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SYNOPSIS: The Securities and Exchange Commission �hereafter, SEC� issued a call
for comment on a proposal to adopt a roadmap for potential use of international finan-
cial reporting standards �hereafter, IFRS� by U.S. companies. We comment on five key
issues raised by the SEC proposal. First, we propose that the need for a global regu-
lator is overstated. A global regulator is unlikely to help achieve the stated goals of
comparability and consistency of financial reporting on a global basis. We favor allow-
ing U.S. companies to choose use of U.S. GAAP or IFRS rather than mandating one
global monopoly set of standards. Second, we agree that the focus on auditing is a very
relevant issue that deserves more attention from standard setters. Gains from adopting
principles-based accounting standards such as IFRS are likely to be realized only if
auditors are also principles-based. Third, while we have serious concerns about gov-
ernance and financing mechanisms of the International Accounting Standards Board
�hereafter, IASB�, we recommend that all regulatory actions cannot be held to a stand-
still while structural changes are made to the IASB. Fourth, we are not in favor of
requiring reconciliation schedules from U.S. companies using IFRS. We view such
reconciliations as being costly and unnecessary. Fifth, we recommend that the SEC pay
more explicit attention to the educational and professional judgment consequences of
its proposals.

This comment was developed by the Financial Accounting Standards Committee of the American Accounting Association
and does not represent an official position of the American Accounting Association.
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INTRODUCTION

The SEC recently issued a call for comment on a proposal �hereafter, the proposal� on a
roadmap for potential use of International Financial Reporting Standards �henceforth IFRS�
by U.S. Issuers �SEC 2008a�. The Financial Accounting Standards Committee �hereafter,

the committee� of the American Accounting Association �hereafter, AAA� is pleased to have an
opportunity to express its views on the proposal. This comment was developed by this committee
of the AAA and does not represent an official position of the AAA. The SEC’s call for comment
is a 165-page document that seeks advice on 70 separate issues with respect to the roadmap for
adoption of IFRS by U.S. issuers. Rather than commenting on each specific issue, we discuss five
key issues where extant accounting scholarly research provides relevant insights.

OVERVIEW
The SEC seeks comments on a roadmap for use of IFRS by U.S. issuers. Current scholarly

research provides relevant insights on the following five issues raised in the SEC’s proposal:

�1� Is there a need for a single global set of financial accounting standards?
�2� Effect on audit quality and composition of the market for auditors.
�3� Views of market participants on resolution of IASB governance and funding issues.
�4� Reconciliation to U.S. GAAP from IFRS for comparing companies.
�5� Other issues on which further guidance for IFRS issuers would be necessary and appro-

priate.
The remainder of this paper draws upon research and analysis from various academic litera-

ture to conclude the following. First, a single global set of financial reporting standards is not
optimal. Robust competition between standard setters is more desirable. In the context of the
proposal, allowing U.S. companies a choice between using U.S. GAAP and IFRS has a higher
likelihood of generating high-quality financial reporting. Second, the attention devoted to auditing
in this proposal is appropriate because accounting standard setters have recently undervalued the
importance of verifiability as a qualitative characteristic in setting accounting standards. A major
realignment between the accounting and auditing standards is necessary for proper implementation
of both U.S. GAAP and IFRS. Third, the governance and funding mechanisms of standard-setting
boards are important for creating independence as well as responsiveness to the needs of preparers
and users of accounting reports. The current governance and funding policies of the IASB do not
instill confidence in the independence or responsiveness of the IASB. Fourth, requiring reconcili-
ation to U.S. GAAP is costly and unnecessary. The current SEC approach allowing non-U.S. filers
to use IFRS without a reconciliation schedule is also appropriate for U.S. companies. Finally, the
cost-benefit analysis fails to consider education implications of the proposed roadmap.

ANALYSIS
Is There a Need for a Single Global Set of Financial Accounting Standards?

The regulatory debate on the adoption of IFRS is heavily influenced by the objective of
obtaining financial statements that are comparable and consistent on a global basis; that is, a
transaction will be reported similarly across all national jurisdictions. A single set of high-quality
global accounting standards is an important mechanism for achieving the desired global compa-
rability and consistency of reported accounting numbers �as discussed on pp. 9–18 of the pro-
posal�. This emphasis on comparability and consistency raises two questions: �1� Are comparabil-
ity and consistency the right goals to pursue and �2� if they are the right goals, will adoption of one
global set of accounting standards help us to achieve the comparability and consistency desired in
financial accounting reports? Our view is that comparability and consistency should not be the
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main goals of financial reporting. Rather, financial reporting should strive for accounting standards
that help convey a “true and fair view” of the economic reality of an organization. In addition,
academic research indicates that using a single set of uniform accounting standards will not lead
to the production of comparable and consistent financial reports that are desirable to regulators
�Ball et al. 2000, 2003�. The promise that adoption of IFRS will deliver comparability and con-
sistency in accounting reports is false and misleading.

