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To our clients and friends:

Memorandum of Understanding. Accounting convergence. Joint projects. These are the buzz words
of today relating to the future of accounting and financial reporting. What do they mean to you?
Change—and a lot of it!

The Financial Accounting Standards Board and International Accounting Standards Board are
currently working on roughly a dozen joint projects designed to improve both US and international
accounting standards. The scale of the proposed changes and their potential impact on US companies
are unparalleled.

As standards change, companies may need new systems that can capture data, track contracts, and
support processes to develop and assess complex estimates. Changes in balance sheet ratios and
operating results may lead to renegotiating contracts such as debt agreements, royalty agreements
and compensation agreements. Companies may want to reassess lease or buy decisions. Investor and
stakeholder communication and education will be necessary, as the timing and pattern of revenue
and expense recognition will change. The new standards will impact some companies more than
others, but all companies will need to thoughtfully consider them.

Enclosed is a compendium of our current convergence publications designed to provide you with
one single reference resource as you manage the potential impact of the proposed standards on your
company. Included are an overview of the standard-setting landscape, our point of view on effective
dates and transition methods, technical insights on the standard setting projects, and discussions

of what you can be doing now to prepare for these changes. While all of the joint projects as well

as certain other projects are addressed, our primary focus is currently on the “big three”—Ileasing,
revenue recognition and financial instruments. These are closest to completion and will impact a
broad spectrum of companies in the nearer term.

As developments unfold and standards move forward, we will post updates for you to print and add to
this compendium on a dedicated website—www.pwc.com/us/jointprojects. In the meantime, if you
have any questions, please reach out to your PwC engagement team or me directly.

Sincerely,

James G. Kaiser

James G. Kaiser, Partner, US Convergence & IFRS Leader
PricewaterhouseCoopers LLP, Two Commerce Square, Suite 1700, 2001 Market Street, Philadelphia, PA 19103
T: (267) 330 2045, F: (813) 741-7265, www.pwc.com/us/jointprojects
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The heart of the matter

US financial reporting
is poised to undergo

an unprecedented level
of change



US financial reporting will undergo
an unprecedented level of change
within the next several years. The
Financial Accounting Standards
Board and International Accounting
Standards Board are currently
working on roughly a dozen joint
projects with the goal of converging
and improving both US and interna-
tional standards. The boards’ strategy
centers around a targeted comple-
tion date of June 2011 for the highest
priority projects, including revenue
recognition, leases, and financial
instruments. The impacts will be
broad and deep—well beyond finan-
cial reporting.

The proposed standards have the
potential to significantly impact
revenue and expense recognition
patterns as well as a company’s
reported assets and liabilities. Under
the proposed revenue standard, the
recognition of some revenue streams
will accelerate while others will
decelerate. Irrespective of the timing
of revenue recognition, gross margin
erosion will occur, as a result of the
proposed incorporation of credit risk
into the measurement of revenue.

Under the proposed leasing standard,
all leases will result in the recogni-
tion of lease assets. At the same time,
increased volatility and changes in
expense and revenue recognition
patterns may significantly impact a
number of ratios (e.g., leverage ratios)
and measures (e.g., EBITDA) used by
companies for a variety of purposes,
ranging from determining compen-
sation for employees to valuing a
business in a structured transaction.
Contracts, such as debt and compen-
sation agreements, may require
adjustment as a result of changes in
financial ratios and reported results.

In addition, companies will need

to ensure their systems, processes
and controls can accommodate the
proposed accounting models. The
proposed leasing standards will
require companies to capture and
update detailed data for all of their
leases. Many companies do not
currently have a systematic method
in place. The proposed revenue
standard is expected to require a
considerable amount of estimation,
specifically related to the recognition
of variable or uncertain consideration
(e.g., royalty revenue, usage based
fees, and trade discounts). Effective
processes and controls will need to
be in place around these estimates.
Companies may need entirely new
systems or modifications to existing
systems to ensure they can capture
data, track contracts and support
processes to develop and assess
complex estimates.

Other important stakeholders will
also feel an impact. The increased
level of judgment inherent in the
proposed standards will make it more
challenging for companies to provide
guidance to analysts. Rating agen-
cies have already started to estimate
how much debt will be added to a
company’s balance sheet as a result
of the proposed leasing standard.
Communication with these stake-
holders is essential, to help them
understand the business implications
and other effects of the changes.

Not all companies will be equally
impacted by these proposed stan-
dards. Companies with less flexible
systems may have a more difficult
time. Complex multinational compa-
nies will have more challenges
obtaining all required data than less
complex or predominantly domestic
companies. That being said, the
adoption of these standards will take
a considerable amount of time and
effort for all companies. It will be
important to investors that companies
implement the proposed standards
properly and cost effectively—the
first time.

This publication is designed to help
readers develop an understanding of
the major convergence projects and
provide a perspective on what compa-
nies can and should be doing now

in relation thereto. The projects are
ongoing; as new details emerge, we
will post updates at www.pwc.com/
us/jointprojects.



An in-depth discussion

Setting the standard:
A spotlight on the

FASB and IASB’s
joint projects™

* Reprinted from the March 4, 2011, edition of Setting the standard



What you need to know
about the FASB and
IASB’s joint projects

Welcome to the current edition of
Setting the standard, our publication
designed to keep you informed about
the most recent developments on the
joint standard-setting activities of
the Financial Accounting Standards
Board (FASB) and International
Accounting Standards Board (IASB).

In our December 2010 edition, we
reported that the boards had reca-
librated their work plan to focus on
the priority projects. Two of those
projects, fair value measurement and
statement of other comprehensive
income, are poised for release. Now,
the “big three” remain—financial
instruments, revenue recognition,
and leases. The IASB is also working
to slay its monster project on insur-
ance contracts, with the FASB closely
engaged in the discussion.

Whether you are a silent spectator or
avocal participant, the intensity is
palpable. The boards continue their
sprint toward the targeted June 30,
2011 “finish line,” carefully navi-
gating the hurdles along the way.
Developing high quality standards is
a time-consuming task and unex-
pected bumps in the road can slow
progress. Will the boards beat the
clock, or will overtime be needed?
Only time will tell, but the action
has been fast and furious.

What’s inside:

What you need to know
Joint projects timeline
Financial instruments
Balance sheet offsetting
Revenue recognition
Leases

Insurance contracts
Fair value measurement
Financial statement presentation
Consolidation
Investment properties

Pensions and postemployment benefits

Other projects on the horizon

Priority joint projects Timeline for completion
Financial instruments June 2011

Leases June 2011

Revenue recognition June 2011

Statement of comprehensive income March 2011

Fair value measurement March 2011

Insurance (IASB) June 2011
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The boards are listening
Recent activity has demonstrated
the boards’ willingness to listen to
constituent input and change their
course. For example, the FASB has
softened its controversial proposal
to report all financial instruments

at fair value. In addition, both the
IASB and the FASB went back to

the drawing board to design a new
impairment model for financial assets
in the hopes of reaching a converged
approach. Likewise, the boards
appear to be making changes that
will ease complexity as they work
on the revenue and leasing projects.
As the boards revise their proposals,
the question on the minds of many
remains: will the revisions require
re-exposure? Surely, the prospect is
there, as we have seen with the finan-
cial asset impairment proposal. If so,
the June 30, 2011 targeted comple-
tion dates could be in jeopardy.

Striving to reach converged
solutions

Constituents have expressed that
converged solutions will best serve
the capital markets. Are the boards
achieving this mission? Well, prog-
ress is being made on some fronts,
with the boards reaching substan-
tial agreement on several projects
including revenue recognition,
leases, and fair value measurement.
They are continuing their quest to
reconcile fundamental differences in
other projects, such as insurance and
financial instruments. Will they claim
victory? Too early to say, but their
recent actions give hope that their
differences will be limited.

With all of these moving parts, the
standard-setting pace can be over-
whelming and difficult to follow. In
this edition of Setting the standard,
we bring you up to speed on the most
significant areas of debate and latest
developments on the boards’ projects.
Keeping in mind the fast pace, readers
should stay tuned for ongoing updates
as the boards proceed.



