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Abstract

Lease accounting is viewed as one of the top priorities for the International Financial Reporting
Standards (IFRS) convergence. Small and medium sized entities are an important part of the
economy, and this research investigates the management’s perspective on the adoption of prin-
ciples-based IFRS about lease accounting. This researcher interviewed four managers from three
different small and medium sized entities, and found the management to be more concerned
about their long-term business success than the change of accounting standards. Only when the
entities have a loan with the bank, then the management focuses on the lease classification. The
interview also suggests that the managers and business owners in the small and medium sized
entities have limited knowledge and skills in accounting reporting standards. These firms out-
source their accounting needs to local accountants rather than having their own in-house depart-
ments. The other aspect of focus for management of these firms is tax consequence of IFRS adop-
tion. The research suggests other regulatory agencies, i.e., Internal Revenue Service, should also be
involved in enhancing financial statement transparency and usefulness after the adoption of ac-
counting standards.
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1. Introduction

This study examines small business managements’ perspective on the convergence of accounting standards to
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International Financial Reporting Standards (IFRS) from US Generally Accepted Accounting Principles
(GAAP). As the world continues to migrate towards an interconnected economy, the market recognizes that it is
easier to have one set of accounting rules to record economic transactions and facilitate cross-border capital
flows. The Financial Accounting Standards Board (FASB) has been working closely with the International Ac-
counting Standards Board (IASB) to improve and converge US Generally Accepted Accounting Principles
(GAAP) to International Financial Reporting Standards (IFRS) in the past decade. This study analyzes US
GAAP and IFRS lease accounting’s impact and the management’s view on such implementation.

The study uses the FASB definition of small and medium sized entities (SMEs), which are entities that are not
subject to public accountability and do not have financial statements filed with a securities commission (e.g.
SEC) or other regulatory agencies. Most businesses conform to this definition, and the study of SMEs is impor-
tant to understand the impact of IFRS on the backbone of economy.

The adoption of IFRS elicits many controversial debates regarding the costs and benefits of convergence. The
main concern is the potential increase in management manipulation of financial statements since less specific
principles-based accounting standards allow aggressive reporting opportunities. In addition, accounting prin-
ciples that rely more heavily on managements’ interpretation and accountants’ judgment in principles-based ac-
counting standards could decrease the comparability among the firms. Conversely, many also argue that the
current rules-based accounting model has allowed management to exploit financial accounting engineering to
achieve a preferred accounting treatment.

Under GAAP reporting, accounting principles are clearly set into rules. Management and auditors are re-
quired to follow the “bright-line” definition. For example, the FASB’s Statement of Financial Accounting Stan-
dards (SFAS) No. 13, Accounting for Leases, lists four explicit criteria for lease classification. SFAS No. 13
was set down to avoid individual judgment in interpreting lease accounting and to have consistent applications
across the firms [1]. One can argue that entities following precise standards are easier for comparison. However,
the nature of the precision rules-based accounting standards provided incentive-consistent standard interpreta-
tion and achieved preferred accounting treatments [2]. In this case, firms were able to structure lease terms to
prevent capitalization, which removed the lease liabilities from their balance sheets and improved their overall
financial position [3]. Aggressive utilization of this method can be classified as “financial engineering” in the
rules-based regime and manipulation of financial statements. Regulators and the overall market generally recog-
nize that the classification of operating leases is one of the common forms of off-balance sheet financing for the
lessee. The asset and liability are not recorded, so the lessee only needs to report the rental expense under the
current GAAP standard. An operating lease does not impact any critical financial ratios, so it is a preferred clas-
sification for the firms that must report and operate under debt covenant restrictions. With all the above reason-
ing, the classification of the lease is an important topic for academic investigation.

