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The heart of the matter

US financial reporting
will undergo an
unprecedented level of
change over the next
several years.



International Financial Reporting Standards (IFRS) have been affecting US companies for
some time, whether through their business dealings with non-US customers and vendors
that use IFRS or through their non-US subsidiaries’ adoption of IFRS. Soon, US compa-
nies will feel an increasing effect of IFRS here at home as key aspects of United States
generally accepted accounting principles (US GAAP) and IFRS continue to converge.

The Securities and Exchange Commission’s (SEC) proposed roadmap for adopting IFRS
slates initial adoption for 2014. That date is apt to slide back somewhat as the SEC
continues to focus on economic and regulatory structural concerns as well as the politics
of change. We expect the SEC will begin refocusing on IFRS in the fourth quarter of 2009
and/or early 2010.

Despite this delay, the US government’s acknowledgment of the need for a single set of
high-quality global standards—in addition to the continuing globalization of the capital
markets—and the SEC’s ongoing, thoughtful approach to assessing IFRS adoption, point
to the inevitability of IFRS as the global standard.

Converge — Adopt

In the meantime, it has been proposed that nearly a dozen new standards will advance
the convergence of US GAAP and IFRS by the end of 2011. Fundamental areas to be
affected by convergence include debt and equity, revenue, leasing, consolidation, and
financial instruments.

As converged standards are introduced, many US companies and their investors will see,
among other things, major changes in financial statements.

The impact of the accounting changes caused by convergence will go well beyond finan-
cial reporting. Tax policy, mergers and acquisitions, financial planning, systems require-
ments, and compensation structures are just some of the areas that will be affected.

This publication is designed to help readers develop a broad understanding of the major
differences between IFRS and US GAAP today as well as an appreciation for the level of
change on the horizon. While this publication does not cover every difference between
IFRS and US GAARP, it focuses on those PwC generally considers most significant and/or
most common.
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An in-depth discussion

Examining the
implications.



IFRS affects US businesses in multiple ways

The graphic below illustrates a number of the ways in which IFRS affects US businesses. Each of
these is expanded upon within the ensuing discussion.
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Non-US subsidiaries

Many US multinationals have already been
dealing with the effects of IFRS as a result
of their foreign subsidiaries. A working
understanding of IFRS and careful plan-
ning can help to ensure that pitfalls are
avoided and benefits are maximized.

Adoption

e Many countries require or permit IFRS
for statutory financial reporting purposes,
and many more countries plan to follow
suit, particularly now that the Interna-
tional Accounting Standards Board (IASB)
recently issued a version of IFRS tailored
to small and medium-sized entities. This
simplified version of IFRS may, assuming
certain conditions are met, become avail-
able to subsidiaries whose parents use
full IFRS, US GAAP or any other financial
reporting framework.

e Multinational companies will need to
closely manage the process of IFRS
adoption by their non-US subsidiaries.
Once a subsidiary makes an accounting
policy election under IFRS (upon adop-
tion), that decision typically cannot be
undone (for statutory reporting purposes),
unless the change results in more relevant
and reliable information.

e But adoption elections that subsidiaries
deem best for themselves won’t neces-
sarily be best for their US parents. And,
those elections may vary widely among
subsidiaries of a given company.

e US multinationals, therefore, need to pay
attention to, and actively participate in,
their subsidiaries’ IFRS adoption, to avoid
the unnecessary reporting complexity that
divergent policy elections will create, and
ultimately to maximize the advantages
of being on one set of global accounting
standards.

IFRS and US GAAP: similarities and differences

Cost savings

Taking a centralized approach to IFRS
adoption (and thereby achieving consistent
application across the organization—for
both corporate external reporting and local
statutory reporting) can create significant
cost savings for multinational companies.
For example, parent companies might
decide to use global shared-services
centers to facilitate reporting, conse-
quently reducing the work that goes into
financial statement processing, as well

as the need to maintain separate sets of
accounting records in multiple locations.

System upgrades/implications

As companies prepare to upgrade existing
IT systems or implement new ones, they
should carefully evaluate whether the
systems can handle increased disclosure
under IFRS and dual-reporting require-
ments (companies may need to prepare
financial information under both IFRS and
US GAAP during the transition period

or after their non-US subsidiaries have
begun reporting under IFRS). Companies
considering new IT systems or system
upgrades should assess IFRS capabilities
in conjunction with these system changes.

Also, under IFRS, companies may find a
change in the amount and type of informa-
tion they need for external reporting. Iden-
tifying potential data gaps early will allow
companies to design IT systems that deliver
the necessary information efficiently.



Convergence leading to a conversion

The impact of the accounting changes
caused by convergence or IFRS adoption
will be significant and will have broad-
based implications.

US reporting
IFRS has already influenced US GAAP. The

effect of that influence will grow over the
next several years.

Under the Memorandum of Understanding
(MoU) as updated by the Financial
Accounting Standards Board (FASB) and
the IASB in 2008, the standard setters put
forth milestones on the 11 major joint proj-
ects listed below:

e Business combinations

¢ Financial instruments

¢ Financial statement presentation
¢ |ntangible assets

e L eases

e Liabilities and equity distinctions
e Revenue recognition

e Consolidation

® Derecognition

e Fair value measurement

¢ Postemployment benefits (including
pensions)

Most of these projects are slated for
completion by 2011.

The first of these projects resulted in

the issuance of new US GAAP business
combinations guidance that was effective
for fiscal years beginning after December
15, 2008. The new guidance introduced
significant changes in the accounting and
reporting of business acquisitions and
noncontrolling interests in a subsidiary.
For example, the new guidance requires
that companies record acquisition-related
restructuring costs and transaction costs as

An in-depth discussion

current period costs (rather than as a part
of purchase price).