Joint projects timeline from the recent comment letter process.  on the feedback, mandatory effective

No big changes on the joint projects Many respondents preferred tackling dates prior to 2015 appear unlikely for
timeline...at least for now. A lot implementation all at once to mini- most projects.
depends on the magnitude of changes ~ mize the disruptive effect on financial
in the redeliberation process and statements. Others desired a staggered  pinaly, what should transition look
the boards’ appetite for re-exposure. ~ approach due to resource constraints. like? While most acknowledge the
The following chart reflects the most benefits of retrospective application,
recent FASB timetable and includes How much time is needed? That’sinthe the boards were urged to consider
certain IASB-only projects that are eye of the beholder. Responses ranged other practical alternatives to alle-
being monitored by the FASB.! from 18 months to three years from the  viate costs and implementation chal-
date that standards are finalized. Add lenges. For additional discussion of
Effective dates and transition one to two years if retrospective adop-  these issues, refer to PwC’s Point of
As the boards approach the finish line, tion is required. Some recommended view: Managing accounting change—
they will be turning their attention to establishing a mandatory effective date ~ promoting quality implementations

effective dates and transition methodol-  but providing flexibility by allowing for ~ (within the Effective dates and transi-
ogies. So far, no consensus has emerged early adoption of the standards. Based tion methods volume).

Financial instruments

Balance sheet offsetting

Revenue recognition

Leases

Fair value measurement

Statement of comprehensive income
IASB —insurance contracts

Financial statement presentation

FASB —consolidation (limited)

IASB —consolidation (comprehensive)
Consolidation—investment companies
Investment properties

IASB —postemployment benefits

Loss contingencies

Discontinued operations

Fin. instr. with characteristics of equity
Emissions trading schemes

Q12011 Q2 2011 Q3 2011 Q4 2011
Pre-exposure draft deliberations B Exposure draft issued or expected
Comment period and/or redeliberations I Final standard expected

1 The timing of finalizing hedge accounting
by the FASB is uncertain; however, it will
likely extend beyond June 2011.
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Financial instruments

What’s new?

Lots. Here the FASB made head-
lines—literally—when it backed away
from the requirement to measure
substantially all financial instru-
ments at fair value. This news was
applauded as a major step forward in
the measurement phase of the project.
On the impairment phase, the boards
are demonstrating a willingness to
explore alternative approaches to
achieve convergence. Is hedging next?
The FASB recently issued a discus-
sion paper seeking comments from

its constituents on the IASB’s hedging
proposal, so we’ll have to wait and
see. Clearly, the boards have picked
up the pace, but still face a number

of obstacles.

A new approach for measuring
financial assets and liabilities
Yielding to significant opposition

to its original proposal to require

that most financial instruments be
recognized at fair value, the FASB has
been making changes. The result?

A new model that would require
financial assets and liabilities to be
classified into one of three categories:
(1) amortized cost; (2) fair value with
changes in fair value recognized in
other comprehensive income; or

(3) fair value with changes in fair value
recognized in net income. These cate-
gories may sound familiar. However,
this new approach may result in a
different outcome because it is based
on the entity’s business strategy and
instrument’s characteristics.

While the FASB is refining the criteria
for these categories, amortized cost
will likely be limited to instruments
that are within an entity’s lending or
financing activities where the strategy
is to collect (for assets) or pay (for
liabilities) cash flows. Examples of

The FASB yields on its controversial proposal
to require fair value reporting for all financial

assets and liabilities.
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assets that may qualify include loans
held for investment and accounts
receivable. Other debt investments
(for example, debt securities) would
likely be measured at fair value each
period. Debt securities held for invest-
ment and managed to meet cash flow
needs or interest rate risk exposures
would possibly qualify for fair value
with changes recognized in other
comprehensive income. Otherwise,
the changes in fair value for debt
instruments would be recognized in
net income.

No relief has been provided however
for equity securities. The FASB

has decided that all equities not
qualifying for the equity method of
accounting be measured at fair value
with changes in fair value recognized
in net income, irrespective of whether
or not the securities are market-

able. However, the FASB is exploring
whether a practical accommodation
should be provided to nonpublic enti-
ties for measuring nonmarketable
equity securities.

How about liabilities? Many compa-
nies are likely doing “high fives,” as
their plain-vanilla debt would likely
qualify for amortized cost treatment.
Overall, many details need to be
ironed out. In addition, a number of
other classification and measurement



While not the preferred model of either board,
the new proposed impairment approach is a
compromise, combining the elements that each
of the boards believe are essential.

issues are waiting in the wings such as
the equity method of accounting, the
fair value option, and the accounting
for hybrid financial instruments.

You may also be wondering whether
these changes align with the IASB’s
model. Although this new approach
is a step toward convergence, differ-
ences remain. For example, the IASB’s
model contains two measurement
categories: (1) amortized cost; and
(2) fair value with changes in fair
value recognized in net income. It is
not clear where instruments within
the FASB’s fair value through other
comprehensive income category
would fall under IFRS.

Impairment—round two
Achieving convergence on the impair-
ment model is viewed as critically
important by constituents. In a
positive development, the boards
have crafted a compromise. The
revised proposal aims to address the
“Achilles’ heel” of today’s model—that
is, “too little, too late” when reserving
for impaired loans. The boards are

working to strike the right balance
between reflecting economics and
reducing operational complexity.

Here’s the new lingo: the “good book/
bad book” approach. What does it
mean? Expected losses on assets that
are not performing (the bad book)
should be fully reserved—which
both boards endorse. The challenge
is dealing with impairment for assets
that are performing (the good book).
The FASB prefers that entities recog-
nize, in the period that the loan is
originated or acquired, the full credit
impairment for losses expected in

the foreseeable future. The IASB, on
the other hand, prefers that enti-

ties calculate expected losses for the
entire remaining life of the asset, and
then recognize these losses over that
remaining life. What’s the compro-
mise? Entities would be required to
recognize the “higher of” these two
impairment calculations. Companies
would have flexibility in defining
“the foreseeable future,” although the
presumption is that at least 12 months
of expected losses can be estimated.

An in-depth discussion



The new approach is focused on
“open” loan portfolios—portfolios
that continuously change over time.
The reason? Most of the angst over
the previous proposal was centered on
these types of asset pools. The boards
have yet to consider whether the
model can be applied to closed portfo-
lios, purchased loans, and individual
instruments (including securities).
The boards have requested feedback
on this question in their proposal.

FASB seeks input on the IASB’s
hedge accounting proposal
The hedging element of the project
will likely heat up soon, particularly
given the FASB’s request for input on
the recently-released IASB hedging
proposal. If you’ll recall, the FASB
included a relatively narrow recon-
sideration of hedging in its financial
instruments exposure draft, largely
aimed at simplification. Since that
time, the IASB has issued a separate
exposure draft solely focused on
hedging, which is far broader in
scope than the FASB’s proposal.

The FASB plans to consider the
feedback on both its original proposal
and the IASB’s proposal when its
redeliberations resume in second
quarter 2011.

10 US GAAP Convergence & IFRS

While the boards appear aligned

on the goal of simplifying hedge
accounting, there are numerous
differences in the proposed models.
The IASB has focused on aligning
hedge accounting requirements with
a company’s risk management strate-
gies and adding more flexibility. One
such example is the IASB’s proposal to
allow companies to hedge component
risks that reside within nonfinancial
items. The FASB has proposed more
targeted changes, such as making

it easier to qualify for and maintain
hedge accounting. Some believe the
FASB’s proposals don’t go far enough.
Whatever your view, now is the time
to weigh in.

What’s next?

Comments are due on the joint
impairment proposal by April 1, 2011
and on the FASB’s discussion paper on
hedge accounting by April 25, 2011.
In the meantime, the boards will
continue to debate the other aspects
of the project.

For more information :

* In brief 2011-09, FASB
decides on classification
and measurement for finan-
cial liabilities and equity
investments

e Dataline 2011-13, FASB
redeliberates its financial
instruments proposal—An
update on significant changes
as of February 24, 2011

e Dataline 2011-09,
Impairment redux—FASB and
IASB are seeking comments
on a converged impairment
model for financial assets

e In brief 2011-06, FASB seeks
comments on IASB hedge
accounting proposal

e Dataline 2011-06,
Accounting for hedging activ-
ities—A comparison of the
FASB’s and IASB’s proposed
models.

