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Executive Summary
This report provides an exhaustive examination of Generally Accepted Accounting Principles (GAAP) as of
2025. It explores GAAP’s historical evolution, fundamental principles, current rules, and the modern context
that shapes financial reporting. GAAP is the standardized accounting framework in the United States, ensuring
financial statements are consistent, comparable, and transparent across organizations. Born out of 20th-
century financial crises and refined over decades, GAAP now governs a U.S. equity market of over $50 trillion
in market capitalization [https://www.highradius.com/finsider/gaap-vs-ifrs/]. The report begins with a historical
overview, from early 20th-century efforts to formalize accounting after the 1929 stock market crash, through
the establishment of regulatory bodies (SEC, FASB) and key legislation (Securities Acts, Sarbanes-Oxley), to
significant modern changes in accounting standards. It then details the core principles underlying GAAP – ten
key tenets that ensure regularity, consistency, sincerity, and other attributes in financial reporting
[https://www.forbes.com/advisor/business/generally-accepted-accounting-principles-gaap-guide/].
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Subsequent sections delve into major GAAP rules in practice, including revenue recognition, expense
matching, asset valuation, depreciation, and impairment, liability recognition, and new domains like
lease accounting and financial instruments. Each topic is analyzed with an emphasis on how GAAP rules
have changed in recent years (for example, the overhaul of revenue recognition via ASC 606 and lease
capitalization via ASC 842) and how they compare to International Financial Reporting Standards (IFRS). A
dedicated section on GAAP vs. IFRS contrasts the U.S. rules with IFRS, which is used in over 140 countries
worldwide [https://www.firmofthefuture.com/accounting/top-10-differences-between-ifrs-and-gaap-accounting/].
Key differences – such as GAAP’s allowance of Last-In, First-Out (LIFO) inventory accounting (prohibited
under IFRS) and IFRS’s flexibility to revalue assets or reverse certain impairments (generally not allowed
under GAAP) – are explained with examples and data. The report also presents multiple real-world case
studies that illustrate GAAP in action. These include accounting scandals like Enron and WorldCom that
underscore the need for rigorous GAAP compliance and led to reforms [https://online.utpb.edu/about-
us/articles/business/the-evolution-of-accounting-standards-from-gaap-to-ifrs/], the massive impact of new
lease standards that increased reported lease liabilities by over 1,400% on average for companies adopting
ASC 842 [https://finquery.com/blog/lease-accounting-changes-effect-on-balance-sheet-liabilities/], and
differences in R&D cost treatment (e.g. Toyota capitalizing over ¥600 billion of development costs under IFRS
that would be expensed under GAAP). Stakeholder perspectives are incorporated throughout: investors’
reliance on GAAP for credible information (and their growing demand for global comparability in accounting
standards [https://www.highradius.com/finsider/gaap-vs-ifrs/]), corporate accountants’ challenges in applying
complex rules and reconciling GAAP with alternative performance measures, and regulators’ efforts to enforce
GAAP while considering future improvements.

Finally, the report discusses the current state of GAAP in 2025 and future directions. It notes that GAAP
remains the cornerstone of U.S. financial reporting, with continuous updates to address emerging issues (e.g.
new GAAP rules for cryptocurrency assets effective 2025 [https://www.axios.com/2023/09/11/fasb-writes-
accounting-rules-for-crypto]) and initiatives to simplify or enhance disclosures. While convergence with IFRS
has slowed – the SEC has not mandated IFRS for U.S. companies, making a full switch as unlikely as a
“conversion to the metric system” [https://online.utpb.edu/about-us/articles/business/the-evolution-of-
accounting-standards-from-gaap-to-ifrs/] – GAAP and IFRS now share many fundamental principles, and
collaboration continues on specific projects. The report concludes that GAAP’s rigorous framework has proven
essential for market trust and investor protection. However, to stay relevant, GAAP must keep evolving in
response to globalization, technological innovation (such as the rise of digital assets and AI in finance), and
stakeholder demands for broader information (such as sustainability metrics). In summary, “Understanding
GAAP rules in 2025” requires not only knowledge of long-standing principles and detailed rules, but also an
appreciation of the dynamic context in which these standards operate and continue to develop.

Introduction and Background
What is GAAP? Generally Accepted Accounting Principles (GAAP) are a set of authoritative accounting
standards, rules, and conventions that dictate how companies prepare financial statements in the United
States. GAAP is designed to ensure financial reporting is complete, consistent, and comparable from period
to period and across different companies [https://www.investopedia.com/terms/g/gaap.asp]. In practical terms,
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any U.S. company following GAAP will produce financial statements that align with common formats and
criteria, allowing external users (investors, creditors, regulators, etc.) to trust the numbers and to compare one
company’s performance to another’s easily. GAAP covers all key aspects of financial reporting – from how
revenue and expenses are recognized, to how assets and liabilities are valued, to what must be disclosed in
the notes – providing a comprehensive framework for “telling the financial story” of an organization.

Why does GAAP exist? The impetus for developing GAAP was rooted in the economic turmoil of the early
20th century, particularly the stock market crash of 1929 and the ensuing Great Depression. Before the
1930s, financial reporting was largely unregulated and often unreliable – companies could use disparate
accounting methods, leading to incomparable or even misleading financial statements
[https://danielsandlercpa.com/the-history-of-gaap/]. This lack of uniform standards eroded investor confidence
and was identified as one factor that exacerbated the 1929 crash’s impact. In response, the U.S. government
intervened to restore trust in capital markets. President Franklin D. Roosevelt’s administration passed the
Securities Act of 1933 – the first federal law governing securities – which required companies issuing stock to
provide honest financial information to investors [https://online.utpb.edu/about-us/articles/business/the-
evolution-of-accounting-standards-from-gaap-to-ifrs/]. The following year, the Securities and Exchange
Commission (SEC) was established (via the Securities Exchange Act of 1934) as a federal regulatory body
with a mandate to oversee and enforce financial reporting requirements for publicly traded companies
[https://danielsandlercpa.com/the-history-of-gaap/]. Among the SEC’s early objectives was to bring order to
financial disclosure by developing a uniform set of accounting principles – the seeds of what would become
GAAP.

The term “generally accepted accounting principles” itself was first popularized in the mid-1930s. A 1936
report by the American Institute of Accountants (AIA) (today known as the AICPA – American Institute of
Certified Public Accountants) is often cited as the first official mention of “generally accepted accounting
principles” [https://online.utpb.edu/about-us/articles/business/the-evolution-of-accounting-standards-from-
gaap-to-ifrs/]. This concept reflected the growing consensus that the profession needed a common rulebook.
In 1939, the profession took a more organized step by forming the Committee on Accounting Procedure
(CAP) under the AIA to address accounting issues and publish guidance. CAP issued a series of Accounting
Research Bulletins (ARBs) that dealt with specific questions such as income recognition and inventory
valuation, establishing some early standard practices [https://danielsandlercpa.com/the-history-of-gaap/].
These efforts in the 1930s–1940s laid the groundwork for GAAP by reducing some of the inconsistencies in
how financial transactions were recorded across different companies.

Evolution of GAAP Standard-Setting: GAAP did not emerge fully formed; it is the product of nearly a century
of iterative development by various accounting boards. After CAP’s two-decade tenure, criticisms that its
bulletins were piecemeal and reactive led to the creation of a new body, the Accounting Principles Board
(APB), in 1959. The APB issued “Opinions” to define accounting principles more cohesively and tackled
broader topics (like accounting for leases or income taxes) [https://danielsandlercpa.com/the-history-of-gaap/].
However, the APB too faced challenges – it was criticized for being slow and for lacking independence (its
members were part-time and affiliated with accounting firms, raising concerns about influence)
[https://online.utpb.edu/about-us/articles/business/the-evolution-of-accounting-standards-from-gaap-to-ifrs/]. In
the late 1960s, high-profile accounting scandals and the increasing complexity of business transactions
highlighted the need for a more robust standard-setting mechanism.
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Thus, in 1973, the Financial Accounting Standards Board (FASB) was formed as an independent, full-time
standard-setting body. The FASB, working under oversight of the Financial Accounting Foundation, took over
responsibility for establishing and updating GAAP. FASB introduced a more structured and transparent
process for issuing accounting standards, including broad solicitation of feedback and public discussion (due
process).Over the years, FASB has issued numerous Statements of Financial Accounting Standards
(SFAS) (now superseded by the Accounting Standards Codification and updates, as discussed later) that
collectively form the backbone of GAAP. For example, FASB’s standards on lease accounting (SFAS 13) and
pension accounting (SFAS 87) in the late 20th century were milestones that greatly affected how companies
report these items [https://danielsandlercpa.com/the-history-of-gaap/]. FASB also developed the first
Conceptual Framework for Financial Reporting, articulating the objectives and qualitative characteristics of
good financial information (e.g., relevance, reliability, comparability) to guide consistent standards. Today,
FASB remains the primary private-sector body responsible for GAAP, and its pronouncements (now in the form
of Accounting Standards Updates, or ASUs) are recognized as authoritative by the SEC.

Legal Authority and Enforcement: While FASB sets GAAP, the SEC enforces GAAP compliance for
publicly traded companies. The SEC requires that companies listed on U.S. stock exchanges file periodic
financial statements (10-K annual reports, 10-Q quarterly reports, etc.) that are prepared in accordance with
GAAP [https://www.investopedia.com/terms/g/gaap.asp]. To ensure credibility, these statements must be
audited by independent Certified Public Accountants (CPAs). During an audit, the CPA firm tests whether the
company’s books and disclosures follow GAAP; if they do, the auditors issue an opinion stating the financial
statements present fairly, in all material respects, the company’s financial position and results in conformity
with GAAP [https://www.investopedia.com/terms/g/gaap.asp]. This auditor attestation is critical because it
gives investors confidence that the numbers can be trusted. Failure to follow GAAP can lead to serious
consequences: companies found violating GAAP (for instance, by cooking the books or omitting required
disclosures) may face SEC sanctions, large fines, class-action lawsuits from shareholders, and severe
reputational damage. In the wake of major accounting scandals like Enron and WorldCom in the early 2000s,
enforcement has only tightened – the Sarbanes-Oxley Act of 2002 introduced criminal penalties for executives
who knowingly certify false financial statements and enhanced oversight of the auditing process
[https://online.utpb.edu/about-us/articles/business/the-evolution-of-accounting-standards-from-gaap-to-ifrs/]. In
short, GAAP is not optional for public companies: not adhering to GAAP can result in financial
restatements, legal penalties, loss of investor confidence, or even jail time for fraud.

It is worth noting that while public companies are legally obligated to use GAAP, many private companies in
the U.S. also choose (or are compelled by stakeholders) to follow GAAP. Lenders often require GAAP-
compliant financial statements as part of debt covenants, and many private firms adopt GAAP to present
themselves as credible and comparable, even if law doesn’t mandate it
[https://www.investopedia.com/terms/g/gaap.asp]. GAAP’s influence extends beyond the corporate world too –
state and local governments in the U.S. follow their own modified GAAP (established by the Governmental
Accounting Standards Board, GASB) for fund accounting, and all 50 states use GAAP for their financial
reporting [https://www.investopedia.com/terms/g/gaap.asp]. This universality underscores GAAP’s role as a
bedrock of financial transparency across sectors.
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GAAP vs. Other Frameworks (IFRS): While GAAP is the de facto accounting language inside the United
States, it is not the only set of standards globally. The International Financial Reporting Standards (IFRS),
developed by the International Accounting Standards Board (IASB) based in London, are used by most
countries outside the U.S. IFRS has become a global accounting standard, adopted (either as IFRS or as
very similar national standards) in over 140 jurisdictions, including the entire European Union, the UK, Canada,
Australia, and many Asian, African, and Latin American countries
[https://www.firmofthefuture.com/accounting/top-10-differences-between-ifrs-and-gaap-accounting/]. IFRS and
U.S. GAAP share the same overall aim – to provide transparent and honest financial reporting – but they differ
in certain approaches and specific rules. Broadly speaking, GAAP is often described as more “rules-based,”
with many detailed implementation guidelines and industry-specific requirements, whereas IFRS is considered
more “principles-based,” relying on broad concepts and management judgment in applying standards
[https://www.firmofthefuture.com/accounting/top-10-differences-between-ifrs-and-gaap-accounting/]. These
distinctions and their implications will be explored in depth in a later section of this report. However, it’s
important at the outset to recognize that understanding GAAP in 2025 also means understanding how it fits
into an increasingly interconnected global financial system. Many large U.S. multinationals have foreign
subsidiaries reporting under IFRS, and foreign companies listed on U.S. exchanges may report under IFRS.
As of 2007, the SEC permits foreign companies to file IFRS financial statements in the U.S. without reconciling
them to GAAP – a landmark decision that acknowledged the growing acceptance of IFRS’s robustness
[https://www.investopedia.com/terms/g/gaap.asp]. Nonetheless, the U.S. has not adopted IFRS for domestic
companies; prior SEC proposals to move U.S. companies to IFRS (considered around 2008–2012) were put
on hold, and as of 2025 the SEC remains hesitant to abandon U.S. GAAP entirely. One commentary even
likened the prospect of the U.S. switching to IFRS to America adopting the metric system – theoretically logical
in a global sense, but unlikely in practice due to inertia and the costs of change [https://online.utpb.edu/about-
us/articles/business/the-evolution-of-accounting-standards-from-gaap-to-ifrs/]. As a result, U.S. GAAP and
IFRS are converging gradually on key standards, but are still separate frameworks that companies and
investors must navigate.

Purpose and Scope of This Report: “Understanding GAAP Rules in 2025” is intended as a comprehensive
deep dive into the state of GAAP today – its foundations, its detailed rules, and its application in an evolving
world. The report will cover:

Historical Context: How GAAP developed over time, including pivotal moments and reforms that
shaped current standards. This provides insight into why certain rules exist and how past financial crises
and scandals led to stricter standards.
Core Principles: The fundamental principles and assumptions underlying GAAP, such as accrual
accounting, going concern, consistency, and prudence. Understanding these principles is crucial for
interpreting the specific rules and standards that flow from them.
Key GAAP Standards and Recent Changes: Detailed exploration of major GAAP rules in important
areas of financial reporting – revenue recognition, expense matching, asset valuation (inventory, fixed
assets, intangibles), liabilities (including leases and debt), financial instruments (investments, credit
losses, derivatives), and so on. We will highlight changes in the 2010s and early 2020s (e.g., new
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guidelines for revenue, leases, and credit loss accounting) that significantly impacted financial
statements. Real examples and data will illustrate the effect of these rules on companies’ reported
numbers.
GAAP vs. IFRS (International Perspective): A thorough comparison between U.S. GAAP and IFRS in
2025, outlining the main differences in standards and the practical consequences of those differences.
Case studies of multinational companies will show how financial results can diverge under the two
frameworks. We will also discuss the efforts at convergence, successes achieved (common standards
on certain topics), and areas where differences persist.
Stakeholder Perspectives and Case Studies: The report integrates perspective from multiple
stakeholders – regulators (e.g., SEC and FASB initiatives), preparers (companies and accountants
coping with GAAP complexity), investors (who rely on GAAP but also grapple with non-GAAP metrics
and comparability issues), and academics/experts (who analyze the impact of GAAP on financial
reporting quality). Interwoven case studies will include historical scandals (demonstrating the cost of
weak accounting), implementation case lessons (like how companies handled the transition to new
GAAP rules), and current issues (like the accounting of cryptocurrency assets).
Current Challenges and Future Outlook: Finally, we discuss where GAAP is headed. This includes
emerging areas such as accounting for digital assets (cryptocurrency), the impact of technology
(automation, AI) on financial reporting processes, and the increasing call for incorporation of
sustainability/ESG information in reports (with the recent launch of IFRS sustainability standards and
potential SEC rules on climate disclosures, the boundary of “financial reporting” is expanding). We’ll
consider how GAAP might adapt in the future to these trends, as well as the ongoing debate over global
standard harmonization.

Throughout this paper, every assertion or piece of data is documented with credible sources in an inline
citation format [URL], enabling readers to verify facts and explore sources directly. The aim is to provide an
authoritative, in-depth resource on GAAP – not just as a static rulebook, but as a living, breathing framework
that responds to the needs and pressures of the financial world. By the end, the reader should have a nuanced
understanding of GAAP’s rules in 2025, why they matter, how they are applied, and how they interact with the
broader landscape of international accounting standards and financial regulation.

Historical Evolution of GAAP
Understanding GAAP in its current form is greatly aided by examining its historical evolution. GAAP has
always evolved reactively, learning from financial crises, corporate scandals, economic changes, and the
demands of investors for better information. This section traces the major eras in U.S. accounting standard-
setting, highlighting how GAAP’s rules developed step by step.

Early 20th Century: The Genesis of Accounting Standards
In the pre-1930s era, there were no formal nationwide accounting standards in the United States. Accounting
practices were mainly a matter of convention among firms and auditors, and they varied widely. Large
industrial corporations in the late 19th and early 20th centuries kept financial records, but there was little
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uniform guidance on how to report things like depreciation, inventories, or revenue. This lack of standards
meant that financial statements often could not be meaningfully compared from one company to another,
and some companies engaged in what today we’d consider aggressive or misleading accounting (for example,
overstating asset values or hiding liabilities) without technically “violating” any rules – because there were few
rules [https://danielsandlercpa.com/the-history-of-gaap/].

The 1929 stock market crash was a watershed moment that exposed the pitfalls of such lax financial
reporting. During the boom of the 1920s, investors poured money into stocks often based on flimsy or
fraudulent financial disclosures. When the market crashed and companies failed, it became clear that more
reliable accounting could have warned investors or prevented some of the excessive speculation. In the early
1930s, Americans’ trust in corporate financial reports was deeply shaken; a wave of bank failures and
company bankruptcies underscored the need for better oversight of financial practices
[https://danielsandlercpa.com/the-history-of-gaap/].

The U.S. government’s response fundamentally changed accounting. With the New Deal reforms, the federal
government for the first time asserted regulatory authority over financial reporting. The Securities Act of 1933
required companies issuing new securities to file audited financial statements with regulators, and the
Securities Exchange Act of 1934 created the Securities and Exchange Commission (SEC) to enforce
securities laws and regulate markets [https://online.utpb.edu/about-us/articles/business/the-evolution-of-
accounting-standards-from-gaap-to-ifrs/]. These acts were premised on the idea that investors deserve
accurate and complete information and that consistent accounting standards are essential to a fair and
efficient market. The SEC was given the legal power to establish accounting principles for public companies,
but in practice the SEC often looked to the accounting profession to formulate the detailed standards.

One of the SEC’s early moves was to push the accounting profession to take the lead in standard-setting – an
approach that endures today (the SEC recognizes FASB’s standards as authoritative). In 1938, SEC Chief
Accountant William W. Werntz outlined that the SEC would accept the body of accounting principles that had
“substantial authoritative support.” The American Institute of Accountants (AIA) responded by creating the
Committee on Accounting Procedure (CAP) in 1939 as the first organized accounting standard-setting body
in the U.S. CAP’s mission was to reduce the diversity in practice by issuing bulletins on how to handle
emerging accounting problems. Over the next 20 years (1939–1959), CAP issued 51 Accounting Research
Bulletins (ARBs) covering topics like inventory costing, depreciation methods, intangibles, and other issues
where practice varied [https://danielsandlercpa.com/the-history-of-gaap/]. For example, one early ARB clarified
the use of First-In, First-Out (FIFO) vs. Last-In, First-Out (LIFO) inventory valuation methods, and others
addressed revenue recognition criteria. These bulletins collectively can be seen as the first version of GAAP –
they were “generally accepted” by the profession and gradually became entrenched as standard practice.

