David R., Neck&J., Sehnalek D., (Editors). COFOLA 2009: the Cmiee Proceedings, 1. edition.
Brno : Masaryk University, 2009, ISBN 978-80-21248

GLOBAL ECONOMICAL CRISIS AND ACCOUNTANCY STANDARDS
MAREK SIMAK

Brno University of Technology, Faculty of Businessl Management, the Czech Republic

Abstract in original language:

Hospodéska krize odhalila nedostatky vetnich metodach pouzivanych figaimi
institucemi nagiklad v spojenych statech se ozyvaji hlasy zadajighu metod poZivenych
pii zaltovani nelikvidnich aktiv zéna metod by rla pomoci zlepSit vypovidajici
schopnost &etnictvi . Panujeigswdceni Ze detnictvi pouzivajici mark-to-market postuip p
zalttovani je adekvatni vifpact aktivnich &tu ale je nevyhovuijici vifpact nelikvidniho
trhu.

Key words in original language:

IFRS - Mezinarodni standardyetniho vykaznictvi; IASB - mezinarodni vybogainickych
standard; IAS - Mezinarodni &etni standardy; SEC - US komise obchodovani s eehny
papiry ; NASBA - Narodni asociace statniho vybora getnictvi; NYSSCPA - The New
York statni sdruzeni certifikovanycketnich-

Abstract:

The crisis unveiled discrepancies within the actamecy methods used by financial

institutions for example in the US there are vsicalling for a change in the way the
financial institutions account for illiquid asseéb help stem the financial crisis. There is a
believe that mark-to-market accounting is totappropriate for tradable assets in a liquid
market, however there are opinions that in illiqunarket, fair value accounting is

problematic.

Key words:

IFRS - International Financial Reporting Standard&SB - International Accounting
Standards Board; IAS - International Accounting n8trds; SEC - U.S. Securities and
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One of the striking features of this financial iziand of the severe global recession which it
has caused is how much they have surprised us,poowwe have been at foreseeing even
the short-term future.

With a few noteworthy and commendable exceptionsstmapparent experts — central
bankers, regulators, treasury officials, acaderaanemists and bankers themselves — did not
recognize, in the boom years up to 2007, that we \weading for disaster. Indeed the record
is full of expert speeches explaining how finandéralovation had dispersed the holding of
credit risks and increased financial resiliencee Tihancial institutions ignored altogether the
basis of conservative approach towards lending mand started to provide loans without a
sufficient guarantee,

What is surprising is how poor was our predictibdiy even once we were a year into the
financial crisis, in summer and autumn 2008.
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Very few foresaw in early September 2008 that betw&5 September and 10 October the
global money market would seize up almost completercing major banks across the world
to rely on central bank liquidity support and goweent recapitalization for survival. The
world seemed to change in four weeks. The finanggtitutions had huge amounts of money
deposited in loans, stocks and other financial petsl which price was artificially over
estimated.

Most of us have been surprised how long it hasnakerestore confidence in the global
banking system given the huge public interventiang the clear commitment, confirmed by
action, that after Lehman Brothers no other systalyi important bank or investment bank
will be allowed to fail, for if the chain of bankstcies’ continued then the impact would be
devastating.

The IMF World Economic Outlook of October 2008 vedl forecasting 3% global growth
in 2009 and a return to 4.7% to 2010: the latestdast is a global contraction of 1.3% in
2009 and global growth of 1.9% in 2010. In Octolegpan was still anticipated to grow 0.5%
in 2009: the forecast is now a contraction of 6.25%e knew that the financial crisis would
hit economies with large financial sectors, butsmexperts did not anticipate, even six
months ago, how big the impact would be on glotad¢ and on manufacturing demand and
output. The crisis demonstrated the fragility c¢ fimnancial institutions and uncovered many
faulty practices deeply rooted in the system. Tdgulators in the US and EU are considering
the introduction of new set of lows and regulationsrder to rectify the situation.

The crisis has therefore brutally illustrated twots which we should always have known, but
which were easy to ignore in what seemed like tildem years of the Great Moderation.

First that banking systems, because they perforaturity transformation — lending long and
borrowing short — depend crucially on confidencéamks and between banks, which if lost
can take a long time to recover. And that the nmopbrtant risks in banking are systemic not
idiosyncratic: illiquidity in one bank or securgig credit market having potential impacts on
the behaviour and liquidity of others, lack of ddehce in one bank or securitised credit
market potentially draining confidence and liguditom others.

And second, that if the banking system is impaineje economic loss can result. Ben
Bernanke’s ‘Essays on the Great Depression’ illissr the pivotal role that banking system
failure played, alongside the collapse in nomirahdnd, in creating the Great Depression.
Recent IMF research illustrates that recessionsiwtallowed banking crisis were on average
much deeper and longer lasting than those wherdrzafailure was absent. And the historic
lessons from crises, focused on classic on-balgheet banking, apply perhaps even more so
in a system characterized by a significant role s$ecuritized credit. The potential for
irrational exuberance and then irrational desmainierent in all financial markets, rooted in
collective action problems, principal agent relasbips, and human psychology. But whereas
the market economy seems able to absorb withougteat harm a boom and bust in, for
instance, a large element of the equity marketg- the internet boom of 1996 to 2001 —
irrational exuberance and then reversal in theepoicsecuritized credit held on the trading
books of banks is far more disruptive.

Those lessons carry major implications for the reittegulation of the banking and credit
intermediation system.
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The crisis faces us with two key challenges:

how best to manage the macro economy in the short, tminimizing the scale and depth of
the recession; and how to create a more robusirmgsistem for the future.