All publications listed
above can be found within
the Financial instruments
volume.



Balance sheet offsetting

What’s new?

In January 2011, the boards jointly
issued their proposal on balance
sheet offsetting. The proposal defines
when it is appropriate to offset finan-
cial assets and financial liabilities,
including derivatives. The exposure
draft effectively eliminates a current
exception within US GAAP that
allows derivatives subject to master
netting agreements to be presented
on a net basis—a highly controver-
sial outcome that promises to spark
considerable debate.

A recap on the proposal

The exposure draft would require

a company to offset a recognized
financial asset and a recognized
financial liability only if a company
(1) has the unconditional right of
offset and (2) intends to either settle
the asset and liability on a net basis
or realize the asset and settle the
liability simultaneously. Furthermore,
the right of offset must be legally
enforceable in all circumstances
(including default by or bankruptcy
of a counterparty). Because deriva-
tives are often governed by master
netting agreements that provide for
the netting of amounts only in the
event of default or bankruptcy of one

This project is intended to address the largest
quantitative difference between IFRS and

US GAAP balance sheets.

of the counterparties, the conditions
for offsetting typically would not be
met. Such rights would be considered
conditional rights of offset.

Even when an unconditional right

of offset exists, there are questions
about whether companies can opera-
tionally settle financial assets and
liabilities simultaneously. The settle-
ment of two amounts is only consid-
ered simultaneous if settlement
occurs at the same moment. This
could prove difficult to demonstrate
for repurchase and reverse repur-
chase agreements. If the transactions
are executed through a clearinghouse
that settles transactions in batches,
they may not be considered simulta-
neously settled.

Get ready for more disclosures, as

the proposals go well beyond what

is required today under US GAAP.
Required disclosures include informa-
tion about the nature of the agree-
ments and rights to set-off, related
cash and other collateral arrange-
ments, and gross and net amounts.

Why gross presentation?

Most seem to agree that both gross
and net information is needed. The
tougher question is whether the infor-
mation should be presented gross

in the balance sheet. The current

US GAAP presentation that allows

for netting of derivatives in certain
circumstances was developed to
better portray an entity’s exposure to
credit risk. However, the boards have
struggled to reconcile why derivative
transactions should be eligible for
different treatment than other types
of transactions. Ultimately, the boards
determined that gross presentation
provides more relevant information
about liquidity and market risks.

What’s next?

The comment period ends April 28,
2011 and a roundtable discussion

is expected in the second quarter of
2011. The boards currently plan to
issue the final standard in the second
quarter of 2011.

For more information:

e Dataline 2011-10, Balance
sheet offsetting—The FASB
and IASB proposal

The publication listed
above can be found within
the Balance sheet offset-
ting volume.
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Revenue recognition

What’s new?

In recent redeliberations, the boards
have advanced a number of big-
ticket items, including separation of
performance obligations, revenue
recognition for services, warranties,
contract costs, and onerous contracts.
The boards have shown real fortitude
in muscling through these issues,

but there are still many more on the
docket. Can they get it all done by
June 30, 2011? Stay tuned because it’s
going to be a close race.

Boards grapple with two
threshold issues

The boards have spent considerable
effort on two fundamental topics:
(1) when to separately account for
performance obligations within a
contract and (2) revenue recogni-
tion for services. Constituents raised
concerns in the comment letter
process that the proposed guidance
was unclear and could lead to diver-
sity in practice or have unintended
consequences. As a result, the boards
are attempting to develop workable
solutions in these areas.

Performance obligations—boards
address separation criteria

So where do the boards stand?
They tentatively decided that one

12 US GAAP Convergence & IFRS

The boards are making progress working
through the numerous revenue recognition
issues—but many hurdles still lie ahead.

performance obligation exists when
goods or services are integrated into

a single item provided to a customer.
The boards believe this modification
alleviates a concern that contracts
that are in substance one performance
obligation would have to be sepa-
rated. This concern was particularly
prevalent from those in the construc-
tion industry.

When would separation of perfor-
mance obligations be required? Fine
tuning their approach, the boards
would now require separation when a
good or service has a distinct function
and is transferred at a different time
from other goods or services in the
contract. Although this may sound
similar to the proposal in the expo-
sure draft, the concept of “distinct”
has been narrowed. A distinct func-
tion exists if (1) the entity regularly
sells the good or service separately or
(2) the customer can use the good or
service either on its own or together
with resources readily available to the
customer. In a change from the expo-
sure draft, whether a good or service
is offered by another entity or has a
distinct profit margin would no longer
affect the criteria for separation.

Services—a new paradigm emerges
While transfer of control remains
the key driver of revenue recognition

for goods, the concept didn’t play as
well for many service arrangements.
Consequently, the boards decided

to create separate criteria for deter-
mining when service revenue should
be recognized continuously. The
criteria differ depending on whether
or not an asset is being created or
enhanced. If the service creates or
enhances an asset that the customer
controls, then continuous revenue
recognition would be appropriate. For
example, this concept would apply to
construction contracts. For service
arrangements that do not create or
enhance an asset, the boards decided
that continuous revenue recognition
is still appropriate if any one of the
following criteria is met:

* The customer receives a benefit
as the vendor performs the task
(for example, payroll processing
services)

* Another entity would not need to
re-perform the task if that other
entity were to fulfill the remaining
obligation (for example, transpor-
tation services)

* The vendor has a right to payment
for performance to-date even if the
contract could be cancelled (for
example, consulting services)

What is meant by continuous recogni-
tion? The boards do not seem inclined
to mandate a recognition method.
Rather, they intend to emphasize that
approaches based on output measures
generally best reflect performance.



The boards have agreed to expand contract cost
capitalization to align with other projects.

Warranties—what’s old is new
again

Many respondents were concerned
that the boards’ proposal on
accounting for warranty obligations
was too complex and would be difficult
to apply. To address those concerns,
the boards looked to existing guid-
ance. Here’s the current track. If a
customer can separately purchase

the warranty from the entity, that
warranty should be accounted for

as a separate performance obliga-

tion. Otherwise, the warranty should
be accrued as a cost of the contract,
unless it provides an additional

service to the customer (other than
quality assurance). Although this new
approach may alleviate some concerns,
the treatment of certain warranties
(such as long-term automobile warran-
ties) may still be in question.

Will sales commissions be
capitalized?

It looks that way. In a surprising
move, the boards tentatively
decided that the incremental costs
of obtaining a contract should be
capitalized and amortized over the
period the goods or services are
transferred. Why allow more costs
to be capitalized than under today’s

practice? Simply put: alignment
with other projects. The boards were
having difficulty justifying different
treatment for contract acquisition
costs solely based on the nature of
the contract (for example, financial
instruments, leases, revenue, or
insurance). Still to come—the boards
have yet to hash out the definition of
“incremental cost.”

Will the onerous test be less
onerous?

Perhaps. Some constituents were
concerned that the boards’ proposal
could result in a “day one” loss on an
overall profitable contract. To address
this concern, the boards decided to
focus the test at the contract level
instead of the individual perfor-
mance obligation level. However,
“loss leader” contracts would not be
exempt from the test. Accordingly,
losses on unprofitable contracts would
be recognized at contract inception.
Companies would not be able to
consider future potential contracts

or sales when performing this test.
Lastly, the boards decided to “stay the
course” on its proposal that all costs
directly related to satisfying a perfor-
mance obligation should be included
in the onerous test.

What’s next?

The project plan calls for continued
redeliberations through May 2011
with the goal of completion by June
2011. Up next in March 2011: deter-
mining and allocating the transaction
price (that is, variable consideration,
time value of money, and collect-
ability), and fulfillment costs. We also
expect that the boards will begin field
testing any significant changes to the
exposed model to ensure the guid-
ance is operational.

