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Preface

International accounting is in a stage of rapid development. This is so much so that
there is a shortage of textbooks that bring together material relevant to the wide
range of accounting issues that concern those involved in international business.
Professor Gerhard Mueller’s pioneering book entitled International Accounting
(1967) stood virtually by itself for many years and only relatively recently, with the
growth of international accounting courses, has there been a serious attempt to
remedy this situation.

This book aims to contribute to the development of the subject by providing a
collection of readings that should usefully supplement material in the few interna-
tional accounting textbooks now available or serve in the development of indepen-
dent courses at senior undergraduate and postgraduate level.

The selection is based largely on my experience of teaching and research in the
international aspects of accounting. The structure chosen reflects a personal
perception of significant areas of study. Naturally, the most difficult problem, given
the limitation of space, has been to restrict the range of topics covered and the
number of articles selected to within manageable proportions. Many useful articles
have been omitted in the process but hopefully the chosen readings will encourage
further study and lead to an appreciation of the wider range of material available.
A further limitation is that some of the factual content is in the process of being
superseded by events. This is unavoidable given the dynamic nature of the subject.
However, the readings have been chosen largely on the basis of their more durable
analytical content and contribution to issues of current and likely future substance.

As editor, I wish to express my appreciation to all of the authors and publishers
who have granted permission to reprint the articles included here and to my
colleagues and others who have helped me with suggestions concerning the
structure and content of this collection.

S.J. G.
University of Glasgow
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Introduction

The purpose of this book is to explore a wide range of significant international
accounting issues with special reference to the comparative development of
national systems of accounting, international accounting standards, transnational
financial reporting issues and financial planning and control in the multinational
corporation.

Whilst international accounting is by no means a new area of study its
significance has grown enormously along with the explosion in international
business activity over the last two decades. The complexity and diversity of the
subject has also increased with the result that no single book is likely to embrace
satisfactorily all aspects which may be of concern to those involved in international
business. An attempt has been made, however, to cover many important areas of
international accounting and to offer a selection of readings that will not only
inform about major issues, ideas and developments but also stimulate further
enquiry and debate.

The book is divided into five parts. The first part explores the international
dimensions of accounting including both the financial reporting and managerial
decision-making perspectives. The second part is concerned with the comparative
international aspects of accounting. The third part examines developments and
questions relating to international accounting standards. The fourth part considers
a number of selected transnational financial reporting issues of concern both to
managers and financial statement users. The fifth part takes a managerial perspec-
tive in its coverage of important problems of transnational financial decision-
making and control.

Part I: The international dimensions of accounting

The introductory articles by Parker and Choi provide a stimulating overview of the
international dimensions of accounting. Parker identifies four main reasons for
studying international accounting. The first three, namely, the historical, multina-
tional and comparative reasons are widely applicable. The fourth, the European
reason, is more specifically related to the UK and other EEC countries but is of
larger significance given the likely influence of EEC harmonization experiences for
policy-making in other countries. Choi provides a development of the managerial
perspective with an overview of relevant issues including foreign exchange risks,
consolidations and group accounts, financial planning, external financing, interna-
tional taxation, transfer pricing, performance evaluation and information systems.



Part II: Comparative international accounting

A selection of studies are presented which attempt to describe, explain and
compare the development of accounting systems at national level including an
assessment of systematic differences and similarities between countries with a view
to identifying accounting patterns. The article by Radebaugh develops an extreme-
ly useful analytical framework for identifying factors likely to influence the
development of accounting objectives, standards and practices at national level.
This is applied specifically to the case of Peru but many other countries including
the USA are referred to by way of comparison and illustration. Mueller, in a
pioneering article, groups countries according to their business, economic, political
and legal environments and provides some evidence to suggest a likely correlation
with national systems of accounting. Nair and Frank, on the other hand, group
countries according to their accounting practices and then attempt to explain such
groupings by reference to economic and cultural factors. A significant finding is
that major differences exist in country groupings between the measurement and
disclosure sub-sets of accounting practices and related factors, with greater
diversity in respect to disclosure practices. In overall terms, this study confirms the
relationship between accounting practices and environmental factors. Gray ex-
plores further the relationship between measurement practices and environmental
factors, with special reference to France, Germany and the UK, and concludes that
a major impact on accounting patterns is the relative development of national stock
markets and the corresponding influence of investors in comparison with creditors,
bankers and other long-term financiers. Research that attempts to identify
accounting patterns is of growing interest and concern especially in the context of
international harmonization but is still in the early stages of development; major
problems are the need to develop criteria for comparison and the lack of
comprehensive data relating to national systems of accounting.

