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Abstract

As business activities expanded far beyond the national boundaries,
differences in accounting standards began to create serious problems in the
comparability of financial statements among different countries. This paper
examines the impact of the differences between J-GAAP and US-GAAP on
financial statement numbers using actual financial statements of Japanese
companies. Many differences were observed between financial statements
prepared under J-GAAP and US-GAAP. They include scope of consolidation,
scope of application of equity method, application of tax effect accounting,
and accounting treatment of many items. By indicating existing differences
between J-GAAP and US-GAAP, this study highlights the need for
international harmonization of accounting standards.

1. Introduction

Accounting standards have been formed by each country reflecting its own social and
cultural environments, including legal systems and business practices. When trade was the
major form of international business, it was not necessary to examine the differences of
accounting standards among different countries.

However, as business activities expanded far beyond the national boundaries, differences
in accounting standards began to create serious problems of comparability between financial
statements, and thus the international harmonization of accounting standards has come to be
regarded as the critical issue.

Numerous studies have been performed to date to analyse the differences of Japanese
accounting standards (J-GAAP) from U.S. accounting standards (US-GAAP)". But little
efforts have been offered to make clear the quantitative impact of the differences between J-
GAAP and US-GAAP?. This is mostly because the data necessary for such an analysis were
not available. For example, although SEC made a survey on financial statement reconcilia-
tions by foreign registrants of almost 40 countries, it could not indicate any quantitative
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difference between J-GAAP and US-GAAP, because “all surveyed Japanese registrants file
financial statements that are prepared in accordance with U.S.GAAP”?.

In this paper, the impact of the differences between J-GAAP and US-GAAP on financial
statement numbers is analyzed based on the consolidated financial statements of actual
Japanese companies.

2. Overall Comparison of Performance under Japanese-GAAP and US-GAAP

First, a survey of Japanese companies was made in order to discover which accounting
standards were used to prepare financial statements. Thirty-two companies were selected
from among the big corporations which prepared annual reports in English for foreign
readers. Table 1 classifies these sample companies by the accounting standards they use and
the industries they belong to.

As can be seen in Table 1, there was only one company that applied International
Accounting Standards (IAS) to prepare its consolidated financial statements for the annual
report. For the purpose of this paper, those four companies were selected which applied J-
GAAP to prepare consolidated financial statements for the securities report (Japanese
counterpart of Form 10-K), while also applying US-GAAP to prepare consolidated financial
statements for the annual report.

Let us first observe differences in overall results of net sales and net income, which arise
from applying J-GAAP and US-GAAP. Comparative data are shown in Tables 2-5, which
show the results of operations from Companies A, B, C and D, respectively. For Company A,

Table 1 Classification of Accounting Standards used to Prepare
Consolidated Financial Statements

Securities Report Annual Report | Number of sample companies by industry

Parent Consolidated | Consolidated | Electronics Automobile Trading Retail | Others | Total

F/S F/S F/S

J-GAAP | J-GAAP J-GAAP 2 6 2 4 14

J-GAAP | US-GAAP US-GAAP 7 1 4 1 13

J-GAAP| J-GAAP US-GAAP 2 2 4

J-GAAP | I-GAAP IAS 1 1
Total 10 7 6 7 2 32

(Note) J-GAAP
US-GAAP
IAS

Japanese Accounting Standards
US Accounting Standards
International Accounting Standards

Il
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data were available for three years, but for the other companies data were available only for
two years.

From Table 2 (Company A), it is found that the difference in net sales between J-GAAP
and US-GAAP is trivial. Net income, however, shows a bigger difference. For 1993, net loss
under J-GAAP is 35.0 % of net loss under US-GAAP. On the contrary, net income under J-
GAAP is 167.5 % of net income under US-GAAP in 1994. As a natural result, differences in
the ratio of net income to net sales show significant differences between J-GAAP and US-
GAAP.

While the differences in net sales under J-GAAP and US-GAAP in Companies A, B and D
are relatively small, the differences in Company C are significant. It is noticeable that the
amount in Company C (leasing company) is completely different because the accounting
standards for leases under J-GAAP and US-GAAP are quite different. In the case of

Table 2 Company A : Net sales and net income under J-GAAP and US-GAAP
(billion yen)

1993 1994 1995

J-GAAP | US-GAAP | (A) |[J-GAAP | US-GAAP | (A) | J-GAAP | US-GAAP | (A)
(A) (B) B | A (B) B) | (A (B) (B)

Net sales 283.8 2829 1003% | 271.9 272.0 100.0%| 284.1 284.0  1100.0%
Net income - 14 - 40 (35.0%)f 122 7.3 167.5% 4.6 54 85.2%
Net income/net sales -05%F -14% - 4.5% 2.7% - 1.6% 1.9% -

Table 3 Company B : Net sales and net income under J-GAAP and US-GAAP
(billion yen)