US GAAP and IFRS will clearly change as a
result of the convergence process. In rela-
tion to business combinations, US GAAP
was heavily influenced by and moved
closer to IFRS.

Consider revenue recognition: The
proposed revenue recognition model within
the recently released discussion paper is
very different from what US companies
have long been following.

For instance, under current guidance,
warranty obligations are recorded as a cost
accrual at the time of sale. Such warranties
may be a separate performance obliga-
tion under the proposed model and would
result in revenue deferral as opposed to
cost accrual. At the same time, sales-

type incentives such as free products or
customer loyalty programs are currently
recognized as marketing expense in some
circumstances. The proposed model would
generally require that those incentives be
considered performance obligations and
revenue deferred until such obligations are
satisfied, as when a customer redeems
loyalty points. This change would align

US GAAP with the guidance for customer
loyalty programs under IFRS. In general, the
proposal will drive an increase in the iden-
tification and separation of performance
obligations, which may require greater

use of estimates than is the case under
current practice. How a company recog-
nizes revenue can affect a host of other
things, including sales strategy, salesperson
compensation, cash management, investor
communications, and even information-
system design.

Lease arrangements are another area

that will be affected by the convergence
agenda. The standard setters recently
released a discussion paper on preliminary
views for the future of lease accounting for
lessees. Under the proposed model the
operating lease accounting model would be

PricewaterhouseCoopers 7



eliminated. As such, all rights and obliga-
tions under lease arrangements would be
accounted for as assets and liabilities —this
represents a major change from current
practice.

The recognition of assets and liabilities
for all leases currently considered to be
operating in nature would impact balance
sheet metrics/ratios as well as income
statement presentation. Such treatment
also could cause lessees to modify their
business practices, because customers
often have one budget for operating
expenses and another budget for capital
expenses, with responsibility for each
budget overseen by different buyers in the
customer’s organization.

The proposal also would require signifi-
cant ongoing monitoring efforts as
lessees would be required to reassess the
lease term, contingent rentals, residual
value guarantees and the corresponding
accounting at each reporting date using
current facts and circumstances.

IFRS and US GAAP: similarities and differences

Tax strategies

Companies need to assess how IFRS-
driven changes in financial reporting (both
US and statutory) are apt to affect taxes.

IFRS adoption can impact the effective
tax rate. For example, in adopting IFRS,

a company may find that its debt-equity
levels are affected, thereby limiting, or
increasing, the amount of interest that
may be deductible in a jurisdiction, with a
related impact on the company’s effective
tax rate. There are also potentially signifi-
cant cash tax implications. In some juris-
dictions, tax reporting aligns with statutory
reporting. When IFRS is adopted for statu-
tory reporting purposes in such a location
the impact can be significant.

These changes will be increasingly perva-
sive as more countries adopt IFRS for
statutory accounting purposes outside
the United States. Consequently, compa-
nies must consider how their current tax
structuring might be affected, as well as
any further tax planning. They should

also assess the potential tax impact of
upcoming converged standards (not just
the impact of eventual IFRS adoption) and
devise appropriate tax planning strategies.



Contracts

Adopting IFRS will have an impact on
long-term contracts and financial agree-
ments. For example, a company’s debt
covenants may specify a certain debt/
equity ratio, which may change once the
company applies newly converged stan-
dards or adopts IFRS, hence making it
necessary for the company to renegotiate
its debt agreements. Another example, as
referenced above, is that rights and
obligations resulting from current operating
leases may need to be accounted for

as assets and liabilities, thereby signifi-
cantly changing balance sheet, income
statement and cash flow presentation,
and key metrics.

Another consideration is that compensa-
tion and bonus arrangements are often
linked to financial metrics reported under
US GAAP. Those metrics will change
when the converged standards take effect
and, ultimately, when the United States
adopts IFRS. Anticipating the effects of
these changes will help companies ensure
that they meet their external reporting
objectives.

An in-depth discussion

Mergers & Acquisitions

Global consolidation is expected to
continue. As more countries adopt IFRS
for capital market and statutory reporting
purposes, knowledge and understanding
of IFRS will be increasingly important

for US companies as they conduct their
due diligence in evaluating public and
private non-US targets. Conversely, US
companies that are targets may need to
quickly share IFRS-based data with a
potential buyer.

Customers and vendors

More and more US companies transact
with global customers and suppliers, many
of which are located in countries where
IFRS is the primary reporting language. A
sound understanding of how IFRS affects
the behavior of customers and vendors will
better position US companies in business
negotiations with those counterparties.

PricewaterhouseCoopers 9



What this means for your business

A call to action.



What companies can and should do now

Independent of when the United States ultimately adopts IFRS, those standards are
already having a significant impact on US businesses. The impact will only increase in the
next several years as convergence takes place and adoption of IFRS gains momentum.
In the near term, four main challenges require companies’ attention on the IFRS front:

e Keeping pace with an unprecedented rate of financial reporting change as converged
standards roll out in roughly a dozen key areas between now and the end of 2011

¢ Monitoring and managing subsidiaries’ adoption of IFRS as more countries move to a
single set of global reporting standards

e Understanding the ways in which the structure of deals and transactions with non-US
counterparties (particularly vendors and customers) may be influenced by those coun-
terparties’ increased interest in IFRS accounting outcomes

e Continued focus on differences between IFRS and US GAAP, since convergence proj-
ects will not eliminate all current differences between the two sets of standards

To successfully face these challenges, companies should:

e Assess the potential impact of convergence and, ultimately, of IFRS adoption:

- Contemplate using scenario planning to help incorporate likely convergence and IFRS
adoption outcomes into strategic thinking and business planning

- Assess how the changes will affect the company’s reporting, long-term contractual
commitments, tax structures, financing, systems, and controls

- Consider how the actual accounting changes will influence customers and vendors

¢ Oversee subsidiary adoption of IFRS: Closely monitor non-US subsidiaries’ accounting
policy elections as they adopt IFRS. Influence subsidiaries’ transition timing and
strategies.