If a hypothetical lease were constructed precisely according to the SFAS No. 13 standard that does not fall
under capital lease, the auditors would have no room to disagree. Auditors are generally reluctant to inquire for
more information and use professional skepticism once the lease term fits the definition under SFAS 13. The
principles-based standard classifies a capital lease as “(lease that) transfers substantially all the risks and rewards
incidental to the ownership” (IAS 17). The auditors’ judgment is much more significant under IFRS since they
would need to identify the circumstances and threshold that transfers “substantially” all the risks and rewards.
Without a holistic understanding of the economic substance and good judgment, the auditors could not classify
the lease to correctly reflect the economic reality. The adoption of IFRS is deemed to facilitate the reduction of
asymmetric information in the market. As Daske et al. point out, the benefit of transparency and reduction of
information asymmetry results in market liquidity and lower cost of capital [4].

This paper contributes to the literature by complimenting the understanding of the cost and benefits of IFRS
from SMEs managements’ perspective. Extensive studies show that implementation and audit fees would in-
crease substantially at the public companies [5], but little is known regarding the SME managements’ strategy to
tackle the adoption of the accounting standards and the associated fees. Second, most SMEs are family-owned
businesses, so the principle-agent model conflict is not as prevalent as it would be in public companies. SME’s
are generally more focused on survival in the long-term and passing down the business to heirs. Accounting
standards and financial are lower on the priority list and management generally relies on external accountants to
provide expertise [6]. This paper explores the field of self-managed businesses in IFRS adoption.

The remainder of the paper is constructed as follows. Section Il provides literature review and hypotheses
development. Section 111 describes the interview questions and management response. Section IV provides the
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conclusion, implication, and suggestions for future research.

2. Literature Review and Hypotheses Development

The proposed convergence of International Financial Reporting Standards (IFRS) has initiated numerous aca-
demic and policy debates. Opponents of IFRS argue that the less specific standards decrease the inter-firm
comparability and provide opportunities for financial statement manipulation. The switch to more principles-
based IFRS might provide aggressive accounting reporting opportunities to some management teams since they
can interpret the accounting rules with less precise standards [7]. However, studies show that with a strong audit
committee and independent external auditor, principles-based standards not only helps to allay the comparability
issue across-firms, but they also produce more meaningful economic and financial information [8] [9]. Com-
pared to rules-based standards, principles-based standards generate higher quality financial statements that re-
duce earnings management, are related to more timely loss recognition and leads to more value relevant ac-
counting measures. This suggests that principles based standards leads to less information asymmetry and aids
investors in making informed and unbiased judgments [10] [11]. This results in positive abnormal return and
reduction in the cost of capital [12]. Furthermore, Psaros and Trotman [13] found that it would be easier for for-
eign investment if businesses were reported under IFRS. Many major capital markets (e.g. London, Hong Kong)
report under IFRS, reducing information asymmetry and increasing capital flows between borders. This even-
tually leads to a more efficient capital allocation, allowing both investors and firms to benefit.

The auditors’ assessment of the business entities and their underlying economics is important to the process of
interpreting accounting standards and evaluating financial information quality. The underlying economic reality
is important to assess a firm since it relates to borrowing cost, stock price performance, and other contractual
obligations. Some of the common earnings management used to improve the firms’ perception of their economic
situation includes manipulating accruals [14], and liabilities [15], and lowering goodwill write-off [16]. An op-
erating lease is one of the methods that some management will use to minimize liabilities through financial en-
gineering. The management’s perspective is an important piece of knowledge to the puzzle of how IFRS in lease
accounting is going to impact capital markets. This paper attempts to close the gap of our knowledge between
the management, auditors, and regulators. Table 1 summarized the difference specification for both US GAAP
and IFRS. The GAAP has very specific threshold to differentiate between operating lease and capital lease,
which is subject to the criticism of financial engineering. While IFRS guideline is too general, and some people
disapprove its comparison ability between different firms.

The principles-based accounting standard enables management to apply accounting rules with more flexibility
to reflect the economic substance of situations. On the other hand, management can also take advantage of this
to report aggressively. The external auditors would potentially have more disagreement over the application of
the accounting standard under a principles-based regime. The auditors have more negotiation power when the
accounting issues are complex [17]. Auditors are conservative since the damage from loss of reputation is irre-
parable and litigation costs are onerous, leading them to favor a less aggressive reporting methodology under
principles-based standards.