Part I11: International accounting standards

The development of international accounting standards is taking place in a variety
of forms. The article by Nobes concerns accounting harmonization in the EEC
which provides an important case study of the development of international
standards of accounting at regional level. Included is discussion of the major
differences in national systems of accounting in the EEC, the purpose of harmo-
nization and the development of the EEC Company Law harmonization program-
me with special reference to an evaluation of the Fourth Directive on Annual
Accounts which is now being implemented in all of the community countries.
Enthoven presents the case for international accounting standards in the context of
world-wide economic development but with special reference to the less developed
countries. McComb examines the objectives underlying pressures for international
harmonization from professional accounting organizations, for example the Inter-
national Accounting Standards Committee (IASC) and the International Federa-
tion of Accountants (IFAC). Whilst there is a strong case for the further
development of international accounting standards it is suggested that more
attention should be given to understanding the reasons for the continuing existence
of national differences and hence the problems of attempts to impose uniform



standards internationally. Finally, the article by Gray, Shaw and McSweeney
explores issues relating to the development of accounting standards for multina-
tional corporations. It is concluded that multinational corporations are a primary
focus for international standards and that standard-setting is a political/social
choice process involving supranational intergovernmental as well as international
professional accounting organizations.

Part IV: Transnational financial reporting issues

Major issues identified for examination in the context of transnational financial
reporting include: group accounting, segmental reporting, foreign currency
accounting, inflation accounting and social reporting.

In an article on group accounting, Parker provides a comparative analysis of
concepts of consolidation together with a survey of reporting practices in the EEC.
Walker examines the problem of consolidation accounting in the context of the
development of the IASC’s international accounting standard No. 3 with the
conclusion that it may be more confusing than helpful as a basis for international
accounting harmonization.

Segmental reporting is an issue which is relatively new in terms of its internation-
al significance. Gray examines this problem in the EEC context with special
reference to an empirical study of disclosure practices by multinational corpora-
tions. Factors likely to explain country differences include corporate structure and
organization as well as the differential stimulus to disclosure provided by the
regulatory environment of legal, professional and stock market requirements. This
study confirms that a critical financial reporting problem concerns the lack of
effective criteria for the identification of segments. This issue is taken up by
Emmanuel and Gray with an analysis of different approaches to segment identifica-
tion and the development of a proposal for disclosure by multinational corporations
which attempts to reconcile managerial and external user interests.

Foreign currency accounting is an issue unique to interntional business and is
closely related to foreign exchange risk management which is covered in Part V.
Considerable controversy exists concerning the concept and method of translation
to be used in the consolidation of foreign currency financial statements. The article
by Nobes provides a useful historical and comparative international review of the
arguments for and against alternative approaches including the use of purchasing
power parities. Choi analyses further the alternatives in response to the complex
and controversial question of how to account for price-level changes, both specific
and general, in the context of foreign currency translation and foreign subsidiary
accounting.

Accounting for inflation is a problem of world-wide significance with a growing
number and variety of recent developments at national level. Hauworth provides a
wide-ranging review of recent developments internationally including the USA,
UK, Continental Europe and South America. Sale and Scapens explore the nature
of recent experiments in the USA and UK in greater depth with a comparative
analysis of SFAS33 and SSAP16 respectively.

Social reporting is an issue of growing significance in the corporate reporting
context. Schreuder reports on research into the response of employees to informa-
tion disclosure in the Netherlands where it is rapidly becoming normal business



practice to issue additional social reports. At the level of the multinational
corporation, information of a social nature is perhaps especially significant in the
context of relationships with host governments. Thorelli discusses the development
of economic and social indicators of performance for multinational corporations
and reveals the problems and challenges facing accountants in this emerging area of
concern.

Part V: Transnational financial decisions and control

Major areas for examination in the context of managerial decision-making include:
foreign investment decisions, capital budgeting and long-term financing, foreign
exchange risk management, international taxation, transfer pricing, and perform-
ance evaluation and control systems.

In an article on foreign investment decisions, Caivet provides a useful review of
foreign direct investment theories and recent research relating to the development
of a theory of multinational corporations in the context of the theory of the firm.

International aspects of capital budgeting, financial structure and cost of capital
for the multinational corporation are very effectively dealt with in articles by
Shapiro. First, problems that distinguish capital budgeting in the international
context are identified. Secondly, the cost of capital issue is explored with reference
also to questions concerning financial structure, risk and diversification, and the
impact of tax and regulatory factors.

Foreign exchange risk management is a unique problem of international business
which has grown rapidly in significance with continuing exchange rate fluctuations.
The article by Jacque provides a useful review of theory and evidence in this area
with particular reference to the forecasting of exchange rates and the measurement
of exposure to exchange risk.

International taxation is a vast and extremely complex subject. Horst analyses
the behaviour of the multinational corporation, especially in its relationships with
foreign subsidiaries, in the context of the taxation system in the USA. It is
concluded that the interaction between tax policy and multinational financial
behaviour is significant and warrants further attention. Nobes introduces a
comparative perspective with expositions of the UK, French and West German
imputation systems of corporation tax. Some comparative discussion of inflation
adjustments for tax purposes and a review of proposals for EEC harmonization are
also provided.

Transfer pricing is a significant issue for multinational corporations and govern-
ments alike. Lall reviews the factors influencing the transfer pricing policy of
multinational corporations, examines the evidence available and explores the
implications with special reference to host governments. Burns reports on the
results of a recent empirical study of transfer pricing decisions in US multinational
corporations with the conclusion that a number of external pressures are influen-
tial, including taxation at home and abroad, and that these pressures are positively
related to the size of corporation involved.