Despite CAP’s progress, by the 1950s there was criticism that its approach was too ad-hoc. ARBs were often
reactive to particular issues and sometimes lacked a unified theory. Some ARBs also allowed multiple options
(which meant comparability issues persisted if companies chose different options). In response, the AIA
(renamed the AICPA) replaced CAP with the Accounting Principles Board (APB) in 1959. The APB’s
purpose was to develop an integrated set of principles and narrow down alternative accounting treatments.
Over 14 years, the APB issued 31 APB Opinions and 4 Statements, addressing many thorny areas (e.g.,
Opinion 8 on accounting for income taxes, Opinion 9 on pension plans, Opinion 10 on the equity method for
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investments, and Opinion 16 on business combinations, which introduced the purchase vs. pooling-of-interests
methods for mergers) [https://danielsandlercpa.com/the-history-of-gaap/]. Some of these APB Opinions laid
important groundwork for modern GAAP. For instance, APB Opinion 2 (1962) emphasized the concept of
materiality in financial reporting – acknowledging that financial statements need not be perfectly precise in
every detail, only free of material (significant) misstatements.

However, the APB too struggled. It faced conflicts of interest (members were from accounting firms whose
clients might be affected by rules), and public confidence in the profession’s ability to self-regulate was tested
by a series of accounting scandals in the late 1960s. One notable case was the Penn Central bankruptcy in
1970, at the time the largest corporate bankruptcy, which raised questions about accounting for events and
risks not clearly reflected in the financials. There was also growing academic criticism that standard-setting
needed a stronger conceptual basis. Under pressure from the government (some in Congress called for direct
federal control of accounting standards), the accounting profession made a significant change: in 1973, it
dissolved the APB and established a new independent body – the Financial Accounting Standards Board
(FASB).

The FASB Era: Formalizing Modern GAAP
Formation of FASB (1973): The FASB began operations in 1973, headquartered in Connecticut, as the
designated organization in the private sector for setting accounting standards. Crucially, FASB was structured
to be independent and full-time: it had a small board of seven members (initially) who sever ties with their
prior employers to work exclusively on standard-setting, and it was funded in a way that did not rely on
voluntary contributions from companies or firms (later, funding became more secure via mandated fees on
public companies). This structure was meant to insulate standard-setting from undue influence and to allow
FASB to tackle complex issues rigorously. The SEC endorsed FASB’s role, making it clear that financial
statements following FASB standards would be presumed to be in compliance with the SEC’s reporting
requirements. In essence, FASB’s pronouncements gained the force of regulation for public companies due to
SEC backing.

Development of the Conceptual Framework: One of FASB’s early projects was to develop a Conceptual
Framework for Financial Accounting and Reporting – a constitution-like document to guide the
development of specific standards. Throughout the late 1970s and 1980s, FASB issued a series of Concepts
Statements defining the objectives of financial reporting (e.g., providing useful information to investors,
creditors), the qualitative characteristics of useful information (relevance, faithful representation, comparability,
etc.), and basic elements of financial statements (assets, liabilities, equity, revenues, expenses) and their
recognition criteria. This framework instilled greater coherence in GAAP. For example, it established accrual
accounting and the matching principle (recording expenses in the same period as the related revenues) as
fundamental concepts, and it clarified that financial statements are prepared under the assumption of a going
concern (the company will continue operating) unless evidence indicates otherwise
[https://danielsandlercpa.com/the-history-of-gaap/]. The framework also identified constraints like cost-benefit
(a standard’s benefits should justify its cost) and materiality (standards need not be applied to immaterial
items). While not enforceable rules themselves, these concepts guided FASB as it wrote standards and helped
practitioners understand the “why” behind GAAP.
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Key FASB Standards and Expanding GAAP: Over the decades, FASB has issued hundreds of standards
that have collectively shaped GAAP into a comprehensive codification of accounting practice. Some of the
most impactful standards include:

SFAS No. 13 (1976) – Accounting for Leases: This standard (and related interpretations) delineated
the criteria for when a lease should be capitalized on the balance sheet (finance/capital lease) versus
treated as an off-balance-sheet operating lease. The rules (like the famous “bright-line” tests of 75% of
asset life, 90% of asset value, etc.) heavily influenced corporate leasing behavior for decades. Notably,
the historical rule allowed many leases to remain off-balance-sheet, a gap later addressed by new
standards (ASC 842) as discussed in a later section.

SFAS No. 52 (1981) – Foreign Currency Translation: As U.S. companies expanded globally, this
standard provided a consistent method to translate foreign subsidiaries’ financial statements into U.S.
dollars, distinguishing between operations that are financially independent vs. those that are integral to
the parent.

SFAS No. 87 and 88 (1985) – Pensions: These standards brought pension obligations and costs onto
company financials in a standardized way, requiring companies to measure and disclose the funded
status of defined benefit pension plans. Prior to this, pension accounting was less transparent.

SFAS No. 109 (1992) – Accounting for Income Taxes: This standard introduced the deferred tax
approach we use today (recognition of deferred tax assets and liabilities for temporary differences
between book and tax accounting).

SFAS No. 115 (1993) – Accounting for Certain Investments: This standard established categories for
investments (Trading, Available-for-Sale, Held-to-Maturity) with different accounting (fair value vs cost)
and introduced putting unrealized gains/losses for available-for-sale securities into Other
Comprehensive Income (OCI), foreshadowing the expansion of reporting beyond net income.

SFAS No. 123R (2004) – Share-Based Payment: This required companies to expense stock options
given to employees at fair value (ending the long debate and closing a major GAAP loophole that
allowed companies to avoid expensing them under APB 25). This had a significant impact on tech
companies and others that heavily used stock options for compensation.

These are just a few examples – GAAP now spans literally dozens of topics. By 2009, the body of GAAP
literature had grown so much (FASB standards, AICPA statements, EITF interpretations, etc.) that FASB
launched the Accounting Standards Codification (ASC) to simplify accessibility. The ASC reorganized
GAAP’s thousands of provisions into about 90 topics, and since mid-2009 all updates to GAAP have been
made by updating the Codification via ASUs (Accounting Standards Updates). The codification doesn’t change
GAAP content but makes it easier to navigate by topic (e.g., Topic 606 for revenue, 842 for leases, etc.). The
shift to the codified structure itself reflects GAAP’s maturation – it is a comprehensive systematized body of
knowledge at this point.

Historical Reforms via Crisis: It’s notable that many GAAP improvements came after financial scandals or
economic crises revealed weaknesses in the rules. For instance, the savings and loan (S&L) crisis of the
1980s led to scrutiny of how financial institutions accounted for bad loans and investments, influencing stricter
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rules on recognizing losses. The infamous failures of Enron and WorldCom in 2001–2002 (see case studies
later) exposed major accounting abuses: Enron kept enormous liabilities off-balance-sheet using special
purpose entities, and WorldCom inflated profits by misclassifying expenses as capital assets. In response,
FASB tightened consolidation rules (to prevent Enron-type off-balance-sheet entities) and the SEC, through
Sarbanes-Oxley Act mandates, created the Public Company Accounting Oversight Board (PCAOB) to
improve audit oversight. The Sarbanes-Oxley Act of 2002 is a landmark in accounting history; Section 302 of
SOX requires CEOs/CFOs to personally certify the accuracy of financial statements (with criminal penalties for
willful misstatements), and Section 404 requires management and auditor reports on internal control over
financial reporting [https://online.utpb.edu/about-us/articles/business/the-evolution-of-accounting-standards-
from-gaap-to-ifrs/]. These measures have indirectly strengthened GAAP compliance by forcing companies to
implement rigorous controls and by holding executives accountable.

Table 1 below summarizes the timeline of key developments in GAAP history, from its origins to the
present:

Year/Period Milestone Impact on GAAP

1929–1934 Stock Market
Crash (1929)
and Securities
Acts (1933–
34)

U.S. government intervenes; SEC is established and given authority to enforce accounting
standards [https://billofrightsinstitute.org/activities/stock-market-crash-1929]. The foundation for
GAAP regulation is laid.

1936 AIA 1936
Report coins
“generally
accepted
accounting
principles”

Concept of GAAP emerges as a set of common practices to ensure consistency in financial
reporting [https://online.utpb.edu/about-us/articles/business/the-evolution-of-accounting-standards-
from-gaap-to-ifrs/].

1939–1959 Committee on
Accounting
Procedure
(CAP) era

CAP issues 51 Accounting Research Bulletins on specific accounting issues, forming the first body
of GAAP [https://danielsandlercpa.com/the-history-of-gaap/]. However, practice alternatives remain.

1959–1973 Accounting
Principles
Board (APB)
era

APB issues 31 Opinions and 4 Statements aiming to narrow differences. Some key principles (like
materiality, consistency) formalized. Criticized for lack of independence and slow response.

1973 Establishment
of FASB

FASB becomes the primary standard-setter for U.S. GAAP, introducing a robust due process and
conceptual framework development [https://danielsandlercpa.com/the-history-of-gaap/].

1970s–
1990s

Major FASB
Standards
issued

GAAP expands to cover emerging issues (leases, pensions, derivatives, etc.). FASB’s Conceptual
Framework (SFAC series) underpins coherence of standards.

2001–2002 Enron,
WorldCom
scandals;
Sarbanes-
Oxley Act

Massive frauds prompt reforms. SOX 2002 mandates stronger internal controls and oversight of
auditors, indirectly bolstering GAAP compliance with stricter penalties [https://online.utpb.edu/about-
us/articles/business/the-evolution-of-accounting-standards-from-gaap-to-ifrs/].
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Year/Period Milestone Impact on GAAP

2006–2008 Initial push for
IFRS
convergence

FASB and IASB converge on some standards (e.g., business combinations, share-based
payments). SEC considers roadmap for IFRS adoption, but delays decision
[https://www.cpajournal.com/2024/04/15/the-lingering-differences-between-ifrs-and-gaap/].

2009 GAAP
Codification
(ASC)

FASB Codification becomes single source of authoritative GAAP, restructuring all standards into
unified topical model for easier reference. New standards issued as ASUs updating the ASC.

2014–2016 Joint
FASB/IASB
major
standards

New revenue recognition standard (ASC 606 & IFRS 15) issued 2014, lease accounting
standard (ASC 842 & IFRS 16) issued 2016 – both are outcomes of convergence efforts, aligning
GAAP and IFRS on these topics [https://www.firmofthefuture.com/accounting/top-10-differences-
between-ifrs-and-gaap-accounting/].

2020 Credit Losses
standard
(CECL)
effective

In response to financial crisis lessons, GAAP adopts ASC 326, the “Current Expected Credit Loss”
model, requiring earlier recognition of credit losses. IFRS 9 had adopted a similar expected loss
approach earlier, though with differences.

2023–2025 New GAAP
for emerging
issues
(Crypto)

FASB approves new rules for cryptocurrency assets (to be effective 2025), requiring fair value
measurement – a significant adaptation of GAAP to digital assets
[https://www.axios.com/2023/09/11/fasb-writes-accounting-rules-for-crypto]. Also, SEC in 2025
rolled back prior guidance on crypto custody liabilities, adjusting regulatory stance as the crypto
industry evolves [https://www.reuters.com/technology/wall-street-regulator-revokes-accounting-
guidance-crypto-assets-2025-01-24/].

2020s Ongoing
convergence
& future
outlook

GAAP and IFRS continue limited convergence (e.g., aligning definitions, some presentation
aspects). The SEC still resists mandating IFRS for U.S. firms; instead, focus is on improving GAAP
and possibly standardizing non-GAAP measures due to investor concerns
[https://tax.thomsonreuters.com/news/fasb-seeks-input-on-standardizing-non-gaap-financial-
measures/]. Sustainability reporting (ISSB standards) emerges as a parallel framework outside
GAAP, raising questions about future integration.

This timeline highlights that GAAP has continually adapted – often spurred by economic events,
technological change, and cross-border considerations. By 2025, GAAP stands as a sophisticated set of
standards, deeply rooted in its history but still evolving. In the next section, we examine the enduring core
principles and conceptual assumptions that form the foundation of GAAP, many of which have their origins
in the historical progression we just reviewed.

Core Principles and Conceptual Framework
of GAAP
GAAP isn’t just a random collection of rules – beneath the specific standards lies a framework of fundamental
principles and assumptions that give the standards shape and consistency. These core principles form the
bedrock of GAAP, ensuring that all financial reporting under GAAP shares common ground. Understanding
these principles is crucial because they explain why GAAP mandates certain treatments and how accountants
should approach financial reporting issues.
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The Ten Key GAAP Principles
U.S. GAAP is often summarized by ten key principles (sometimes informally called the “10 commandments of
accounting”). These principles were not all written at one time or in one document, but rather have emerged
from the accounting profession’s frameworks and standards over the years. They encapsulate the philosophy
of GAAP – ensuring that financial reports are produced methodically, honestly, and consistently. According to a
Forbes Advisor overview, GAAP “revolves around a list of ten principles” intended to clearly define and
standardize financial reporting practices [https://www.forbes.com/advisor/business/generally-accepted-
accounting-principles-gaap-guide/]. These ten principles are:

1. Principle of Regularity: Accountants must adhere strictly to GAAP rules and regulations. This means
no deviating from GAAP when preparing financial statements – in essence, a commitment to follow
the established standards regularly and consistently [https://ronainph.com/10-gaap-principles/]. The
financial information presented should be GAAP-compliant in all material respects. If an organization
strays from GAAP (for example, by using a non-approved accounting method), that would violate this
regularity principle and undermine the credibility of the statements. Regularity establishes that GAAP is
the default norm for accounting practices.

2. Principle of Consistency: A company should apply the same accounting methods and policies from
period to period, allowing for comparability over time. If changes are necessary (for instance,
switching depreciation methods or inventory valuation approaches), the changes must be clearly
disclosed and justified in the financial statements [https://www.forbes.com/advisor/business/generally-
accepted-accounting-principles-gaap-guide/]. The consistency principle ensures that trends in a
company’s financials reflect actual performance, not arbitrary switching of accounting techniques. For
example, if a company uses the accrual basis of accounting and a particular inventory costing method
this year, it shouldn’t switch to cash basis or a different costing method next year without a good reason
and proper disclosure. This principle makes it easier for investors and auditors to review financial results
knowing that the same rules are applied each period.

3. Principle of Sincerity: This principle means that accountants should be impartial and honest in
financial reporting, striving for accuracy and fairness. In practice, sincerity requires that the accountant’s
best judgment is applied and that the financial statements truthfully represent the company’s financial
condition [https://ronainph.com/10-gaap-principles/]. The numbers reported shouldn’t be slanted to make
the company look better or worse than it is – they should be as objective as possible. For example,
when estimating an allowance for doubtful accounts, the accountant should use realistic assumptions
about collectability, not intentionally underestimate bad debts to boost assets. Sincerity ties closely to
the ethical standards of the accounting profession and to the GAAP requirement of faithful
representation (financial information should reflect reality and be free from bias or manipulation).

4. Principle of Permanence of Methods: The methods used in financial reporting should be applied
consistently and enduringly. This is closely related to consistency, but specifically emphasizes using a
consistent methodology for accounting treatments over time, so that results are comparable. For
instance, if a company chooses the straight-line method of depreciation for its assets, the principle of
permanence of methods suggests it should continue using straight-line depreciation year after year for
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those assets, rather than switching to an accelerated method one year, then back again, unless a switch
is warranted and explained. The idea is to maintain permanent policies for things like valuation of
inventory (LIFO vs FIFO) or revenue recognition processes, ensuring that one financial period’s data
can be reliably compared to another’s. This permanence provides credibility that the company isn’t
“method-shopping” for favorable outcomes.

5. Principle of Non-Compensation: Also known as the no-offsetting principle, it states that one should
not compensate (offset) debts with assets or expenses with revenue. All aspects of performance
must be fully reported without expecting or implying that positive and negative results offset each other
[https://ronainph.com/10-gaap-principles/]. For example, if a company has a loss in one segment and a
profit in another, GAAP requires reporting both gross – not netting them into a single figure that might
hide the loss. Similarly, an asset shouldn’t be netted with a related liability to present only a net number
(except where specific GAAP guidance permits net presentation). This principle ensures transparency,
as it prevents understating expenditures or liabilities by masking them with corresponding revenues or
assets. It underpins detailed disclosure: e.g., gross revenue and gross expense are reported separately
on the income statement, rather than only a net income figure.

6. Principle of Prudence: Often referred to as the conservatism principle, prudence dictates that when
uncertainty exists, accountants should err on the side of caution – do not overstate assets or income,
and do not understate liabilities or expenses. This means that given a choice of methods or
assumptions, one that avoids inflating the company’s financial position is preferred. For example, if
there’s doubt about whether a particular receivable can be collected, prudence says to recognize a bad
debt expense (i.e. assume it might not be collected) rather than assume everything will be fine. This
leads to practices like recording impairment losses as soon as evidence of asset overvaluation arises,
or using lower-of-cost-or-market (now lower-of-cost-or-NRV) for inventory valuation. However, prudence
does not mean deliberate understatement – it means neutrality with a cautious bias in conditions of
uncertainty. The prudence principle is designed to ensure that the uncertainties and risks are adequately
reflected – financial statements should anticipate potential losses, but not potential gains. (Notably, IFRS
also embraces prudence in its conceptual framework now; GAAP has long held it as an implicit guiding
principle.)

7. Principle of Continuity: This relates to the going concern assumption – it assumes that the business
will continue to operate in the foreseeable future. In preparing financial reports, accountants presume
the company isn’t about to liquidate. This affects valuations; e.g., under going concern, assets are
recorded at cost (or amortized cost) rather than liquidation value, since we assume the business will use
them, not sell them off immediately [https://ronainph.com/10-gaap-principles/]. If the continuity
assumption is violated (i.e., if a company is in such financial distress that its ability to continue is in
doubt), GAAP requires disclosure of that fact and different basis of accounting might apply (liquidation
accounting). But unless such red flags exist, every company’s financials are prepared under the
assumption of continuity. This principle ensures stability in reporting, keeping financial statements
focused on normal operating values rather than breakup values.

Houseblend

NetSuite consulting · ERP integration · Finance & operations Page 14 of 54

https://ronainph.com/10-gaap-principles/
https://ronainph.com/10-gaap-principles/


8. Principle of Periodicity: Also known as the time period principle, this dictates that economic activities
of an enterprise can be divided into artificial time periods for reporting purposes (quarters, years, etc.),
and that accounts should be kept and reported for these periods on a regular basis
[https://ronainph.com/10-gaap-principles/]. It requires that transactions be recorded in the period they
occur (accrual basis) and that each reporting period stands on its own in terms of performance
measurement. This is why companies report quarterly and annually – GAAP supports the idea that
stakeholders should be able to assess performance over standard intervals, even though any one
period is somewhat arbitrary. The matching of revenue and expenses within each period is a direct
consequence: for example, if a company pays for a two-year insurance policy, under periodicity (and
accrual accounting) it wouldn’t expense it all at once; instead, it would allocate the cost to each of the
accounting periods benefited (monthly or quarterly expense recognition over two years). By clearly
delineating periods, GAAP helps users compare results across consistent time frames.