Accounting standards can be regarded as serving two potential functions �see Jamal and
Sunder 2008�: �1� serving as a minimum quality standard or �2� serving a coordination function.
Quality standards are motivated by concerns that some producers of a good or service would be
motivated to lower quality, especially when quality is not readily observable to the customer.
Competition among sellers tends to lower the quality of the output, and in extreme cases, the
market can collapse into a “market for lemons” �see Akerlof 1970�. In such situations, it may be
advantageous to define and enforce minimum quality standards. Quality standards can be rank
ordered in terms of preferability. The extensive discussion, effort, and time devoted to the devel-
opment of U.S. accounting standards can be understood as an investment in determining high-
quality measurement and disclosure standards.

There is another class of activities where alternatives cannot be rank ordered in terms of
quality, but there can still be gains from coordinating actions to obtain efficient economic out-
comes through uniform behavior. In many cases, such coordination standards can even be arbitrary
�e.g., directing traffic flow�. The argument for uniformity of accounting as a means of achieving
consistency and comparability in financial reports, as well as the attempt to create definitions of
assets and liabilities, are examples of coordination standards. These standards are justified as being
better on coordination grounds only, and not on quality considerations.

We believe that comparability and consistency should not be the primary goals of financial
reporting. According to a survey by Collins et al. �2002�, financial report users perceive a standard
to be of especially high quality from an informational perspective when the standard is consistent
with an underlying conceptual framework, and the financial report is perceived to reflect economic
reality. While there may be some elements of financial reporting that have coordination attributes
and might even be inherently arbitrary �e.g., accounting for goodwill�, all elements of financial
reporting do not fit into this category. Appeals to a coordination argument �e.g., comparability and
consistency� focus on surface level uniformity rather than the underlying economic substance on
which the transactions are reported. In the limit, a set of arbitrary conventions could be adopted
and regarded as providing comparability and consistency, as long as everyone follows the same set
of rules �like driving on the same side of the road�. Setting up a global monopoly standard setter
with a consistency and comparability objective will inhibit attempts to innovate, as well as to
develop and test better-quality standards. It would represent that triumph of form over substance.
Competition between rival standard setters and experimentation with a variety of approaches has
the potential to help identify better accounting standards and practices, improve accounting edu-
cation, and lead to better financial reporting, �Sunder 2002; Benston et al. 2006; Hail et al. 2009�.

Even if comparability and consistency were the most desirable goals, adoption of a single set
of global financial reporting standards is neither a necessary, nor a sufficient, condition for ob-
taining these goals. Ball et al. �2000, 2003� have examined the influence of accounting standards
and other variables in the reporting environment �e.g., legal system, securities enforcement, taxa-
tion and incentives of preparers� on the quality of accounting numbers and reports. They use two
proxies for quality of accounting reports: �1� Timeliness in reflecting underlying economic income
in the financial statements and �2� conservatism, which is defined as the extent to which current
period accounting income accelerates the recognition of losses, as opposed to gains. The Ball et al.
�2000, 2003� studies as well as Bushman and Piotroski �2006� find that the quality of financial
reporting in both common law and legal code countries is primarily attributable to incentives of
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preparers and environmental variables �e.g., legal system, securities enforcement� and not by the
adoption of a common set of accounting standards such as IFRS. The conclusion from these
studies is that most of the rhetoric surrounding potential gains from adopting a common set of
international financial reporting standards �such as IFRS� is incomplete, misleading, and unlikely
to be realized in practice. A study commissioned by the Financial Accounting Standards Board
�hereafter, FASB� �Hail et al. 2009� also concludes that the adoption of common accounting
standards is unlikely to lead to comparability in financial reporting.

In addition to its comment letter for this roadmap proposal �SEC 2008a�, the FASB submitted
a commissioned study on the economic effects of adopting IFRS by the U.S. �Hail et al. 2009�.
This study did a comprehensive review of the accounting, finance, and economics literature to
analyze potential effects on the U.S. economy from adoption of IFRS. The study reviewed evi-
dence from both mandatory and voluntary adoption of IFRS around the world as well as other
related literature. The main finding of the study is that the incentives of preparers and the reporting
environment �litigation, securities enforcement� have a greater impact on actual financial reporting
than accounting standards. The study also cautions that if one element of the environment is
changed, or even improved �e.g., accounting standards�, this does not mean the entire reporting
environment will improve; indeed, it could even get worse. The study concluded that compara-
bility gains for investors were likely to be modest at best, with very different impacts on individual
companies and sectors of the economy, with some benefiting and some losing because of IFRS
adoption. The biggest beneficiaries of IFRS are likely to be multinational companies, whereas a
switch to IFRS would impose an immediate transition cost on all U.S. companies, with the greatest
impact on smaller companies.