By staying focused on aspects of convergence and adoption that have a long lead-time,

companies can stay ahead of the game, while also pursuing small one-off projects and
“easy wins” where desirable.

What this means for your business PricewaterhouseCoopers 11
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A further study
IFRS and US GAAP
similarities and differences




About this publication

This publication is designed to alert companies to the timing
and scope of accounting changes that the US GAAP/IFRS
convergence agenda and the eventual adoption of IFRS in the
United States will bring. It is also designed to put into context
how convergence with or adoption of IFRS has ramifications
far beyond the accounting department.

With the stage having been set, the remainder of this publica-
tion contains “A further study” consisting, for each topical
area, of:

e An executive summary of current IFRS and US GAAP differ-
ences and the potential implications thereof,

e A more detailed analysis of current differences between
the frameworks including an assessment of the impact
embodied within the differences, and

e Commentary/insight with respect to recent/proposed
guidance including developments in relation to the overall
convergence agenda.

In addition to the above, this publication also includes an
overview of the new IFRS for Small and Medium-sized Entities
(IFRS for SMEs) as well as the US GAAP codification project.

This publication takes into account authoritative pronounce-
ments and other developments under IFRS and US GAAP up
to June 30, 2009. This publication is not all-encompassing.
When applying the individual accounting frameworks, compa-
nies should consult all of the relevant accounting standards
and, where applicable, national law.
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IFRS first-time adoption

IFRS 1, First-Time Adoption of International Financial Reporting Standards, is the guidance that is applied during preparation of a

company’s first IFRS-based financial statements. IFRS 1 was created to help companies transition to IFRS and provides practical
accommodations intended to make first-time adoption cost-effective. It also provides application guidance for addressing difficult
conversion topics.

This section is intended to provide an overview of the standard. PricewaterhouseCoopers’ publication, Adopting IFRS, serves as
an excellent companion piece to this guide by helping companies understand, in greater detail, the requirements of IFRS 1 and by
providing answers to common questions in relation to the implementation of IFRS.

What is IFRS 17?

The key principle of IFRS 1 is full retrospective application of all IFRS standards that are effective as of the closing balance sheet or
reporting date of the first IFRS financial statements. IFRS 1 requires companies to:

e |dentify the first IFRS financial statements;
e Prepare an opening balance sheet at the date of transition to IFRS;

e Select accounting policies that comply with IFRS and to apply those policies retrospectively to all of the periods presented in the
first IFRS financial statements;

e Consider whether to apply any of the 15 optional exemptions from retrospective application;

¢ Apply the four mandatory exceptions from retrospective application; and

e Make extensive disclosures to explain the transition to IFRS.

There are 15 optional exemptions to ease the burden of retrospective application. There are also four mandatory exceptions where
retrospective application is not permitted. The exemptions provide limited relief for first-time adopters, mainly in areas where the
information needed to apply IFRS retrospectively may be most challenging to obtain. There are, however, no exemptions from the

disclosure requirements of IFRS, and companies may experience challenges in collecting new information and data for retrospec-
tive footnote disclosures.

Many companies will need to make significant changes to existing accounting policies in order to comply with IFRS, including in

such key areas as revenue recognition, inventory accounting, financial instruments and hedging, employee benefit plans, impair-
ment testing, provisions and stock-based compensation.

PricewaterhouseCoopers 17



IFRS and US GAAP: similarities and differences

When to apply IFRS 1

Companies will apply IFRS 1 when they transition from their previous Generally Accepted Accounting Principles (GAAP) to IFRS
and prepare their first IFRS financial statements. These are the first financial statements to contain an explicit and unreserved state-
ment of compliance with IFRS.

The opening IFRS balance sheet

The opening IFRS balance sheet is the starting point for all subsequent accounting under IFRS and is prepared at the date of
transition, which is the beginning of the earliest period for which full comparative information is presented in accordance with IFRS.
For example, preparing IFRS financial statements for the three years ending December 31, 2014, would have a transition date of
January 1, 2012. That would also be the date of the opening IFRS balance sheet.

IFRS 1 requires that the opening IFRS balance sheet:

¢ Include all of the assets and liabilities that IFRS requires;

e Exclude any assets and liabilities that IFRS does not permit;

e Classify all assets, liabilities and equity in accordance with IFRS;

e Measure all items in accordance with IFRS; and

e Be prepared and presented within an entity’s first IFRS financial statements.

These general principles are followed except where one of the optional exemptions or mandatory exceptions does not require or
permit recognition, classification, and measurement in accordance with IFRS.