1994 1995
J-GAAP US-GAAP A) J-GAAP US-GAAP @
(A) (B) (B) (A) (B) (B)
Net sales 1,651.7 1,756.5 94.0 1,803.9 1,900.4 94.9%
Net income 25.9 28.0 92.5% 23.2 22.2 104.5%
Net income/net sales 1.6% 1.6% - 1.3% 1.2% -
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Table 4 Company C : Net sales and net income under J-GAAP and US-GAAP
(billion yen)
1994 1995
J-GAAP | US-GAAP A) J-GAAP | US-GAAP (A)
(A) (B) (B) (A) (B) (B)
Net sales 979.3 3254 301.0% 974.4 310.8 313.5%
Net income 6.9 18.0 38.3% 7.0 17.1 40.9%
Net income/net sales 0.7% 5.5% - 0.7% 5.5% —

Table S Company D : Net sales and net income under J-GAAP and US-GAAP
(billion yen)
1994 1995
J-GAAP | US-GAAP A) J-GAAP US-GAAP [N
(A) (B) (B) (A) (B) (B)

Net sales 1,377.9 1,419.3 97.1% 1,451.1 1,486.3 97.6%
Net income -1.5 -9.7 (15.5%) -5.1 -7.6 (67.1%)
Net income/net sales -0.1% -0.7% - -0.4% -0.5% -

Companies B and D, business activities and fund raising are limited to the domestic market.
On the other hand, Companies A and C raise funds from the European and American capital
markets as well as from the domestic market, and have subsidiaries overseas, which have
caused major differences. More specifically, “exchange rate” and “goodwill” differences
impacted the financial statements of Companies A and C.

Although the ratios of net income to net sales for Company B seem to be small, it is still
possible to indicate that these differences cause a problem in understanding their performance
since they belong to industries with relatively low profit ratios.

3. Analysis of the Differences in the Financial Statements

In order to compare the differences in the accounting numbers presented in consolidated
financial statements prepared under J-GAAP and US-GAAP, Company A is used for the case
study in this paper. Company A has used US-GAAP for its annual reports for more than ten
years because it issues ADR (American Depository Receipts).
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3.1 Comparing Income Statement Numbers (See Exhibit 1)
(1) Net Sales

Due to the difference in the scope of consolidation under J-GAAP and US-GAAP, there is
a small amount of difference (100 billion yen in 1995) in net sales. In preparing consolidated
financial statements, all subsidiary companies should be consolidated. However, J-GAAP
allows the company to exclude subsidiaries from consolidation if they are not material. In
Japan, there used to be a “ten percent test” (now it is 3 to 5 percent) to determine immaterial
subsidiaries to be excluded from consolidation. As a result, more subsidiaries were
consolidated under US-GAAP than under J-GAAP.

Under US-GAAP, “Allowance for sales returns” is deducted from net sales, while it is
accounted for as a cost under J-GAAP. This treatment has an effect to show the amount of net
sales under US-GAAP smaller than under J-GAAP.

(2) Cost of Goods Sold

Cost of goods sold is almost identical under both J-GAAP and US-GAAP for 1994 and
1995, but the difference of 4 billion yen is observed in 1993. Under J-GAAP, Company A
applies the “cost method” to manufactured products, while it applies the “lower of cost or
market” method to raw materials and merchandise inventory. Under US-GAAP, all of these
assets are accounted for by “lower of cost or market” method. Under the conditions where
market price fluctuates drastically, the difference will be large.

(3) Selling, General and Administrative Expenses

In the annual report, “depreciation expense” is included in “selling, general and
administrative expenses”, and cannot be identified as a separate item. However, at least it is
clear that the straight-line method is used under US-GAAP, while the declining balance
method is used under J-GAAP. Therefore it is expected that the depreciation expense will be
larger under J-GAAP.

“Research and development costs” is a little smaller under US-GAAP. Because the
composition of research and development costs is not clear, the reason for the difference
cannot be indicated.

Under J-GAAP, “liability for retirement payment to employee” is measured at the current
amount to be paid. But under US-GAAP, it is the present value obtained by discounting
future cash-flows. Thus there can be a big difference between liabilities for retirement
payments under J-GAAP and US-GAAP.

There are also differences in the accounting treatments for “compensated absence” and
“enterprise tax” which affect the amount of income.

(4) Other Items

The total amount of “interest received from bank accounts and securities” and “dividends

received” under J-GAAP is nearly the same as under US-GAAP. The amount of “interest and
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discount expense” and “interest expense on bond” under J-GAAP is also nearly the same as
under US-GAAP.

It is not clear how “other non-operating revenue” and “other non-operating expense” are
treated under US-GAAP.

There is little difference between the amount of “indemnity after manufacturing and
selling contract” under J-GAAP and US-GAAP. Under J-GAAP, “gain from sales of
investment securities in affiliated companies” in 1994 is bigger by 460 million yen than under
US-GAAP. The amount of this difference lies in the fact that “lower of cost or market”
method or “cost” method can be applied under J-GAAP to each type of securities, while
“lower of cost or market” method is applied only to the total amount of securities under US-
GAAP.

In 1995, the “capital gain or loss from marketable securities” is shown under J-GAAP, but
it is not shown under US-GAAP. The reason for this is not clear.