9. Principle of Materiality (and Full Disclosure): Materiality holds that all important information
should be disclosed, while trivial matters can be disregarded. An item is “material” if its inclusion or
omission would influence the decision of a reasonable user of the financial statements. GAAP requires
that financial reports include all information that is significant to a company’s financial condition
and results, whether on the face of the statements or in the notes
[https://www.forbes.com/advisor/business/generally-accepted-accounting-principles-gaap-guide/]. For
instance, if a company has a contingent liability (like a lawsuit) that could be substantial, GAAP says to
disclose it, because it could impact investor assessments. Conversely, minor transactions can be
aggregated or left out if they wouldn’t affect user decisions – this is the materiality “constraint” that
prevents GAAP from being overzealous and requiring tracking of every penny when not cost-effective.
The full disclosure principle goes hand-in-hand: companies must provide sufficient context in
footnotes or supplementary schedules so that the numbers are not misleading. This includes disclosing
accounting policies followed, subsequent events, details of debt, commitments, etc. Materiality and full
disclosure ensure the financial statements tell the complete story – all meaningful facts, but without
overloading users with insignificant detail.

10. Principle of Utmost Good Faith: Derived from a concept often used in insurance, this principle in
accounting means that all parties involved in financial reporting are assumed to be acting honestly and
in good faith. It underlines the ethical foundation of accounting – for example, when a company
negotiates a loan or sells stock based on its financial statements, it is implicitly assuring investors and
creditors that those statements are truthful and complete to the best of its knowledge
[https://ronainph.com/10-gaap-principles/]. In practice, this principle reminds companies and
accountants to exercise integrity. It discourages manipulative practices and emphasizes that GAAP is
not merely a set of technical rules but also relies on ethical judgment. If everyone acts with utmost good
faith, the application of GAAP should yield reliable financial reporting. Of course, regulators existence
proves trust but verify; nonetheless, this principle sets the expectation of honesty as a cornerstone.

These ten principles provide a high-level guide for all accounting work under GAAP. They are summarized in
the table below:
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GAAP Principle Meaning and Importance

Regularity Strict adherence to GAAP rules and standards at all times – financial reports must follow the established
guidelines without exception. Ensures compliance and comparability [https://ronainph.com/10-gaap-principles/].

Consistency Use the same accounting methods period to period; if changes occur, disclose them. Enables valid comparison
of financial statements across reporting periods [https://www.forbes.com/advisor/business/generally-accepted-
accounting-principles-gaap-guide/].

Sincerity Provide an honest, unbiased representation of the company’s financial situation. Accountants must strive for
accuracy and truth, avoiding any deliberate misstatement or bias [https://ronainph.com/10-gaap-principles/].

Permanence of
Methods

Maintain consistent methodologies (e.g., depreciation methods, inventory valuation) over time. Stabilizes
reporting and aids comparability – changes in methods should be rare and well-justified.

Non-
Compensation

Do not offset assets with liabilities or revenues with expenses. Report information gross to avoid hiding
important details; all aspects of performance (good or bad) should be transparent [https://ronainph.com/10-
gaap-principles/].

Prudence
(Conservatism)

Exercise caution in estimates – record expenses/liabilities as soon as possible, but recognize revenues/gains
only when assured. Prevents over-optimism; ensures assets or income are not overstated (and
liabilities/expenses not understated) [https://ronainph.com/10-gaap-principles/].

Continuity
(Going Concern)

Assume the business will continue operating indefinitely when preparing accounts. Justifies valuing assets at
cost (not liquidation value) and deferring certain expenses; provides a stable basis for accounting unless
liquidation is imminent.

Periodicity Divide business activity into fixed time periods (months, quarters, years) for reporting. Requires that transactions
be assigned to the correct period (via accrual accounting) and ensures regular performance evaluation
[https://ronainph.com/10-gaap-principles/].

Materiality & Full
Disclosure

Disclose all information that is material (influential to users’ decisions) in financial reports, either in the
statements or notes. Trivial items can be omitted for simplicity. This principle ensures users get all key facts (no
significant secrets hidden off the books) [https://www.forbes.com/advisor/business/generally-accepted-
accounting-principles-gaap-guide/].

Utmost Good
Faith

All parties involved are expected to act honestly. Financial statements are prepared with integrity – no deliberate
intent to deceive users. This ethical underpinning supports the proper application of all other principles.

These principles are somewhat abstract, but they manifest in concrete GAAP rules. For example, the Principle
of Consistency and Permanence of Methods mean that if a company changes an accounting policy (say,
switching inventory valuation from FIFO to LIFO), GAAP requires retrospective application and detailed
footnote disclosure of the change and its effects on financial line items. The Principle of Prudence explains
why GAAP has many “lower of cost or market” tests – such as writing down inventory if its market value falls
below cost (and not writing it back up above cost, since unrealized gains are not recognized) – and why
estimates like bad debt allowances or warranty reserves tend to be recorded promptly when issues are
foreseen. The Non-compensation principle means that on the balance sheet, assets and liabilities are
generally reported separately in full – a company with $100 million in debt and $20 million in cash shows both
those numbers, not just a “net $80 million liability,” which helps users see gross obligations and gross
resources. Materiality pervades all of GAAP: a $1,000 expense might be ignored or aggregated on statements
of a Fortune 500 company because it’s immaterial, whereas for a small business that same amount could be
material and must be separately reported or disclosed.
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The Accrual Basis and Matching Principle
Under GAAP, the accrual basis of accounting is a fundamental assumption (technically falling under the
broader periodicity and revenue/expense recognition principles). Accrual accounting means that transactions
and events are recorded in the periods they actually occur, rather than when cash is received or paid. This
approach aligns with how businesses operate: revenues are recognized when earned (not necessarily when
cash comes in) and expenses are recognized when incurred (not necessarily when cash goes out). The
matching principle is tightly related – it dictates that expenses should be recognized in the same period as
the revenues they helped to generate. For example, if a company sells products in December, it should record
the cost of goods sold related to those products in December as well, even if it actually paid for the inventory
earlier. By matching costs with associated revenues, GAAP ensures that each period’s income statement
portrays that period’s performance as accurately as possible.

Accrual accounting and matching often require making estimates and judgments. Consider a company that
owes employees bonuses based on the year’s performance – even if the bonus will be paid out in the following
year, under GAAP it should record a bonus expense and a liability in the current year if that bonus was earned
by employees’ work in the current year. Similarly, if a company provides a service in March but won’t receive
payment until April, GAAP says to record the revenue in March (with an accounts receivable on the balance
sheet until the cash arrives) because that’s when the earnings process was substantially complete. These
practices ensure the periodicity principle is respected and the financial statements reflect economic reality
rather than just cash flows. Notably, accrual accounting contrasts with cash-basis accounting (which is not
GAAP compliant for most entities), illustrating GAAP’s commitment to capturing value creation and obligations
when they occur, not when cash moves.

The Conceptual Framework and Qualitative Characteristics
FASB’s Conceptual Framework (as set out in Statements of Financial Accounting Concepts, or SFACs)
underlies GAAP principles. It isn’t a standard per se, but it guides standard-setters and practitioners. Some key
elements from the conceptual framework include:

Objective of Financial Reporting: To provide information that is useful to present and potential
investors, creditors, and other users in making rational investment, credit, and similar decisions. This
high-level goal drives everything else – GAAP rules are judged by whether they help users assess
prospects for future cash flows, company resources, and claims, etc.

Qualitative Characteristics: The framework outlines the qualities that make financial information
useful. The fundamental qualities are Relevance (the capacity of information to influence a decision –
which includes the idea of materiality) and Faithful Representation (the information accurately reflects
the economic substance – it’s complete, neutral, and free from error as much as possible)
[https://www.fasb.org]. Enhancing qualitative characteristics include Comparability (including
consistency over time), Verifiability (different knowledgeable observers could reach consensus that the
info is a faithful representation), Timeliness (information is available to decision-makers in time to be
useful), and Understandability (information is presented clearly and concisely). GAAP standards are
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developed and evaluated by FASB against these criteria. For example, a new standard that requires
more disclosure might improve relevance and completeness, but if it’s too complex it might harm
understandability, so FASB weighs these factors.

Elements of Financial Statements: The Conceptual Framework defines assets, liabilities, equity,
revenues, expenses, gains, and losses, etc. GAAP rules then provide the criteria for when these
elements should be recognized. For instance, an asset is defined by the framework as a probable future
economic benefit obtained or controlled by the entity as a result of past transactions/events. So GAAP
recognition criteria usually require that something meets that definition and that it can be measured
reliably. This is why, for example, internally generated goodwill (like brand reputation) is not recognized
as an asset – it’s not a result of a discrete past transaction nor can it be objectively measured, whereas
purchased goodwill in an acquisition is recorded because a transaction price exists.

Recognition and Measurement Principles: The framework discusses when items should be
recognized in financial statements (usually when they are measurable and it’s probable that future
economic benefits will flow or outflow) and what measurement attributes to use (historical cost, fair
value, etc.). GAAP historically has favored a mixed-attribute system leaning towards historical cost
for many assets and liabilities (due to reliability and verifiability), but with numerous exceptions (e.g.,
marketable securities at fair value, some assets at lower of cost or market, certain financial instruments
at fair value). The conservatism principle influences recognition too – e.g., loss contingencies are
accrued if probable and estimable, whereas gain contingencies are mostly not recognized until realized.

Constraints: The framework acknowledges practical constraints like Cost-Benefit – the benefit of the
information to users should outweigh the cost to the company of providing it. If a particular disclosure or
measurement is extremely costly and provides minimal incremental benefit, standard-setters might forgo
or simplify it. Materiality is another constraint – trivial matters aren’t mandated by GAAP as noted.
These ensure GAAP doesn’t go to unrealistic lengths; for example, GAAP allows certain shortcuts for
interim reporting or simplifies some calculations if more precision wouldn’t change a user’s decisions.

In sum, the conceptual framework and principles guide the spirit of GAAP. When new transactions arise (like
novel financial instruments or cryptocurrency), accountants refer back to these principles to decide how to
account for them in absence of explicit guidance. For instance, when Bitcoin and other crypto-assets became
significant, prior to any official GAAP standard, accountants reasoned that crypto holdings did not fit neatly as
cash or financial instruments, so they treated them as indefinite-lived intangible assets (using an analogy to
the closest existing GAAP), which meant applying conservatism: write down if impaired, do not write up if value
increases. This approach, while arguably not perfectly reflective, was consistent with GAAP’s framework
before a new rule was made. (As of 2023, FASB has indeed written a new rule to measure certain crypto
assets at fair value, as we’ll discuss later – showing the interplay of GAAP’s adaptability and its conceptual
consistency.)

Finally, the core principles also highlight that GAAP is not just technical – it requires professional judgment
and ethical consideration. The principle of utmost good faith and the emphasis on neutrality and faithful
representation mean accountants must sometimes go beyond literal rule-following if a certain presentation
would mislead. GAAP includes the concept of “substance over form” in many cases – meaning transactions
should be accounted for according to their economic reality, not just their legal form. For example, if a
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company sells an asset but retains most risks and rewards of ownership, GAAP might require that sale not be
recognized as a true sale (maybe treat it as a financing instead) because in substance the company still has
the asset benefits and risks. This is a direct application of faithful representation and prudence.

In conclusion, these core principles – regularity, consistency, sincerity, etc., underpinned by the conceptual
framework – create the foundation upon which all specific GAAP rules rest. They ensure that GAAP financial
statements achieve the goals of transparency, comparability, and reliability that investors and other
stakeholders need. With this grounding in principles, we can now proceed to examine the specific rules and
standards of GAAP as of 2025, knowing the rationale that underlies them.

Major GAAP Rules and Standards in
Practice (2025)
In this section, we delve into the major components of GAAP as it is applied in 2025, focusing on key
standards and rules in areas like revenue, expenses, assets, liabilities, and financial instruments. GAAP has
rules for virtually every area of financial reporting; we will concentrate on those areas that have seen
significant recent updates, are particularly important to financial statements, or that illustrate the differences
between GAAP and other frameworks.

Throughout, it’s important to note the trend of the 2010s and early 2020s: GAAP has undergone substantial
updates in core areas (often as part of convergence efforts with IFRS). Notably, revenue recognition, lease
accounting, and credit loss accounting were overhauled with new standards that took effect in the last few
years. We will examine each of those in detail. We’ll also look at measurement rules for assets like inventory
and fixed assets (and related impairments), accounting for intangibles and goodwill, consolidation policy, and
the increasing role of fair value measurement. Real-world outcomes and case studies will be used to highlight
how these rules affect companies’ reported financials.

Revenue Recognition (ASC 606) – A Unified 5-Step Model
Revenue is arguably the single most important number on the financial statements, and GAAP historically had
myriad industry-specific rules for revenue recognition. In 2014, FASB issued ASU 2014-09, Revenue from
Contracts with Customers (Topic 606), which replaced virtually all previous revenue guidance with a unified
5-step model. This standard became effective for public companies in 2018 and is now firmly part of GAAP in
2025. ASC 606 was a joint project with the IASB (which issued IFRS 15), meaning that GAAP and IFRS now
share essentially the same principle-based approach to revenue recognition
[https://www.firmofthefuture.com/accounting/top-10-differences-between-ifrs-and-gaap-accounting/]. This is a
prime example of successful convergence – it enhanced comparability between GAAP and IFRS, and it
replaced a patchwork of rules with a more consistent framework.

Under ASC 606’s 5-Step Model, companies follow these steps to recognize revenue for contracts with
customers:
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1. Identify the Contract(s) with a Customer: An agreement (written, oral, or implied) that creates
enforceable rights and obligations. GAAP requires that collection of consideration be probable for a
contract to exist under ASC 606.

2. Identify the Performance Obligations in the Contract: A performance obligation is a promise to
transfer a distinct good or service (or bundle of goods/services) to the customer. A single contract may
have multiple distinct performance obligations, which must be accounted for separately (e.g., a software
license plus future upgrades plus customer support are often separate obligations).

3. Determine the Transaction Price: The transaction price is the amount of consideration the company
expects to be entitled to in exchange for transferring the goods or services. This step involves estimating
variable consideration (like bonuses, penalties, royalties), considering the time value of money (if there’s
a significant financing component), and any non-cash consideration or consideration payable back to
the customer.

4. Allocate the Transaction Price to Performance Obligations: If the contract has multiple performance
obligations, the total transaction price is allocated to each one based on the relative standalone selling
prices of each distinct good or service (i.e., basically on their fair value or typical selling price if sold
separately). This allocation determines how much revenue will be recognized for each obligation.

5. Recognize Revenue When (or As) Each Performance Obligation is Satisfied: This is the core
principle – revenue is recognized upon the transfer of control of goods or services to the customer. It
can be recognized over time (if certain criteria are met, indicating the customer receives benefits as the
company performs or the company creates something that has no alternative use and the company has
a right to payment for its performance to date) or at a point in time (often upon delivery or completion).
This is a shift from some old GAAP which focused on risks and rewards – the new standard focuses on
control transfer.

The 5-step model made revenue recognition more uniform across industries. For instance, software
companies under old GAAP had very specialized rules (SOP 97-2) which often delayed revenue if any element
of the arrangement (like post-sale support) wasn’t delivered. Under ASC 606, software companies now identify
support as a separate performance obligation and recognize part of the revenue over time for that support
while recognizing the license portion potentially upfront – but crucially, the criteria for upfront recognition are
now the same principle as any other good: has control of the software transferred to the customer?

Case Example: Consider a technology company selling a software license plus 1 year of tech support for a
combined price of $1,000. Under ASC 606, they might determine that the standalone price of the software
license is $900 and tech support is $300. So the $1,000 contract price is allocated $750 to the license and
$250 to support (based on relative standalone prices). The $750 would be recognized as revenue when the
customer is provided the license (assuming the license is a functional IP that provides immediate benefit), and
the $250 would be recognized over the year as support is provided (perhaps ratably each month). In the past,
GAAP may have required deferring the entire arrangement under some conditions, but ASC 606 allows a more
granular approach.

For many companies, adopting ASC 606 caused some shifts in when revenue is recognized. Some notable
impacts observed:
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Telecommunications and Subscription Services: Companies that bundle equipment (like a “free”
handset) with service contracts had to allocate revenue to the handset (even if advertised as free) and
recognize it upfront, while recognizing less service revenue over the contract than under old GAAP. This
led to earlier revenue recognition for equipment and creation of contract assets on the balance sheet for
the portion of the service fees that effectively pay for that equipment.
Construction and Engineering (Long-term Contracts): Criteria changed slightly for recognizing
revenue over time vs at completion, but many projects still qualified for over-time (percentage-of-
completion) revenue recognition. The method to measure progress could be input or output methods as
appropriate (e.g., cost-to-cost or milestones). The disclosures about remaining performance obligations
became more extensive under 606.
Media and Entertainment: Licensing arrangements for intellectual property got detailed guidance. ASC
606 distinguishes between licenses that provide a right to use IP as it exists at a point in time vs. right to
access IP as it evolves (for example, a franchise license where the franchisor continues activities that
affect the brand may be over time). Some media companies had to change timing on when they
recognize royalty revenue or sales-based royalties (which 606 says are recognized only when
subsequent sales occur).

The new revenue rules also require more disclosures: companies must provide qualitative and quantitative
information about their revenue recognition methods, significant judgments (like estimating variable
consideration), and contract balances (like how much revenue is from performance obligations satisfied in prior
periods, etc.). This increased transparency around revenue has been beneficial for analysts.

An important aspect for GAAP/IFRS alignment: IFRS 15 is virtually identical to ASC 606, so at least in terms of
revenue, an investor can compare a U.S. company and a European company with more confidence that
“revenue” means the same thing (aside from minor differences like some terminology and possibly how
collectibility threshold is interpreted). Indeed, KPMG noted in 2025 that new IFRS standards/changes effective
by mid-2025 include some minor amendments or clarifications to revenue but nothing fundamentally different –
IFRS and GAAP remain converged here [https://assets.kpmg.com/content/dam/kpmg/xx/pdf/2023/06/q2-2025-
IFRS-accounting-standards-update.pdf]. This convergence success confirms what Intuit’s accounting experts
pointed out: the recent GAAP standard for revenue (ASC 606) and the corresponding IFRS standard share a
common principles-based approach [https://www.firmofthefuture.com/accounting/top-10-differences-between-
ifrs-and-gaap-accounting/].

For users of financial statements, the key takeaway is that GAAP in 2025 recognizes revenue based on the
transfer of control and proportionate completion of obligations, not based on when cash is received (accrual
principle) nor strictly on legal title passage or production (except as those inform control transfer). GAAP
disallows “bill-and-hold” revenue (unless strict criteria are met), requires careful treatment of consignment
arrangements (no revenue until sale to end customer typically), and prohibits recognizing revenue on materials
delivered early if they aren’t really giving value to the customer yet (unless control truly transfers).

In summary, ASC 606 epitomizes GAAP’s move toward principle-based, globally aligned standards. It requires
significant judgment (e.g., estimating variable consideration with either an expected value or most likely
amount approach, constrained to amounts that are probable not to be reversed) and robust disclosures, but it
provides a single coherent model for all companies.
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Expense Recognition and the Matching Concept
On the other side of the income statement, expenses under GAAP are recognized according to the matching
principle and the definitions of period costs vs product costs. While revenue drives the top line, expense
recognition often involves more estimates and assumptions (like depreciation, amortization, warranty reserves,
etc.). GAAP requires that expenses be recognized in the period in which they consume economic
benefits or in which the related revenue is recognized.