The final issue included under the heading of transnational financial decisions
concerns problems of performance evaluation and control. Shapiro provides a
wide-ranging overview and guide to questions concerning the design and imple-
mentation of evaluation and control systems for foreign operations. Lessard and



Lorange take up the highly significant issue of exchange rate changes in the context
of budgeting and control with the argument that over-reactions to exchange risks by
foreign subsidiaries with decentralized responsibility can be avoided if exchange
rates can be agreed for the translation of future foreign currency revenues and
expenses.

This concludes the selection of readings which it is hoped will have provided
much to inform and stimulate the reader about major issues, ideas, developments
and problems in this exciting and rapidly growing area of study.



CHAPTER 1

Some international aspects of accounting*
R. H. Parker

The theme of this chapter is the growing importance of the international aspects of
accounting. The chapter is divided into four parts since one can, I think, distinguish
four different reasons why we in Britain should be interested in international
accounting. I shall call them the historical reason, the multinational reason, the
comparative reason and the European reason.

The historical reason

The historical reason is the least important, but it is worth remembering that
modern accounting is not the invention of any one country. A number of countries
have made important contributions.

Not surprisingly leadership in accounting and financial affairs has tended to
coincide with leadership in trade and industry. In so far as we can fix a date at all,
modern accounting began in the Italian city states round about the year 1300. The
Italians remained the leaders for over two centuries and it was as the ‘Italian
method of bookkeeping’ that the techniques of double entry accounting spread
slowly throughout Europe. The direction of the flow is neatly summed up in the
second half of the title of the English edition (1547) of Jan Ympyn's Nieuwe
Instructie (New Instruction):

A Notable and very excellente woorke, expressyng and declaryng the maner and
forme how to kepe a boke of accomptes or reconynges . . . Translated with
greate Diligence out of the Italian toung into Dutche, and out of Dutche, into
Frenche, and now out of Frenche into Englishe.

By the sixteenth century commercial supremacy had in fact moved to Flanders
and the Netherlands, and in the writings of Simon Stevin of Bruges we find the
beginnings of discounted cash flow and investment analysis. In an appendix to his
Tables of Interest (Antwerp, 1582) he describes ‘a general rule for finding which is
the most profitable of two or more conditions, and by how much it is more
profitable than the other’. The rule is to find the present value of each proposed
condition in respect to a given rate of interest, the difference between these present
values showing by how much one condition is better than the other'.

* This article is reprinted, with permission, from Journal of Business Finance (Winter 1971) pp 29-36.
Revised by the author in August, 1979
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By the nineteenth century Britain had become the leader and it was, of course, in
Scotland that the accountancy profession as we know it today first began. During
the first half of the century, Scottish accountants were active as trustees of
sequestrated and deceased estates. They were also engaged in the winding up of
partnerships, and in the keeping and balancing of merchants’ account books. The
close links with the legal profession are apparent and Sir Walter Scott in a letter
written in 1820 described accountancy as one of the ‘branches of our legal
practice’®. It soon became rather more than that and lawyers were no doubt no
more numerate then than they are today. In any case, a Society of Accountants in
Edinburgh was granted a royal charter in 1854. The Glasgow accountants followed
in 1855 and the Aberdeen accountants in 1867. The English were slower®. Societies
of accountants were formed in Liverpool and London in 1870, in Manchester in
1871 and in Sheffield in 1877. In 1880 they came together as The Institute of
Chartered Accountants in England and Wales. Like the Scots their main work at
first was in the field of bankruptcies, liquidations and trusteeships.

As the century progressed there was an increased emphasis on auditing, the first
important text being Pixley’s Auditors: Their Duties and Responsibilities published
in London in 1881. In 1905 Richard Brown, a leading Scottish accountant, asked:
‘Why should not the adjustment of an Income Tax Return of profits, where a
difficulty has arisen, be left to an accountant?’* and during the First World War
taxation replaced bankruptcy as the most important branch of work, after auditing,
in most accountants’ offices.

At the same time there was a growing interest in accounting as an aid to
management. The most important early British work on costing, Garcke and Fells’
Factory Accounts, written jointly by an engineer and an accountant, was first
published in 1887. After the War, in 1919, associations of cost accountants were
established both in Britain (the Institute of Cost and Works Accountants) and in
the United States (the National Association of Cost Accountants). It was in fact to
the United States that accounting as well as commercial leadership was now
passing. The American accountancy profession was at first very much an offshoot
of the British one’, but it grew very quickly, especially in the fields of cost
accounting and education. Richard Brown, though describing (in 1905) the US
accounting profession as only about 20 years old, could yet state that:

Withal a good deal may be learned from our American cousins in matters of
Accounting, more especially in the working of costing systems and in the devising
of methods of bookkeeping by which the results of the trading of huge concerns
are shown with a frequency and a rapiditz which would astonish accountants or
bookkeepers of the old-fashioned school®.

The world owes both standard costing and direct costing mainly to the
Americans’. The phrase ‘direct costing’ is used in both the French and German
languages to describe the technique known in Britain by the equally misleading
name of ‘marginal costing’.