Given vast differences in the underlying assets and economic conditions under which com-
panies operate on a global basis, it is unrealistic to expect that any single set of accounting
standards can lead to the production of financial reports that are comparable and consistent in
reflecting the actual substance of transactions. The goals of comparability and consistency are
slogans that are likely to create an expectation gap between the stated goals of regulators and the
reality experienced by preparers and users of financial statements �Hail et al. 2009�.

We are supportive of the idea of standards competition; that is, allowing U.S. companies to
choose between using U.S. GAAP and IFRS rather than only allowing them one choice �U.S.
GAAP or IFRS�. In many countries �e.g., Canada, Germany� publicly traded companies are al-
lowed to follow their local GAAP �now IFRS� and/or U.S. GAAP. The reporting infrastructure
required to support these choices �auditors, regulators, users� has already been developed and
various benefits from adopting IFRS have been documented �Daske et al. 2008�. While supporting
multiple sets of GAAP is obviously costly, we observe such practices, and a large literature
assesses characteristics of companies that find it in their interest to seek out an alternative �non-
local� sources of GAAP �Doidge et al. 2004�.

Competition among accounting standard setters has more potential to improve the quality of
financial reporting in the U.S. than reliance on one global monopoly accounting standard setter
prescribing a uniform set of reporting standards �Jamal et al. 2003, 2005�. A large body of
literature supports the idea that foreign companies seek to register on U.S. stock exchanges due to
the higher regulatory infrastructure in the U.S. �Doidge et al. 2004�. A form of standards compe-
tition is currently in place, with foreign companies choosing better-regulated jurisdictions such as
the U.S. �a race to the top� rather than poorly regulated jurisdictions �the classic boogieman of race
to the bottom�. While there is always a possibility that standards competition could lead to a race
to the bottom �Dye and Sunder 2001�, we believe that the preponderance of evidence favors the
opposite outcome, namely a race to the top.
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Effect on Audit Quality and Composition of the Market for Auditors
We are pleased with the proposal’s focus on auditing as an important variable that affects the

quality of accounting reports. In recent years, accounting standard setters �both the FASB and the
IASB� have reduced their emphasis on using verifiability as a key concept in guiding the devel-
opment of new accounting standards. IFRS are widely viewed as less specific and providing less
prescriptive guidance than U.S. GAAP �i.e., IFRS are more principles-based�, as well as more
subjective primarily due to more use of fair value measurements. The downgrading of verifiability
as a key concept guiding accounting standard setting and the resulting focus on fair value mea-
surement significantly impairs the ability of an auditor to limit opportunistic actions of manage-
ment and improve financial reporting.

There is a widespread belief especially among standard setters that using principles-based
accounting standards �such as IFRS� leads to better financial reporting than under the more rule-
oriented U.S. GAAP system. There is, however, virtually no empirical evidence available to
support these beliefs. One key problem in this debate about principles versus rules is the lack of
a well-specified definition of what a rules-based accounting standard is as opposed to a principles-
based accounting standard �Schipper 2003�. All standards have a conceptual framework, a set of
key terms and definitions, and a set of rules. Proposals that declare one specific standard or set of
standards to be principles-based are mostly ad hoc, lacking in clear definition �what exactly are the
principles of accounting?� and are polemics rather than carefully reasoned arguments. Even if
IFRS are more principles-based, it is likely that exposure to the litigious U.S. environment may
shift them toward a more rule-like application �Hail et al. 2009�.

If IFRS are indeed more principles-based, then we should ask what changes will be needed in
the auditing profession to create congruency between the shift in accounting and auditing practice.
In an recent experiment involving experienced chief financial officers of companies �CFOs� and
Big 4 audit firm partners, Jamal and Tan �2009� find that better financial reporting occurs when the
standards type �principles-based, rules-based� and the type of auditor �neutral and seeking to
reflect the underlying substance of the transaction �principles-based�, or literal interpreter of the
standard �rules-based�� are congruent. Lack of congruence between the standard type and the
auditor type creates uncertainty, transaction structuring by managers, and ultimately poor-quality
financial reporting. Jamal and Tan �2009� do not find a main effect for types of standards. In other
words, neither principles-based standards nor rules-based standards always result in better finan-
cial reporting. A study by Nelson et al. �2002� also finds no general advantage for principles-based
standards. Their results indicate that auditors find it easier to press management to make adjust-
ments when rules are more specific, but rule specificity also makes the auditor vulnerable to
transaction structuring. These results are consistent with the Ball et al. �2000, 2003� findings
discussed earlier; that various elements of the financial reporting environment �legal liability,
securities enforcement, auditing� influence the quality of accounting reports produced by compa-
nies far more than accounting standards. Adoption of a common set of financial reporting stan-
dards will have little effect �and likely a negative effect� if all other variables in the financial
reporting environment are not also changed.