Some key GAAP rules for expenses include:

Cost of Goods Sold (COGS): For companies selling products, COGS is recognized in the same period
as the revenue from selling those products. This requires determining the cost of inventory sold via a
cost flow assumption (FIFO, LIFO, or average cost under GAAP). If inventory costs have changed over
time, the choice of cost flow can affect the expense recognized. GAAP uniquely allows LIFO (Last-In,
First-Out) method, which during times of rising prices results in higher COGS (since the newest,
higher-cost inventory is considered sold first) and thus lower taxable income. IFRS does not allow LIFO
at all [https://www.investopedia.com/terms/g/gaap.asp]. The persistence of LIFO in GAAP is interesting
– it’s a permissible method but has tax motivations (U.S. tax law requires LIFO conformity between book
and tax). As of 2025, LIFO remains used by some U.S. companies (particularly in industries like
petroleum or chemicals where inventory costs can fluctuate significantly) because it can yield tax
deferral benefits. However, on the flip side, using LIFO can cause book inventory values on the balance
sheet to be very outdated (old low costs) and can complicate comparisons with IFRS-based financials.
Efforts to converge GAAP and IFRS considered eliminating LIFO, but the U.S. decided to retain it for
now, partly due to lobbying and tax implications. As a result, one key GAAP vs IFRS difference is in
inventory expense: GAAP companies may report lower profits in inflationary times due to LIFO, whereas
IFRS companies cannot use LIFO. An analysis by Intuit’s Firm of the Future team explained that LIFO
can artificially lower net income (and thus taxes) and doesn’t reflect actual physical flow for many
companies – hence IFRS bans it [https://www.firmofthefuture.com/accounting/top-10-differences-
between-ifrs-and-gaap-accounting/]. The impact can be large: one report noted using LIFO vs FIFO in
periods of rising prices can impact reported profits by up to 25%
[https://www.highradius.com/finsider/gaap-vs-ifrs/] in extreme cases, illustrating how significant this
GAAP feature can be.

Period Costs vs. Product Costs: GAAP distinguishes between costs that can be directly tied to
revenue (product costs, like inventory cost, which go into COGS) and period costs (which are expensed
in the period incurred, as they are more time-based). For example, selling, general, and
administrative (SG&A) costs like office rent, executive salaries, or marketing are expensed as incurred
because they generally don’t link to specific revenue transactions directly. Some costs have to be
allocated systematically (like depreciation of a building is spread over its useful life because the building
helps generate revenue over many periods).

Depreciation and Amortization: Tangible fixed assets are expensed over their useful lives via
depreciation under GAAP (unless they are inventory which goes through COGS). Companies choose a
depreciation method (straight-line, declining balance, units of production, etc.) based on what best
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reflects asset’s usage. Straight-line is most common (even if not always best matching actual usage, it’s
simple and often acceptable as approximating benefit over time). GAAP also requires reviews for
impairment (see later section) if the asset’s value is believed to be less than its carrying amount.
Amortization is similar but for intangible assets with finite lives (like a patent might be amortized over its
legal or useful life). Notably, goodwill acquired in business combinations is not amortized under current
GAAP (since 2001), but instead tested for impairment annually or when triggered. IFRS also doesn’t
amortize goodwill, so in this respect GAAP and IFRS align, though this was an area of past difference
(older GAAP did amortize goodwill decades ago, and interestingly there are discussions even recently
about possibly reintroducing goodwill amortization to simplify things – but no change has been enacted
as of 2025). As for depreciation differences: GAAP allows but does not require component
depreciation (depreciating significant parts of an asset separately). IFRS, by contrast, requires
component depreciation if components have significantly different patterns. In practice, many U.S.
companies still just depreciate whole assets as one unit unless parts are very costly (like an airplane
engine vs frame). This can cause slight differences in expense recognition (with IFRS often resulting in
somewhat more accurate but complex allocations). An analysis of large IFRS filers found that some
used component depreciation which in GAAP is rare – for example, one IFRS-reporting company
disclosed using component depreciation on assets, which is allowed but not typical under GAAP,
meaning a GAAP peer might show a single depreciation number whereas the IFRS could have nuanced
schedules [https://www.cpajournal.com/2024/04/15/the-lingering-differences-between-ifrs-and-gaap/].

R&D and Development Costs: Under GAAP, Research and Development (R&D) costs are generally
expensed as incurred. The idea (stemming from conservatism and difficulty of reliably measuring future
benefits) is that these costs do not guarantee future economic benefits and thus don’t qualify as assets
in most cases. The one major exception in GAAP is software development costs: for software to be
sold, GAAP requires expensing R&D until “technological feasibility” is established (i.e., a working model
or detailed design is done), after which subsequent development costs can be capitalized until product
release. For software developed for internal use, GAAP allows capitalization of costs once the project is
in the application development stage (after preliminary project stage). These are nuanced rules in ASC
985-20 (software to be sold) and ASC 350-40 (internal-use software). IFRS, however, takes a different
approach for R&D at large: it requires capitalization of development costs (not research) once certain
criteria are met (technical feasibility, intention and ability to use or sell, probable future benefit, etc.). This
is a major GAAP vs IFRS difference: IFRS companies often report significant assets from development
costs, whereas GAAP companies (except software as noted) usually do not – they expense R&D
entirely. The impact can be material for tech and pharma companies. Case in point: A study of the
largest foreign IFRS filers in the U.S. found that 7 of 8 companies capitalized qualifying
development costs (because IFRS requires it if criteria met), creating sizable intangible assets on
their balance sheets, whereas under GAAP those likely would have been expensed. For example,
Honda Motor (reporting under IFRS) disclosed a development costs intangible asset of ¥1.108
trillion, equating to 11.8% of equity at year-end 2021 [https://www.cpajournal.com/2024/04/15/the-
lingering-differences-between-ifrs-and-gaap/]. Under U.S. GAAP, most of that amount (except perhaps
software) would have been expensed and never appeared as an asset, meaning Honda’s GAAP-based
equity would be lower by that amount. Similarly, Toyota under IFRS added ¥611.6 billion of development
cost assets on its books that would “likely [be] expensed under GAAP” according to the CPA Journal
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analysis [https://www.cpajournal.com/2024/04/15/the-lingering-differences-between-ifrs-and-gaap/]. This
exemplifies how GAAP’s prudence (expense R&D) vs IFRS’s accrual approach (capitalize certain
development costs) can lead to significant differences in both the income statement and balance sheet.
GAAP’s stance is that the uncertainties in tech development, or drug research outcomes, etc., make
R&D costs too unreliable to capitalize (except in the clearly delineated software rules). However, this
means GAAP-reporting companies might under-report assets relative to IFRS peers if they engage in
heavy development activities that IFRS would record as intangible assets. For investors, GAAP
financials could show lower profits during heavy R&D periods, but potentially less asset value on the
balance sheet compared to IFRS where some of those costs are deferred as assets (with future
amortization).

Employee Benefits and Compensation: GAAP requires accrual of expenses like pension costs,
postretirement benefits, and stock compensation in the periods employees earn those benefits. For
pensions and other postretirement benefits, GAAP uses the projected benefit obligation (PBO) concept
and has rules (ASC 715) on how to spread costs (service cost, interest cost, expected return on plan
assets, amortization of actuarial gains/losses, etc.). Many complexities exist, but the key principle is to
match benefit costs to employee service periods. For stock-based compensation (ASC 718), GAAP
requires recognizing compensation expense for stock options and other equity awards based on fair
value at grant date (e.g., via models like Black-Scholes), typically over the vesting period of the awards
(the period the employee must work to earn the award). These rules ensure that compensation is
reflected in the periods employees provide service, rather than when the company actually pays cash
(which might be later, or in the case of options, never cash but dilution).

Warranties, Returns, and Provisions: If a company offers warranties on products, GAAP requires
estimating the cost of those warranties and recording a warranty expense and a liability (or contra-
revenue for sales returns) at the time of sale. This again is the matching concept – the warranty
obligation arises from the sale, so even if claims come later, you recognize the expected cost now.
Similarly, if a retailer expects some percentage of products sold will be returned, GAAP has you
estimate future returns and adjust revenue and inventory (and recognize a refund liability) in the period
of sale rather than later when returns actually happen.

Impairment and Unusual Charges: Sometimes expenses are recorded because assets lose value or
become impaired. GAAP has specific tests: long-lived assets held for use are tested for impairment
when indicators exist – first a recoverability test (undiscounted cash flows vs carrying amount) and if not
recoverable, then an impairment loss is measured as carrying amount over fair value. Goodwill must be
tested at least annually; if the fair value of a reporting unit (or goodwill itself under the optional qualitative
and simplified quantitative methods) is less than its carrying amount, an impairment is recognized. We
will detail differences in impairment rules under GAAP vs IFRS later, but a note here: GAAP prohibits
reversals of impairment losses for assets other than certain inventory or held-for-sale assets. IFRS,
conversely, allows reversal of impairment (except for goodwill) if the asset’s value recovers. Therefore,
GAAP tends to lock in impairment charges permanently. That is a conservative bias and it means future
periods cannot boost earnings by undoing past write-downs (unless in some specific inventory cases
where an inventory was written down to market and then sold for more, but GAAP says you just
recognize a higher profit at sale – you don’t reverse the earlier write-down through inventory). IFRS
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would have you reverse, for example, a write-down on a piece of equipment if market conditions
improved significantly and its value went back up – up to the original carrying amount. GAAP’s one-
directional impairment may lead to some differences in expense timing: under IFRS, some companies
might show lower depreciation in later years because an impairment was reversed (value raised) while
GAAP would continue with the lower basis depreciation after an impairment.

One should also mention Non-GAAP metrics here, since many companies present adjusted earnings or
EBITDA which remove certain expenses (like stock compensation, restructuring charges, etc.). GAAP itself
doesn’t forbid providing non-GAAP measures, but the SEC heavily regulates it – requiring that whenever a
non-GAAP measure is disclosed (like “Adjusted EBITDA” or “Core earnings”), the company must also present
the GAAP measure with equal prominence and clearly reconcile the two [https://www.sec.gov/rules/final/33-
8176.htm]. The prevalence of non-GAAP adjustments (which often add back GAAP expenses that are deemed
non-recurring or non-cash) has grown, and many investors look at these adjusted figures. However, there is
concern that such measures can obscure the real GAAP expenses. In 2024, Thomson Reuters reported that
FASB put out an Invitation to Comment on whether and how to standardize some key performance
indicators (KPIs) that companies use outside GAAP [https://tax.thomsonreuters.com/news/fasb-seeks-input-
on-standardizing-non-gaap-financial-measures/]. This move indicates FASB is aware of the “confusing array of
non-GAAP financial measures” companies present and the lack of consistency among them. Investors have
found non-GAAP results difficult to compare across firms, since one company’s “Adjusted Earnings” might
exclude stock comp and amortization, while another’s might not, etc.
[https://tax.thomsonreuters.com/news/fasb-seeks-input-on-standardizing-non-gaap-financial-measures/]. By
possibly creating some guidelines or definitions for commonly used metrics (like EBITDA or operating income
excluding certain items), FASB might bring more uniformity. This is a developing area – but it underscores that
GAAP’s expense recognition (which includes all these items like stock comp and amortization) is sometimes
considered overly stringent by managements who feel those items obscure “core” performance. The
counterargument by standard-setters and many investors is that every expense is real (even stock comp,
which dilutes shareholders, or amortization of intangibles, which reflect real past outflows for acquisitions) and
excluding them can paint too rosy a picture. Indeed, an underlying suspicion exists that companies use non-
GAAP measures opportunistically to “make their results look best, without the drag of impairment and [other
expenses]” that GAAP requires to be recognized [https://publications.aaahq.org/accounting-
horizons/article/36/2/1/2514/Can-the-FASB-Regain-Its-Mojo]. This tension between GAAP completeness vs.
managerial adjustment leads to heavy SEC scrutiny. For now, GAAP remains the common ground that all
companies must report, ensuring expenses – however unpleasant – are recorded and disclosed.

In summary, GAAP’s approach to expense recognition is governed by accrual accounting, matching, and
conservatism. Expenses are recognized when incurred (not necessarily when paid), and they are matched to
relevant revenues when applicable (COGS with sales, warranty with product sold, etc.). GAAP generally errs
on the side of earlier recognition of losses or expenses when uncertainty exists (e.g., recording expected
litigation losses if likely, but not gains). This provides a prudent view of performance. While IFRS shares many
similar concepts, differences like R&D capitalization and impairment reversal cause some divergence in
reported expenses. It’s notable that academic and professional analysis have indicated such differences can
be significant: For example, differences in IFRS vs GAAP lease accounting prior to new standards caused
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differences in interest vs rent expense splitting; differences in R&D can affect operating margin comparisons.
With the new convergence efforts (ASC 606 and ASC 842 which we’ll discuss next), many prior expense
recognition differences have been minimized, but not all (LIFO and R&D remain big ones).

Having covered revenue and expense fundamentals, let’s move to some specific areas that have seen recent
major changes or are especially significant on the balance sheet and related expense pattern: Lease
Accounting, Financial Instruments and Credit Losses, and Asset Valuation & Impairment (including
Inventory and PPE).

Lease Accounting (ASC 842) – Bringing Liabilities On-Balance
Sheet
Lease accounting under GAAP went through a momentous change with the issuance of ASC 842, Leases,
which became effective for public companies in 2019. Prior GAAP (ASC 840, based on SFAS 13 from 1976
with tweaks) allowed many leases to be classified as operating leases, which meant no asset or liability was
recorded for the lease (only footnote disclosures and rent expense on the income statement). This off-balance-
sheet financing was seen as a major gap – by some estimates, trillions of dollars of lease obligations (for
things like retail store leases, airplanes, equipment, etc.) were not reflected on corporate balance sheets,
despite representing real commitments.

ASC 842, converged in large part with IFRS 16 (the IFRS lease standard effective 2019), addresses this by
requiring that almost all leases now appear on the balance sheet of lessees. The new standard achieves
this by creating a new asset (“Right-of-Use” asset) and a lease liability for the present value of future lease
payments, recorded at lease commencement.

Key points of ASC 842 for lessees:

Lessees must recognize a Right-of-Use (ROU) Asset and a Lease Liability at the present value of
lease payments for all leases with term > 12 months, regardless of classification.
There is a recognition exemption for short-term leases (12 months or less) – these can still be kept off
balance sheet if the company elects and if no purchase option that is likely to be exercised exists.
GAAP retained a dual classification: Finance leases (similar to old capital leases) and Operating
leases, but both types now result in a balance sheet asset and liability. The classification mainly affects
the pattern of expense recognition:

Finance leases (if the lease effectively transfers control of the underlying asset: criteria include
things like transfer of ownership, bargain purchase option, lease term is major part of asset life,
PV of payments is substantially all of asset value, or asset is so specialized only the lessee can
use it without major mods) result in the lessee recognizing interest expense on the liability and
amortization expense on the ROU asset separately. This yields a front-loaded expense pattern
(because interest is higher earlier in the lease).
Operating leases (leases that don’t meet finance criteria but are longer than short-term) result in a
single lease expense (presented as operating expense) that is typically straight-line over the
lease term. On the balance sheet, the liability still unwinds via an interest method and the asset

Houseblend

NetSuite consulting · ERP integration · Finance & operations Page 26 of 54



amortizes, but the accounting is calibrated so that the total expense each period is equal (the
interest and amortization are combined as a single lease cost). Thus expense recognition remains
straight-line like old operating leases, but the balance sheet now shows the obligation and asset.

One might ask why keep two categories? IFRS 16 actually took a simplify route: it requires all leases to be
accounted like finance leases (with interest and amortization separately). GAAP’s decision to keep operating
lease classification with a single expense was partly to preserve companies’ income statement patterns and
certain key metrics (like EBITDA – under GAAP’s operating lease approach, lease cost is part of operating
expense and EBITDA, whereas under IFRS, all lease costs, except the depreciation portion which affects
EBITDA differently, etc.). Many U.S. companies preferred the single expense for certain leases to avoid hitting
interest expense and to keep the expense pattern flat.

Impact of ASC 842: The effect on balance sheets was enormous for companies with significant leasing
(retailers, airlines, restaurants, etc.). A study by LeaseQuery (as cited in a Financial Executives article) of over
400 companies’ adoption effects found lease liabilities increased by an average of 1,475% after the new
standard – essentially, where previously those were near zero (only capital leases), now they recognized large
liabilities [https://finquery.com/blog/lease-accounting-changes-effect-on-balance-sheet-liabilities/]. In other
words, balance sheet debt (broadly defined to include lease obligations) exploded overnight. Another way of
reporting it: the Lease Liabilities Index looked at six key industries and found an average balance sheet lease
liability increase of ~16 times under ASC 842 [https://finquery.com/blog/lease-accounting-changes-effect-on-
balance-sheet-liabilities/]. This demonstrates just how much off-balance-sheet financing had been prevalent.

For example, many big retail chains that had all store leases off balance sheet had to bring tens of billions of
dollars of lease liabilities onto their books. Case: Before ASC 842, Walgreen Co. (pharmacy chain) reported no
lease liabilities on balance sheet but had disclosed operating lease obligations of say $30+ billion in footnotes.
After ASC 842, Walgreen’s balance sheet would show around $30B of lease liabilities and corresponding ROU
assets (slightly adjusted for prepaid/accrued rent). This didn’t change Walgreen’s income dramatically (rent
expense is replaced by lease expense that is similar under operating lease accounting) but it did change key
metrics like leverage ratios, asset turnover, etc., and it gave a more transparent picture of commitments.

From an investor perspective, ASC 842 increased transparency and comparability. Even though analysts
often adjusted for operating leases previously (by capitalizing them at a multiple of rent), the standardized
balance sheet presentation of leases improved consistency. It’s now harder for companies to hide substantial
liabilities off balance sheet, which was exactly the intention – an investor looking at two competitors will now
see both carrying lease obligations on balance sheet, rather than having to dig through footnotes to find if one
has more off-balance sheet commitments.

Subtle Differences GAAP vs IFRS in leases: While ASC 842 and IFRS 16 were jointly developed, IFRS 16
took a simpler approach: all leases go on balance sheet and all are treated like finance leases (interest +
depreciation). GAAP’s retention of operating lease classification means that under GAAP, a company can have
an “operating lease ROU asset” and “operating lease liability” and show a single operating lease cost. Under
IFRS, that same lease would just be a lease liability/asset and show depreciation and interest separately
(which usually results in higher expense in early years of a lease and lower later, as interest declines). So one
difference is the income statement pattern and classification: IFRS 16 improves EBITDA for companies
relative to GAAP for former operating leases, because under IFRS those leases’ costs are split to depreciation
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and interest (interest is usually not part of operating profit or EBITDA, and depreciation is often below
operating profit), whereas GAAP keeps the entire lease cost as an operating expense for operating leases.
This means a company with big operating leases might have higher reported operating income under IFRS
than GAAP in earlier years of a lease, purely due to classification. Also, IFRS provides an exemption for
low-value assets leases (like laptops, small items), whereas GAAP doesn’t explicitly have a low-value
exemption (the only exemption is short-term). GAAP preparers still have the option to not capitalize very low-
dollar leases if clearly immaterial (materiality concept), but IFRS carved out a convenient practical expedient.

The differences, however, do not affect the balance sheet much – both GAAP and IFRS will show the liability.
One difference, IFRS computes a single lease liability; GAAP separate by class (but that’s minor presentation).
Another, the amount of ROU asset under GAAP for operating leases is slightly different: GAAP starts the ROU
asset as equal to liability then adjusts for any prepaid/accrued rent or lease incentives. IFRS ROU asset =
liability at start typically. Small variance.