When the first American business school — the Wharton School of Finance and
Commerce at the University of Pennsylvania — was founded in 1881, it included a
professor of accounting on its staff and today there are almost certainly more
university teachers of accounting and allied subjects in the United States than in the
rest of the world put together.



The multinational reason

Accounting has thus always been international in scope. My second reason, the
multinational reason, is ensuring that it will become even more so.

Companies have traded outside their own national boundaries for centuries but it
is only comparatively recently that the term ‘multinational company’ has come into
common use. It is difficult to provide a precise definition of the term. A broad
definition is that a multinational company is any firm which performs its main
operations, either manufacture or the provision of a service, in at least two
countries®.

As soon as companies begin to trade and manufacture outside their home
country accounting and financial problems arise. Some of the problems are peculiar
to international operations, others are simply new versions of ones already existing
at home.

The most obvious accounting problem peculiar to international activity is that of
foreign currencies. Rules of ‘translating’ from one currency to another have had to
be established. In general, one can distinguish between the ‘closing rate’ method in
which all amounts in foreign currencies are translated at the rate ruling at the date
of the balance sheet; and the ‘historic rate’ method in which fixed assets,
depreciation, permanent investments, long-term receivables, long-term liabilities
and share capital are translated at acquisition rates, current assets at closing rates,
remittances at ‘actual’, and revenue and expenses other than depreciation at
average rates.

It is interesting to note that whilst the former method appears to be growing in
popularity among British companies, it has made little headway among American
ones. I have suggested elsewhere the reasons for this’. The historic rate method is
only satisfactory for major currency devaluations and revaluations at infrequent
intervals if we make rather heroic assumptions about changes in local replacement
costs. British companies increasingly hold their foreign assets in North America
and Western Europe, where periodic rather than continual devaluation and
revaluation is the norm. On the other hand, the closing rate method works very
badly — and the historic rate method reasonably well — where the home country is
one like the United States and the foreign country one in which inflation and
devaluation are continual, as they are in those Latin American countries that
invariably provide the American textbook examples.

This is an example of accounting principles being influenced by the local
environment. A more universal approach, the combining of the use of current
replacement costs with closing exchange rates, has been adopted by the Philips
company of the Netherlands™ and also, less systematically I suspect, by some
British companies using the closing rate method.

The preceding paragraphs were written in 1971. In 1979 the position was still
confused. There was no British accounting standard on a subject which became
increasingly important through the 1970s. The American Financial Accounting
Standards Board had (sensibly) embraced the ‘temporal principle’ that translations
should not change underlying principles but (with much less sense) applied it to
historical costs rather than current costs.

An example of a national accounting problem made more difficult by interna-
tional operations is the setting of transfer prices. A great deal has been written
about the problems of setting such prices within national firms. Some writers have

11
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stressed an approach based on marginal analysis; others have thought behavioural
considerations to be more important'!. At the international level, with the foreign
subsidiary replacing the national division, new factors are added!?.

First, and most obviously, transfer prices can be used to minimize taxes on a
world-wide basis. For example, the Report of the Committee of Enquiry into the
Relationship of the Pharmaceutical Industry with the National Health Service (the
‘Sainsbury Report’) includes the following paragraph:

The second difficulty about foreign-owned firms, the transfer price of raw
materials or intermediates procured from foreign affiliates, is likewise an
intricate one and we have reason to believe from the results of our financial
questionnaire that it is of considerable importance. Foreign firms reported a
much higher cost of materials as a percentage of the total cost of manufacture
than did British firms and we believe that the propriety of such costs should be
investigated. We are aware that the United Kingdom tax authorities have a right
to investigate these transfer prices in order to ensure that foreign-owned
manufacturing or distributing companies in this country (no matter in what
industry) are not improperly reducing the apparent amount of their profits in the
United Kingdom by inflating the transfer prices that they pay to their foreign
parents. The tax authorities of other countries have and operate similar powers.
We recommend that the attention of the British tax authorities should be drawn
to the transfer prices of pharmaceutical raw materials or intermediates, and that
the Ministry, in assessing the Standard Cost Returns of foreign-owned manufac-
turing companies, should make use of the ability of chemical engineers to form
reasonable assessments of the production costs of chemical materials. They
should be unwilling to accept the prices noted on Standard Cost Returns unless
the foreign-owned firm offers confirmation of the reasonableness of its transfer
prices, and the Ministry’s own professional staff consider them reasonable.

Tables in the financial appendix to the report showed that British companies
imported 21.6% of their materials in 1965, subsidiaries of American companies
39.0%, subsidiaries of Swiss companies 74.1% and subsidiaries of other European
companies 47.1%. Materials consumed were 49.2% of the total cost of manufac-
ture for British companies, 57.7% for American subsidiaries, 85.5% for Swiss
subsidiaries and 60.0% for other European subsidiaries. For British companies
profits before interest and taxation were 22.5% of sales, royalties, service charges
and other trading income, for American subsidiaries 23.2%, for Swiss subsidiaries
8.7% and for other European subsidiaries 15.3%".