This paper focuses on lease accounting since it is one of the important topics in the convergence of both stan-
dards. Management generally prefers to classify leases as operating leases since no lease liabilities are recorded
under this designation. This improves debt covenant ratios, facilitates incremental debt capacity, and enhances
the financial appearance of the firms. If, under IFRS, the auditors certify management’s aggressive accounting

Table 1. Difference between US GAAP and IFRS for lease accounting treatment.

US GAAP IFRS
Accounting Standards Codification (ASC) 840 International Accounting Standard (IAS) 17
(The lease is considered capital lease if one of the (The lease is considered finance lease,
Lease Standards following term is satisfie_d. Otherwise, it is an operating lease.) similar to capita_l _Ieas_e, if the following
Capital vs. Operating . Transf_er of ownershlp to the lessee at the end of lease. condltlon is met_.)

Lease d assify 2. Bargain-Purchase option allows the lessee to purchase Th_e accounting standard_|§ bas_ed on
Definition the property at lower than market value. prln(:lp_le |_nsteaq of specific criteria.
3. Lease period is equal or exceed 75% of the economic life. The principles indicate whether the

4. Recovery of investment classifies as the present value of the less or transfer substantially all of the
minimum lease payments equal or more than 90%. economic benefit and risk to lessee.
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practices without additional due diligence, the potential costs of litigation and loss of reputation are high. Audi-
tors will therefore tend to be more conservative in their practices under principles-based IFRS standards than
under comparable GAAP standards. Consequently, contrary to the management’s preference, the auditors are
more prone to classify the lease as a capital lease. However, management might disagree with the auditors’ con-
servative attitude. In order for the management and the auditors to agree upon on the classification of the lease,
the auditors need to understand the underlying economic substance. It is only after performing more substantive
testing will auditors understand the substance of the transactions instead of just following numbers and ratios
without further questioning. The additional work will result in better understanding of the underlying economic
substance for the auditors. Thus, the classification on the financial statements would accurately reflect the “true
and fair view” of the lease.

Under IFRS, information disclosure is more robust, including management’s assumptions and estimation.
Studies show the mandated adoption of IFRS brings comparability and enhances the usefulness of accounting
data and improves forecast accuracy [18]. The financial information is perceived to reflect current economic
conditions and up-to-date expectations of the future and recognize news in a timely manner [19]. IFRS is sub-
stance over form, and the perceived risk is lower, resulting in a potentially lower cost of capital [11].

3. Interview Questions and Results

The research includes four interviews from four different managers from three distinctive firms. The mangers
are from retail industry, which is representative of typical small and medium size firm population. Unlike finan-
cial institutions, retail industry has a combination of capital and operating lease, which is a relatively relevant
industry for this research. The gross revenue of the subject manager companies ranged from $3million to
$28million, with 7 to 56 full time employees. These firms are considered typical small and medium sized enti-
ties under IFRS since the corporations are privately owned and do not have accountability to the public. These
firms do not have to file with regulatory agency to ensure the general public has access to fairly presented finan-
cial statements. The most common governmental agency for which these firms have to present financial infor-
mation is the Internal Revenue Service in the form of tax returns, though this information is not disclosed to the
general public.

The researcher questioned the management of the subject companies on if they would change lease terms for
their companies if the accounting standards were to be implemented by IFRS. Since most SMEs are family-
owned, and the firms’ financial statements are not typically available to external financial users other than regu-
latory agencies, most typically is the Internal Revenue Service, the management is generally concerned with
their long-term profit. “We want our business to continue for the next 20 years, so when we make plans, we plan
long term,” said one of the interviewees. The same interviewees also prefer to purchase plant and machinery ra-
ther than entering into leases. One entity has capital leases on its copy machine and two vehicles and an operat-
ing lease for its administrative office space, which is minimal compared to the size of the entity. “The entity also
gets a tax deduction if the corporation purchase certain qualified equipment, so | buy most of my machines
whenever possible,” the manager continued. The management did not intend to use operating lease to leverage
financial ratio for this particular entity. Some of the typical interview questions and response are shown in Table 2.