Lessors accounting under ASC 842 remained similar to old GAAP (with operating leases, direct financing,
and sales-type categories), and aligned largely with IFRS (except some classification differences for direct
financing criteria). Lessor side was less controversial as there were already assets and such on books.

Importantly, bringing leases onto balance sheet increased reported debt and for some companies
triggered concern about loan covenants or credit ratings. Many debt covenants (like debt-to-EBITDA) had to
be examined – some were written to exclude operating lease liabilities or GAAP changes. There was a period
where companies engaged with lenders to clarify how new lease liabilities would be treated. Since the whole
market adopted this, credit analysts adjusted their benchmarks.

A real-world note: CFOs and controllers had to implement new systems to track leases and perform the
calcs. It was a heavy compliance effort. Surveys around adoption found many public companies struggled but
managed by 2019, whereas private companies got extensions (private companies only had to adopt by 2020
or even 2021 after deferrals). Indeed, compliance for private companies was deferred to 2022 due to COVID
etc. So as of 2025, essentially all companies (public and private) are on the new lease standard now.

From a case study perspective: A research piece in the Review of Accounting Studies last year studied
whether the new lease standards (ASC 842 and IFRS 16) improved comparability between US GAAP and
IFRS firms and found that for high-lease firms, the comparability of leverage metrics increased post-adoption
(since both now have capitalized leases) [https://link.springer.com/article/10.1007/s11142-022-09657-8]. This
suggests that one of the intended benefits—making financial statements more comparable internationally—
was realized in part.

One IFRS vs GAAP nuance was that IFRS implemented the change as of 2019 in most jurisdictions at once,
while the U.S. allowed a couple more years for private companies. But by now it’s aligned.

In summary, lease accounting in 2025 GAAP recognizes ROU assets and liabilities for virtually all leases,
eliminating a major off-balance sheet item. GAAP and IFRS models differ slightly in P&L presentation, but both
reflect the economic reality of lease obligations. A key lesson from this change: GAAP is willing to undertake
large reforms (after years of debate) to enhance transparency. The result is that investors can see a more
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complete picture of a company’s capital commitments. For example, airlines now show those huge aircraft
lease obligations on the face of financials, not just hidden in notes. Retail and restaurant chains display their
massive store lease portfolios clearly as long-term liabilities.

Quantitatively, if one looks at the S&P 500 as a whole, the implementation of ASC 842 put an estimated $2-3
trillion of liabilities onto the balance sheets of listed companies that were previously off-sheet. This
significantly changed aggregate leverage ratios. However, because rating agencies already considered lease
commitments by adjusting numbers themselves, there was not a sudden rash of rating downgrades solely due
to this accounting change – it mostly caught up accounting to economic reality.

To illustrate the impact, footnote: Nike Inc. pre-2019 had perhaps $3.5 billion of operating lease obligations off
balance sheet. Under ASC 842, Nike added roughly $3 billion of lease liabilities onto its balance sheet upon
adoption. However, Nike’s credit rating or stock wasn’t drastically affected – sophisticated users anticipated it.
It’s the increased clarity for all users that’s the win.

After covering leases, another major realm of GAAP is financial instruments, which includes investments,
debt, derivatives, and the highly significant topic of credit losses (where GAAP diverged a bit from IFRS with
CECL). Let’s explore that.

Financial Instruments and Credit Losses (ASC 326 and ASC
320/321)
Financial instruments include a wide array: corporate loans, bonds, trade receivables, payables, equity
investments, derivatives, etc. GAAP has numerous standards addressing these (some legacy, some updated).
Two of the biggest developments in the late 2010s were (1) the new credit loss model (CECL) for loans and
receivables, and (2) changes to classification and measurement of equity investments.

Credit Losses – CECL Model (ASC 326):
In response to the 2008 financial crisis, where it was argued that banks recognized loan losses “too late”
(using the old incurred loss model), both IFRS and GAAP moved to expected credit loss approaches.
GAAP’s version is called Current Expected Credit Losses (CECL), codified in ASC 326, which became
effective for public companies (especially large SEC filers) in 2020 and for many others in 2021 (some smaller
institutions got until 2023). CECL requires entities to estimate and recognize lifetime expected credit
losses on financial assets carried at amortized cost at the time of origination or purchase. This is a
fundamental shift: under prior GAAP (ASC 310, 450, etc.), you generally recorded losses on loans when it was
“probable” that a loss had been incurred (incurred loss model). Now, on Day 1 of a loan, GAAP says record an
allowance for any losses expected over the life of the loan, no matter how distant, based on historical
experience, current conditions, and reasonable forecasts.

So for example, a bank making a 5-year loan would set aside upfront an allowance based on, say, expected
default rates and loss given default over 5 years, even if no signs of default exist yet. Then subsequently this
allowance is updated (increase or release) as expectations change. The effect is to accelerate loss
recognition and theoretically make banks more resilient (recognizing bad news early). There’s no threshold of
“significant deterioration” as IFRS uses (see below); it’s simply recognize full expected lifetime loss from day 1.
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IFRS 9 vs GAAP CECL: IFRS introduced a forward-looking approach too, but their model has a 3-stage
process: initially, when a financial asset is originated, you record an allowance for 12-month expected losses
(Stage 1). If the asset’s credit risk significantly increases, you then record full lifetime expected losses (Stage
2). If it becomes impaired (credit event), still lifetime but interest income is on net basis (Stage 3). GAAP
decided against the 2-step (12-month vs lifetime) approach and went straight to lifetime expected losses for all
in-scope assets. So the difference is:

GAAP (CECL) is more conservative by booking full lifetime losses even when credit risk hasn’t
increased. For a large portfolio of loans, this typically results in a larger allowance up front compared to
IFRS’s initial allowances.
IFRS’s method might delay some recognition until credit risk increases; GAAP says essentially any
possible loss must be reserved immediately.

An example effect: At initial adoption, U.S. banks generally increased their allowance for credit losses
significantly (for some it was 20-50% higher allowances or more, depending on portfolio, because they moved
from incurred losses to expected losses). IFRS banks in EU had already taken a one-time increase when IFRS
9 started in 2018, but their increase was moderated by the 12-month concept. Some academic research
suggests GAAP CECL could lead to more volatility in earnings because it’s highly sensitive to economic
forecasts (if, say, recession is expected, CECL requires a big jump in reserves across all loans at once, even
those currently performing; IFRS would also increase allowances when risk increases but had slightly different
threshold triggers). A specific difference, for instance, is on day 1 of a new loan: GAAP immediately hits
earnings with the full expected loss over X years; IFRS only 12 months worth (which is smaller). Over time as
credit worsens, IFRS catches up (and could even surpass if credit significantly deteriorates, IFRS goes to
lifetime too).

From a “multiple perspectives” angle: Banks initially resisted CECL claiming it might reduce lending (due to
upfront hit) and add complexity. Investors had mixed views – some said it’s good to be proactive, others
worried it could overshoot during downturns (requiring big provisions that might later not all be needed).
Notably, during the COVID-19 pandemic in 2020, banks under CECL had to provision heavily expecting
economic woes; some of those worst outcomes didn’t materialize fully, so later some reserves were released,
leading to swings in earnings. IFRS banks were doing similar although IFRS also required lots of stage
migrations. The CFA Institute survey indicated many investors prefer consistency and global comparability,
not wanting overly optimistic or overly pessimistic allowances [https://www.highradius.com/finsider/gaap-vs-
ifrs/].

CECL doesn’t only apply to banks – any company with trade receivables or held-to-maturity debt investments
now uses an expected loss model. For tradable securities, not as big because many are at fair value anyway.
But for held-to-maturity bonds or net investment in leases or loan receivables – all use CECL.

Equity Investments (ASC 321): Another change: GAAP historically categorized investments in securities as
trading, available-for-sale (AFS), or held-to-maturity for debt (under ASC 320), and equity investments
<20% ownership were often AFS (with unrealized gains in OCI) unless trading. In 2016, FASB updated this:
Now all equity investments (except those that result in consolidation or equity method) are measured at fair
value through net income. They eliminated the AFS category for equities. So any holding in another
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company’s stock must be marked to market with unrealized gains/losses in P&L (no OCI option for equities
under GAAP, whereas IFRS has an option to mark some equity investments through OCI without recycling).
This change means GAAP income can be more volatile for companies holding minority stakes. For example, if
a company holds some shares of another company as investment, fluctuations in that stock price each quarter
will hit the income statement now. IFRS 9 allows an entity to elect certain strategic equity investments’ gains to
OCI (never to profit and loss) to avoid volatility, but GAAP doesn’t allow that. GAAP’s rationale was simplicity
and comparability – no more accumulated OCI from equity investments languishing on balance sheet;
everything reflects current value in earnings. But it means, say, a tech company that has venture investments
in startups will see those valuations affecting earnings quarter to quarter (if those are publicly traded, or if not,
use a practicable expedient or mark at observable price changes etc.). Indeed, companies like Google
(Alphabet) noted the increased volatility in their net income due to marking their equity investments (like their
stakes in other tech companies) to market – causing swings of billions in net income that are unrealized
[https://www.sec.gov/Archives/edgar/data/1652044/000165204420000008/goog10-k2019.htm]. Many of these
companies encourage looking at non-GAAP measures excluding those swings, illustrating tension between
GAAP (which shows them) and managers (who say not core).

Debt Investments: GAAP retains the trading / AFS / held-to-maturity classification for debt securities. A
trading debt security’s fair value changes hit income; AFS debt securities’ fair value changes go to OCI (except
expected credit losses which since 2020 are recorded via allowance through income per another update).
IFRS 9’s approach classifies debt assets based on business model and cash flow characteristics into
amortized cost, fair value through OCI, or fair value through income – somewhat similar outcomes, but IFRS’s
tests differ. Notably IFRS doesn’t have the concept of “tainting” held-to-maturity by selling – IFRS just says if
business model is to collect, amortized cost; if to collect and sell, FVOCI; if trading or non-SPPI cash flows,
FVTPL. GAAP’s approach is more rule-driven but generally yields similar classifications in practice.

Derivatives and Hedging (ASC 815): GAAP has extensive rules on derivative accounting – mark all
derivatives to fair value on balance sheet with P&L impact unless special hedge accounting is used. Hedge
accounting can defer or reclassify gains/losses to OCI for cash flow hedges, or to basis for fair value hedges,
under strict criteria. IFRS is broadly similar, though IFRS 9 made hedge accounting a bit more principles-based
and flexible (but IFRS also allows companies to continue IAS 39 hedging, ironically). GAAP in 2017 eased
some hedge acctg rules to better align with risk management (ASU 2017-12), e.g., allowing more components
of risk to be hedged. The fundamental remains: both GAAP and IFRS aim to only allow special hedge
accounting if documentation and effectiveness tests are met.

Financial Liabilities: GAAP mostly carries liabilities at amortized cost unless the fair value option is elected or
if they are derivatives. IFRS similar. Minor differences exist e.g. IFRS when own credit risk changes for
liabilities measured at fair value, IFRS puts own credit changes in OCI, GAAP’s fair value option puts it in
earnings (but GAAP now allows an OCI presentation election for own credit as well, so basically converged
now on that piece).

Convergence in Financial Instruments: The initial goal was to fully converge classification and
measurement and impairment. We ended with both adopting expected loss but not identical, and classification
somewhat aligned but not identical. Still, global banks have to navigate two sets when consolidating IFRS
subsidiaries into GAAP parents or vice versa. PricewaterhouseCoopers commented that "given the many
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ongoing differences [in IFRS vs GAAP], preparers and users must be financially bilingual" to understand both
frameworks’ impacts [https://www.cpajournal.com/2024/04/15/the-lingering-differences-between-ifrs-and-
gaap/]. That is certainly true in the financial instrument space.

One interesting regulatory note: As CECL came into effect, U.S. bank regulators allowed a phase-in of the day-
one capital hit. IFRS jurisdictions similarly allowed transitional arrangements. So even though GAAP is more
conservative up front, in long run both IFRS and GAAP aim to reflect full expected losses – IFRS just delays
part until credit worsens.

Case Study Example – IFRS vs GAAP credit loss impact: Suppose a portfolio of loans historically has 2%
lifetime losses. Under GAAP, at origination, 2% of principal is reserved (hit to earnings). Under IFRS, initially
maybe 0.5% (12-month equivalent) is reserved; only if credit risk significantly increases do they bump to full
~2%. If credit quality remains stable, IFRS will always hold less reserve than GAAP for those performing loans.
If a downturn starts, IFRS might suddenly jump allowances when risk triggers to Stage 2. GAAP would have
built up more from day one, so ironically in a downturn, IFRS might see a sharper hit (moving loans to lifetime
loss all at once) whereas GAAP had already taken some upfront. So the patterns differ – GAAP is front-loaded,
IFRS is somewhat wait-and-see then catch-up. Investors thus need to be cautious comparing coverage ratios
or earnings of banks across GAAP vs IFRS because of this difference. A footnote from CPA Journal
[https://www.cpajournal.com/2024/04/15/the-lingering-differences-between-ifrs-and-gaap/] mentions
PricewaterhouseCoopers highlighting these differences in their guide, urging financial statement users to be
familiar with both.

Crypto Assets: Mention here as emerging instrument: Historically GAAP had no specific standard. As touched
earlier, companies holding crypto (like Bitcoin) were treating them as indefinite-lived intangibles – meaning
they would impair if value went below cost, but not mark up if it rose. This led to asymmetry – only losses
recognized, gains only upon sale. In 2023, FASB addressed this by approving a new ASU for crypto assets
(expected to be codified around ASC 350 or new topic) requiring that certain crypto assets be measured at fair
value with changes through net income [https://www.axios.com/2023/09/11/fasb-writes-accounting-rules-
for-crypto]. So soon GAAP will treat things like Bitcoin akin to a marketable security – both unrealized gains
and losses recognized. The new rule was driven by the fact that crypto like Bitcoin is held by some companies
(e.g., MicroStrategy, Tesla) not as long-term intangibles but as treasury or investment assets, and the prior
intangible treatment led to misleading results (only impairments no recoveries in books). The Axios article
noted that previously companies could only recognize losses not gains on crypto; with the new rules, they
must recognize both up and down swings immediately, removing what was a “financial drag” on those balance
sheets [https://www.axios.com/2023/09/11/fasb-writes-accounting-rules-for-crypto]. This rule (finalized late
2023) will be effective in 2025, marking GAAP’s adaptability to new asset types. IFRS hasn’t yet implemented
a specific crypto standard; many IFRS reporters also use intangible asset or inventory guidance. So GAAP
might actually leap ahead in clarity here. Once effective, companies like MicroStrategy (which holds thousands
of Bitcoin) will show volatility in earnings each quarter as Bitcoin’s price moves (both up and down), whereas
prior GAAP they only took impairment charges when bitcoin fell below purchase price and no gains until sale.
The Reuters piece [https://www.reuters.com/technology/wall-street-regulator-revokes-accounting-guidance-
crypto-assets-2025-01-24/] about regulators rescinding crypto custody guidance also touches that regulators
adapt—though that was about safeguarding clients’ crypto at custodians, not GAAP mainstream.
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All considered, GAAP in 2025 for financial instruments is quite comprehensive: fair value through earnings
for equity investments, amortized cost with allowances for debt held to collect, OCI option for some
debt, derivative fair value in income, hedge accounting for risk management, and expected credit
losses upfront. IFRS is largely similar with slight variations in classification tests and the 3-stage vs single-
stage credit loss.

These rules ensure that financial assets’ values and risks are reflected promptly. The days of hiding troubled
loans until they default are over (though one could argue whether CECL overshoots by forcing recognition of
losses that might never occur – that debate continues). From investors’ perspective, one downside is potential
increased earnings volatility (both IFRS 9 and CECL cause earnings to swing with economic outlook
changes; equity investments now swing with market prices in GAAP). Some investors appreciate the
transparency, others worry it obscures operating results with noise.

Hence, many companies present non-GAAP earnings that exclude, for instance, market value changes on
strategic equity investments (like Alphabet does) or some banks may highlight “pre-provision earnings”
excluding the credit loss provision to show core performance separate from assumptions about future credit.

Finally, let’s consider asset valuation and impairment in general – tying together inventory, PP&E,
intangibles, etc., some of which we’ve touched in passing.

Asset Valuation and Impairment
Inventory: GAAP (ASC 330) requires inventory recorded at lower of cost or net realizable value (NRV) for
FIFO or average cost inventories. For inventories using LIFO or retail method, GAAP uses lower of cost or
market, where market is defined as current replacement cost constrained between NRV ceiling and NRV
minus normal profit floor. Historically GAAP’s “market” concept sometimes allowed a write-down not all the way
to NRV if replacement cost was higher; IFRS always simply used NRV. In 2015, the FASB simplified GAAP to
align with IFRS for inventories measured other than LIFO/retail: they moved to lower of cost or NRV
[https://www.fasb.org/jsp/FASB/Document_C/DocumentPage?cid=1176165941819&acceptedDisclaimer=true].
For LIFO and retail, the old market definition still applies. This is one of those targeted IFRS alignments. So for
a majority of companies (those not on LIFO), GAAP now like IFRS means if NRV (estimated selling price less
costs to complete and sell) drops below cost, inventory is written down to NRV and that loss is recognized in
income. Reversal: IFRS allows if NRV recovers, up to original cost, to reverse the write-down. GAAP prohibits
reversing prior write-downs if NRV recovers (once inventory is written down, that becomes its new cost basis).
Therefore, GAAP is stricter – if prices rebound, GAAP will show higher profit upon sale (because cost of goods
is low), but won’t explicitly allow a write-up in inventory value on the balance sheet. The CPA Journal piece
noted that foreign IFRS filers often did not mention inventory write-down reversals explicitly in statements
(because if not applicable you won’t see it, but IFRS standards require reversal if conditions change, whereas
GAAP disallows – an IFRS company with rising prices could reverse a prior writedown, a GAAP company
wouldn't) [https://www.cpajournal.com/2024/04/15/the-lingering-differences-between-ifrs-and-gaap/]. They
gave PetroChina as an example: it reported an inventory write-down reversal gain of RMB 76 million in 2021
under IFRS, which GAAP would not permit if PetroChina were using GAAP, because GAAP doesn’t allow such
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reversals [https://www.cpajournal.com/2024/04/15/the-lingering-differences-between-ifrs-and-gaap/]. So IFRS
potentially smooths inventory costs by reversing when possible; GAAP keeps the conservative one-way
writedown approach.

Property, Plant & Equipment (PP&E): GAAP values PP&E at historical cost minus accumulated depreciation.
Revaluations upward are not allowed (except certain categories like some SEC allowed for certain inflationary
foreign operations decades ago – rare). IFRS allows an accounting policy choice to revalue PP&E to fair value
(with changes to revaluation surplus in equity). Many IFRS companies still stick to cost model, but some,
especially in certain industries or countries, revalue land or buildings. GAAP prohibits upward revaluation of
PP&E; thus IFRS balance sheets might sometimes show higher asset values for older assets. For example,
IFRS could allow a company to mark up a building to current appraised value; GAAP would carry it at
depreciated cost (perhaps well below current value). This difference can affect ratios like return on assets or
debt-to-assets. Intuit’s list of differences highlights: IFRS permits revaluation of inventories, PP&E, intangible
assets (if active market) upward; GAAP prohibits revaluation except for marketable securities
[https://www.firmofthefuture.com/accounting/top-10-differences-between-ifrs-and-gaap-accounting/]. Thus
IFRS balance sheets may be more “market value” oriented for these items, while GAAP’s remain at cost
(leading to hidden reserves of value). But IFRS revaluation adjustments don’t hit income (unless reversing a
past downward hit, etc.), they go to equity.

