Deloitte

International Financial
Reporting Standards




IFRS: What it means for private
company reporting

As used in this document,
“Deloitte” means Deloitte &
Touche LLP, which provides
audit, assurance and risk
management related services,
Deloitte Consulting LLP, which
provides strategy, operations,
technology, systems, outsourcing
and human capital consulting
services, Deloitte Tax LLP,

which provides tax services,

and Deloitte Financial Advisory
Services, which provides financial
advisory services. These entities
are separate subsidiaries of
Deloitte LLP. Please see www.
deloitte.com/us/about for a
detailed description of the legal
structure of Deloitte LLP and its
subsidiaries.

This point of view discusses the movement toward International Financial
Reporting Standards (IFRS) and its implications for private company financial

reporting in the United States. It also discusses some financial reporting issues

which may be unique to private companies, and the efforts of the International
Accounting Standards Board to develop a set of global standards geared
specifically to private companies, IFRS for Private Entities. Finally, the paper
discusses the potential benefits and challenges of using either IFRS or IFRS for
Private Entities, as well as, some key questions and considerations for private

company financial statement users and preparers.

Over the last several years, the world's capital markets have
undergone tremendous expansion, diversification, and
integration. And with that, there has been a movement
away from local financial reporting standards toward
global standards. In 2005, the 25 member states of the
European Union came together and decided to adopt a
common set of financial reporting standards: International
Financial Reporting Standards, or IFRS. IFRS are now used
for public reporting purposes in more than 100 countries
ranging from Australia to the United Kingdom, with others
to follow over the next couple of years.

U.S. policymakers are now considering whether IFRS
should be used here in the United States. In August 2007,
the Securities and Exchange Commission (SEC) issued a
“concept release” that requested comment on whether
U.S. public companies should be permitted to use either
IFRS or U.S. Generally Accepted Accounting Principles (U.S.
GAAP) as a basis of accounting in preparing their financial
statements for SEC reporting purposes. And last year, the
SEC issued a proposed “IFRS roadmap” that sets forth

a possible path to eventual adoption of IFRS by all U.S.
public companies, which could begin within the next five
to seven years.

So what does this mean for the future of financial
reporting for U.S. private companies?

Similar to the practice in other countries, reporting by

U.S. private companies has been largely based on what

is required for public companies. U.S. GAAP, which is
currently required for all U.S. public companies, has been
“pushed down,” in a sense, as the basis of reporting for
U.S. private companies. Although U.S. private companies
are not required to use a particular basis of accounting in
preparing financial reports, most users of private company
financial reports look to U.S. GAAP or some form of it as a
basis of preparation.

As the discussion about IFRS and public company reporting
continues in the United States, there will likely be a related
impact on private company reporting. Today, more than
80 countries permit or require IFRS for some or all private
companies. It is also worth noting that some U.S. private
companies currently use IFRS as a basis of reporting.

Their usage of IFRS is likely due, in large part, to these
companies having a foreign parent, investor, or venture
partner that uses IFRS.

IFRS: What it means for private company reporting 1


www.deloitte.com/us/about
www.deloitte.com/us/about

IFRS adoption as of April 2009: The global move towards IFRS

United States
(2009/14?)

Private company reporting: complexity, cost,

and user needs

Over the last few years, U.S. GAAP requirements have
taken on an increasing level of complexity. This trend has
been troubling for many companies, public and private,
as well as for financial statement users. In 2008, the
SEC’s advisory Committee on Improvements to Financial
Reporting (CIFR) issued its final report and recommenda-
tions geared toward increasing the usefulness of financial
information while reducing the complexity of the financial
reporting system. In the report, CIFR noted that the
complexity in U.S. GAAP was driven in large part by the
volume of formal and informal accounting guidance. The
increase in complexity has likely contributed to higher
compliance costs that may not be worth the benefit, espe-
cially for private companies.