One disadvantage of relatively high transfer prices is that the larger the transfer
price, the larger the import duty payable. The holding company’s net gain may not
therefore be very great, especially as there is a tendency, at least among the
advanced industrial countries of Western Europe and North America, for tax
differentials to narrow.

Secondly, transfer prices can be used to reduce exchange losses. A country
suffering from balance of payments difficulties may restrict remittances of di-
vidends, but not remittances in payment of materials or machinery imported by the
subsidiary. Brooke and Remmers give the example of a financial director who
explained that no dividend had been received from a couple of subsidiaries for a
number of years, ‘but do they ever pay through the nose when they have a
mechanical breakdown!'?,



Thirdly, transfer prices may be deliberately set low in order to provide finance
for a subsidiary.

Fourthly, transfer prices can be used to shift profits, for political just as much as
for tax reasons, from country to country.-

The opportunities mentioned above have their drawbacks: the expense of
administration; possible trouble with tax and customs authorities; and, very
importantly, adverse repercussions on the company’s control system.

Arbitrary transfer prices combined with intercountry differences in accounting
principles may make the reported profits of foreign subsidiaries meaningless:

The truth is that profitability exercises in [the pharmaceutical] industry are
meaningless. More than anything else profitability tends to reflect accounting
practice . . .

What does the rapid fall in foreign subsidiary profits since 1954 tell us? Simply
that firms have begun to realize (rather late in life in some instances) that the
British M.P. is extremely badly informed. He is happier with large remissions of
royalties, inflated raw material costs (which effectively cheat the Exchequer) and
transfer of profits to the parent represented as cost items, than he is with high
profits here, with 50% going into the Exchequer and 25% going into capital
investments in Britain’s future'®.

The comparative reason

The third reason for studying international accounting is the comparative one. We
can learn by observing how others have reacted to accounting problems which,
especially in industrial nations, often do not differ very markedly from our own.
We shall take just three examples.

Companies Acts

It is sometimes suggested in Britain that accounting principles and valuation
methods should be written into the Companies Act or that companies should follow
exactly the same rules in reporting to shareholders as they do in reporting to the
Inland Revenue.

The former suggestion has already been put into practice in the German Federal
Republic where the Companies Act (Aktiengesetz) of 1965 sets out in legal terms
the familiar accounting philosophy of historical cost modified by conservatism.
Section 153, for example, provides that fixed and financial assets shall be carried at
the cost of acquisition or construction less depreciation or diminution in value.
Section 155 prescribes the valuation of current assets at the costs of acquisition or
manufacture or a lower valuation if the latter

(1) is necessary in accordance with reasonable business judgment in order to
prevent the valuation of these assets from being changed in the near future as
a result of fluctuations of values, or

(2) is held permissible for purposes of taxation.

It is expressly stated that such lower valuation may be retained even if the
reasons for it have ceased to exist!'®

13
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The influence of taxation law on the accounts prepared for shareholders varies
from country to country. In France the rule that all deductions claimed for tax
purposes must be similarly recorded in the accounts has meant that there is almost
no difference between the financial statements prepared for the shareholders and
those prepared for tax purposes.

In the United States, the last-in first-out method of inventory valuation can be
used for tax purposes only if it is also used in the published financial statements,
whereas the Canadian Anaconda case'” has had the effect of ruling out LIFO for
shareholders as well as for tax not only in Canada but also in Britain. The omission
of all overheads when valuing stock-in-trade is not an accepted accounting practice
in North America but it is in Britain where its use for tax purposes was approved by
the House of Lords in the Duple Motor Bodies case'®.

National accounting plans

In the current debate in Britain about comparability of financial statements and
uniformity of accounting principles, suggestions of reform are sometimes made
which could lead to some kind of national plan or chart of accounts.

Writing in 1946, Professor Lauzel, a leading promoter of the French national
accounting plan, stated that ‘if one wants accounting to be a valid instrument for
measuring and making comparisons over time and in space, it has to fulfil a certain
number of conditions and, especially, the following:

—it must use a terminology based on precise definitions;

—it must classify facts logically according to well defined criteria;

—it must supply a general method for the recording of movements between
classes of accounts;

—it must state rules as general as possible for determining the values to be
recorded’*.

A national accounting plan drawn up on lines such as these would clearly be
rather more than just an exercise in bookkeeping.

The French accounting plan was first published in 1947 and revised in 1957. Its
requirements are imposed by law on the nationalized industries and on state-
controlled or subsidized firms and organizations. Decrees of 28 December 1959 and
13 April 1962 prescribe the eventual extension of its field of application to all
industrial and commercial enterprises. A guide comptable professionel will be
drawn up for each industry®.

I shall not attempt to argue here whether or not we in Britain should move
towards such a national accounting plan. It is worth pointing out, however, as an
illustration that uniformity by itself is not enough, some of the weaknesses of
French accounting.