For more information:

e Dataline 2011-16,
Revenue from contracts with
customers—The constituents
have been heard

* Dataline 2010-45,
Revenue from contracts with
customers—The responses
arein...

e Dataline 2010-28, Revenue
recognition . . . Full speed
ahead: Latest installment—
Ajoint FASB/IASB exposure
draft

All publications listed
above can be found within
the Revenue recognition
volume.
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Leases

What’s new?

The boards are tackling the tough
issues head-on: lease term, variable
lease payments, income and expense
recognition pattern, the definition of
a lease, and lessor accounting. Early
decisions suggest considerable prog-
ress. However, many of the applica-
tion details have yet to be worked out,
which could impact completion of the
project by mid-2011.

Lease term—focusing on
economic incentives

The proposal to define the lease term
as the longest possible term that is
“more likely than not” to occur was
not well received. Many believed
that the proposal would result in
the premature recognition of liabili-
ties for option periods. In response,
the boards have agreed to raise the
threshold for including optional
extensions in the lease term. Option
periods would now be included in
the lease term only when the lessee

14

has a significant economic incentive
to extend the lease. Management
intent or past business practice would
not affect the evaluation. The lease
term would not be reassessed unless
there is a significant change in the
economic incentive assessment. These
revisions are likely to be viewed favor-
ably as they should improve oper-
ability, reduce volatility, and more
closely align accounting recognition
with the timing of the business deci-
sion to extend a lease.

Variable lease payments—will
you need a crystal ball?

Some estimates will still be required
under the board’s new approach, but
the probability-weighted approach
looks destined for the cutting room
floor. Constituents thought a best
estimate approach is more consistent
with how companies would perform
their assessment—and the boards
conceded. In addition, feedback in
the comment letters highlighted the
complexity of having to consider all
types of contingent lease payments in
the calculation of the lease asset and
liability. Varying views emerged on
what types of contingent payments
should be included in the measure-
ment. Here, the boards made some
progress by tentatively deciding to
include only the following types of

contingent payments in the lease
measurement:

e Those based on an index or rate
(initially based on the spot rate)

* Those that are “disguised
minimum lease payments” or that
lack commercial substance (effec-
tively, an anti-abuse provision)

* Those usage-based (e.g., mileage)
or performance-based (e.g., lessee
sales) contingencies that meet a
high recognition threshold (“prob-
able” under US GAAP)

* Portions of residual value guaran-
tees expected to be paid

Ongoing reassessment of contingent
rents and the impact on income and
expense recognition patterns are up
next for discussion.

Is “straight-line” rent expense
back in vogue?

Possibly, for some leases. The boards’
proposal results in the front-loading
of expense, based on the boards’ view
that a lease transaction is fundamen-
tally a financing. Some respondents
challenged this assertion and thought
the resulting expense pattern did not
reflect the underlying economics. The
boards appear to be reconsidering
their proposal and are evaluating
whether there are two types of leases:
financing and “other-than-financing.”
The boards may decide that expense
recognition on other-than-financing
leases should be straight-line, similar
to existing operating lease treatment.
Before getting too excited, however,
don’t forget that all leases would still



be recognized on the balance sheet
regardless of income statement recog-
nition. Although further analysis and
targeted outreach is expected, signs
point to some relief in this area.

Defining a lease—tougher than
it may seem

Many comment letters asked for
clarity on the fundamental question
of how to define a lease. The reason?
For some types of service arrange-
ments (such as those that contain
embedded leases), the answer could
significantly change current practice.
Under today’s guidance, identifying
embedded leases in some service
arrangements has not been critical.
Many embedded leases are classified
as operating leases and therefore,
separation of the lease component
from the service component does not
significantly alter the balance sheet
presentation or expense pattern.
However, the proposed “right-of-use”
concept—which results in lease assets
and obligations—has heightened
sensitivity about how to interpret the
definition of a lease. The boards have
started wrestling with this issue, but
progress has been slow. Some have
also observed that this issue may be
less of a concern if relief is provided
on the expense recognition pattern
issue. Expect more analysis and
outreach on this topic in the months
to come.

Momentum seems to be gaining to postpone
major changes to lessor accounting.
Conforming changes to align with the lessee
model may be more likely.

Lessor accounting—no
wholesale changes for now?
Almost all constituents expressed
concern over the proposed lessor
accounting model, with many
suggesting that the boards hold

off on these changes. Simply put,
many do not believe it is an improve-
ment over today’s guidance. The
proposed dual-approach model (that
is, a derecognition or performance
obligation approach) was viewed as
unwieldy. Will the boards scale back
on the scope? Based on initial redelib-
erations, it appears they are leaning
toward abandoning the wholesale
proposals for now. Instead, near-term
changes to existing lessor accounting
may be limited to those needed to
conform to decisions on the lessee
side of the project. For instance, the
definition of a lease, aligning the
criteria for determining the lease
term, and treatment of variable lease
payments could be likely candidates.

What’s next?

The boards’ redeliberations are
expected to continue in earnest over
the next few months. The focus will
continue to be on the priority areas
followed by the granular issues there-
after. At this point, a final standard
remains targeted for mid-2011.

For more information:

e 10Minutes on the future of
lessee accounting

e Dataline 2011-11, Leasing—
FASB and IASB agree on
changes that will reduce
complexity of the proposed
leasing standard

e Dataline 2011-05, Leasing—
The responses arein. . .

e Dataline 2010-38, A
new approach to lease
accounting—Proposed rules
would have far-reaching
implications

All publications listed
above can be found within
the Leases volume.
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Insurance contracts

What’s new?

Mindful of the IASB’s June 2011
timeline for completion, the boards
have stepped-up activity on the
project. As a reminder, the IASB
issued an exposure draft proposing an
insurance contract standard in July
2010. Separately, the FASB issued a
discussion paper in September 2010
seeking views on the IASB’s approach.
While the boards continue to seek the
development of a converged standard,
common ground remains elusive on
several key areas of the project.

Progress in some areas...

The sheer volume and complexity of
the issues in this project is daunting.
However, progress has been made
on the topics of discount rate, cash
flows, and acquisition costs. In addi-
tion, clarity has been provided on
employee insurance programs.

Discount rate—no one-size-fits-all
answer

One critical issue embedded in the
current debate is the discount rate
that should be applied to a contract’s
cash flows. The boards’ starting point:
arisk free rate adjusted for contract
illiquidity. Respondents raised several
concerns about this proposal. Some,
particularly in the United States,

did not believe this rate reflects how
insurers price their products. Others

noted that risk free rates do not exist

in many countries, raising the ques-
tion of whether reliable, comparable
estimates can be achieved.
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The boards have decided to steer
away from prescribing a specific
discount rate or method while
retaining their basic objective:
consider the time value of money and
the characteristics of the contract
liability. Could a practical expedient,
such as a high quality corporate bond
rate, be used as an acceptable alterna-
tive? Perhaps for smaller insurers. The
boards plan to discuss this topic in the
near future.

Some companies asked for the ability
to “lock in” the discount rate at
contract inception, which the boards
rejected. Thus, the discount rate will
need to be updated each reporting
period. The boards also decided that
“long-tail” claims that are not associ-
ated with life insurance should be
discounted. “Long-tail” claims are
those for which the period between
the incurrence and settlement of

a claim is more than 12 months.
Examples include general liability and
environmental liability insurance.
The boards also continue to explore
whether to allow a practical excep-
tion to discounting for certain “short-
tail” claims (for example, automobile
damage claims).

What “expectations” should be
included in cash flows?

The exposure draft required that the
measurement of insurance contracts
be based on an explicit, unbiased,
and probability-weighted estimate
of future cash flows from fulfilling
the contract (that is “expected
value”). Hmm...got that? Judging
from comment letters, maybe not.
Many respondents sought clarifica-
tion on the “expected value” concept,
including which costs should be
included in that measurement. You
may need to dust off your statistics
textbook to keep up on this debate.

In simplified terms, expected value
is supposed to be the “mean” or the
probability-weighted sum of possible
outcomes. However, not all possible
outcomes may need to be considered.
The boards also tentatively decided
that the costs to be included in the
cash flows should be those directly
related to the fulfillment of the
contract, at a portfolio level. Direct
overhead costs appear to qualify
based on this characterization.