Although the scope of the CIFR report was focused on
reporting by public companies, many of the issues it
describes are also applicable to private companies. Some
of the complex U.S. GAAP requirements are only margin-
ally relevant to private companies and their stakeholders.
In addition, some of U.S. GAAP’s more complex recogni-
tion, measurement, and disclosure requirements may not
be useful to private company financial statement users.
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Over the years, the American Institute of Certified Public
Accountants has studied the relevance of certain financial
reporting requirements for private companies. These
studies include examinations of how well U.S. GAAP

meets the needs of private company users and whether
the cost of providing U.S. GAAP financial statements is
justified compared to the benefits they provide to users.
This research, as well as experience in working with private
companies, indicates that some specific U.S. GAAP require-
ments — including certain aspects of deferred income
taxes, leases, guarantees, intangibles, variable interest
entities, and share-based payments — may lack relevance or
usefulness to many private company constituents.

Users of private company financial reporting may place a
different emphasis on their financial reporting needs than
users of public company financing reporting. Although
both public and private companies may use financial
reporting for similar purposes such as to guide manage-
ment and operators in the day-to-day management of
the business, to measure operating results and to provide
relevant information to creditors, vendors, and customers,
there may be different areas of emphasis for users of
private company financial reporting. For example, the
users of private companies’ reports might place greater
emphasis on liquidity, solvency and short-term cash flow
planning than do the users of public companies’ reports.



Users of private company financial statements could also
have shorter decision-making horizons and more limited
resources than public company financial statement users.

These differences have contributed to an ongoing debate
about whether separate reporting standards should be
developed specifically for private companies. And this
debate is not unique to the United States. Since the

global movement toward IFRS, many constituents from
several countries have asked the International Accounting
Standards Board (IASB) to develop a tailored set of IFRS for
private companies.

In 2003, the IASB began a project on reporting by small-
and medium-size enterprises that was geared toward

When IFRS for Private Entities is finalized, which best
describes the direction of your company?

26.9%

13.6%

B Have no plans to adopt until full IFRS is mandated for
U.S. public companies
[ Will assess the costs/benefits of adoption

M Wil consider adoption in the near-term
[T Have no interest in adoption
Don't know/not applicable

Source: Deloitte’s Private Company Dbriefs webcast, “IFRS: Why Private
Companies Should Take Note” held on January 28, 2009. Polling
results presented herein are solely the thoughts and opinions of

survey participants and are not necessarily representative of the total
population of private companies.

private company reporting. This project, known currently
as IFRS for Private Entities, is near completion. With the
expected release later this year of IFRS for Private Entities,
interest in IFRS-based reporting for private entities is likely
to increase, both among private companies themselves
and observers who may view IFRS for Private Entities as a
“proof of concept” for the potential adoption of IFRS for
all U.S. public companies.

Overview of IFRS for Private Entities

IFRS for Private Entities are intended for any entity that
does not have public accountability. In developing IFRS for
Private Entities, the IASB focused on the typical needs of a
typical mid-size private company; however, IFRS for Private
Entities may be used by any non-publicly accountable
entity regardless of size.

A non-publicly accountable entity is an entity that
does not have public accountability and publishes
general purpose financial statements for external
users. This definition excludes companies that have

debt or equity securities that are publicly traded, and
it also excludes financial institutions such as banks,
securities broker/dealers, pension funds, mutual
funds, and insurance companies.

IFRS for Private Entities modify “full” IFRS (i.e., IFRS used
by public entities) with the intent of providing private
companies a simplified, self-contained set of financial
reporting standards while, at the same time, better
meeting the needs of their financial statement users.
Areas in which the proposed IFRS for Private Entities may
be simpler than both full IFRS and U.S. GAAP include the
accounting for financial items such as investments in secu-
rities, goodwill, revenues, and income taxes.
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Financial reporting under proposed IFRS for Private Entities: Comparison with U.S. GAAP in selected areas

Topic Differences from U.S. GAAP

Financial statement « Generally uses liquidity format for balance sheet
presentation and disclosure

May have a combined statement of comprehensive income and retained
earnings

Simplified disclosures in areas such as share-based payments, pensions, leases,
and financial instruments