Table 2. Sample interview Q & A.

Questions Answers
What is the ratio of your company’s It varies from firm to firm. If the firm owns its own property, the capital
capital lease to operating lease? lease is high. Otherwise, the typical firm has more operating lease.
Do you have plans to make change about the Depends. If the accounting standards increase the cost of capital,
lease because of the debt covenant from the bank? the management considers to modify the lease terms.
Does your firm have any accounting It is more cost efficient to hire an outside accountant
department or hire outside accountant? compare to hire a full time employee.

Will the company suffer from the

change of the accounting standard? Depends on the tax consequences since it might affect the tax liability.

Do you have plans to modify the lease terms because of If the benefit were more than the cost of the transaction,
the accounting standards change from GAAP to IFRS? the management would change the lease terms to minimize cost.
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Another manager admitted that the entity preferred operating leases since the corporation has a loan with the
bank subject to debt covenants. Debt to asset ratio must be less than 40%; otherwise an additional 5% interest is
imposed on the loan balance. The current ratio is about 36%, and the management prefers not to increase any
liabilities if possible. This manager is more concerned about the classification of a lease compared to the man-
ager mentioned above. When this manager was questioned about future expansion of the business, he stated his
preference to construct the terms to conform to an operating lease if a purchase is not possible. The manager in-
tended to pay off the bank loan before any major expansion of the business. The manager relied heavily on the
accountant’s advice on any major purchase for the business since he is very careful about the company’s debt
covenant. When questioned whether the change of the accounting standards is going to impact their decision on
lease term, and the manager said: “We will rely on our accountants’ expertise.” The manager said they mainly
focused on the growth of the business, but had little knowledge about accounting standards and the tax code.
“The business has 12 employees, and we cannot afford to hire someone full time to manage our books. It is
much cheaper for us to hire an accountant on a fee basis than to have a full time accountant or bookkeeper.” The
manager did not incorporate the cost of implementation of the new accounting standards change to the compa-
ny’s business operation, but he was more concerned about the immediate cost and benefits, such as interest rate
and tax benefits.

All managers are not very familiar with principles-based International Financial Reporting Standards, and
they rely on the external accountants to provide expertise on the implementation of the new principles. Man-
agement is more interested in the tax benefits, such as qualified “section 179" equipment and property purchase
to increase the immediate expense and reduce tax liability. Finally, management would consider the classifica-
tion of the lease if the entity were subject to debt covenant. The research suggests the adoption of IFRS in lease
accounting is not a major determinant for managements’ consideration in business operation. Rather, they are
generally more interested in potential tax liabilities since that impacts the cash flow in the foreseeable future. If
FASB can incorporate IRS input for the new accounting standards, the fair presentation of financial statements
can be more effective (Figure 1).

4. Conclusions & Implications

The research attempts to bridge the gap between the understanding between small- and medium-sized entities
and the adoption of International Financial Reporting Standards. Many studies focus on the auditors’ judgment,
financial users reaction, and regulatory agency’s cost benefit, but little is known about the management’s per-
ception. This research interviewed four managers and gained knowledge about the train of thoughts during the
acquisition of plant and machinery. Most SMEs are family-owned business, and the corporations’ principal-
agent conflict model is at its minimal. The managers’ goal is to survive and expand the firms, and pass down the
business to their heir. The managers normally do not possess the accounting expertise, so they rely heavily on
the accountant to assist them with financial statements and tax returns [20]. In order to improve the presentation
of financial statement in accordance of IFRS, the accountants need to sharpen their skills and equip knowledge
about the IFRS adoption.

GAAP vs. IFRS

Management

Accountant
Bank <> In-House vs. <> IRS

External

Figure 1. Interaction between management and external users.
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The managements are also interested in the tax consequences after the IFRS implementation. The current
IFRS adoption does not incorporate any tax code changes. The SMEs guard their cash flow carefully, one of
which is tax payment. If FASB can work with IRS, the implementation of IFRS might go more smoothly. The
cooperation between multiple departments would be the ideal environment to adopt, implement, and improve
the convergence of accounting standards.
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