With only four months to go until the IASB’s
targeted completion date, the boards are
feverishly attacking the issues.



Acquisition costs—the saga continues
The boards tentatively decided that
direct and incremental costs at the
portfolio level would not require
immediate expense recognition for
certain activities. This goes beyond

the boards’ proposals, which assessed
acquisition costs at the contract level.
Qualifying costs would stem from the
following types of activities: sales force
contract selling, underwriting, medical
and inspection, policy issuance, and
processing functions. However, the
FASB is standing firm on limiting such
costs to those that relate to successful
efforts. The FASB also does not
support including allocations of over-
head costs (such as sales office rent
and depreciation). These views are in
line with conclusions recently reached
by the Emerging Issues Task Force on
insurance acquisition costs. The IASB,
on the other hand, prefers to include
both unsuccessful efforts and overhead
costs. Why? Because the IASB thinks

it is more consistent with fulfillment
cash flows at a portfolio level. Whether
the boards can reconcile these differ-
ences is unclear as they appear to be at
different ends of the spectrum.

Employee insurance no longer in scope
A sigh of relief. The health insurance
coverage provided by employers

to their employees will not be in
scope. Under the original proposals,
insurance contract accounting would
have applied to such coverage.
However, the boards agreed that
such coverage is better presented as
an employee benefit.

Welcome news to non-insurers, employer-
provided health insurance is no longer within
the scope of the insurance contracts project.

Continued discussion in other
areas...

The boards have continued to seek
common ground on the following crit-
ical aspects of the model: risk adjust-
ment (composite versus explicit) and
income statement presentation.

Should cash flows be explicitly adjusted
for risk?

Opinions differ among constitu-

ents on whether an explicit risk
adjustment should be included in

the determination of the amount

and timing of future cash flows. US
constituents tended to support the
FASB’s composite margin approach
(in the event of a converged stan-
dard), and a clear majority of non-US
constituents supported the IASB’s
explicit risk adjustment approach. At
a conceptual level, the boards appear
to agree that an explicit risk adjust-
ment makes sense and could provide
useful information to users (either in
the measurement, or possibly in the
disclosures). Whether the approach is
operational and cost effective remains
under debate.

Income statement presentation—
constituents give a “thumbs down”
The boards are grappling with the
negative feedback on the proposed
summarized margin presentation
in the income statement. Under this
approach, premium revenue would
no longer be presented. Instead,
the income statement would show
margin, changes in estimate, and
experience adjustments. However,

users are not enamored with this
approach, as gross premium revenue
and contract expense information is
important. The boards have struggled
to develop an approach that is consis-
tent with the model while satisfying
users’ needs.

What’s next?

The IASB continues to target a final
standard by June 2011. The FASB has
not announced an official timetable.
One potential outcome is the release
of an exposure draft simultaneous
with the IASB’s issuance of its final
standard.

For more information:

e Dataline 2011-14 (revised
March 4, 2011), Insurance
contracts—Comment letter
themes being addressed in fast
paced redeliberations

e Dataline 2010-39 (revised
February 16, 2011),
Insurance contracts—
Fundamental accounting
changes proposed

All publications listed
above can be found within
the Insurance contracts
volume.
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Fair value measurement

What’s new?

Coming soon: final fair value measure-
ment standards. Except for discussing
effective dates and transition, the
boards have completed their redelib-
erations and expect to finalize their
respective standards in March 2011.

What’s changing and who’s
impacted?

The new guidance provides a consis-
tent framework for measuring and
disclosing fair value when other
accounting guidance requires or
permits the use of fair value. This
framework will be brand new for
entities that report under IFRS. For
US GAAP reporters, the new stan-
dard will pack a much lesser impact.
However, before breathing a sigh of
relief, US companies should take stock
of a few new provisions.

Companies that report a substantial
number of financial instruments

at fair value may feel the effects of
the measurement-related amend-
ments the most. Why? The ability
to measure financial assets based
on their “highest and best use” has

been removed and the inclusion of
premiums and discounts in a fair
value measurement is narrowed.
Practically speaking, there are
questions about what these changes
mean. For example, should the fair
value of an investment in common
shares be based on the individual
share or the block holding (that

is, the aggregated group of shares
held)? Can a premium or discount

be applied to the block holding?

The answer is more straightforward
when the unit of account is defined
within GAAP. For an investment in
common shares, fair value will often
need to be determined based on each
individual share, consistent with the
unit of account prescribed within the
guidance on accounting for equity
investments. Determining the fair
value based on the block holding may
only be appropriate when the unit of
account is defined at that level, such
as when measuring the fair value of a
reporting unit.

How about disclosures? Good ques-
tion. Preparers have been concerned
about the cost and effort that would
be involved with the boards’ proposal
to disclose measurement uncertainty

Fair value is one priority project nearing

completion that will be substantially converged.
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for Level 3 fair value measure-
ments. Because of those concerns,
the boards agreed to perform more
work before requiring the disclosure.
In the interim, the boards added
some incremental disclosures to fill
the gap. These include quantitative
information about unobservable
inputs and assumptions used, along
with a narrative disclosure about

the sensitivity of the measurements.
However, it is unclear what the final
required disclosures will look like.
As a result, questions are percolating
about what exactly will be required to
be disclosed.

Some of these questions may get
answered once the boards issue
their standards. However, like any
new guidance, there are sure to be
some areas that require interpre-
tation. Companies should begin
understanding how they may be
impacted and developing plans for
implementation.

What’s next?

The boards are expected to discuss
effective dates and transition soon,
and finalize their respective final
standards in March 2011.

For more information:

e Dataline 2011-12, Fair
value measurement—FASB
and IASB joint project near
completion

The publication listed
above can be found within
the Fair value measure-
ment volume.



Financial statement
presentation

What’s new?

It’s back. Despite rumors of its demise,
the financial statement presentation
project appears to have been resus-
citated. Following overwhelmingly
negative sentiment from the preparer
community and mounting pressure
on the standard setting agenda, the
boards decided in November 2010 to
put a hold on this project until after

refresher on the project. The over-
arching principle in the proposed
redesign of the financial statements
was to enhance the cohesiveness of
the primary financial statements and
to provide disaggregated information
to users.

What does cohesiveness mean? The
idea is that the financial statements
should report a company’s operating,
financing, and investing activities
consistently in each of the statements.

The staff appears amenable to scaling
back proposals to address cost and

operational concerns.

June 2011. Meanwhile, the FASB and
IASB staff has been working behind
the scenes. Their objective: better
understand (1) preparer concerns
with their proposals and how costs
could be mitigated and (2) how
financial statement users can get the
biggest bang for their buck. The staff
recently met with the boards to report
their outreach findings. No decisions
were made at this meeting, although
the boards confirmed their commit-
ment to the project. The staff also
provided a glimpse of the options
that may be considered once the
project resumes.

A recap
Since it’s been awhile since our last
update, it might be good to have a

To achieve this objective, the new
format for financial statements would
separate the company’s financial posi-
tion, performance, and cash flows by
operating, financing, and investing
activities.

What about disaggregation? A
company would be required to disag-
gregate information to explain the
components of its financial position
and financial performance. The
terminology used in the project is
disaggregation by “function” and

by “nature.” These are not exactly
intuitive terms, so here’s the explana-
tion. “Function” refers to the primary
activities in which an entity is
engaged (for example, selling goods,
manufacturing, advertising, and

administration). “Nature” refers to
the economic characteristics or attri-
butes that distinguish assets, liabili-
ties, income, and expense items (for
example, disaggregating cost of goods
sold into materials, labor, transporta-
tion costs, and energy costs).

And let’s not forget some of the other
big-ticket items in the project—the
direct-method statement of cash
flows, more segment information, and
roll-forward schedules for significant
asset and liability balances. Some

of these have been “lightening rod”
issues in the preparer community. It
will be interesting to see what unfolds
when the project resumes.

Disaggregation—how much is
enough?