Financial assets and liabilities Greater use of cost for financial assets and liabilities

Simplified classification and de-recognition criteria

Revenue recognition Focused on general principles versus complex detailed guidance

Property, plant, and equipment Depreciation based on a “components” approach

Goodwill and indefinite life
intangibles

Amortized over a period not exceeding 10 years

No annual impairment test requirement

Asset impairment Requires an assessment of impairment indicators at each reporting date

Impairment based on the asset’s “recoverable amount” versus fair value

Reversal of impairment charges, if certain criteria met

Employee benefits and pensions Immediate recognition of actuarial gains/losses

+ Subsidiaries may recognize a charge based on a reasonable allocation of the
group charge from parent

Inventory + LIFO prohibited

Income taxes « Simplified “temporary difference” approach for income taxes

+ Non-current classification

Approximately 250 pages in length, the proposed IFRS + Reducing the burden of financial statement preparation
for Private Entities are organized by topic. IFRS for Private for private entities, with particular attention given to
Entities are focused on improving financial reporting by: cost/benefit considerations.

Source: International Financial Reporting Standards
« Removing choices, eliminate topics that are not relevant for Non-publicly Accountable Entities, pages 3-4;

for private entities, and simplify the recognition and February 18, 2009.
measurement treatments in certain areas.

« Enabling investors, lenders, and other financial statement
users to compare financial performance among private
entities.


http://www.iasb.org/NR/rdonlyres/BBF5F938-93E7-44D1-85FD-A87D35415F03/0/NPAEProjectFeb09.pdf
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What aspects of IFRS for Private Entities do you find
most attractive?

16.1%

21.2%

29.3%

W Simplified, self-contained set of accounting standards
that are appropriate for private entities

Reduced financial reporting burden

M Enables investors, lenders, and other financial statements
users to compare financial performance among private entities

Don't find anything particularly attractive

Source: Deloitte’s Private Company Dbriefs webcast, “IFRS: Why Private
Companies Should Take Note” held on January 28, 2009.

Once IFRS for Private Entities are issued, they will

be available for use immediately, giving U.S. private
companies another option for financial reporting (in
addition to U.S. GAAP and full IFRS). IFRS for Private
Entities contain the same first-time adoption exemptions
as in full IFRS, which permit a company to apply prospec-
tively certain requirements. These exemptions can facilitate
a cost-effective transition to IFRS for Private Entities for
companies that choose to adopt.

Like full IFRS, IFRS for Private Entities emphasize the use

of judgment over prescribed “bright-line” rules. The intent
is to allow private company executives to focus on the
economics of a transaction and analyze business objectives
rather than sifting through pages of “bright-line” guidance
to determine the proper accounting treatment.

The IASB does not intend to update IFRS for Private Entities
for future changes to IFRS, although it intends to have a
post-issuance review every couple of years. This review
could result in the IASB publishing an omnibus exposure
draft of proposed amendments to IFRS for Private Entities,
which may add stability to the financial reporting process
and enhance the efficiency of compliance.

The benefits of global standards are not limited to public
companies, as markets are also becoming integrated

for private companies, both large and small. More and
more private companies are looking to do business

across borders and obtain financing from foreign sources.
Reduced complexity, greater transparency, increased
comparability, and improved efficiency are all potential
benefits of IFRS and IFRS for Private Entities. Both IFRS and
IFRS for Private Entities also may reduce the burden of
financial reporting on private companies, thereby reducing
compliance costs.

Not only might private companies benefit from a common
set of reporting standards, but the users of their financial
statements, particularly those in different jurisdictions,
would likely benefit as well. Users such as lenders, vendors,
customers, venture capitalists, and non-management
owners will need to understand only one set of standards
in their dealings with private companies in different
jurisdictions.

Adoption of IFRS or IFRS for Private Entities is not without

potential challenges. To begin with, the adoption of IFRS
or IFRS for Private Entities will require understanding how
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these standards differ from U.S. GAAP as well as the legal
and financial consequences of those differences.