18 PricewaterhouseCoopers



IFRS first-time adoption

Some important takeaways

The transition to IFRS can be a long and complicated process with many technical and accounting challenges to consider. Experi-
ence with conversions in Europe and Asia indicates there are some challenges that are consistently underestimated by companies
making the change to IFRS, including:

Consideration of data gaps—Preparation of the opening IFRS balance sheet may require the calculation or collection of infor-
mation that was not previously required under US GAAP. Companies should plan their transition and identify the differences
between IFRS and US GAAP early so that all of the information required can be collected and verified in a timely way. Likewise,
companies should also identify differences between local regulatory requirements and IFRS. This could also impact the amount of
information-gathering necessary. For example, certain information required by the SEC but not by IFRS (e.g., a summary of histor-
ical data) can still be presented, in part, under US GAAP but must be clearly labeled as such, and the nature of the main adjust-
ments to comply with IFRS must be discussed. Other incremental information required by a regulator may need to be presented
in accordance with IFRS. The SEC currently envisions, for example, two years of comparative IFRS financial statements whereas
IFRS would require only one.

Consolidation of additional entities—IFRS consolidation principles differ from those of US GAAP, and those differences may cause
some companies to consolidate entities that were not consolidated under US GAAP. Subsidiaries that were previously excluded
from the consolidated financial statements are to be consolidated as if they were first-time adopters on the same date as the
parent. Companies will also have to consider the potential data gaps of investees in order to comply with IFRS informational and
disclosure requirements.

Consideration of accounting policy choices—A number of IFRS standards allow companies to choose between alternative poli-
cies. Companies should select carefully the accounting policies to be applied to the opening balance sheet and have a

full understanding of the implications to current and future periods. Companies should take this opportunity to evaluate their

IFRS accounting policies with a clean-sheet-of-paper mind-set. Although many accounting policies are similar between US GAAP
and IFRS, companies should not overlook the opportunity to explore alternative IFRS accounting policies that may better reflect the
economic substance of their transactions and enhance their communications with investors.

PricewaterhouseCoopers 19
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Revenue recognition

US GAAP revenue recognition guidance is extensive and includes a significant number of standards issued by the Financial
Accounting Standards Board (FASB), the Emerging Issues Task Force (EITF), the American Institute of Certified Public Accountants
(AICPA) and the US Securities and Exchange Commission (SEC). The guidance tends to be highly detailed and is often
industry-specific. While the FASB’s codification project has put authoritative US GAAP in one place, it was not intended to impact
the volume and/or nature of the guidance. IFRS has two primary revenue standards and four revenue-focused interpretations. The
broad principles laid out in IFRS are generally applied without further guidance or exceptions for specific industries.

A detailed discussion of industry-specific differences is beyond the scope of this publication. However, for illustrative purposes
only, we note that US GAAP guidance on software revenue recognition requires the use of vendor-specific objective evidence
(VSOE) of fair value before revenue can be recognized. IFRS does not have an equivalent requirement. We also observe that the
many pieces of industry-specific US GAAP guidance can produce conflicting results, within US GAAP, for economically similar
transactions. For example, activation services provided by telecommunications providers are often economically similar to connec-
tion services provided by cable television companies. The US GAAP guidance governing the accounting for these transactions,
however, differs. The result is that the timing of revenue recognition for these economically similar transactions also varies. As
noted above, IFRS contains minimal industry specific guidance. Rather, the broad principles-based approach of IFRS is to be
applied across entities and industries.

A few of the more significant, broad-based differences have been highlighted below:

The topic of pricing contingencies and how they factor into the revenue recognition models varies between US GAAP and IFRS.
Under US GAAP, revenue recognition is based on fixed or determinable pricing criterion, which results in contingent amounts not
being recorded as revenue until the contingency is resolved. IFRS generally looks to the probability of economic benefits associ-
ated with the transaction flowing to the entity and the ability to reliably measure the revenue in question, including any contingent
revenues. This could lead to differences in the timing of revenue recognition with revenue potentially being recognized earlier
under IFRS.

One of the most common general revenue recognition issues has to do with (1) the determination of when transactions with
multiple deliverables should be separated into components and (2) with the way revenue gets allocated to the different compo-
nents. While the broad concepts in this area are similar and often result in similar conclusions under both US GAAP and IFRS, the
potential for significantly different conclusions also exists. US GAAP focuses on detailed separation and allocation criteria, whereas
IFRS focuses on the economic substance of the transaction(s). For example, US GAAP separation criteria indicate that VSOE of fair
value is preferable in all circumstances in which it is available. When VSOE is not available, third-party vendor objective evidence
may be used. Consideration should be allocated based on relative fair value, but may be allocated based on the residual method

if the fair value of the delivered item is unknown. IFRS is not as restrictive in terms of how to obtain sufficient evidence of fair

value. For example, IFRS allows the use of cost plus a reasonable margin to determine fair value, which is typically not allowed for
US GAAP purposes. This could lead to differences between the two standards in both the separation and allocation of consider-
ation in multiple deliverable arrangements. The US GAAP guidance in relation to multiple-element arrangements is in the process of
being revisited. While some differences may be eliminated as part of the update process, new differences may be created.
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Revenue recognition

The accounting for customer loyalty programs may drive fundamentally different results. The IFRS requirement to treat customer
loyalty programs as multiple-element arrangements, in which consideration is allocated to the goods or services and the award
credits based on fair value through the eyes of the customer, would be acceptable for US GAAP purposes. Some US GAAP
reporting companies, however, use the incremental cost model, which is very different from the multiple-element approach required
under IFRS. In this instance the implication is that IFRS generally results in the deferral of more revenue and profit.

For service transactions, US GAAP prohibits use of the cost-to-cost percentage-of-completion method (unless the transaction
explicitly qualifies as a particular type of construction or production contract). Most service transactions that do not qualify for
these types of construction contracts are accounted for by using a proportional-performance model. IFRS requires use of the
percentage-of-completion method in recognizing revenue under service arrangements unless progress toward completion cannot
be estimated reliably (in which case a zero-profit approach is used) or a specific act is much more significant than any other (in
which case revenue recognition is postponed until the act is executed). Diversity in application of the percentage-of-completion
method may also result in differences.