There is a substantial difference in consolidation goodwill. Under J-GAAP, it is called
“consolidation adjustment account”, and is amortized within 5 years, while under US-GAAP
it is amortized over 40 years. _

There is also a difference occurring on “minority interest” and “investment income from
equity method”. This is again partly due to the difference of the scope of consolidation and
the scope of application of the equity method.

“Foreign currency translation adjustment account” differs, because modified temporal
method was used under J-GAAP, while current rate method was used under US-GAAP.

3.2 Comparing Balance Sheet Numbers (See Exhibit 2)
(1) Current Assets

In 1995, “cash and cash equivalent” under J-GAAP is greater than under US-GAAP by
32.9 billion yen. On the other hand, “money in trust” under J-GAAP is smaller than under
US-GAAP by 33.8 billion yen. Combined together, the amount becomes almost equal as can
be seen in Table 6. Furthermore, part of “cash and cash equivalent” under J-GAAP may be
treated as part of “marketable securities” under US-GAAP.

The difference in “trade notes receivable and trade accounts receivable” occurs due to the
different scope of consolidation. The difference in securities occurs partly because the “lower
of cost or market” method or “cost” method can be applied under J-GAAP, while only “lower
of cost or market” method is applied under US-GAAP. The difference in inventories is due to
the fact that Company A applied the “cost” method under J-GAAP and the “lower of cost or
market” method under US-GAAP. The difference in “prepaid taxes” or “deferred tax” is
significant. The difference is caused because tax effect accounting was not applied under J-
GAAP.
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Table 6 Cash and cash equivalent of Company A
(billion yen)
J-GAAP US-GAAP
1993 1994 1995 1993 1994 1995
Cash and cash equivalent 29.1 56.9 73.2 279 53.7 50.3
Cash in trust 9.9 7.5 7.6 4.0 7.5 41.5
Total 39.0 64.4 80.8 31.9 61.2 81.8

(2) Long-term Assets

The difference in depreciation expense affects the difference in “‘property, plant and
equipment”. Furthermore, under US-GAAP, part of the leased assets is accounted for as
assets, while it is off-balance sheet under J-GAAP. The total amount of “goodwill” and “other
intangibles” (patents, etc.) 1s greater under J-GAAP than under US-GAAP. It seems that the
amortization periods of goodwill affects this amount.

“Investment securities in affiliated companies” and “long-term loans receivable” are
presented separately under J-GAAP. The difference in the total amount occurs because of the
different valuation methods used.

(3) Current Liabilities

The differences in “trade notes payable”, “trade accounts payable” and *“loans payable” are
mainly due to the difference in the scope of consolidation. Again, tax differs because tax
effect accounting is not applied under J-GAAP. The “estimated liability bonus” differs in
1993 and 1994 between J-GAAP and US-GAAP, although it is almost the same in 1995. The
reason for this difference is not clear.

(4) Long-term Liabilities

There exists a significant difference in “long-term liabilities” under J-GAAP and US-
GAAP. This is partly due to the different accounting treatment for “retirement payment and
pensions”.

4. Conclusion

In this paper, the quantitative impact of the differences between J-GAAP and US-GAAP
on financial statements was examined. Although the Japanese accounting system was
established soon after World War II with a strong influence from the US accounting system,
there are currently significant differences in financial statement numbers for the same

NI | -El ectronic Library Service



Kwansei Gakuin University

58 Kazuo HIRAMATSU and Kazuyuki KASAOKA

transactions.

In this case study, many differences were observed between financial statements prepared
under J-GAAP and those prepared under US-GAAP. They include scope of consolidation,
scope of application of equity method, application of tax effect accounting, and accounting
treatment of many items (eg. scope of cash and cash equivalent, scope of securities, valuation
of securities, valuation of inventories, method of depreciation, research and development
costs, retirement payment and pensions, compensated absence, enterprise tax, consolidation
goodwill, foreign exchange gains and losses, lease transactions, estimated liability bonus).

Today, with the emergence of the global economy, there is a strong demand towards the
international harmonization of accounting standards. By indicating existing differences
between J-GAAP and US-GAAP, this study highlights the need for international
harmonization of accounting standards.

Recent revisions of accounting standards in Japan are expected to eliminate some of the
differences indicated in this study. As of January 1998, accounting treatments of foreign
currency translations and lease transactions are similar to those of the United States. On June
6, 1997, the revision of accounting standards for consolidated financial statements was
promulgated. By this revision, control concept is adopted to decide the scope of
consolidation, tax effect accounting is introduced, consolidated cash flow statement becomes
one of the major financial statements, interim consolidated financial statements are prepared,
and several other amendments were made. It is expected that, following this revision,
consolidated financial statements under J-GAAP will become more comparable with those
prepared under US-GAAP or IAS.
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1991), Ch. 8. The quantitative analysis of major differences in US/UK accounting principles is given by
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The Impact of Differences between Japanese-GAAP and US-GAAP

A Case Approach

on Financial Statement Information
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