After the enactment of the Sarbanes-Oxley Act of 2002, many observers—including govern-
ment regulatory agencies �FASB 2004; SEC 2008b�—have raised a concern that the U.S. audit
profession is becoming more rule-oriented in response to increased litigation pressures and new
guidelines adopted by the Public Company Accounting Oversight Board �hereafter, PCAOB�. This
suggests that the adoption of IFRS in the U.S. has the potential to create a mismatch between
accounting standard type and auditor type, resulting in poorer financial reporting. The activities of
accounting standard setters such as the FASB and IASB and auditing standard setters such as the
PCAOB need to be better coordinated before IFRS is adopted in the U.S.
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In many countries around the world �e.g., Canada, Germany�, securities regulators allow
public companies registered on U.S. stock exchanges the option of reporting domestically using
either IFRS or U.S. GAAP. The auditing profession in these countries can develop over time the
expertise necessary to support the use of two or more sets of accounting standards. Wholesale
adoption of IFRS by all U.S. companies simultaneously will involve a much larger number of
companies, and has the potential to be more costly and disruptive than the conversion process in
smaller countries �see Collett et al. �2001� for a description of IFRS implementation challenges in
Australia, and Hail et al. �2009� on the larger impact in the bigger U.S. market�.

Views of Market Participants on Resolution of IASB Governance and Funding Issues
Accounting standards in the U.S are developed by the FASB, whose budget comes primarily

from a tax levied on publicly traded companies in the U.S., with a secondary revenue stream from
the sale of publications. This reliance on public funding is conducive to developing the indepen-
dence of the standard-setting board since the board is not dependent on the generosity of private
donors. An alternative model would be to allow competing standard-setting boards to charge fees
to people who use their standards as is done for ISO standards �e.g., Sunder 2002�, or even
combine accounting and auditing standard setting into one board and let private certifiers compete
on a bundle of both accounting and auditing standards �see Jamal et al. �2003�, �2005� for an
example of this approach in e-commerce�. Having the current IASB funded by a small number of
voluntary contributions received from private organizations �large corporations and big audit
firms� is not conducive to developing perceived or actual independence of the standard-setting
board �Beresford 2001�. Clearly some reforms in governance and funding process are necessary
for safeguarding the independence of the IASB as well as making it responsive to the needs of
preparers, auditors, and users of financial reports.

While the current funding system of the IASB is not ideal, it is not necessary to demand an
acceptable resolution of all governance and funding issues prior to U.S. adoption of IFRS. We
prefer a partial adoption process where a choice is offered, and may be exercised by some U.S.
companies. In the meantime, we suggest that the IASB can modify its governance processes and
especially its funding mechanism.

Reconciliation of IFRS to U.S. GAAP
The proposal focuses considerable space and thought on assessing the need for a reconcilia-

tion of IFRS financial reports to U.S. GAAP. Options proposed include one-time disclosure only
on the initial adoption of IFRS, annual preparation of a reconciliation schedule, and having the
reconciliation schedule audited on an annual basis. A large amount of academic literature on the
“value relevance” of such reconciliations includes very pointed disagreements about methodology,
interpretation, and propriety of this work. Barth et al. �2001� provide a defense of value relevance
studies, while Holthausen and Watts �2001� argue that these results are irrelevant for standard
setting due to the use of an invalid quality criterion, self-selection problems, concerns about the
valuation models used, and a host of methodological concerns. Foreign companies that were
required to prepare 20-F reconciliation schedules are quite different from domestic U.S. compa-
nies. They were large multinational companies �Lang et al. 2003� and so generalizations from
these reconciliation schedules to U.S. domestic companies should be made cautiously.