Another difference involves construction contracts because IFRS prohibits use of the completed-contract method. This may,
depending on the specific facts and circumstances, result in the acceleration of revenue recognition under IFRS.

In general, due to the significant differences in the overall volume of revenue-related guidance, a detailed analysis of specific fact
patterns is necessary to identify and evaluate the potential differences between the accounting frameworks.

While each of the standard setters continues to make isolated changes to their individual accounting frameworks, they are also
working together on a number of joint projects. In December 2008, a joint discussion paper titled Preliminary Views on Revenue
Recognition in Contracts with Customers was issued by the IASB and the FASB. The model outlined in the discussion paper would
have a significant impact on current revenue recognition under both IFRS and US GAAP. Every industry within the scope of the
project may be impacted to some extent, and some will see pervasive changes.

Further details on the foregoing and other selected differences are described in the following table.

PricewaterhouseCoopers 23



IFRS and US GAAP: similarities and differences

Revenue recognition—general

The concept of IFRS being principles-based
and US GAAP being principles-based,
but also rules laden, is perhaps

nowhere more evident than in the

area of revenue recognition.

This fundamental difference requires a
detailed, transaction-based analysis to
identify the potential GAAP differences.

Those differences may have ramifi-
cations on how companies operate,
including, for example, how they bundle
various products and services in the
marketplace.

Revenue recognition guidance is exten-

sive and includes a significant volume of
literature issued by various US standard

setters.

Generally, the guidance focuses on reve-
nues being (i) either realized or realizable
and (ii) earned. Revenue recognition is
considered to involve an exchange trans-
action; that is, revenue should not be
recognized until an exchange transaction
has occurred.

These rather straightforward concepts
are, however, augmented with detailed
rules.

A detailed discussion of industry-specific
differences is beyond the scope of

this publication. However, for illustra-
tive purposes only, we note that highly
specialized guidance exists for soft-
ware revenue recognition. One aspect

of that guidance focuses on the need

to demonstrate VSOE of fair value in
order to separate different software
elements. This requirement goes beyond
the general fair value requirement of

US GAAP.

Two primary revenue standards capture
all revenue transactions within one of
four broad categories:

e Sale of goods
e Rendering of services

e Others’ use of an entity’s assets
(vielding interest, royalties, etc.)

e Construction contracts

Revenue recognition criteria for each of
these categories include the probability
that the economic benefits associated
with the transaction will flow to the entity
and that the revenue and costs can be
measured reliably. Additional recognition
criteria apply within each broad category.

The principles laid out within each of the
categories are generally to be applied
without significant further rules and/or
exceptions.

The concept of VSOE of fair value does
not exist under IFRS, thereby resulting
in a lower fair value separation threshold
for software under IFRS.

While the price that is regularly charged
by an entity when an item is sold
separately is the best evidence of the
item’s fair value, IFRS acknowledges
that reasonable estimates of fair value
(such as cost plus a margin) may, in
certain circumstances, be acceptable
alternatives.

24
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Revenue recognition

Contingent consideration—
general

Revenue may be recognized earlier
under IFRS when there are contingen-
cies associated with the price/level of
consideration.

General guidance associated with
contingencies around consideration is
addressed within SAB Topic 13 and the
concept of the seller’s price to the buyer
being fixed or determinable.

Even when delivery has clearly occurred
(or services have clearly been rendered)
the SEC has emphasized that revenue
related to contingent consideration
should not be recognized until the
contingency is resolved. It would not be
appropriate to recognize revenue based
upon the probability of a factor being
achieved.

For the sale of a good, one looks to the
general recognition criteria as follows:

e The entity has transferred to the buyer
the significant risks and rewards of
ownership;

¢ The entity retains neither continuing
managerial involvement to the degree
usually associated with ownership nor
effective control over the goods sold;

e The amount of revenue can be
measured reliably;

e |t is probable that the economic
benefits associated with the transac-
tion will flow to the entity; and

e The costs incurred or to be incurred
in respect of the transaction can be
measured reliably.

As such, assuming that the other
revenue recognition criteria are met,
IFRS specifically calls for consideration
of the probability of the benefits flowing
to the entity as well as the ability to reli-
ably measure the associated revenue.

If it were not probable that the economic
benefits would flow to the entity or if the
amount of revenue could not be reliably
measured, recognition of the contingent
portion would be postponed until such
time as all of the criteria are met.

PricewaterhouseCoopers
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IFRS and US GAAP: similarities and differences

Multiple-element
arrangements—general

While the guidance often results in the
same treatment under the two frame-
works, careful consideration is required,
as there is the potential for significant
differences.

Where differences do exist, IFRS may
result in the separation of more compo-
nents/elements, which may result in
earlier revenue recognition.

Revenue arrangements with multiple
deliverables are separated into different
units of accounting if the deliverables in
the arrangement meet all of the speci-
fied criteria outlined in the guidance.
Revenue recognition is then evaluated
independently for each separate unit of
accounting.

The US GAAP concept of separating
potential units of accounting and
identifying/measuring the fair value of

a potential unit of accounting looks

to market indicators of fair value and
generally does not allow, for example,

an estimated internal calculation of fair
value based on costs and an assumed or
reasonable margin.

When there is objective and reliable
evidence of fair value for all units of
accounting in an arrangement, the
arrangement consideration should

be allocated to the separate units of
accounting based on their relative fair
values.

When fair value is known for the undeliv-
ered items, but not for the delivered item,
a residual approach can be used.