First, as has already been noted, the influence of taxation on French accounts is
much too strong. To quote Lauzel once more:

From this point of view it can appear regrettable, for example, that the accounts
must obligatorily record ‘fiscal’ depreciation . . . that is either too low or too
high in relation to standards reasonably taking account of the real factors of the
wearing out of the plant and equipment. There is a similar problem for stocks,



which, it must be admitted, are sometimes undervalued, sometimes overvalued,
in the tax return, in relatlon to the principles which seem to flow from ratlonal
management concepts

Secondly, uniformity has been stressed at the expense of disclosure. French
balance sheets have remained very conservative documents, and consolidated
financial statements were very rare until quite recently.

Thirdly, there has tended to be uniformity of method rather than of principle.
For example the plan provides, without explanation, for stocks to be valued at the
lower of weighted average cost and net selling price. (But this is not always
observed in practice.)

Accounting for inflation

Accountants throughout the world have grappled unsatisfactorily with accounting
for inflation. Nothing is finally settled yet but it does look as if the UK, the USA
and France will opt for varying versions of current replacement costs based mainly
on specific indices. All appeared at one stage to be movmg instead towards current
purchasing power accounting based on general indices®

The position in the UK and the USA will be familiar to readers. The German??
and French?* experiences have been rather different. Both demonstrate a tendency
to return to historical cost accounting after the inflationary blizzard has passed.

At the end of the Second World War the German economy had collapsed
completely and the then existing monetary unit, the Reichsmark (RM), was
virtually worthless. It continued, however, to be used in financial statements and
departure from historical cost was legally impossible. In 1948 the currency was
reformed and a new monetary unit, the Deutschemark (DM) was introduced. It
was followed by the DM Eréffnungsbilanzgesetz (literally the DM opening balance
sheet law) which gave every German company a fresh start from a valuation point
of view. The basic objective of the law was to restate all assets at amounts
approximating current replacement cost as closely as possible. After the reform had
been achieved German financial reporting reverted to the system of historical cost
modified by conservatism already described. Holzer and Schonfeld comment as
follows on one result of the law:

It made possible tax deductible depreciation on the basis of revalued assets; i.e.,
expenses could be deducted which had never been cash outlays. The resulting tax
savings (the corporate tax rate was 50%) produced substantial benefits for
industry and were more effective and of a more permanent nature than those
accruing from accelerated depreciation measures. It goes without saying that
businesses with relatively large capital investments were the main beneficiaries®®

As is well known the German Federal Republic now has one of the strongest
currencies and lowest inflation rates in the world. There seems very little likelihood
that any form of inflation accounting will be permitted in West Germany.

In France from 1945 to 1959 companies were permitted (but not compelled) for
tax purposes to revalue most fixed assets and also receivables and payables in
foreign currencies. The revaluation had to be achieved through the use of
revaluation coefficients published in the Journal officiel. Depreciation was based

15
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on the restated book values and was fully deductible for tax purposes. Stocks could
not be revalued but a tax-free reserve for stock replacement could be established.
During the 1960s French financial statements reverted to historical cost, the rise in
the price level having slowed down.

The inflation of the 1970s has once again brought a limited form of inflation
accounting to France. As usual it is closely linked with taxation rules.

In contrast to Germany and France, the main influence on Dutch accounting is
economic theory rather than legislation. Replacement costs rather than historical
costs are used by a number of important companies, although the majority use
historical costs in their published accounts®.

The European reason

These remarks lead to my fourth reason for looking at international aspects of
accounting: the European reason. As a member of the European Economic
Community Britain is increasingly affected by the EEC’s progress towards harmo-
nization of tax law and company law. The former is not very advanced but Britain’s
adoption of a value-added tax*’ and an imputation system of corporation tax>® were
both influenced by European models.

Harmonization of corporate financial reporting by shareholders and other users
has been a long drawn out process. The Council of Ministers approved a first
directive on company law harmonization in 1968%°, The first section of the directive
dealt with publicity and provided, inter alia, for the publication of a balance sheet
and a profit and loss account for each financial period. Harmonization of the
contents of these documents was, however, postponed. A draft directive on these
matters was prepared and published in 1969 by a study group under the Chair-
manship of Dr W. Elmendorff of the German Federal Republic®.

The study group considered that its task was not to work out completely new
regulations but rather to investigate the extent to which the various national laws
could be harmonized. Their proposals, which formed the basis for the first draft of
the directive, followed the German pattern of compulsory layouts and valuation
rules and of disclosure varied according to company size (measured by balance
sheet total, turnover and number of employees). There was no reference to a ‘true
and fair view’. This was added in a revised draft published after the enlargement of
the Community to include the UK, Ireland and Denmark. After almost a decade of
discussions the ‘Fourth Council Directive of 25 July, 1978 based on Article 54(3)(g)
of the Treaty on the annual accounts of certain types of companies’ was at last
adopted. It is an interesting compromise of German, British, French and Dutch
views on company financial reporting. It has still to be incorporated into the
national laws of the ten member states.

Meanwhile, second and third directives on other company law matters have also
been adopted by the Council and not far away on the horizon are directives of great
importance to accountants on consolidated financial statements and auditors.

British accounting is being pulled closer to continental European accounting. On
the other hand, American accounting practices influence all the member states and
an International Accounting Standards Committee has been formed. Other
international bodies such as the United Nations are also increasingly interested in
accounting.



