps a foreign company has taken to enter the United States capital
markets, the degree of regulation and amount of disclosure more closely
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