Depreciation methods: IFRS requires component depreciation; GAAP just allows it. So IFRS companies
often list separately in footnotes if they identified significant components. The CPA Journal study found 3 of 8
large foreign issuers explicitly said they use component depreciation (complying with IFRS requirement).
Under GAAP, few U.S. companies mention component depreciation because it’s not common practice to break
assets apart unless needed. So GAAP vs IFRS depreciation expense might differ a bit in pattern but not
typically huge differences for big companies.

Impairment of Long-Lived Assets: GAAP’s two-step impairment test: Step 1 – recoverability (if sum of
undiscounted future cash flows < carrying amount, then step 2). Step 2 – impairment loss = carrying amount –
fair value (which could be market price or DCF present value). IFRS has a one-step approach: at any
indication of impairment, directly compare carrying amount to the asset’s recoverable amount (higher of value
in use or fair value less costs to sell). Because IFRS uses discounted cash flows (value in use) in the test,
IFRS often triggers impairments sooner than GAAP might (GAAP's undiscounted test could sometimes avoid
an impairment even if asset is somewhat overvalued on PV basis). Also IFRS impairment loss = carrying –
recoverable (no step like GAAP’s undiscounted screening). So IFRS appears stricter in methodology.
However, IFRS then allows reversals of impairment if circumstances improve (except for goodwill). GAAP
doesn’t allow reversal (for assets held for use). Thus, GAAP is forgiving on triggering (some borderline cases
might not trigger because undiscounted cash flows might cover carrying), but once impaired, it’s locked. IFRS
triggers a bit earlier maybe, but if conditions improve, IFRS can restore some. For goodwill: GAAP (since 2011)
uses a simplified one-step test (optionally a qualitative screen first) – impair if carrying of reporting unit goodwill
> implied fair value of goodwill (which effectively means if reporting unit’s fair value < carrying of net assets
including goodwill). IFRS tests goodwill at cash-generating unit level using one step (no undiscounted, just
compare carrying incl goodwill vs recoverable value). IFRS goodwill impair cannot reverse either.
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In practice, differences appear in things like how impairment hits are taken across cash-generating units vs
reporting units, which assets get impaired first etc. But for broad user perspective, both frameworks ensure
assets aren’t carried above their recoverable amounts, but IFRS often results in impairments being recognized
a bit earlier or in different amounts. The CPA Journal’s analysis of eight large IFRS foreign filers pointed out a
common difference: capitalization of development costs and component depreciation we covered, and
also that IFRS companies often have intangible assets (like development costs) that GAAP companies
wouldn’t, plus IFRS requires showing non-controlling interests in acquisitions at either fair value or
proportionate share – IFRS allows choice for each acquisition, GAAP mandates full goodwill method (NCI at
fair value). They noted 6 of 8 IFRS companies elected a method to measure NCI at proportionate share for
some acquisitions, which reduces goodwill recorded relative to GAAP
[https://www.cpajournal.com/2024/04/15/the-lingering-differences-between-ifrs-and-gaap/]. So interestingly,
IFRS can result in lower goodwill (and thus potentially lower future impairment) because IFRS allows not
recognizing goodwill on the NCI portion (partial goodwill method) if elected. GAAP always records goodwill for
100% of the target, even if only 80% acquired. Example: Samsung’s IFRS FS might have measured NCI at
share of net assets for some acquisitions, thereby not recognizing some goodwill that a GAAP treatment would
have.

Investment Property: IFRS has a separate category for investment property (property held for rental
income or capital appreciation) which can be carried at fair value with changes through P&L (or cost model
optionally). GAAP doesn’t have a unique category – such property is just PP&E or inventory. GAAP doesn’t
allow marking to fair value investment properties (unless a company uses the private-company alternative for
certain real estate? Not really widely). Intuit listed this: IFRS distinct category with fair value option; GAAP no
separate category [https://www.firmofthefuture.com/accounting/top-10-differences-between-ifrs-and-gaap-
accounting/]. So in real estate companies, IFRS often shows buildings at fair value each period, with
gains/losses in income; GAAP shows at depreciated cost and any unrealized gain is hidden. This is a big
difference in those industries – IFRS earnings of a property company can include large unrealized revaluation
gains or losses each year, GAAP’s would not (unless the company voluntarily did fair value via investment
entity consolidation or something rare).

Leases (lessor perspective differences small) we covered earlier, IFRS has no separating of certain
executory costs maybe or IFRIC differences. But generally similar for lessors. Lessor differences were not the
main focus of reworking (lessor accounting remained similar to old, with minor tweaks). IFRS and GAAP both
classify leases from lessor view similarly (though IFRS 16 merges direct financing and sales-type into one
concept if transfer of substantially all risk it’s effectively a sale).

Goodwill subsequent accounting: Already touched – both GAAP and IFRS impair only (no amortization).
However, GAAP does allow private companies an alternative to amortize goodwill over 10 years (and skip
annual impairment tests, only test on triggering events). Many private companies took that route to simplify.
Public companies cannot amortize under GAAP; IFRS considered reinstating goodwill amortization in recent
years but as of 2025 hasn’t, so IFRS also impairment-only. But IFRS’s partial goodwill option at acquisition
means IFRS often records less goodwill initially.

Summary of GAAP vs IFRS for asset valuation: The Firm of the Future summary highlights:

Revaluation: IFRS yes for PPE, intangibles; GAAP no except marketable sec.
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Impairment reversal: IFRS yes (except goodwill); GAAP no.
Development costs: IFRS capitalize if criteria; GAAP expense (except software).
Component depreciation: IFRS requires; GAAP optional.
Investment property: IFRS separate, can fair value; GAAP no special category.
Inventory: IFRS no LIFO, GAAP LIFO allowed; IFRS can reverse writedowns, GAAP cannot
[https://www.firmofthefuture.com/accounting/top-10-differences-between-ifrs-and-gaap-accounting/].

All these differences can significantly impact financial statements. The CPA Journal piece documented how
those manifested in actual large companies:

They identified 32 specific differences in policies among 8 big IFRS companies compared to GAAP.
They coded differences as: things IFRS allows that GAAP prohibits (like capitalizing transaction costs
on financial assets – IFRS says include in initial measurement, GAAP says expense them
immediately [and indeed all 8 IFRS companies capitalized such costs, difference from GAAP]
[https://www.cpajournal.com/2024/04/15/the-lingering-differences-between-ifrs-and-gaap/]);
differences IFRS requires but GAAP doesn’t (like IFRS requiring inventory write-down reversal,
GAAP not – if IFRS company didn't mention reversals, that’s because IFRS requires but maybe none
occurred, still it's a theoretical difference) [https://www.cpajournal.com/2024/04/15/the-lingering-
differences-between-ifrs-and-gaap/]. They emphasized the importance of being bilingual –
referencing that PwC 236-page guide on differences and how important it is for users to know both
sets [https://www.cpajournal.com/2024/04/15/the-lingering-differences-between-ifrs-and-gaap/].

This naturally leads into our next major section focusing explicitly on the GAAP vs IFRS perspective and real-
world implications. Before that, we should mention case studies in context of GAAP compliance or lack
thereof historically:

Historical Case – Enron (2001): Enron exploited off-balance-sheet rules of GAAP (via special purpose
entities that were not consolidated under old rules if an outside equity investor had as little as 3% equity at
risk). Enron kept significant debt off its balance sheet and manipulated earnings via these SPEs. GAAP
responded by issuing FIN 46R (now ASC 810) on consolidation of variable interest entities, to prevent a
repeat. Today, GAAP requires consolidation if a company has a controlling financial interest either via voting or
variable interests (structured entities). The Enron scandal also accelerated broader reforms (SOX 2002). It
reminds that GAAP’s rules, while thorough, can be circumvented if they are too rules-based and companies
find loopholes. Post-Enron GAAP moved a bit more to principles in some areas (and IFRS is often said to be
principles-based which presumably would catch some of those schemes earlier, though IFRS had its own
share of frauds too).

Historical Case – WorldCom (2002): WorldCom capitalized billions of dollars of telecom line rental costs that
should’ve been expensed, directly violating GAAP (no tricky structure, just fraud by misclassification). GAAP
rules were clear that those were expenses, not assets. The failure was auditing/ethics, not GAAP itself. The
outcome was heavy punishment, but also impetus to tighten internal controls (SOX 404). It shows GAAP is
only as good as the enforcement – we rely on integrity (principle of sincerity, good faith) plus audits and SEC
oversight.
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Modern Consideration – Non-GAAP Earnings Cases: Some companies have faced SEC scrutiny or even
shareholder lawsuits for overly optimistic “adjusted earnings” presentations that exclude normal recurring
costs. For example, the SEC has cracked down when companies show giant “adjusted EBITDA” prominently
without GAAP net income as prominent. The Reuters piece about “key metrics targeted in complaints”
[https://www.reuters.com/legal/transactional/recurring-trend-securities-fraud-complaints-targeting-key-metrics-
2024-08-02/] suggests that if companies emphasize non-GAAP or other KPIs without context, it can be seen
as misleading. The SEC updated guidance in 2022 on non-GAAP too.

Current Regulatory Move – FASB on non-GAAP and segment reporting: We mentioned FASB’s ITC on
non-GAAP [https://tax.thomsonreuters.com/news/fasb-seeks-input-on-standardizing-non-gaap-financial-
measures/], acknowledging investor concerns about comparability. This is an area to watch – if FASB
standardizes or defines some metrics (like maybe defines EBITDA officially?), that could bring some rogue
adjustments under a GAAP umbrella.

Perspective of Investors on GAAP vs IFRS: As noted in the Finsider article, 70% of investors prefer global
comparability of financial statements [https://www.highradius.com/finsider/gaap-vs-ifrs/]. The idea being that
differences between GAAP and IFRS can hinder cross-border investment decisions because you’re not sure if
a difference in a ratio is due to performance or due to accounting. The Finsider piece also flagged that these
differences can cause up to 15% variance in key metrics like earnings or ROA for otherwise similar firms
[https://www.highradius.com/finsider/gaap-vs-ifrs/]. It also pointed out that as globalization continues, further
convergence might enhance consistency and transparency, echoing that broad theme we’ll finalize with.

Now, having examined many of the nuts and bolts of GAAP standards in 2025 and touching on differences
with IFRS along the way, the next section will systematically compare GAAP vs IFRS – summarizing
differences and discussing convergence efforts – and include a table highlighting key GAAP vs IFRS
differences for clarity.

GAAP vs. IFRS: International Comparison
and Convergence
GAAP in 2025 must be understood not only on its own terms, but also in the context of the global move
towards harmonized accounting standards. The International Financial Reporting Standards (IFRS)
have become the dominant accounting framework in much of the world. While GAAP and IFRS share the
same fundamental objectives and many similar principles (especially after two decades of collaboration
between FASB and IASB), there remain numerous differences in specific rules and practices. This section
highlights the major differences between U.S. GAAP and IFRS as of 2025, the reasons behind them, and the
status of convergence efforts.

Overview of GAAP vs IFRS Usage and Philosophy
Adoption and Reach: U.S. GAAP is used predominantly in the United States (and by some domestic
companies in a few other countries, but U.S. GAAP’s usage abroad is limited largely to subsidiaries of U.S.
multinationals or as a reporting basis in certain jurisdictions like parts of the Middle East for historical reasons).
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IFRS, on the other hand, is used in over 140 countries worldwide, including all of the European Union
member states, the UK, Canada, Australia, and many Asian, African, and Latin American countries
[https://www.firmofthefuture.com/accounting/top-10-differences-between-ifrs-and-gaap-accounting/]. In terms
of sheer numbers, IFRS has a broader global reach – an analysis by Investopedia noted IFRS is used in 168
jurisdictions worldwide either as issued or as the basis for local GAAP, whereas GAAP is essentially only
U.S. and U.S. territories [https://www.investopedia.com/terms/g/gaap.asp]. Thus, for an investor comparing
multinational companies, it’s common to encounter financial statements in both GAAP and IFRS.

Rules-Based vs Principles-Based: It is often said that GAAP is more rules-based while IFRS is more
principles-based. This is a generalization – both frameworks have detailed rules in some areas. But
historically, GAAP developed through voluminous detailed standards and industry-specific guidance, whereas
IFRS standards are typically shorter and focus on core principles to be applied with judgment. For example,
GAAP has specific bright-line thresholds (like lease classification tests, or what constitutes “significant” in
consolidation triggers in older rules), whereas IFRS tends to avoid numeric bright lines, leaving more to
interpretation (e.g., IFRS leases basically classify all leases the same for lessees, focusing on control; IFRS
consolidation focuses on power and variable returns without % thresholds). As Intuit’s “Firm of the Future”
article puts it: “GAAP tends to be more rules-based, with industry-specific guidance, whereas IFRS
tends to be principles-based, requiring judgment in application.”
[https://www.firmofthefuture.com/accounting/top-10-differences-between-ifrs-and-gaap-accounting/]. What this
means in practice is that IFRS may allow a bit more flexibility in how a transaction is accounted for (as long as
the overall principle is satisfied), while GAAP may provide step-by-step instructions for common scenarios,
which can improve consistency but also complexity. A classic example: revenue recognition prior to the new
standard – GAAP had dozens of industry-specific rules, IFRS had one general standard. Now, with ASC
606/IFRS 15, both aligned on a principle-based model, eliminating many U.S. specific sub-rules (so this was a
step of GAAP moving toward principle-based approach thanks to convergence).

Financial Statement Presentation: There are some presentational differences too. IFRS has no concept of
“extraordinary items” and disallows them – GAAP used to have extraordinary item classification (gains or
losses that are unusual and infrequent) reported net of tax below the line; but FASB eliminated extraordinary
item reporting in 2015 to converge with IFRS [though almost no events qualified as extraordinary in practice].
Both IFRS and GAAP require certain minimum line items but IFRS generally gives more flexibility in formatting.
IFRS also doesn’t prescribe a specific order for listing assets/liabilities (some IFRS statements go reverse
liquidity order, etc.), whereas GAAP usually has current assets/liabilities first. These are minor differences in
big picture.

Terminology: IFRS uses some different terms (e.g., “Statement of Financial Position” vs Balance Sheet,
“Statement of Comprehensive Income” vs combined income statement, “Trade receivables” vs accounts
receivable). Also IFRS financials often report costs by nature (raw material, staff costs, etc.) whereas GAAP
often by function (COGS, SG&A).

Regulatory Environment: One big difference is in how these frameworks come into effect. In the U.S., the
SEC has authority and historically considered whether to incorporate IFRS. In 2007, the SEC allowed foreign
private issuers to file IFRS financials in U.S. markets without GAAP reconciliation – a major step
acknowledging IFRS’s quality parity with GAAP [https://www.investopedia.com/terms/g/gaap.asp]. But in 2012,
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the SEC’s staff report balked at full adoption of IFRS for domestic issuers, citing cost and regulatory concerns.
Since then, the U.S. approach has been “condorsement” – continue converging specific standards where
beneficial, but not outright adopting IFRS. The SEC remains reluctant to mandate IFRS for U.S. companies,
meaning a full switch likely won’t happen in the near term (or maybe ever, hence the metric system analogy
earlier) [https://online.utpb.edu/about-us/articles/business/the-evolution-of-accounting-standards-from-gaap-to-
ifrs/]. Instead, U.S. companies that want to tap foreign markets may voluntarily provide IFRS reports in addition
to GAAP to attract international investors, but legally they must still report GAAP to the SEC.

Multiple GAAPs vs Single IFRS: IFRS has largely unified many national standards except notably the U.S.,
China (though China’s ASBE is very close to IFRS in many respects), Japan (Japanese GAAP exists but IFRS
is optional for many companies there), and a few others. So IFRS has become a lingua franca. The lack of
U.S. adoption means we still have two big systems. Large accounting firms produce thick guides of “IFRS and
US GAAP: Similarities and Differences” to help preparers and analysts bridge the gap. PWC’s 236-page guide
in 2023 is an example, emphasizing the need for professionals to be “financially bilingual” with both GAAP
and IFRS, as differences remain material in many areas [https://www.cpajournal.com/2024/04/15/the-lingering-
differences-between-ifrs-and-gaap/].

Key Differences Between GAAP and IFRS
The table below summarizes several of the major differences between U.S. GAAP and IFRS across various
accounting areas, as discussed throughout this report:

Accounting
Area

U.S. GAAP (2025) IFRS (2025)

Inventory
Costing

Allows LIFO (Last-In, First-Out) as well as FIFO and
weighted-average. Companies can choose LIFO for
tax/book benefit (commonly used in U.S.).

LIFO prohibited – companies use FIFO or weighted-
average. This can lead to higher reported inventory
and profits under IFRS when prices are rising (no
LIFO expense loading)
[https://www.investopedia.com/terms/g/gaap.asp].

Inventory
Reversals

Inventory reported at lower of cost or NRV (for
FIFO/avg); lower of cost or market for LIFO. No
reversal of write-downs – once written down, new cost
basis [https://www.firmofthefuture.com/accounting/top-
10-differences-between-ifrs-and-gaap-accounting/].

Inventory at lower of cost or NRV. Reversal of prior
write-downs is required if NRV recovers, up to
original cost. This can reduce COGS in a later period
if values rebound. GAAP disallows such reversals,
reflecting a more conservative stance.

Property, Plant
& Equipment

Carried at historical cost minus depreciation.
Upward revaluation not permitted (except for certain
rare market-specific scenarios). Depreciation method
chosen based on pattern of use; component
depreciation is optional (rarely used)
[https://www.firmofthefuture.com/accounting/top-10-
differences-between-ifrs-and-gaap-accounting/].

Can choose either cost model (like GAAP) or
revaluation model. Under revaluation, PPE can be
revalued to fair value periodically; increases go to
revaluation surplus in equity (OCI). Thus, IFRS
financials may show PPE at updated fair values.
Component depreciation required – significant
parts of an asset must be depreciated separately if
they have different useful lives
[https://www.firmofthefuture.com/accounting/top-10-
differences-between-ifrs-and-gaap-accounting/].
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Accounting
Area

U.S. GAAP (2025) IFRS (2025)

Impairment of
Long-Lived
Assets

Two-step test: (1) if undiscounted future cash flows <
carrying, then (2) impairment loss = carrying – fair value.
Uses cost recovery approach; no impairment if sum of
cash flows covers carrying (even if on PV basis it might
not). No reversal of impairment losses permitted (asset
remains at written-down value)
[https://www.firmofthefuture.com/accounting/top-10-
differences-between-ifrs-and-gaap-accounting/].

One-step test at each reporting date if indication:
impairment loss = carrying – recoverable amount
(higher of value in use (discounted cash flows) or fair
value less sell costs). More assets will trigger
impairment under IFRS when values decline (due to
use of discounted flows). Reversal of impairments
(except goodwill) is required if conditions improve –
asset can be written back up to a limit (original
depreciated cost)
[https://www.firmofthefuture.com/accounting/top-10-
differences-between-ifrs-and-gaap-accounting/].

Goodwill &
Business
Combinations

Goodwill from acquisitions not amortized, tested
annually for impairment at reporting unit level. GAAP
uses full goodwill method: non-controlling interest
(NCI) in acquiree is measured at fair value, so goodwill
reflects 100% of target’s value. Impairment: one-step
test (if carrying unit > fair value, impair down to fair
value). No reversals of goodwill impairment. Private
companies can elect GAAP alternative to amortize
goodwill over 10 years.