However, for both public and private companies as well
as the greater financial reporting community, one of the
biggest challenges may be a cultural one. With the use
of IFRS or IFRS for Private Entities, companies, external
auditors, and users will need to adapt to an accounting
and financial reporting framework that requires more
judgment and less reliance on detailed rules and “bright
lines.” Companies will be required to understand base
principles and objectives, how judgments are made, and
how they are applied. Such an approach to accounting
may require a change in mindset.

In addition, there will likely be tax implications for
companies that adopt IFRS or IFRS for Private Entities. One
of the biggest hurdles to using IFRS or IFRS for Private
Entities may be their prohibition of the LIFO method of
inventory valuation. Action by Congress or the IRS with a
viable approach to this issue will likely be necessary before
many private entities may seriously contemplate a conver-
sion. The approach could be a potential repeal of the LIFO
method for federal income tax reporting, however, which
has been recently suggested by both Congress and the
Obama administration. Further, although the basic concep-
tual approach to accounting for income taxes under IFRS
is similar to U.S. GAAP, the IASB has suggested that there
may be some simplification in the overall approach under
IFRS for Private Entities. The adoption of IFRS for Private
Entities will likely require thoughtful consideration of its
potential impact on intercompany financing arrangements,
tax reporting methods, and overall tax planning objectives,
particularly for complex organizations with international
operations.

IFRS or IFRS for Private Entities may be a welcome alterna-
tive to U.S. GAAP for many private companies. The factors
that drive the choice of a reporting standard, however,
are unique to each company’s objectives and growth
strategies. In making the choice, private companies will

likely benefit from carefully evaluating the options and
measuring the potential costs and benefits.

Private companies should carefully consider their capital
requirements to support their growth strategies. If the
ultimate goal is to go public, a private company may wish
to consider full IFRS in order to align with the anticipated
U.S. transition to IFRS for public companies. If going public
is not a goal, private companies will need to understand

if their lending institutions and creditors are comfortable
with IFRS for Private Entities as they evaluate a possible
switch.

The following questions can help leaders of private
companies frame their analysis:

Given our financial reporting requirements and future
plans, what advantages and disadvantages would arise
from our adoption of either IFRS or IFRS for Private
Entities?

Does IFRS or IFRS for Private Entities help the organiza-
tion increase the efficiency of its financial reporting
procedures? What are the costs of implementing IFRS or
IFRS for Private Entities?

How acceptable would the use of IFRS or IFRS for Private
Entities be to the users of our financial statements?

What will be the impact on aspects such as culture, tax,
and financial reporting metrics? Are any competitors
moving to IFRS or IFRS for Private Entities?

How will IFRS or IFRS for Private Entities affect after-tax
cash flows and the efficient deployment of capital across
the enterprise?

Ultimately, financial reporting standards are intended to
provide stakeholders with transparent, reliable financial
information to guide effective decision-making. IFRS and
IFRS for Private Entities may be a significant step forward
for private companies seeking a set of financial reporting
standards that fulfills this intention.
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Additional resources

For more information on IFRSs, visit our IFRS Resource Library.
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About Deloitte’s Private Enterprise Services

Deloitte’s Private Enterprise Services are designed to assist private companies with their
business needs in a holistic manner — ranging from financial and tax reporting for the
business to owner wealth management — by drawing on the extensive resources of the
Deloitte U.S. firms. Our depth and breadth of experience encompass an array of typical
issues for growing enterprises such as business expansion, governance structure, and
talent strategies. Our client experiences span various industry sectors and ownership
arrangements such as investor-owned, closely held, and family businesses.

Deloitte’s service mission is to build long-term, trusting relationships with our clients. We
do this by maintaining an understanding of current issues and long-term goals, listening
to our clients, and helping them to make informed and strategically sound decisions. The
honesty and integrity of our people and the objectivity of our advice foster our ability to
earn and preserve long-term trust and mutual respect.

Learn more about our Private Enterprise Services by visiting our website at
www.deloitte.com/us/privateenterprise.
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