Preparers told the staff that disag-
gregating income and expense items
by nature (both generally and in

the segment footnote) would be
costly because their systems are

not currently structured to capture
that information. Many also believe
that this information does not

align with how management evalu-
ates the company’s performance.
Competitive harm was also a concern
when it comes to disaggregation in
the segment footnote, particularly
when gross margin information is
provided at a granular level (such as
by segment). Users, however, are at
the other end of the spectrum. They
told the boards that disaggregation
was one of the most useful aspects of
the project, especially with respect to
margins and segments.

An in-depth discussion 19



Statement of cash flows—is
direct the only answer?

One of the more hotly debated aspects
of this project is the requirement for

a direct-method statement of cash
flows. Cost/benefit continues to be
the largest concern among preparers.
Why? Today’s general ledgers are
typically not organized to capture

the transactional-level information
needed for a direct presentation.
Preparers were also wary about

using the boards’ proposed “derived”
approach to estimate the transac-
tional-level detail. But how do users
feel? Interestingly, some users did

not express a strong sentiment that a
direct-method cash flow statement is
necessary. However, users did empha-
size the importance of retaining the
indirect reconciliation of operating
cash flows and other “direct” infor-
mation (for example, investment in
fixed assets) that is provided today. As
aresult, the staff is looking for ways
to improve cash flow information
without requiring a direct-method
presentation. Stay tuned, as there will
be more to come on this topic.

Will roll-forward analyses
remain on the table?

The proposal would require “roll-
forwards” in the footnotes of changes
in significant assets and liabilities.
These would require detailed analysis
and explanation of what is driving
the changes in account balances.

The staff outreach revealed that
preparers are not fans of having to
track and compile the movements
within the balance sheet line items.
Furthermore, many questioned
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Users told the staff a direct-method statement
of cash flows and full account balance roll-
forwards may not be necessary.

whether such granular information

is really useful. Definitely a quan-
dary here for the boards since users
expressed that this was one of the
more useful aspects of the proposals.
However, there may be some prospect
for middle ground, perhaps stopping
short of a full roll-forward analysis.

Will changes be made for
financial services companies?
The staff also targeted the financial
services industry in its outreach
efforts. Users generally questioned
whether the proposed presentation
changes to the balance sheet and
income statement would be benefi-
cial. Other feedback stressed the
fact that the industry is different
from others, so additional guidance
would be helpful. It remains unclear
whether any accommodations will
be provided, but one possibility is to
provide some additional industry-
specific implementation guidance.

The ongoing debate about other
comprehensive income

Will the meaning of other compre-
hensive income ever be wrestled to
the ground? Some constituents have
expressed that it is time to address
this issue head-on. When should items
be reported in other comprehensive
income, and when should amounts

be recycled into net income, if at all?
Today, differences exist for both ques-
tions between IFRS and US GAAP.
Recently, some board members
expressed a view that resolving

this issue is essential for success

on convergence. However, other
board members believe that while

important, the conceptual questions
about other comprehensive income
may best be addressed as a separate
project.

What’s next?

The boards are not expected to
resume deliberations until they start
knocking some of the priority projects
off their list. However, their desire

to continue this project appears to
remain high, so stay tuned in the
second half of 2011 for an update.

For more information:

e Dataline 2010-35 (revised
February 3, 2011), Financial
statement presentation—A
look at the FASB and IASB’s
Staff Draft

The publication listed
above can be found within
the Financial statement
presentation volume.



Consolidation

What’s new?

Following a few twists and turns, the
road map on this project is coming
into focus. After closely monitoring
the IASB’s comprehensive consolida-
tion project, the FASB has decided to
take the exit ramp on pursuing whole-
sale changes to its existing consolida-
tion model. What’s the current route?
For variable interest entities: a new
approach for determining if a party
is acting as a principal or an agent.
For voting interest entities: potential

The FASB decides not to pursue wholesale
changes to its consolidation guidance, choosing
targeted amendments instead.

Consolidation, investment
companies, investment
property? Help!

With similar terms and overlapping
parts to the project, it can be hard to
keep it all straight. So, here’s a glos-

changes to kick-out rights. sary to keep handy:
Project Board What it is Status
Consolidation IASB Broad-based project to include structured Final standard expected March 2011
: i entities and voting interest entities. :
Consolidation FASB Targeted scope amendments for variable Exposure draft expected March 2011
interest entities and voting interest entities.
Will eliminate deferral of variable interest
entity guidance for investment entities.
Investment companies : Joint Narrow project that revisits the definition Exposure draft expected second quarter
of an investment company, which impacts : 2011
whether normal consolidation rules apply.
Investment properties FASB Not a consolidation project. Impacts which | Exposure draft expected second quarter
(see separate section) entities should report real estate at fair 2011
value.
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FASB decides: targeted changes
in lieu of convergence—for now
The FASB decided not to join the
IASB’s broad consolidation project

at this time, as it was not convinced
that it represented an improvement.
The FASB was concerned about a
model that places equal weight on
potential voting rights versus current
voting rights. The FASB also did not
like the prospect for consolidation
based on historical voting patterns
and shareholder dispersion when an
entity holds less than a majority of the
voting rights (“de facto control”).

For now, the FASB is seeking narrow
improvements to its existing guid-
ance. What’s in play? In early 2010,
the FASB decided to defer the appli-
cation of its new variable interest
entity consolidation guidance for
certain types of investment enti-
ties. The deferral applied to entities
such as mutual funds, hedge funds,
and private-equity funds, to name

a few. As the FASB and IASB began
to deliberate the broader consolida-
tion project, it became apparent
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that “principal versus agency” and
“kick-out rights” were important
threshold questions when analyzing
consolidation for investment entities.
A central issue is whether an asset
manager is a principal of the fund
(due to its decision-making capa-
bilities) or simply acting as an agent
of the fund’s investors. Those that
are deemed to be principals would
consolidate the funds. By resolving
these issues, the FASB expects to
eliminate the deferral.

Principal versus agency

The boards appear to be aligned on
this topic, tentatively deciding that
the assessment should be based on the
overall relationship between the deci-
sion maker, the entity being managed,
and any other interest holders. An
entity would consider the following
factors in making this assessment:

* The scope of decision-making
authority of the decision maker,
considering the design of the entity
and who would benefit from that
design

* The rights held by others, including
kick-out and liquidation rights

* The decision maker’s compensa-
tion, with an emphasis on whether
such compensation is market-based

* Other interests held by the decision
maker in the entity

Kick-out rights

To improve consistency, the FASB
plans to align the guidance for kick-
out rights for voting and variable
interest entities. What is the effect?
Today, under the variable interest
entity model, kick-out rights are only
considered in the analysis when held
by a single party. However, under the
voting interest entity model, kick-
out rights held by a simple majority
are relevant to the consolidation
conclusion.

The new proposal will require an
entity to evaluate kick-out rights
more broadly in general. If kick-out
rights are held by more than one
party, judgment will be required to
evaluate whether they are substan-
tive. Generally, the larger the group
that holds the rights, the less likely
they would factor into the analysis.
These changes could impact the
evaluation for entities such as limited



partnerships. Today, simple majority
kick-out rights may preclude consoli-
dation by the general partner—this
may no longer be the case under the
proposal.

Waiting for exposure—
investment company guidance
The boards are planning to issue
their proposal to redefine investment
companies in the second quarter of
2011. Investment companies gener-
ally do not consolidate ownership
interests in underlying investment
portfolio companies. Instead, they
are recorded as investments at fair
value. However, if an entity does not
meet the criteria to be considered

an investment company, traditional
consolidation guidance would apply.
What aspect of the proposed defini-
tion is under debate? Simply stated,
the FASB is evaluating what level of
third-party investment is necessary
for an entity to qualify as an invest-
ment company. Currently, this area is
not well-defined and has led to some
funds with little third-party invest-
ment to qualify as an investment

company. If the FASB raises the bar
on the required level of third-party
investment, this will precipitate a
fundamental change in status for
some companies.

Another important aspect of this
project is whether an entity that
consolidates an investment company
should retain fair value accounting in
consolidation. The FASB tentatively
decided to retain current practice,
which carries the investment compa-
ny’s fair value accounting up to the
consolidated level. The FASB expects
further discussion on this topic with
the IASB, as it has yet to reconsider
this matter.