The committee has responded at length on this reconciliation issue on a previous SEC pro-
posal in September 2007 �SEC S7-13-07� on allowing non-U.S. companies to use IFRS without
requiring reconciliation to U.S. GAAP. We surveyed various streams of literature, and particularly
a paper by Leuz �2003� that finds that financial statements prepared using IFRS are basically
equivalent to those produced using U.S. GAAP. This pattern of results is robust and occurs when
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looking at financial information prepared by specific companies, as well as the overall liquidity,
bid-ask spreads, and other features of the overall stock market. Equivalence does not mean that the
two sets of GAAP �IFRS and U.S. GAAP� provide exactly the same �identical� information. The
committee supports the idea of standards competition because we believe that competition will put
pressure on all standard setters to look for better standards and thus benefit society. Requiring a
reconciliation schedule imposes a cost on companies to keep two sets of records that have to be
audited, without improving the average quality of the information. A mandatory reconciliation
requirement will thus discourage U.S. companies from adopting IFRS. The study conducted by
Hail et al. �2009� for the FASB raises doubt about the usefulness of reconciliation schedules for
U.S. domestic companies, documents extensive costs for preparing these reconciliations, and
questions the value of these reconciliations relative to their cost. Based on these results, we
supported the previous proposal �SEC S7-13-07� to allow non-U.S. companies to have a choice
between using U.S. GAAP or IFRS to prepare their financial statements without a reconciliation
requirement.

We continue to support giving U.S. companies the choice to use IFRS or U.S. GAAP in their
U.S. regulatory filings. In our previous response, we cite extensive literature �e.g., Ashbaugh and
Pincus 2001; Leuz 2003� that indicates that IFRS help produce high-quality financial reports and
that U.S. GAAP and IFRS have an equivalent level of quality, though they are not perfect substi-
tutes for one another. Requiring reconciliation schedules discourages U.S. companies from using
IFRS and makes it more difficult for U.S. standard setters to learn from standards competition.

Other Issues On Which Further Guidance for IFRS Issuers Would Be Necessary and Ap-
propriate

While the primary criteria for the SEC’s decision relate to the direct and immediate impact on
capital markets and investor protection, the SEC’s regulatory actions and policies have major
educational consequences. These educational consequences have the potential to influence the
long-run quality of students attracted to accounting, the quality of professional judgment of pre-
parers and auditors, and ultimately the quality of financial reporting. The SEC has not solicited
comments on educational aspects of its proposed action, but the AAA and its members are deeply
interested in accounting education, research, and practice. We would like to submit the following
unsolicited comments on the educational consequences of the proposed action, repeating a rec-
ommendation made by our committee in 2007 �file SEC S7-13-07� that the SEC and its staff also
consider the educational consequences of its proposed actions as a part of its routine process going
forward. We believe such considerations should always be a part of the standard-setting process
and are particularly important in this instance.

The adoption of IFRS in the U.S. will require a major education effort by current preparers,
auditors, and investors—as well as accounting students. In U.S. business schools, accounting has
increasingly become a service activity, and very few M.B.A. students major in accounting. Similar
concerns about the attractiveness of accounting for the best undergraduate students have also been
raised recently �Albrecht and Sack 2000�. While we do not have a definitive causal explanation,
Albrecht and Sack �2000� claim that the current accounting curriculum is based on rote learning.
The authority of the standard setters causes classroom activity to focus on how to apply standards
and not to question or understand the basis for the standard or its alternatives. This rote learning
is discouraging good students from entering the accounting profession. In our previous comment
we suggested that allowing two rival sets of accounting standards might be an excellent way of
attracting talented students to accounting, as well as stimulate classroom discussion and better
development of professional judgment of accountants and auditors �Sunder 2007, 2009�. The
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consequences of the accounting standard-setting regime on accounting education should be con-
sidered more explicitly in weighing the costs and benefits of proposed regulatory changes.

SUMMARY AND CONCLUSION
Financial statements based on IFRS provide good financial reports that are equivalent to those

based on U.S. GAAP. We favor giving U.S. companies the choice of using U.S. GAAP or IFRS in
their financial reports and hope that other jurisdictions around the world would exploit the advan-
tages of giving choice to their own registrants. This will lead to a gradual and partial adoption of
IFRS in the U.S. We believe a gradual adoption process will give preparers, auditors, investors,
and other financial market participants time to align their processes with IFRS or consciously
choose to maintain U.S. GAAP reporting in their financial statements. We do not favor the impo-
sition of a mandatory reconciliation requirement. We view a reconciliation schedule as being
costly, of limited value, and counter-productive vis-à-vis the broader goal of developing high-
quality accounting standards and financial reports. We also strongly recommend that the SEC
explicitly consider the educational impact of its future proposals. We are skeptical about creating
a monopoly global accounting standard setter and are not convinced that benefits will accrue from
the current desire for the harmonization of accounting standards. We recommend that standards
competition between U.S. GAAP and IFRS be given more consideration as a mechanism to
improve the quality of financial reporting.
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