Conclusion

I have tried in this chapter to give some idea of the scope of the international
aspects of accounting. [ have not been comprehensive. If [ have left the reader with
the impression of a new, exciting and relatively unexplored field of great practical
importance and much academic interest, then I have succeeded in what I set out to
achieve.
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CHAPTER 2

Multinational challenges for managerial
accountants®
Frederick D. S. Choi

Accounting traditionally has been a dynamic discipline. Historically,
accounting responded in positive fashion to environmental developments
such as the industrial revolution, the growth of the joint-stock form
of business organization and, more recently, to developments in the
areas of management and computer science. Since accounting is also a
service activity designed to facilitate the information needs of de-
cision makers, both internal and external to the firm, it must remain
responsive to the ever-changing needs of its users if it is to maintain
its social utility.

An environmental phenomenon which currently is testing the vitality

of the accounting discipline is the multinational company. Spawned
within the past two decades, these companies today are confronting ac-
countants with problems of no small proportion. But, while the exter-
nal reporting dimensions of multinational business have received much
attention in the literature,! little has been accoraed the attendant
managerial accounting dimensions.2 This paper accordingly seeks to

fill this void by identifying some of the problem areas and issues which
the multinational company is posing for managerial accountants.

MULTINATIONAL COMPANY AND MANAGEMENT ACCOUNTING

Before proceeding to specific issues, it might be good to define what
it is we are talking about. Just what is a multinational company and
what do we mean by the term "management accounting”?

Put simply, a multinational company is one which engages in business
or financing transactions which transcend national boundaries. In an
expanded sense, a multinational concern is one in which global tninking

* This article is reprinted, with permission, from Journal of Contemporary Business (Autumn 1975)
pp 51-67
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and organization supplants a purely domestic orientation, where inter-
national matters often assume a "low profile." From this enlargened
perspective, subsidiary companies are viewed not as mere appendages or
independent satellites of the parent company, but as parts of an inte-
grated system whose aims are to optimize both global and local objec-
tives. Productive resources--financial, human and natural--are secured
wherever in the world they are the Teast expensive and employed in those
locations where their productivity is greatest.3

However, this description is idealistic, as few companies today meet
these criteria in their entirety. In fact, one should envision a
spectrum of degrees of multinationalism with extreme points represent-
ing entirely domestic enterprises and "pure" multinational enterprises.
An evolutionary movement is apparent along the spectrum as companies
acquire more of the attributes of multinationalism."*

It also should be noted at the outset that the concept of managerial
accounting entertained here does not incorporate the traditional notion
of accounting for enterprise costs. For cost accounting concepts are,
to a large extent, the same both domestically and internationally. In-
stead, we are concerned with the newer strategic area of managerial
planning and control systems, for it is here that significant inter-
national challenges are making themselves felt.

The foregoing implies that managerial accounting exists to provide
information inputs to some decision process. Therefore, it would seem
appropriate to examine managerial accounting issues from the perspec-

tive of enterprise managers in the multinational company.

INTERNATIONAL FINANCIAL MANAGEMENT

In this respect, the spread of business beyond national boundaries has
fostered mutations of domestic management specialities. These have been
necessitated by the additional variables and constraints which typify
the international dimension. Foreign currency exchange risks; restric-
tions on fund remittances across national borders; conflicting national
tax laws; interest rate differentials in various national financial
markets; the global shortage of money capital; and the effects of world-
wide inflation on enterprise assets, earnings and capital costs are

just a sample of variables calling for specialized knowledge among
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A direct response to such environmental complexities has been the

emergence of the international financial management function. A recent
conference board study reveals that more than half of the companies queried
reported having a specially designated executive concerned solely with
financial management of international operations. What is more, the

trend in this direction is definitely on the increase.®

In view of the recent emergence of this managerial speciality, the scope
of the present paper will be Timited to a description of some of the
major international financial management issues and their accounting
implications. As engineers of information support systems for financial
decision-making within the firm, managerial accountants have a strategic
interest in the resolution and outcome of such issues.

Specific problem areas examined in the following sections include those
dealing with (1) foreign exchange risk management, (2) consolidation

of enterprise accounts, {3) investment planning, (4) external financial
sourcing, (5) international taxation, (6) transfer pricing, (7) performance
evaluation and (8) information and control systems.

FOREIGN EXCHANGE RISKS

A risk dimension unique to international business is the risk of loss

due to changes in the value of national currencies in which financial
transactions are denominated. Thus, a U. S. parent operating a wholly
owned subsidiary in France, whose assets are denominated in French francs,
experiences a foreign currency translation gain or loss in terms of U. S.
dollars whenever the value of the French franc appreciates or depreciates
relative to the dollar. Since foreign currency amounts typically are
translated to their domestic currency equivalents, either for management
review or external financial reporting purposes, the "translation”

gain or loss in this case would be reflected on the financial statements

of the U. S. parent.