What’s next?

The IASB’s final consolidation stan-
dard is expected in March 2011. The
FASB’s exposure draft on targeted
amendments is also scheduled for
March 2011 with a final standard in
third quarter 2011. Look for the expo-
sure draft on investment companies
in the second quarter 2011 and a final

standard in the fourth quarter of 2011.
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Investment properties

What’s new?

The scoping of this project has
proven to be elusive. Recently,

the FASB took another shot at an
approach that captures those entities
it believes should be reporting invest-
ment properties at fair value. The
primary targets—real estate invest-
ment trusts, funds, and operating
companies. However, it’s unclear
whether the FASB hit the mark with
its latest attempt.

Why a project on accounting for
investment properties?

With everything on its plate, some
may wonder why the FASB is devel-
oping guidance for investment
properties. As background, this

issue surfaced during debates on

the joint leasing project when the
boards proposed to scope out leases
of investment property carried at fair
value. Except for investment compa-
nies, a US accounting standard that
permits its investment property to be
measured at fair value does not exist.
As a result, the FASB undertook this
project to address the issue.

So, what’s the scoop on scope?
The FASB’s approach would require
that entities within the scope of the
guidance report all their real estate

at fair value on a recurring basis. An
entity would need to meet defined
criteria related to its business purpose,
activities, and capital structure to

be within scope of the guidance.
Principally, a company’s substantive
activities must relate to investing in
real estate for total return (including
realizing capital appreciation). Entities
that hold real estate for purposes
other than investing would not be in
scope. Examples of other purposes

are to produce or supply goods and
services, hold property for only rental
income, or hold property for sale in the
ordinary course of business. An entity
would also need to have multiple
investors with significant ownership
interests in order to qualify.

The term “real estate” in the United
States has a broad reach. In addition
to “traditional” real estate such as
office buildings and malls, this term
also encompasses “non-traditional”
real estate such as power plants

and “integral equipment” such as

Based on the FASB’s current approach, it
appears that REITs, real estate funds, and
real estate operating companies would be
required to report their investment properties

at fair value.
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pipelines and cellular towers. The
FASB’s primary focus has been on
entities that hold traditional real
estate. However, based on its recent
scope revision, those entities that hold
non-traditional real estate or integral
equipment would also appear to be
within scope if the property is being
held for investing purposes.

Convergence—solving the
simultaneous equation

While solving for one problem, the
FASB’s proposal may create a further
imbalance for convergence. IFRS
contains guidance for investment
properties that is based on the nature
of the property, not the entity. In addi-
tion, the guidance allows an option
to measure the investment property
at cost or fair value. This differs from
the FASB’s entity-based approach and
requirement to measure at fair value.
The boards may seek to reconcile
their models in the coming months,
but until then, convergence remains
in question.

What’s next?

The FASB expects to address
remaining issues in the near term
including whether a pension fund
that wholly-owns an entity holding
real estate should be within the scope
of the guidance. An exposure draft
is expected in the second quarter

of 2011 with a final standard by the
fourth quarter of 2011. However, the
genesis for this project was changes
to lessor accounting. If the boards
decide not to broadly tackle lessor
accounting, the momentum for this
project could also potentially wane.



Pensions and
postemployment benefits

What’s new?

The IASB is finalizing its redelibera-
tions on pensions and postemploy-
ment benefits. In a surprising move,

it has reversed course yet again on
whether actuarial gains and losses
should be reported in net income or
other comprehensive income. The
IASB has also clarified the accounting
for plan settlements and curtailments.

Actuarial gains and losses—
now in other comprehensive
income

In our December 2010 edition of
Setting the standard, we reported

that the IASB had decided to allow
companies the choice of whether to
record actuarial gains and losses in
net income or other comprehensive
income. We had also reported that
the IASB was somewhat divided on
allowing this election. Upon further
reflection, the IASB has now decided to
require that actuarial gains and losses
be reported in other comprehensive

income. Why the change? In the
interest of comparability, some board
members wanted to limit the circum-
stances in which entities would be
allowed to record gains and losses in
net income. However, the IASB was
unable to develop a workable principle
to achieve that objective.

Settlements and curtailments—
net income approach confirmed
The IASB confirmed that settlement
and curtailment gains and losses will
be recognized in net income when

the event occurs—with one notable
exception. If the settlement or curtail-
ment relates to a restructuring, any
gain or loss would be recognized
when the corresponding cost of the
restructuring is recognized. This
exception was provided to remove the
complexity of recognizing compensa-
tion costs related to a restructuring
over multiple periods.

Where does convergence stand?

From a balance sheet perspective,
the FASB and IASB guidance will be
converged. The income statement

Recognition of pension expense components under the IASB model

Net income

i Other comprehensive income

* Net interest cost o
¢ Curtailment and settlement gains : o
e Past and current service cost :
e Plan administration expenses

Actuarial gains and losses

Actual return on assets (excluding
the component within net interest
cost)

Changes in asset ceiling
Asset related expenses

is another matter. Under US GAAP,
actuarial gains and losses are often
recorded in other comprehensive
income but subsequently amortized
in determining net income. Because
IFRS does not permit the recycling of
actuarial gains and losses recognized
in other comprehensive income, these
amounts will never affect net income.

The FASB plans to reconsider its
guidance once the IASB project is
complete. Whether conforming
changes will be made is anybody’s
guess. However, the IASB’s decisions
may motivate the boards to tackle the
broader conceptual questions related
to other comprehensive income.

What’s next?

The IASB still needs to finalize an
effective date for its final standard,
but has indicated it will not be sooner
than January 1, 2013. The standard
is scheduled to be issued by the end
of March 2011. However, given the
recent changes and pending discus-
sion on effective dates, some slippage
in that timetable could occur.

For more information:

e Dataline 2011-15, Pension/
OPEB accounting—
Understanding changes
expected from the IASB

The publication listed
above can be found within
the Pensions and postem-
ployment benefits volume.
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Other projects on the
horizon

What’s new?

With the boards focused on the
priority projects, there is little to
report about several other proj-

ects on the agenda. For some, work
continues behind the scenes with no
visible board activity. That’s the story
for the statement of other compre-
hensive income and discontinued

operations projects, where the boards
are drafting a final standard and an
exposure draft, respectively. Limited
activity is expected on a number

of other projects until the intensity
surrounding the high priority projects
begins to subside. This holds true for
contingencies, financial instruments
with characteristics of equity, and
emissions trading schemes. Below is a
snapshot of the timing of the boards’
next steps on these projects.

Project Board Next steps and timing

Statement of comprehensive income Joint Final standard March 2011

Discontinued operations FASB Exposure draft in second quarter 2011

Disclosure of certain loss contingencies FASB Review of companies’ 2010 year-end disclosures by FASB
: - post-June 2011

Contingencies IASB Staff draft of updated decisions to be released and redeliberations to
: - follow post June 2011

Financial instruments with characteristics : Joint Deliberations to resume post June 2011

of equity

Emissions trading schemes Joint Exposure draft Q4 2011
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Below, we have briefly summarized
the status of these projects. If you
wish to take a deeper dive into the
boards’ prior decisions, please refer to
the October 2010 and December 2010
editions of Setting the standard, and
the other publications noted below.

Statement of other
comprehensive income

The boards are planning to issue their

final standard in March 2011. Some
might view this new guidance as a
non-event, as the change is limited
to presentation. Companies will be
permitted to present net income and
other comprehensive income either
in a single continuous statement or
in two separate, but consecutive,
statements. However, presentation of
other comprehensive income within
the statement of equity will no longer
be permitted.

Companies that report under

US GAAP should plan to apply the
new presentation beginning in 2012.
Under IFRS, the standard is expected
to be effective for fiscal years that
begin on or after January 1, 2012.
Early adoption would be permitted.

For more information:

¢ Dataline 2011-08,
Statement of comprehensive
income—The FASB is expected
to allow one continuous state-
ment, or separate continuous
statements of net income and
other comprehensive income

The publication listed
above can be found within
the Statement of compre-
hensive income volume.

