DEFINITION OF APPLICABLE FINANCIAL STATEMENTS

From Prop. Reg. §1.263(a)-2(d)(4)(vi)


(vi) Definition of applicable financial statements. – For purposes of this paragraph (d)(4), the taxpayer;s applicable financial statement is the taxpayer’s financial statement listed in paragraphs (d)(4)(vi)(A) through (C) of this section that has the highest priority (including within paragraph (d)(4)(vi)(B) of this section). The financial statements are, in descending priority –

(A) A financial statement required to be filed with the Securities and Exchange Commission (SEC) (the 10-K or the Annual Statement to Shareholders);

(B) A certified audited financial statement that is accompanied by the report of an independent CPA (or in the case of a foreign entity, by the report of a similarly qualified independent professional), that is used for –

(1) Credit purposes;

(2) Reporting to shareholders, partners, or similar persons; or

(3) Any other substantial non-tax purpose; or

(C) A financial statement (other than a tax return) required to be provided to the Federal or state government or any Federal of state agencies (other than the SEC or the Internal Revenue Service);

From IRS Notice 2008-71

Internationally Headquartered Financial Institutions
Some financial institutions that are chartered outside of the United States and are engaged in a trade or business within the United States (internationally headquartered financial institutions) have commented that certain of the requirements set forth in the safe harbor valuation regulations prevent them from using the safe harbor. The Treasury Department and the Service are considering expanding the regulatory safe harbor if the basic criteria above are satisfied and are requesting comments regarding that expansion. 

Two definitions in the current regulations would need to be amended in order to expand the safe harbor valuation regime potentially to include internationally headquartered financial institutions. 

Internationally headquartered financial institutions generally prepare financial statements in accordance with the International Financial Reporting Standards (“IFRS”). The definition of “eligible method” (see Treas. Reg. § 1.475(a)-4(d)) excludes non-U.S. GAAP accounting systems by including only accounting methods that determine value in accordance with U.S. GAAP. Therefore, in order for internationally headquartered financial institutions generally to be eligible to use the safe harbor, the definition of eligible method would have to be amended to include IFRS (or more specifically the version of IFRS the U.S. Securities and Exchange Commission (SEC) is considering for adoption). 

Second, internationally headquartered financial institutions generally do not prepare financial statements that satisfy the current regulatory requirements for being an “applicable financial statement” (within the meaning of Treas. Reg. § 1.475(a)-4(h)). The definition of “applicable financial statement” requires preparation of the statement in accordance with U.S. GAAP and use of the statement in filings with the SEC or with any agency of the Federal government other than the Service. Internationally headquartered financial institutions generally file complete, non-U.S.-GAAP-based financial statements with a home country supervisor or market regulator, not with a Federal agency other than the Service as required by the safe harbor valuation regulations. Thus, the home country financial statement is not an “applicable financial statement.” Therefore, in order for internationally headquartered financial institutions generally to be eligible to use the safe harbor, the definition of applicable financial statement would have to be amended to include non-U.S.-GAAP financial statements filed with the institution’s home country regulator or some other financial statement that is filed by that taxpayer with other appropriate regulatory authorities. 

From IRS Announcement 2004-48

Definition Of “Applicable Financial Statement” 
The deferral permitted under the proposed revenue procedure was based on the amount deferred under the taxpayer’s method of financial reporting. Commentators expressed concern that, without specific guidelines, taxpayers would adopt financial reporting methods that would maximize deferrals but that might not accurately reflect the true nature of the taxpayer’s financial condition. Some commentators recommended adopting a standard based on generally accepted accounting principles (GAAP), and other commentators expressed concern that taxpayers without financial reports would be excluded from using the Deferral Method. 

The final revenue procedure adopts an “applicable financial statement” standard similar to that set forth in § 1.56-1(c) regarding the types, and priority, of financial statements. Under the revenue procedure, a taxpayer’s applicable financial statement is the first listed of the following: 

· Financial statement required to be filed with Securities and Exchange Commission (“SEC”) (the 10-K or the Annual Statement to Shareholders); 

· Certified audited financial statement used for (in this priority) credit purposes, reporting to shareholders, or other substantial non-tax purposes; and 

· Financial statement provided to a government regulator other than the SEC or the Internal Revenue Service. 

Thus, for example, a taxpayer that both files a 10-K with the SEC and provides financial statements to a government regulator would be required to use the 10-K as the applicable financial statement under the revenue procedure. For those taxpayers that do not have an applicable financial statement described above, the final revenue procedure provides deferral methodologies based on when the advance payments is earned through performance. 