The revenue recognition criteria are
usually applied separately to each
transaction. In certain circumstances,
however, it is necessary to separate a
transaction into identifiable components
in order to reflect the substance of the
transaction. When identifiable compo-
nents have stand-alone value and their
fair value can be measured reliably,
separation is appropriate.

At the same time, two or more transac-
tions may need to be grouped together
when they are linked in such a way that
the commercial effect cannot be under-
stood without reference to the series of
transactions as a whole.

The price that is regularly charged when
an item is sold separately is the best
evidence of the item’s fair value. At the
same time, under certain circumstances,
a cost-plus-reasonable-margin approach
to estimating fair value would be appro-
priate under IFRS. Under rare circum-
stances, a reverse residual methodology
may be acceptable.
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Revenue recognition

Multiple-element arrangements —general
(continued)

The reverse-residual method—when
objective and reliable evidence of the
fair value of an undelivered item or items
does not exist—is precluded unless
other US GAAP guidance specifically
requires the delivered unit of accounting
to be recorded at fair value and marked
to market each reporting period
thereafter.

Refer to the Recent/proposed Guidance
section below for proposed changes

to US GAAP multiple-element arrange-
ments guidance.

The use of either the cost-plus or the
reverse residual method under IFRS may
allow for the separation of more compo-
nents/elements than would be achieved
under US GAAP.

Multiple-element
arrangements —contingencies

In situations where the amount allocable
to a delivered item includes an amount
that is contingent on the delivery of addi-
tional items, differences in the frame-
works may result in recognizing a portion
of revenue sooner under IFRS.

The guidance includes a strict limita-
tion on the amount of revenue otherwise
allocable to the delivered element in a
multiple-element arrangement.

Specifically, the amount allocable to a
delivered item is limited to the amount
that is not contingent on the delivery

of additional items. That is, the amount
allocable to the delivered item or items is
the lesser of the amount otherwise allo-
cable in accordance with the standard or
the noncontingent amount.

IFRS maintains its general principles and
would look to key concepts including,
but not limited to, the following:

e Revenue should not be recognized
before it is probable that economic
benefits would flow to the entity.

e The amount of revenue can be
measured reliably.

When a portion of the amount allocable
to a delivered item is contingent on the
delivery of additional items, IFRS might
not impose a limitation on the amount
allocated to the first item. A thorough
consideration of all factors would be
necessary so as to draw an appropriate
conclusion. Factors to consider would
include the extent to which fulfillment of
the undelivered item is within the control
of, and is a normal/customary deliver-
able for, the selling party as well as the
ability and intent of the selling party to
enforce the terms of the arrangement. In
practice, the potential limitation is often
overcome.
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Multiple-element
arrangements—customer
loyalty programs

Entities that grant award credits as part
of sales transactions, including awards
that can be redeemed for goods and
services not supplied by the entity, may
encounter differences that impact both
the timing and total value of revenue to
be recognized.

Where differences exist, revenue recog-

nition is likely to be delayed under IFRS.

Currently, divergence exists under

US GAAP in the accounting for customer
loyalty programs. There are two very
different models that are generally
employed.

Some companies utilize a multiple-
element accounting model, wherein
revenue is allocated to the award credits
based on relative fair value. Other
companies utilize an incremental cost
model, wherein the cost of fulfillment

is treated as an expense and accrued
for as a “cost to fulfill,” as opposed to
deferred based on relative fair value.

The two models can result in significantly
different accounting.

IFRS requires that award, loyalty or
similar programs, whereby a customer
earns credits based on the purchase

of goods or services, be accounted for
as multiple-element arrangements. As
such, IFRS requires that the fair value of
the award credits (otherwise attributed
in accordance with the multiple-element
guidance) be deferred and recognized
separately upon achieving all applicable
criteria for revenue recognition.

The above-outlined guidance applies
whether the credits can be redeemed
for goods or services supplied by the
entity or whether the credits can be
redeemed for goods or services supplied
by a different entity. In situations where
the credits can be redeemed through a
different entity, a company should also
consider the timing of recognition and
appropriate presentation of each portion
of the consideration received given the
entity’s potential role as an agent versus
as a principal in each aspect of the
transaction.
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Revenue recognition

Multiple element
arrangements—Iloss on
delivered element only

The timing of revenue and cost recogni-
tion in situations with multiple element
arrangements and losses on the first
element may vary under the two
frameworks.

When there is a loss on the first element
of a two element arrangement within
the scope of ASC 605-25 an accounting
policy choice may exist.

When there is a loss on the first element
but a profit on the second element (and
the overall arrangement is profitable)

a company has an accounting policy
choice if performance of the undelivered
element is both probable and in the
company’s control. Specifically, there
are two acceptable ways of treating the
loss incurred in relation to the deliv-
ered unit of accounting. The company
may: a) recognize costs in an amount
equal to the revenue allocated to the
delivered unit of accounting and defer
the remaining costs until delivery of the
second element, or b) recognize all costs
associated with the delivered element
(i.e., recognize the loss) upon delivery of
that element.

When there is an apparent loss on the
first element of a two element arrange-
ment an accounting policy choice may
exist as of the date the contract was
entered into.

When there is a loss on the first element
but a profit on the second element (and
the overall arrangement is profitable)

a company has an accounting policy
choice if performance of the undeliv-
ered element is both probable and in
the company’s control. Specifically,
there are two acceptable approaches.
The company may: a) determine that
revenue is more appropriately allocated
based upon cost plus a reasonable
margin thereby removing the loss on the
first element or b) recognize all costs
associated with the delivered element
(i.e., recognize the loss) upon delivery of
that element.