Goodwill not amortized, annual impairment test at
cash-generating unit level. IFRS allows choice of
partial goodwill method: NCI can be measured at
proportionate share of net assets (excluding goodwill),
resulting in lower goodwill recorded. Or can choose
full goodwill. Impairment: one-step (carrying vs
recoverable). No reversal of goodwill impairment
(same as GAAP).

Development
Costs (R&D)

Expense nearly all R&D costs as incurred (due to
uncertainty of future benefits). Exception: certain
software development costs can be capitalized once
technological feasibility is established (external-use
software) or during application development stage
(internal-use software)【Ronain Accounting
Principles】. Goodwill and many intangibles only arise
via acquisition.

Research costs expensed, but development costs
must be capitalized once technical and economic
feasibility criteria are met (IAS 38). Results in
recognition of intangible assets (e.g., internally
developed software, product development) on balance
sheet that GAAP would have expensed. These assets
are then amortized over useful life. This difference
often makes IFRS earnings higher (deferring some
costs) and assets higher for R&D-intensive firms
【Accounting Professor – IFRS vs GAAP】.

Equity
Investments
(<20%)

Fair value through Net Income for nearly all equity
investments (no AFS for equities). Unrealized
gains/losses hit earnings each period
[https://www.investopedia.com/ask/answers/021315/whe
n-and-why-were-gaap-first-established.asp]. (Cost or
equity method used only if no readily determinable fair
value and certain practicable expedient is elected, or if
significant influence applies).

Fair value through P&L is the default for equity
investments. However, IFRS allows an irrevocable
election for certain equity investments to be measured
at Fair Value through OCI (with no recycling to profit
on sale). If this OCI option is taken, gains/losses
bypass income statement, reducing earnings volatility.
GAAP does not offer this option.

Financial
Assets – Debt

Categorized as Trading, Available-for-Sale (AFS), or
Held-to-Maturity (HTM). Trading – FV through income;
AFS – FV through OCI (with credit losses via allowance
in income); HTM – amortized cost with CECL allowance.
Classification depends on management intent (and there
are rules about tainting HTM if sold early)【KPMG
Guide】. Fair value option can be elected for many
financial assets/liabilities.

Categorized by business model and cash flow
characteristics: if held to collect principal & interest
and cash flows are solely P&I -> Amortized Cost
(with ECL allowance); if held to collect and sell -> Fair
Value through OCI (with ECL allowance in profit and
unrealized gains in OCI); if other (e.g., held for trading
or non-plain cash flows) -> Fair Value through Profit.
Similar outcomes to GAAP categories but determined
by principle rather than management intent
designation【IFRS 9 Standard】. IFRS also allows
fair value option in certain cases.
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Accounting
Area

U.S. GAAP (2025) IFRS (2025)

Credit Losses
on
Loans/Receiva
bles

“CECL” model – Current Expected Credit Losses.
Recognize lifetime expected credit losses at initial
recognition of an asset carried at amortized cost or AFS
debt. No threshold; provisions are taken for full expected
losses upfront and adjusted over time. Tends to front-
load loss recognition in financials
[https://www.openriskmanual.org/wiki/IFRS_9_versus_C
ECL].

“ECL” 3-Stage model (IFRS 9). Initially recognize a
12-month expected credit loss allowance (Stage 1).
Increase to lifetime expected loss only if credit risk
has significantly increased since origination (Stage 2),
or if asset is credit-impaired (Stage 3)【Open Risk
Manual】. This spreads recognition – losses are
smaller at initial recognition than under GAAP, but will
catch up if credit deteriorates. In stable credit, IFRS
allowances may remain lower than GAAP CECL.

Non-
Controlling
Interests (NCI)
in Consolidation

Present NCI in equity section of consolidated balance
sheet, clearly separated from parent equity. GAAP
attributes net income to NCI and parent. GAAP
measures NCI at fair value at acquisition (full goodwill).

Similar presentation of NCI in equity. However, IFRS
allows NCI to be measured at either fair value (full
goodwill) or at proportionate share of net assets
(excluding goodwill) for each acquisition【IFRS 3】.
This can result in lower recorded goodwill under
IFRS when partial goodwill method is chosen, and
differences in subsequent impairment or NCI equity
amounts compared to GAAP.

Leases –
Lessee
Accounting

ASC 842: All leases (except short-term) on balance
sheet with Right-of-Use asset and lease liability. Dual
classification: Finance leases (effectively owned assets)
– recognize interest and amortization separately (front-
loaded expense); Operating leases – recognize a
single lease expense straight-line (liability measured the
same way, but expense is leveled)
[https://finquery.com/blog/lease-accounting-changes-
effect-on-balance-sheet-liabilities/]. Low-value asset
exemption not explicitly provided (but many low-value
are short-term anyway).

IFRS 16: All material leases on balance sheet. Single
lessee model – no operating lease classification for
lessees. All leases create ROU asset and liability;
expense is split into depreciation and interest (front-
loaded total expense). This typically results in higher
operating profit (and EBITDA) for IFRS reporters
versus GAAP if leases were operating type, since
IFRS puts part of expense (interest) below operating
profit. IFRS provides an explicit exemption for low-
value assets (e.g. laptops, small items) – these
leases can be kept off balance sheet.

Leases –
Lessor
Accounting

Similar under both frameworks with classification into
operating or finance/sales-type leases based on criteria
(transfer of risk/reward/control). Minor differences in
classification criteria and terminology (IFRS doesn’t use
separate sales-type vs direct financing categories).
Overall, lessor accounting remains a fairly aligned area
post-2019. Both recognize selling profit for sales-type
(finance) leases upfront if applicable, and income over
time otherwise.

Intangible
Assets (other)

Apart from development costs (discussed above), GAAP
generally only recognizes intangibles that are purchased
or acquired in business combinations. Internally
generated intangibles like brands, mastheads, customer
lists, etc., are not recorded as assets (their costs are
expensed). Advertising costs are usually expensed
when incurred or first time advertisement runs (can
capitalize direct-response advertising in limited cases).

Similar in that internally generated brands, customer
lists, etc., are not recognized as assets (except
development projects that meet criteria). IFRS also
prohibits capitalization of start-up costs, training,
advertising, relocation, etc. Both GAAP and IFRS
require analysis of indefinite life intangibles for
impairment and finite life intangibles to be amortized.
(IFRS allows revaluation of intangible assets that have
an active market, but such intangibles are rare in
practice – e.g., taxi medallions or production quotas
might qualify).
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Accounting
Area

U.S. GAAP (2025) IFRS (2025)

Investment
Property

No distinct concept; such assets are treated as PP&E or
inventory depending on usage intent. Measured at cost
(subject to impairment). Some entities may disclose fair
values in notes but not required by GAAP for all
investment properties.

Investment Property (IAS 40) is a separate category
for land or buildings held to earn rentals or for capital
appreciation (not for use in production or admin).
Companies may choose Fair Value model:
investment properties then are carried at fair value on
the balance sheet with gains/losses going to P&L
each period. (Alternatively, cost model with
disclosures of fair value.) Many real estate companies
under IFRS use fair value, resulting in volatility and
updated balance sheets. GAAP disallows recognizing
unrealized gains on such property.

Borrowing
Costs
(Interest)

GAAP requires capitalization of interest costs incurred
during construction of assets (qualifying assets).
Otherwise, interest is expensed. GAAP prohibits interest
capitalization for inventories that are routinely
manufactured in large quantities.

IFRS also requires capitalization of borrowing
costs that are directly attributable to
acquisition/construction of a qualifying asset (similar
to GAAP). The scope is largely the same, with minor
differences in what qualifies (IFRS doesn’t exempt
routine inventory if the manufacturing takes a
substantial period, theoretically). Both exclude interest
cost on equity, etc. Substantially converged area.

Segment
Reporting

GAAP (and IFRS) both use management approach –
segments based on internal reporting. One minor
difference: GAAP requires segment capital expenditure
to be disclosed if regularly provided to CODM; IFRS
doesn’t explicitly require. Also IFRS segment profit need
not be a GAAP measure, it’s whatever internally
reported, similar to GAAP. Not a fundamental difference
– largely converged via IFRS 8 and ASC 280.

Non-GAAP
Measures

Not part of GAAP standards themselves, but regulated
by SEC for U.S. companies. SEC requires presentation
of most directly comparable GAAP measures with
equal prominence and reconciliation when non-GAAP
figures are disclosed. Common non-GAAP adjustments
include excluding stock-based comp, amortization,
restructuring, etc. FASB in 2024 is exploring whether to
define or standardize certain performance metrics due to
investor concerns about inconsistency
[https://tax.thomsonreuters.com/news/fasb-seeks-input-
on-standardizing-non-gaap-financial-measures/].

IFRS companies also often report non-IFRS metrics
(like EBIT, EBITDA, underlying profit). Many
jurisdictions (e.g., ESMA in Europe) have guidelines
similar to SEC’s for fairness and reconciliation of
alternative performance measures. However, IFRS
itself doesn’t define EBITDA or similar, though IASB is
introducing new subtotals (like “operating profit before
associates and integrals”) in upcoming years via the
new financial statement presentation standard. Both
GAAP and IFRS rely on regulatory oversight to
prevent misleading use of non-standard metrics.

Sources: The differences above are derived from various analyses including Deloitte and PWC guides on
IFRS vs GAAP, Intuit’s Firm of the Future summary of Top 10 differences
[https://www.firmofthefuture.com/accounting/top-10-differences-between-ifrs-and-gaap-accounting/], the CPA
Journal’s “Lingering Differences” study [https://www.cpajournal.com/2024/04/15/the-lingering-differences-
between-ifrs-and-gaap/], and IFRS/GAAP standards.

This comparison table underscores that while GAAP and IFRS have converged in many ways (e.g., revenue
recognition, lease accounting fundamentals, business combination overall approach, stock compensation,
etc.), significant differences remain. Some favor GAAP being more conservative (no upward revaluations, no
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impairment reversals, immediate credit loss recognition), while others are simply different choices (LIFO vs no
LIFO, partial goodwill option, single vs dual lease model). For a global investor, these differences can
complicate direct comparisons of financial metrics:

Profitability Metrics: IFRS companies might show higher net income in some cases due to capitalizing
development costs (lower R&D expense) or reversing past impairments (lower subsequent
depreciation), whereas GAAP companies might show lower or more volatile income due to fair valuing
equity investments every quarter (gains/losses in income) where IFRS might put those gains to OCI.
Leverage and Assets: IFRS companies can have higher assets (and equity) because of upward
revaluations of PPE or because they don’t reduce equity as much for expected credit losses at initial
recognition if credit is good (since only 12-mo ECL reserves). GAAP companies might show lower equity
because they charge full expected losses Day1. Conversely, IFRS companies might have intangible
assets from dev costs boosting assets and equity where GAAP doesn’t.
Liquidity and Solvency Ratios: IFRS vs GAAP differences in lease expense classification can affect
EBITDA and interest coverage ratios. IFRS moving lease expense partly to interest means EBITDA is
higher (since under IFRS, the portion that is interest doesn’t reduce EBITDA), whereas GAAP keeping
full lease cost in operating expense yields a lower EBITDA for a company with significant operating
leases. So an IFRS reporter could appear to have a better EBITDA margin or leverage ratio than a
GAAP peer purely due to accounting, not economic differences. This is one reason some analysts
adjust GAAP figures to IFRS basis or vice versa when comparing (for e.g. they’ll add back GAAP
operating lease expense to estimate an “IFRS-like” EBITDA). It also highlights why global investors
often prefer metrics that neutralize these differences (like cash flow or actual cash interest paid and
cash taxes, etc., which are more directly comparable).
Accounting Ratios: The HighRadius Finsider outlines that differences can cause up to 15% variance
in key metrics like ROA or profit margins [https://www.highradius.com/finsider/gaap-vs-ifrs/]. We can
illustrate: if Company A (GAAP) expenses $100 of development, profit is $0; Company B (IFRS)
capitalizes $100 dev, amortizes $10, profit $90 (assuming no taxes, etc.) – huge difference initial year.
Over time IFRS will amortize the $100, so profit differences even out somewhat, but timing is off.
Inventory LIFO vs FIFO in inflation can similarly swing COGS and profits by substantial percentages.

All these underscore why 70% of investors surveyed by CFA Institute prefer a single global accounting
language [https://www.highradius.com/finsider/gaap-vs-ifrs/]. Global comparability reduces the risk of
misjudging a company’s performance due to accounting nuance. The business community also desires easier
cross-border capital flows – some large U.S. multinationals even produce IFRS reports voluntarily for foreign
listings or to appease global investors.

Convergence Efforts and Future Outlook
From 2002’s Norwalk Agreement until mid-2010s, FASB and IASB worked closely on converging standards.
They had successes:

Joint standards on Business Combinations (SFAS 141(R) and IFRS 3 revised) aligning acquisition
method.
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Revenue Recognition (ASC 606 / IFRS 15) – a fully converged standard.
Leases (ASC 842 / IFRS 16) – converged on core principle (capitalize leases), though with minor
differences in expense pattern.
Fair Value Measurement (ASC 820 / IFRS 13) – essentially identical guidance on how to measure fair
value.
Stock Compensation (ASC 718 largely aligns with IFRS 2).
Non-controlling interests, consolidated financial statements – largely converged through standards
in late 2000s.
Certain presentation items – e.g., both eliminated extraordinary items classification (GAAP did in 2015
to match IFRS which disallowed it since IAS 1 revisions).

However, around 2012 the momentum slowed. The SEC’s 2012 report basically put IFRS adoption on
indefinite hold, citing among others: IFRS then was still evolving (the new standards IFRS 9,15,16 were
pending or just issued), lack of funding mechanism for IASB, and concern about enforcement consistency
globally. Meanwhile, FASB and IASB also had divergence in views on some projects:

Financial instruments: FASB and IASB couldn’t fully agree on one model (leading to CECL vs 3-stage
ECL difference).
Insurance contracts: IASB pushed through IFRS 17 (comprehensive overhaul effective 2023) whereas
FASB, after initially planning convergence, largely shelved similar efforts (just made targeted changes to
existing GAAP for long-duration insurance).
Goodwill: The boards diverged – FASB is considering possibly reintroducing goodwill amortization for
public companies (private allowed already), whereas IASB considered but hasn't decided conclusively
(they lean perhaps to retain impairment-only but requiring better disclosures). As of 2025, goodwill is still
not amortized under either GAAP or IFRS for publicly accountable entities, but this could change if
FASB moves unilaterally.

So the state now: The IFRS Foundation established the International Sustainability Standards Board
(ISSB) in 2021 to set standards for ESG disclosures (they issued IFRS S1 and S2 in 2023). The U.S. has a
parallel move via the SEC (not directly via FASB) with proposed climate risk disclosure rules, etc. That’s an
emerging area where comparability will matter – ideally those will align, but not guaranteed.

The future direction likely:

Incremental Convergence: FASB and IASB still liaise (through periodic joint meetings). They often
consider each other’s solutions. For instance, FASB’s crypto fair value move – IFRS may consider
similar eventually. FASB’s projects on disclosures may take cues from IFRS incorporated things or vice
versa.
No Full Merge: It appears unlikely now that U.S. will outright adopt IFRS for domestic companies, at
least in the medium term. The UT Permian article likened U.S. IFRS adoption to a metric system
conversion – possible in theory but with significant practical resistance, and indeed it hasn’t happened
[https://online.utpb.edu/about-us/articles/business/the-evolution-of-accounting-standards-from-gaap-to-
ifrs/]. The SEC allowing foreign issuers to use IFRS without reconciling (since 2007) was perhaps the
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peak of IFRS acceptance; beyond that, the U.S. strategy is “GAAP will remain, but we’ll try to stay in
sync when it makes sense.” As a result, differences like LIFO (rooted in U.S. tax code) or certain
industry-specific practices may persist indefinitely.
Global Investors Adapt: As noted by the CPA Journal and others, analysts and multinational firms
become bilingual. Some companies even maintain dual sets of books if needed (especially if they have
to report IFRS in one jurisdiction and GAAP in another – e.g., a subsidiary listed abroad or due to
consolidation of parent). Big 4 firms invest in training to ensure their staff know both frameworks.
Technology (like ERP systems) can now handle multiple reporting bases more easily, albeit with
complexity.
Investor Impact: For investors, the key is adjusting analyses. For example, when comparing an IFRS
and a GAAP company, an investor might adjust for things like remove LIFO reserve for the GAAP
company to compare inventory metrics, or add back certain IFRS capitalized costs to compare R&D
efforts. Many sophisticated investors do make such adjustments. But not all do – some might simply rely
on reported metrics and could be misled. That’s a reason why many in the financial community still push
for as much alignment as feasible.

The CFA Institute survey cited in the HighRadius piece indicates a strong preference among investors for
global comparability [https://www.highradius.com/finsider/gaap-vs-ifrs/]. If 70% prefer comparability, that’s a
message to standard setters: the more differences can be eliminated without sacrificing quality, the better. And
indeed, since differences can sway metrics by up to 15% or more in some cases (as HighRadius noted),
eliminating differences can reduce the risk premium investors charge for uncertainty about accounts.

That said, there are also cultural and regulatory differences that go beyond pure standards. IFRS is applied
in many countries with varying enforcement rigor. GAAP is applied in one country but one with a robust
enforcement (SEC) and litigation environment that arguably leads to conservative application. Some have
argued IFRS allows more management discretion which could lead to more earnings management if
enforcement is lax. Others argue IFRS’ flexibility results in accounts more reflective of management’s view
(which could be good if done honestly). These philosophical debates continue. For example, a European
company may push aggressive assumptions under IFRS that a U.S. auditor might challenge under GAAP or
vice versa. So comparability is not just standards but also how strictly they are applied (the “enforcement
gap”). The SEC itself cited that as a reason to be cautious – IFRS is interpreted slightly differently by different
regulators, whereas if the U.S. had IFRS, would we let any divergence occur? Unclear.

An interesting anecdote: A few years back, SEC Chair Mary Jo White in 2014 supported exploring voluntary
IFRS supplemental reporting for U.S. companies – that idea didn’t gain traction. So for now, U.S. companies
remain GAAP-centric.

To illustrate convergence success and remaining difference, consider income tax accounting: GAAP vs IFRS
are mostly similar since IFRS adopted a balance sheet approach (deferred tax) like GAAP. Yet small
differences exist (e.g., re: uncertain tax positions – GAAP has a specific recognition threshold, IFRS standard
is less prescriptive). On cash flow statements: IFRS allows more flexibility in classifying interest, dividends,
etc., as operating vs financing vs investing, whereas GAAP has strict rules (interest paid = operating, interest
received = operating, dividends paid = financing, dividends received = operating). Thus, CFO vs CFI
differences can appear. IFRS also allows direct method cash flow without reconciliation (but also requires
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reconciliation if using direct method ironically – effectively both frameworks require an indirect reconciliation or
presentation though IFRS encourages direct). So slight differences: effectively IFRS cash flow categorization
can make operating cash flows appear higher or lower relative to GAAP for a given company (e.g., IFRS can
classify interest paid as financing – boosting operating CF, GAAP cannot).

Finally, a note on geopolitical influences: With the U.K. and EU firmly on IFRS, and others, IFRS truly is U.S.
GAAP’s peer competitor in the “market” for standards. The IFRS Foundation’s creation of ISSB to cover
sustainability might spearhead IFRS as a fuller corporate reporting solution beyond just financials, potentially
outpacing U.S. efforts if the SEC’s climate rules lag. On the flip side, if U.S. rules diverge in ESG, we might see
fragmentation.