The answer to the first lies partly in macroecoropolicy, action to maintain nominal
demand through fiscal policy, classic monetarygoénd if necessary quantitative easing. It
also requires action to accelerate the return &tthef the banking system, where by health
we mean not just the absence of failure, but thigyalo extend sufficient credit to the real
economy. That has required a mix of recapitaliratiunding guarantees and tail risk
insurance, informed by stress tests which deliegratonsider future scenarios more severe
than we expect to arise. The purpose of stress itedeed is to inform policy decisions on
bank support packages which ensure that the stcessirio never in fact occurs.

The crisis unveiled discrepancies within the actamecy methods used by financial
institutions for example in the US there are vsicalling for a change in the way the
financial institutions account for illiquid asseéb help stem the financial crisis. There is a
believe that mark-to-market accounting is totalppm@priate for tradable assets in a liquid
market, however there are opinions that in illiqunarket, fair value accounting is
problematic. It is perhaps exacerbating problemswWlaanks blame fair value accounting,
also known as mark-to-market, which requires adsetgmlued at market prices, for billion of
dollars in write-downs on mortgage assets in thgsme crisis. But for illiquid mortgage
assets, banks have to value assets at fire- saéspn the market turmoil, but may not plan to
sell the assets now and their value could grovhénftiture. In EU the situation differs from
the US the EU has relaxed mark-to-market accogriiinease requirements for marking
down investment to help banks have more healthgnoal sheets.

What the European Union has done is to moderate sffacts of fair value accounting in
illiquid market circumstances. This is what has beén done in the US thus contributing to
the current problems. The international accounhdsteds represent a factor which can in
future prevent the repetition of the current crises

Thanks to the severity and longevity of the globahncial crisis, progress toward U.S.
conversion with international financial reportingrsdards (IFRS) appears to be slowing, and
support for the change seems to be cooling despitieism that the different standards
applied were the reason behind huge financial los&se financial institutions in the US.

Some recent comments filed with the SEC protestimgoforward with IFRS in the U.S. in
the current economic climate.

Others noted challenges with the road map for @mgntation proposed last year by the
SEC. The commenter’s all expressed support fonglesi comprehensive set of international
accounting standards, but many said the SEC’s pezpooad map would either not further

that goal, or would in fact inhibit the achievemefita global set of standards. Therefore a
discussion between the relevant parties must tdkeepin order to determine common

approach and to provide a frame work in whichtal parties can provide their suggestions.

These opinions surfaced after the SEC extendetbitement deadline on the proposed road
map until April 20. The SEC issued the road magNowember 14. The proposal would set
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2011 as the date for the SEC to decide whetheh&segin IFRS in the U.S., with large,
midsize, and small public companies adopting 2044, 2015, and 2016, respectively.

The Financial Accounting Standards Board and itenaorganization also told the SEC to
take it slow, recommending the creation of an amtyisommittee to study the issue.

The New York State Society of CPAs said in its cants submitted on the 5th of March that
“it would be reasonable to conclude that the magyetand human capital costs of the
transition to IFRS could be burdensome to entitvék limited resources and prohibitive for

some smaller entities, even over a period of maays,”

Because of the NYSSCPA said “due consideration Ighbe given to the ability of market
participants to institute a change as costly amdgséve as the adoption of IFRS.” The society
recommends the SEC focus on narrowing the diffeernetween IFRS and U.S. generally
accepted accounting principles (GAAP) before movinga decision to impose mandatory
adoption. The extra cost of enforcing IFRS willgeet a financial burden to many companies
specially the small companies, thus the finan@akat is considered as the main obstacle

Despite these comments, NYSSCPA said eligibilitty darly adoption should be broadened
because the current plan may not facilitate ultevatoption by all.

The SEC’s road map would allow early adoption by #0 largest U.S. companies with an
international presence in their industries and aleady must comport most of their financial
reports in other countries with IFRS.

Several other commenter’s echoed the theme ofdiabarisis and poor financial position of
many companies, both of which could make a requF&S conversion ill-timed.

Others pointed out that altering the timing mayelbe@ugh to permit conversion to proceed.
The consultancy company Ernst & Young commentscaeteéd that it “fully supports” the
proposed road map. However, the current scheduigtnmot leave enough time for 2014
implementation by the largest companies.

E&Y suggested reducing the number of years for ctvhcompanies must provide
reconciliations between IFRS and U.S. GAAP priok@14, or consider delaying the 2014
start date for large filers if experience after 2@hows problematic transition issues.

The National Association of State Boards of Accanoy (NASBA) stated that there may be
constitutional issues for non-public companiedd U.S. adopts IFRS standards. U.S. GAAP
currently applies to both public and non-public gamies in the U.S. NASBA said if the SEC
adopts IFRS for public companies it is unclear whidltresult for private companies, or non-
issuers.

Financial reporting standard-setting for non-issusra state right, not a federal one, NASBA
pointed out. “It is not likely that the states wduwccept the IASB (International Accounting
Standards Board), a non-U.S. organization, asnkdmset standards for U.S. non-issuers.”

NASBA recommended that FASB and IASB should cormirtheir convergence efforts
“rather than move towards adoption of or transitiolFRS.” Adopting IFRS outright could
reduce FASB to a “rubber stamp” operation, NASBAd saoting that FASB and IASB have
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been vital in developing high-quality financial cgpng in the U.S. and “should be continued
in their present roles of setting financial repagtstandards for U.S. issuers and non-issuers.”

A report issued by the Financial Executives Inteamal’'s Financial Executives Research
Foundation (FERF) and Resources Global Professar@aicurs that early adoption may be
difficult due to road map constraints. “Internatbirinancial Reporting Standards: A Project
Plan for U.S. Companies” included input by 30 Wb&sed public companies. It noted that
whether the SEC decides in 2011 to make IFRS adloptiandatory will be a crucial
milestone.
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