Once the initial allocation of revenue has
been made, it would not be revisited.
That is, if the loss on the first element
became apparent only after the initial
revenue allocation, the revenue alloca-
tion could not be revisited.

There would not, under IFRS, be support
for simply deferring the loss on the first
element akin to the US GAAP approach.
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Sales of services—general

A fundamental difference in the guidance
surrounding how service revenue should
be recognized has the potential to
significantly impact the timing of revenue
recognition.

US GAAP prohibits the use of the
cost-to-cost percentage-of-completion
method to recognize revenue under
service arrangements unless the contract
is within the scope of specific guidance
for construction or certain production-
type contracts.

Generally, companies would have to
apply the proportional-performance
model or the completed-performance
model. In circumstances where output
measures do not exist, input measures,
which approximate progression toward
completion, may be used. Revenue

is recognized based on a discern-

ible pattern and if none exists, then
the straight-line approach may be
appropriate.

Revenue is deferred where the outcome
of a service transaction cannot be
measured reliably.

IFRS requires that service transactions
be accounted for by reference to the
stage of completion of the transaction.
This method is often referred to as the
percentage-of-completion method. The
stage of completion may be determined
by a variety of methods (including the
cost-to-cost method). Revenue may

be recognized on a straight-line basis

if the services are performed by an
indeterminate number of acts over a
specified period of time and no other
method better represents the stage of
completion.

When the outcome of a service trans-
action cannot be measured reliably,
revenue may be recognized to the extent
of recoverable expenses incurred. That
is, a zero-profit model would be utilized,
as opposed to a completed-performance
model. If the outcome of the transaction
is so uncertain that recovery of costs is
not probable, revenue would need to be
deferred until a more accurate estimate
could be made.

Revenue may have to be deferred in
instances where a specific act is much
more significant than any other acts.

30

PricewaterhouseCoopers



Revenue recognition

Sales of services—right of
refund

Differences within the models provide the
potential for revenue to be recognized
earlier under IFRS when services-based
transactions include a right of refund.

A right of refund may preclude recogni-
tion of revenue from a service arrange-
ment until the right of refund expires.

In certain circumstances, companies
may be able to recognize revenue over
the service period—net of an allow-
ance—if certain criteria within the guid-
ance are satisfied.

Service arrangements that contain a right
of refund must be considered in order to
determine whether the outcome of the
contract can be estimated reliably and
whether it is probable that the company
would receive the economic benefit
related to the services provided.

When reliable estimation is not possible,
revenue is recognized only to the extent
of the costs incurred that are probable of
recovery.

Construction contracts

There are a variety of differences with
potentially far-reaching consequences.

Differences ranging from the transactions
scoped into the construction contract
accounting guidance in both frameworks
to the actual application of the models
may result in significant impacts.

The guidance applies to accounting

for performance of contracts for which
specifications are provided by the
customer for the construction of facilities
or the production of goods or the provi-
sion of related services.

The scope of this guidance has generally
been limited to certain specific industries
and types of contracts.

The guidance applies to the fixed-price
and cost-plus-construction contracts of
contractors for the construction of a single
asset or a combination of assets that are
interrelated or interdependent in terms of
their design, technology and function or
their ultimate purpose or use. The guid-
ance is not limited to certain industries.

Assessing whether a contract is within the
scope of the construction contract stan-
dard or the broader revenue standard has
been an area of recent focus. A buyer’s
ability to specify the major structural
elements of the design (either before and/
or during construction) is a key factor
(although not, in and of itself, determina-
tive) of construction contract accounting.

At the same time, with the aforementioned
scope focus on the construction of a
single asset or a combination of interre-
lated or interdependent assets to a buyer’s
specifications, the construction accounting
guidance is generally not applied to the
recurring production of goods.
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Construction contracts (continued)

Completed-contract method

While the percentage-of-completion
method is preferred, the completed-
contract method is required in certain
situations (e.g., inability to make reliable
estimates).

For circumstances in which reliable esti-
mates cannot be made, but there is an
assurance that no loss will be incurred
on a contract (e.g., when the scope

of the contract is ill defined, but the
contractor is protected from an overall
loss), the percentage-of-completion
method based on a zero-profit margin,
rather than the completed-contract
method, is recommended until more-
precise estimates can be made

Percentage-of-completion method

Within the percentage-of-completion
model there are two acceptable
approaches: the revenue approach and
the gross-profit approach.

Combining and segmenting contracts

Combining and segmenting contracts

is permitted provided certain criteria are
met, but it is not required, so long as the
underlying economics of the transaction
are fairly reflected.

Completed-contract method

The completed-contract method is
prohibited.

Percentage-of-completion method

IFRS utilizes a revenue-approach
method of percentage of completion.
When the final outcome cannot be
estimated reliably, a zero-profit method
is utilized (wherein revenue is recognized
to the extent of costs incurred if those
costs are expected to be recovered). The
gross-profit approach is not allowed.

Combining and segmenting contracts

Combining and segmenting contracts is
required when certain criteria are met.
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Revenue recognition

Sale of goods—continuous
transfer

Outside of construction accounting
under IFRS, some agreements for the
sale of goods will qualify for revenue
recognition by reference to the stage of
completion.

Other than construction accounting,
US GAAP does not have a separate
model equivalent to the continuous
transfer notion for sale of goods.

When an agreement is for the sale

of goods and is outside the scope

of construction accounting, an entity
considers whether all of the sale of
goods revenue recognition criteria

are met continuously as construction
progresses. When all of the continuous
transfer criteria are achieved, an entity
recognizes revenue by reference to
the stage of completion using the
percentage-of-completion method.