Discontinued operations
Companies that are planning to
dispose of a significant operation
should pay close attention to the
FASB’s project on discontinued
operations. A subset of the finan-

cial statement presentation project,
this project is intended to converge
discontinued operations guidance
between US GAAP and IFRS. The
FASB plans to adopt a definition

that is similar to the current IFRS
definition. That guidance focuses on
whether the operation is a separate
major line of business or geograph-
ical area of operation. The FASB,
however, will also go a step further
on disclosure by requiring informa-
tion for disposals of components that
do not qualify as discontinued opera-
tions. The FASB is expected to release
an exposure draft in the second
quarter of 2011, with a final standard
in the fourth quarter of 2011.
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Contingencies

Although this project is on hold at the
moment, there continues to be great
interest in the reporting commu-

nity about contingency disclosures.
Clearly, the SEC has picked up the
pace in its recent comment letters on
this topic. Likewise, the FASB plans
to scrutinize these disclosures as part
of its plan to assess compliance with
the existing disclosure requirements.
To refresh, the FASB issued a proposal
in 2010 to make improvements to loss
contingency disclosures. Constituents
were concerned that the suggested
disclosures would potentially jeop-
ardize legal positions by requiring
too much information. Some also
questioned whether the perceived
shortcomings in today’s disclosure
practices result from deficiencies in
the current standard or rather incon-
sistent application of current guid-
ance. As a result, the FASB yielded
and will decide on how to proceed
with the project after its evaluation of
2010 year-end reporting disclosures.
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Similarly, the IASB has also been
seeking improvements to its contin-
gency guidance, but has gone
further by proposing changes to the
accounting model. The IASB issued
an exposure draft during 2010
which would have, among other
things, removed the more-likely-
than-not threshold for determining
when contingent liabilities should

be recognized. This proposal was

not supported by constituents. In
response, the IASB has softened its
stance on some of the more contro-
versial aspects of its proposal. For
example, the IASB appears amenable
to eliminating its original proposal
to remove the more-likely-than-not
threshold for determining when
contingent liabilities should be
recognized. The IASB intends to post
a staff draft to its website reflecting
its updated decisions for purposes of
further consideration when it revisits
the project after June 2011. While
this is an IASB-only project, US GAAP
reporting entities may want to pay
close attention considering the boards’
overarching convergence goal.

For more information:

e Dataline 2010-32 (revised
February 1, 2011), Disclosure
of certain loss contingen-
cies—An analysis of the FASB’s
proposed changes

The publication listed
above can be found within
the Contingencies volume.

Financial instruments with
characteristics of equity

This project has been in development
for a number of years, in an attempt to
improve the “patchwork” of complex
guidance that exists today for liabili-
ties and equity. Although an exposure
draft was to be released in the summer
of 2010, substantial concerns were
raised on the draft proposals about the
meaning, enforceability, and internal
consistency of some of the proposed
requirements. Essentially, the boards’
joint deliberations had considered a
variety of approaches that attempted
to leverage current IFRS guidance as a
starting point, and addressing known
practice issues with the IFRS model.
However, constituents’ review of the
draft proposals pointed to flaws in the
proposed model. The boards consid-
ered the feedback and discussed
several alternatives on how to best
proceed, without any final decision.
As a result, the boards may need to
find a fresh approach for tackling

the age-old question of when a finan-
cial instrument is a liability and when
it is equity.



Emissions trading schemes
During the fall of 2010, the emissions
trading schemes project was injected
with new energy, as the boards held
three substantive meetings and began
to make some progress. Given the
lack of authoritative guidance on
accounting for emission allowances
under both US GAAP and IFRS, this
was a welcome step forward, particu-
larly for companies in emissions-
heavy industries. However, this
project experienced a slowdown when
the boards decided to table their
debate until the second half of 2011.
Although many questions remain
unanswered, companies involved in
emissions trading programs might
find it helpful to gain an under-
standing of the boards’ direction.

As reported in our December 2010
edition of Setting the standard, the
boards had tentatively decided that
allocated and purchased emission
allowances are assets, and the receipt
of allowances under an emissions
trading program creates an obliga-
tion that should be recognized as a
liability. Furthermore, the boards

focused on measurement and tenta-
tively decided that assets and liabili-
ties recognized under an emissions
trading scheme should be measured
initially, and on an ongoing basis,

at fair value. The liability would be
capped at the amount of emission
allowances the company receives.

The more difficult question, which has
not yet been answered, is whether and
when a company should recognize a
liability when it emits more than its allo-
cation under the emissions program.
Significant debate has surrounded

the issue and there is no clear direc-
tion at this time. In addition, the FASB
and IASB have discussed gross versus
net reporting of the asset and related
liability on the balance sheet without
achieving clear resolution.

At the last meeting in November
2010, the boards instructed their
staff to perform additional research
and outreach on a number of areas.
However, given the boards’ focus on
priority projects, we do not expect
any significant developments in the
near term.
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The timing and prioritization of
convergence projects continues

to evolve, but the most significant
elements could be effective as early as
2014 or 2015. While this seems like a
ways off, there is work to be done in
advance of the effective dates given the
level of change as well as the impact on
comparative reporting periods. Most
companies need not embark upon a
full-blown adoption project right away,
but there are steps that companies can
take in the near term that will serve as
strong building blocks for future adop-
tion of the standards.

Each company is different, and there-
fore the impact of the proposed stan-
dards will differ from one company to
another. Industry segment and busi-
ness complexity will both play a role
in determining the level of impact. As
a baseline, companies should remain
aware of the changes that result from
the joint projects and should stay
close to developments in these stan-
dards as the FASB and IASB continue
their deliberations. Certainly, should
your company have strong views on

a topic, you might consider getting
involved with the standard-setting
process by responding to requests for
comments or taking part in round-
table discussions and other standard
setter outreach activities.

Companies should also start to

assess, at least at a high level, how
the proposed changes will impact
their company and form a point of
view on the level of impact. Those
that are impacted more heavily by
the proposed changes should also
consider taking further steps to

better understand the requirements
and effectively begin to manage the
change process.

In the near term, such companies may
consider taking the following steps:

* Develop an initial project plan.
First, identify those who will own
the project and empower them
to act. These individuals should
perform a more in-depth analysis
of the impacts of the proposed
standards and develop an initial
project plan. The project plan may
contain tailored immediate next
steps, key project milestones to
completion, and areas of significant
time or financial investment.

* Understand the accounting
impact. Begin to gather and
analyze the necessary data. For
example, with respect to the
proposed leasing standard, a
company may consider invento-
rying its existing leases, identi-
fying arrangements within the
scope of the standard, and begin-
ning to determine the impact on
the balance sheet (creation of the
right of use asset and the lease
liability) and income statement
(potential acceleration of expense
recognition).

* Identify the current tech-
nology and system landscape.
Understand and determine the
manner of collecting data, and
develop a technology plan, taking
into account system changes
already contemplated. For
example, determine whether your
current systems have the ability to

appropriately track a large number
of leases, regularly update lease-
related estimates, or allocate and
account for revenue with more
separate performance obligations.

* Identify the broader business
impacts. Ascertain in what other
areas the proposed standards
may affect your business. For
example, determine what impact
the proposed revenue standard
will have on your company’s sales
strategy, resulting from potential
changes in sales contracts, multiple
element offerings, warranty
programs, and construction
contracts.

* Establish a communications
strategy. Begin to craft a commu-
nications plan for educating key
stakeholders about the accounting
and business impacts of the
proposed standards. Internally,
senior management and audit
committees should be kept
informed about current assess-
ments. Externally, companies
would be well-served, at the
appropriate time, to brief ratings
agencies and analysts with respect
to the anticipated impacts.

Collectively, these steps form the
basis of a comprehensive assessment
whereby companies can deepen
their understanding of the impact

of US GAAP convergence with IFRS.
By staying focused on aspects 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.
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www.pwc.com/us/jointprojects

To have a deeper conversation
about how this subject may affect
your business, please contact:

James G. Kaiser

US Convergence & IFRS Leader
PricewaterhouseCoopers LLP
267 330 2045
james.kaiser@us.pwc.com
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