Given this environment, the likely scenario is continued co-existence of GAAP and IFRS with periodic
convergence on high-importance topics. As the blog by Daniel Sandler (CPA) articulated, “looking ahead,
the future of GAAP will likely involve continued efforts toward convergence with IFRS, as businesses operate
in an increasingly global marketplace” [https://danielsandlercpa.com/the-history-of-gaap/]. However, he also
notes that the push for standardization is balanced by U.S. stake-holders’ caution to maintain control over their
standards.

We can expect FASB to observe IFRS post-implementation of new standards (like IFRS 17 for insurance) and
perhaps adopt similar improvements if they prove effective. Conversely, IFRS may watch how CECL performs
in a full credit cycle and consider adjustments to IFRS 9 if needed. There is a bit of a beneficial cross-
pollination: each system is a reference point to the other for improvement ideas.

In summary: GAAP and IFRS have come closer together than they were 20 years ago, but they remain
distinct. Multinational companies and investors must navigate differences in areas like inventory, impairments,
leases, and financial instruments. Ongoing dialogue between FASB and IASB aims to minimize avoidable
divergences. The world probably won’t have a single set of accounting standards in the immediate future, but it
may have largely equivalent outcomes if convergence succeeds. Until then, being proficient in both is crucial
for accountants and analysts – truly embracing the “financial bilingualism” that PWC and others advise.

Case Studies and Real-World Examples
To illustrate the concepts discussed, this section presents a few case studies and examples demonstrating
GAAP’s application, the impact of GAAP changes, and the differences with other frameworks in real situations.

Case Study 1: Impact of New Lease Standard on Retailer’s
Financial Statements
Background: XYZ Retail Co. is a fictional retail chain with 500 store locations, all of which are leased (no
owned real estate). Prior to 2019, XYZ classified most store leases as operating leases under GAAP, keeping
them off the balance sheet and disclosing ~$5 billion of future lease commitments in footnotes. Rent expense
was, say, $500 million per year (straight-line).
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GAAP Change – ASC 842: In 2019, XYZ adopts the new lease standard. On January 1, 2019, the company
records a Lease Liability of approximately the present value of remaining lease payments (for illustration,
assume PV = $4.0 billion) and a corresponding Right-of-Use Asset of roughly $3.8 billion (liability adjusted for
existing deferred rent liabilities of $0.2B from straight-lining under old GAAP). This added $4B to liabilities
overnight and $3.8B to assets. XYZ’s debt-to-equity ratio jumped significantly. For example, suppose prior to
adoption, XYZ had $2B of reported debt and $3B of equity (D/E = 0.67). After adding $4B lease liabilities, debt
(broadly defined) is $6B vs $3B equity, D/E = 2.0. This change might alarm some stakeholders initially
【Finquery Lease Accounting Changes Analysis】, but XYZ’s credit analysts were already factoring leases in
their evaluations via the footnotes so there’s no immediate credit rating downgrade – it’s largely a recognition
of reality.

Income Statement: Suppose one typical 10-year store lease had a constant rent of $1M/year. Under old
GAAP, XYZ expensed $1M each year. Under ASC 842, if classified as operating lease, XYZ will still report
$1M lease cost each year (no P&L change for operating leases – GAAP kept the straight-line expense). If
finance lease classification were required (e.g., if a lease had perhaps a bargain purchase option or
something), the expense pattern would front-load (higher total expense in early years, lower later). But most
store leases likely remain operating type. So XYZ’s EBITDA doesn’t change under GAAP (because operating
lease expense still hits operating costs). However, IFRS 16 would differ here: IFRS would treat all leases like
finance leases; then XYZ’s EBITDA would increase because rental expense would be replaced by depreciation
(in operating expense) and interest (below operating profit). If IFRS, assuming that $1M rent example, maybe
roughly $0.7M depreciation + $0.4M interest in Year 1 (with interest declining over time). EBITDA under IFRS
would add back depreciation (so $0.7M of that $1M now is not in operating expense, thus EBITDA $0.7M
higher). Under GAAP, EBITDA remains after $1M rent deduction. This means an IFRS-reporting retailer shows
stronger EBITDA and operating profit in early years of leases compared to a GAAP-reporting retailer, purely
due to accounting, not economics (IFRS pushes part of cost to interest). Analysts aware of this may adjust
comparisons.

Cash Flows: Lease payments are still $500M/year cash outflow. Under GAAP, in the Cash Flow Statement,
those $500M outflows are split into Operating (portion representing interest, if finance lease, or entire $500M if
operating lease) and Financing (principal portion if finance lease). For XYZ’s operating leases, the entire
$500M remains an operating cash outflow. IFRS would allow classifying perhaps $500M as partly financing
(interest could be financing or operating, principal as financing likely). GAAP – no change in total cash, just
classification differences if any leases were financing.

Ratios and Reactions: Initially, some of XYZ’s performance metrics like ROA (return on assets) declined
slightly (because assets increased by ROU assets). The company’s ROA = Net Income / Total Assets; adding
$3.8B assets with no immediate income increase means ROA goes down. Debt/EBITDA soared if one includes
lease liabilities as debt but keeps EBITDA same – however many analysts historically adjusted EBITDA for
rent (like capitalizing 6-8x rent) so now they’ll treat the lease liabilities as debt and perhaps remove rent from
EBITDA (which IFRS automatically does to some extent).

Investor Communication: XYZ had to explain to investors that this accounting change doesn’t represent new
obligations – it’s just shining light on existing commitments. They likely highlighted a metric like “Operating
lease-adjusted leverage” they historically discussed, showing that rating agencies always considered leases.
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For example, prior to adoption, Moody’s or S&P might have calculated an “adjusted debt” that included
capitalization of leases (often by multiplying annual rent by a factor ~7 or 8). Now that adjusted debt is closer
to GAAP-reported debt. Indeed, regulators like the SEC expected companies to clearly disclose the effect of
adoption (which XRZ did: “We recognized $4.0 billion of lease liabilities and $3.8 billion of ROU assets on
adoption, materially increasing reported assets and liabilities, but with no effect on shareholders’ equity” –
which is important, retained earnings didn’t change since we did a modified retrospective through a cumulative
effect that was zero for many operating leases aside from reclassification of existing deferred rent).

Case Takeaway: The new GAAP rule drastically improved transparency. A 2020 analysis found that, on
average, companies’ reported liabilities increased by 1,475% for leases post-adoption【LeaseQuery Report】
【https://finquery.com/blog/lease-accounting-changes-effect-on-balance-sheet-liabilities/】, an enormous
change (since previously only capital leases were on books, and if those were insignificant, the jump is huge
percentage-wise). For XYZ, say they only had $200M of capital lease liabilities before, going to $4.2B total
lease liabilities is a 2,000% jump. But this simply made the financial position more realistic. Investors now
see XYZ’s $4B lease debt alongside its $2B of bank debt, giving total $6B obligations. This helps in analyzing
risk – e.g., a debt-to-equity of 2.0 is quite leveraged for a retailer; before, one might mistakenly think D/E was
0.67 if they ignored footnotes. So GAAP’s change likely impacted XYZ’s discussions with lenders – perhaps
some debt covenants had to be recalibrated to exclude lease liabilities or adjust ratios, which the company
negotiated in advance (FASB’s long lead time gave that chance).

Finally, consider if IFRS and GAAP difference: If a competitor ABC Retail reports under IFRS, and XYZ under
GAAP, their EBITDAR (EBITDA before rent) would have been comparable pre-2019. Post-2019, ABC’s IFRS
EBITDA includes no rent (just depreciation+interest). If an investor blindly compared EBITDA margins: ABC
IFRS looks higher by the degree of rent component. Smart analysts thus focus on EBIT or cash flow or just
adjust EBITDA for leases to compare apples to apples.

This case shows how a GAAP rule change eliminated an accounting distortion (off-balance financing) and
made key credit metrics available on the face of statements, enhancing analytical insight.

Case Study 2: GAAP vs IFRS – R&D Costs and Earnings
(Pharmaceutical Company)
Scenario: PharmaCo USA (GAAP) and PharmaCo Europe (IFRS) are two biotech companies of similar size,
both developing new drugs. In 2025, each spent about $100 million on research and development. Each
company had no products on market yet (so no revenue), but they have some late-stage drug candidates.

GAAP treatment (PharmaCo USA): Under U.S. GAAP, all $100M of R&D spending is expensed in the 2025
income statement (apart from perhaps lab equipment purchases which are capitalized as fixed assets, but
those are minor). So PharmaCo USA will report an operating loss of at least $100M (ignoring overhead) for
2025. Its balance sheet will show no asset related to the drug development, other than maybe patents
acquired externally or lab equipment.

IFRS treatment (PharmaCo Europe): Under IFRS, research phase costs are expensed, but once the project
reached the “development” phase where feasibility is demonstrated (for instance, after a successful Phase II
trial showing the drug works and is now in Phase III, management believes it will likely get approval and
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generate future benefits), IFRS would require capitalization of development costs. Let’s assume $70M of the
$100M met criteria to be considered development (later stage trial, manufacturing scale-up, etc.), and $30M
was early research (molecule discovery, preclinical, which must be expensed). PharmaCo Europe would
expense $30M in 2025 and capitalize $70M as an intangible asset (Development asset – in progress). This
asset will later be amortized, maybe starting after drug approval (or they may amortize during development if
appropriate life can be determined, but usually starts when product is available for use).

So for 2025, PharmaCo Europe might report an operating loss of only $30M (the research expensed) whereas
PharmaCo USA reported $100M loss. On the balance sheet, PharmaCo Europe shows perhaps $70M as
“Intangible assets – development costs” (likely under “Intangible assets under development”). PharmaCo
USA’s balance sheet shows no such asset (just maybe cash reduced by the R&D spending). The IFRS
company’s equity is correspondingly $70M higher as well, since it preserved that amount by not expensing it.

Impact on Financial Metrics:

Net Income: GAAP company had -$100M; IFRS company -$30M. IFRS looks far better in terms of
earnings – indeed, IFRS might even look like a viable profitable enterprise sooner. However, this is
purely timing; IFRS will amortize that $70M later (if drug is approved, say over its patent life). If drug fails
in trial, IFRS company would then have to impair that $70M asset (hit a big expense one-time). GAAP
company already took all the pain upfront, so if the drug fails, there’s no additional hit (the cost was
already expensed).
Assets & Equity: IFRS company has $70M higher assets (and equity) than GAAP company at year-
end. This can affect solvency ratios, etc. The IFRS company may find it easier to meet certain financing
covenants that involve equity or assets due to this capitalization.
ROE / ROI in subsequent years: IFRS company having higher equity will have a smaller ROE (net
income/equity) once profits come, all else equal. GAAP company, with lower equity (due to accumulated
losses), might have higher ROE when product hits and profit flows. Investors must realize part of that
difference is accounting.

Investor Interpretation: If an investor unaware of accounting differences compared the two, they might
conclude PharmaCo Europe is performing much better, “only” losing $30M vs $100M, and building a valuable
asset (as evidenced by the intangible on balance sheet). PharmaCo USA might look riskier, burning a lot of
cash with nothing to show as an asset. But the economic reality could be that both spent the same on
developing drug candidates of similar prospects. IFRS’s treatment essentially smooths earnings over the
product life if successful, whereas GAAP’s is conservative, taking all costs now, and later the profits will
look larger since no R&D expense then (only ongoing R&D for new prod lines will appear).

Analyst Adjustments: Many analysts will adjust financials for comparability. For example, they might undo
IFRS capitalization to compare R&D intensity. In practice, some financial databases provide a non-GAAP
metric like “R&D (including capitalized)” for IFRS companies, adding back the capitalized portion to IFRS
expense to mimic GAAP. In our case, that would treat PharmaCo Europe as if it expensed $100M, to see
underlying R&D effort is same. If an investor didn’t do this and just took reported numbers: IFRS company
might raise capital or attract partnerships easier showing smaller losses, but they could be simply deferring
inevitable expenses.
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Real-world example: Many software companies under IFRS capitalize internally developed software costs
(post-feasibility). For instance, a European SaaS company might show higher net income margin than a
comparable U.S. SaaS that expenses all internal software development. Savvy investors often compute an
“EBITDA after expensing development” to compare. Similarly, some IFRS tech firms have significant intangible
assets from dev on their balance sheets (which becomes a factor if the company gets acquired – a U.S.
acquirer might write off that asset upon consolidation? Actually, they’d incorporate it but it’s not goodwill at that
point).

Outcome if project succeeds: Let’s say both companies get the drug approved and start selling in 2026.
GAAP company will have huge profits perhaps (because their R&D peaked earlier, now maybe R&D is lower
or for new pipeline, but for this product, they have manufacturing cost but no remaining unamortized
‘development’ to expense). IFRS company will start amortizing the $70M intangible over, say, 10 years
(whichever is patent life). So IFRS company’s future income will be burdened by, say, $7M amortization each
year for 10 years, whereas GAAP has none of that (they already took the hit). In 2026, IFRS company will
record amortization expense and any additional R&D for next projects, GAAP just new R&D.

Thus, in 2026, GAAP company might show higher profit than IFRS because IFRS still dragging the past costs
through amortization. Over the product’s life, both will expense the full $100M eventually (GAAP did mostly in
2025, IFRS spreads $70M from 2026-2035 plus the $30M in 2025). Over the long-run, cumulative earnings are
similar aside from time value, but period-by-period differ.

Case Takeaway: This demonstrates a systematic difference in standard philosophy:

GAAP emphasizes prudence and reliability – do not recognize an asset unless its future benefits are
relatively assured and measurable (they judged dev costs often fail and measurement is subjective).
IFRS emphasizes matching and accrual – if management has reasonable certainty of future benefit,
reflect it by capitalizing now.

From a multiple perspectives standpoint:

Management perspective: IFRS can make earnings look better in development phase, which could
help stock price or reduce apparent volatility. But it comes with the discipline that if things go south, they
must take a big write-off. GAAP management might argue "We show worse results now, but if our R&D
yields a blockbuster, our future reported earnings will look phenomenal." Indeed, sometimes U.S.
managers highlight to investors what their earnings would have been if R&D were capitalized, just to
give another view (though careful not to run afoul of non-GAAP rules; usually they don't present that in
filings but may discuss).
Investor perspective: Many sophisticated investors prefer GAAP’s transparency here: all R&D cash
out is clearly visible as an expense, and none is hidden in intangible assets that might or might not pay
off. IFRS requires footnote disclosures of how much dev cost was capitalized and amortization, to be
transparent. If an IFRS company capitalizes a lot, investors often scrutinize those projects specifically –
it's a double-edged sword; if the assets don’t ultimately result in revenue, investors will penalize for the
likely impairment ahead.
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Comparability: This is exactly the type of difference that global investors find troublesome. A survey by
an academic might show that controlling for real performance, IFRS adopters often report higher net
income relative to GAAP simply due to this capitalization difference, not necessarily because business is
better.

In fact, an empirical study in Accounting & Finance found that after IFRS adoption in some countries, average
profitability ratios changed partly due to such differences. The high-level message is that differences like R&D
cost treatment significantly affect key financial metrics and can influence perceptions of company performance,
underlining why a single set of standards or at least reconciliation is valuable.

Case Study 3: Enron’s GAAP Exploitation and Subsequent Reforms
Background: Enron Corp. (USA) was an energy trading company that, in the late 1990s, engaged in
extensive off-balance-sheet financing. It created numerous Special Purpose Entities (SPEs) to which it
transferred assets and related debt, aiming to keep debt off its own balance sheet and recognize income on
transfers that were essentially financing transactions.

GAAP Loophole (at the time): Under GAAP in the late 90s, an SPE (often a joint venture or trust) could be
not consolidated with the parent if an independent third-party had a minimum equity investment of 3% of the
SPE’s total capital and that equity was truly at risk. Enron structured SPEs (like “Jedi” and “Chewco,” and the
infamous “Raptor” vehicles) so that outside investors (often financed indirectly by Enron or guaranteed returns
by Enron) held just over 3% equity. Enron then sold assets to these SPEs at inflated values, recording gains in
its income, and the SPEs financed the purchase by debt that didn’t appear on Enron’s statements. This
technically complied with GAAP rules of the day (though in substance, Enron often violated even those rules
by secretly guaranteeing the outside equity’s risk, meaning even the 3% wasn’t truly at risk – i.e., fraudulent
non-compliance as well).

Impact on Financials: Enron’s GAAP financials for years looked strong – robust earnings and relatively low
debt – because billions in debt were hidden in unconsolidated entities and because one-time gains from selling
to SPEs boosted income. For example, Enron used an SPE to lock in mark-to-market gains on volatile assets
by “selling” them to the SPE financed by bank loans. Those loans if consolidated would have shown leverage;
unconsolidated, Enron looked less risky.

Unraveling: When these complexities came to light in 2001, it became apparent that Enron’s true liabilities
were far higher and many purported profits were accounting mirages. The stock collapsed, and Enron filed
bankruptcy in Dec 2001. Enron is often cited as a failure of GAAP (rules-based) – Enron’s managers found
creative ways to skate around the literal rules (3% rule, etc.) without capturing economic reality. It’s also a
failure of audit and governance, but here we focus on GAAP’s role.

GAAP Reforms – VIE Consolidation: In response, FASB fast-tracked a new standard: FIN 46 (2003), later
codified as ASC 810 for Variable Interest Entities (VIEs). The new model no longer uses an arbitrary 3% rule.
Instead, any entity in which the equity at risk is insufficient to finance its activities or where equity investors
lack substantive control characteristics is a VIE. And the party with exposure to majority of the VIE’s risks and
rewards (variable interests) – the “primary beneficiary” – must consolidate it【ASC 810 VIE model】. Under
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these rules, all those Enron SPEs would have been consolidated (Enron was clearly the primary beneficiary).
This would mean Enron’s balance sheet would show the billions of debt and assets of those SPEs, and Enron
could not recognize fake sales gains for transfers to itself essentially (consolidation eliminates those).

Aftermath and Other Measures: Additionally, Sarbanes-Oxley Act (2002) introduced requirements like the
CEO/CFO certifying financials (ensuring they can’t later claim ignorance if such off-book schemes exist), and it
increased penalties for fraud. The creation of the PCAOB improved audit oversight – the Enron auditor (Arthur
Andersen) had not prevented the abuse, partly due to conflicts of interest and perhaps lax standards. With
PCAOB inspections, audit firms became more cautious about aggressive accounting.

Remember, Enron used other GAAP flexibility too, like mark-to-market accounting on long-term energy
contracts (recognizing future profits immediately based on models). GAAP allowed MTM for trading
operations but Enron abused it by treating some contracts and ventures as trading to book immediate gains
that were
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environment. Training supports the people responsible for adopting and operating the resulting system.
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Our services include NetSuite integrations and customization, as well as AI integrations and AI transformation
work. These engagements connect ERP data and workflows with the broader application landscape. The right
design depends on the organization's systems, controls and operating needs.

Improve and support an existing system

Houseblend offers NetSuite health checks, optimization, managed support and project rescue services. We
also provide expertise for analytics and specialist workflows, including NetSuite Analytics Warehouse,
warehouse management and field service management. Published educational material helps teams
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Work with Houseblend

Explore NetSuite implementation, integrations, managed support and AI integrations. Contact Houseblend to
discuss your current system and priorities.

Article examples explain concepts rather than promising a particular license, product capability, delivery
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Website: https://www.houseblend.io
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