The requirements of the construc-

tion contracts guidance are generally
applicable to the recognition of revenue
and the associated expenses for such
continuous transfer transactions.

Achieving the continuous transfer
requirements is expected to be relatively
rare in practice.
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Barter transactions

In certain circumstances the two frame-
works require different methods for
determining the value ascribed to barter
transactions.

US GAAP generally requires companies
to use the fair value of goods or services
surrendered as the starting point for
measuring a barter transaction.

Non-advertising-barter transactions

The fair value of goods or services
received can be used if the value surren-
dered is not clearly evident.

Accounting for advertising-barter
transactions

If the fair value of assets surrendered in
an advertising-barter transaction is not

determinable, the transaction should be
recorded based on the carrying amount
of advertising surrendered, which likely

will be zero.

Accounting for barter-credit
transactions

It should be presumed that the fair value
of the nonmonetary asset exchanged is
more clearly evident than the fair value of
the barter credits received.

However, it is also presumed that the

fair value of the nonmonetary asset does
not exceed its carrying amount unless
there is persuasive evidence supporting
a higher value. In rare instances, the fair
value of the barter credits may be utilized
(e.g., if the entity can convert the barter
credits into cash in the near term, as
evidenced by historical practice).

IFRS generally requires companies to
use the fair value of goods or services
received as the starting point for
measuring a barter transaction.

Non-advertising-barter transactions

When the fair value of items received is
not reliably determinable, the fair value
of goods or services surrendered can be
used to measure the transaction.

Accounting for advertising-barter
transactions

Revenue from a barter transac-

tion involving advertising cannot be
measured reliably at the fair value of
advertising services received. However,
a seller can reliably measure revenue at
the fair value of the advertising services
it provides if certain criteria are met.

Accounting for barter-credit
transactions

There is no further/specific guidance for
barter-credit transactions. The broader
principles outlined/referred to above
should be applied.

34

PricewaterhouseCoopers



Revenue recognition

Extended warranties

The IFRS requirement to separately
attribute relative fair value to each
component of an arrangement has the
potential to impact the timing of revenue
recognition for arrangements that include
a separately priced extended warranty or
maintenance contract.

Revenue associated with separately
priced extended warranty or product
maintenance contracts should generally
be deferred and recognized as income
on a straight-line basis over the contract
life. An exception exists where historical
experience indicates that the cost of
performing services is incurred on an
other-than-straight-line basis.

The revenue related to separately priced
extended warranties is determined by
reference to the selling price for mainte-
nance contracts that are sold separately
from the product. There is no relative fair
market value allocation in this instance.

If an entity sells an extended warranty,
the revenue from the sale of the
extended warranty should be deferred
and recognized over the period covered
by the warranty.

In instances where the extended
warranty is an integral component of the
sale (i.e., bundled into a single transac-
tion), an entity should attribute relative
fair value to each component of the
bundle.

Discounting of revenues

Discounting of revenues (to present
value) is more broadly required under
IFRS than under US GAAP.

This may result in lower revenue under
IFRS because the time value portion of
the ultimate receivable is recognized as
finance/interest income.

The discounting of revenues is required
in only limited situations, including
receivables with payment terms greater
than one year and certain industry-
specific situations, such as retail land
sales or license agreements for motion
pictures or television programs.

When discounting is required, the
interest component should be computed
based on the stated rate of interest

in the instrument or a market rate of
interest if the stated rate is considered
unreasonable.

Discounting of revenues to present value
is required in instances where the inflow
of cash or cash equivalents is deferred.

In such instances, an imputed interest
rate should be used for determining the
amount of revenue to be recognized

as well as the separate interest income
component to be recorded over time.

Technical references
IFRS

IAS 11, IAS 18, IFRIC 13, IFRIC 15, IFRIC 18, SIC 31

US GAAP ASC 605-20-25-1 through 25-6, ASC 605-20-25-14 through 25-18, ASC 605-25, ASC 605-35, ASC 605-50, ASC 985-605, CON 5,

SAB Topic 13
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IFRS and US GAAP: similarities and differences

Note

The foregoing discussion captures a number of the more significant GAAP differences. It is important to note that the discussion
is not inclusive of all GAAP differences in this area.

Recent/proposed guidance

Joint FASB/IASB Discussion Paper: Preliminary Views on Revenue Recognition in Contracts with Customers

In December 2008, a joint discussion paper titled Preliminary Views on Revenue Recognition in Contracts with Customers was
issued. The proposed model outlined in the discussion paper would have a significant impact on current revenue recogni-

tion policies under both IFRS and US GAAP. Every industry within the scope of the project may be impacted to some extent.
Some entities, particularly those that have historically followed industry-specific guidance, will see pervasive changes. A single
contract-based, asset-and-liability model is proposed, where revenue is recognized based on increases in contract assets or
decreases in contract liabilities.

A few of the changes under the proposed model are as follows. The percentage-of-completion method historically used for both
construction contracts and, where applicable, service arrangements, may no longer exist as a separate model. Rather, revenue
in those arrangements will be recognized based on the transfer of control. The definition of a performance obligation may

result in separation of more obligations within an arrangement. For example, under current guidance, warranty obligations are
recorded as a cost accrual at the time of sale. Such warranties may be a separate performance obligation under the proposed
model and would result in revenue deferral as opposed to cost accrual. The increase in identification and separation of perfor-
mance obligations may also require greater use of estimates than is the case under current practice. Industries where the use of
fair value estimates is restricted, such as sof