Currency fluctuations often have been quite pronounced in the past.
Consequently, a major objective of international financial management
is to minimize such risks. Risk management techniques in this regard
include (1) those used to forecast exchange rate movements and the
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magnitude of possible losses and (2) compensating strategies designed

to hedge such exchange risks. However, great disagreement exists

as to which device is best. Those supporting exchange rate forecasting
as the superior risk management technique operate under the premise that
decision makers in the firm have the capability to outperform the market
as a whole when it comes to predicting exchange rate movements. However,
those opposing this alternative argue that foreign exchange markets,

in a world where exchange rates are free to fluctuate, are "efficient"
markets. Accordingly, attempts to predict future rate movements are,

for all practical purposes, futile.®

Hedging techniques are equally controversial as financial managers and
accountants still do not agree on how best to measure the concept of
exposure. For example, under conventional translation methods, a foreign
subsidiary's current assets and liabilities are translated to their
domestic currency equivalents using the rate of exchange prevailing at
the time the financial statements are prepared. Noncurrent items are
transiated using the rate which prevailed when those items were acquired/
incurred.’” Under these translation rules, a parent company's exposure
would be measured by the net current asset position of the foreign
subsidiary. Assuming that the rate of exchange between the foreign
currency (FC) and the dollar were to decline from FC4 to $1 to FCH

to $1, the potential foreign exchange loss on a firm's exposed current
assets of FC100 would be $5. This is illustrated below:

Current Assets FC 150
Current Liabilities 50
Exposure FC 100
Predevaluation rate (FC4 to $1) FC100 = $25
Postdevaluation rate (FC5 to $1) FC100 = 20
Potential foreign exchange loss $5

Appropriate hedging policies then would be taken to offset this potential
loss. This would be accomplished by decreasing FC-denominated assets
and/or increasing FC-denominated liabilities. Any remaining exposure
then might be covered in the forward exchange market.

However, critics of such an exposure concept are quick to point out that
while the foregoing measures "accounting" exposure, it may not really
measure a firm's exposure in an "economic" sense.® Thus, assume that



the foregoing example refers to a foreign subsidiary which obtains all 23
of its labor and materials in its domestic economy and, in turn, sells
its entire output abroad. In this instance, a significant devaluation
might very well improve the subsidiary's FC revenues by making its goods
cheaper in terms of other foreign currencies. That is, the firm either
could maintain its product prices in terms of the foreign currency,
thereby increasing its FC receipts by the devaluation percentage, or

it could lower the FC price and, presumably, increase its sales volume.
In turn, the devaluation would have no appreciable effect on the cost

of its factor inputs. Thus, the profitability of the subsidiary con-
ceivably would increase rather than decline because of the devaluation,
and there would be little economic justification for the translation

loss shown.

Controversies such as these, while far from settled, have direct mana-
gerial accounting implications. Subscription to exchange rate forecasting
as a promising risk reduction technique entails development of compre-
hensive information systems. These systems must be capable of gathering
and processing substantial amounts of information relating to factors
affecting currency stability to ensure financial managers a "superior"
source of information on which to base their forecasts. On the other
hand, hedging techniques call for the construction of measurement
techniques which reflect more realistic approaches to the valuation of
assets and liabilities after changes in exchange rates. Therefore,

much remains to be done in this facet of multinationalism by the manage-

ment accountant.

CONSOLIDATION ISSUES

Coupled with the problem of measuring foreign exchange risks is the
need to consolidate the results of a multinational company's foreign
operations. Shareholders, creditors and other external user groups
desire, in general, a single frame of reference for company operations
regardiess of geographic origin. Since consolidated statements can be
presented only in terms of a single currency unit, currency translation
procedures are called for that transform foreign currency into domestic

currency statements.

During the "premultinational era," foreign operations generally were
conceived of from a national point of view. International activities
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during this period were confined largely to import and export operations.
The Timited investments existing outside the home country generally were
made to facilitate trading activities or to participate in profits that
could be remitted readily in dollars to the U. S. parent. Under these
circumstances, currency translation techniques favoring a "home country
perspective" seemed both logical and desirable.

Assumptions such as these no longer appear tenable for the multinational
company. As mentioned earlier, foreign subsidiaries are no longer being
viewed as mere "step-child" operations; rather, they are seen as stra-
tegic components of an integrated corporate network. Worldwide economies
of operation and organizational control are increasingly becoming primary
influences affecting the distribution policies of foreign direct invest-
ments abroad. In short, foreign investments are being viewed as perma-
nent in nature, with remittances of foreign earnings no longer being

a primary objective. Given these developments, existing translation
methods are becoming increasingly suspect.®

Even if one could resolve the foregoing issue, the problem of how to
account for translation adjustments which arise during the consolidation
process still would exist. Translation adjustments refer to the effects,
in the reporting currency, of a change in foreign exchange rates on the
carrying value of enterprise net assets denominated in terms of the foreign
currency. While the mechanics of translation adjustments are straight-
forward, the nature of the resultant figure is obscure. Thus, is a
translation adjustment arising from a change in the translation rate

(1)a gain or a loss, (2)an adjustment of the costs of imports or revenue
from exports, (3)an adjustment of borrowing costs or returns from

lending or (4)an adjustment of owners' equity? If one regards the adjust-

"

ment as a '"gain or loss," should it then be taken immediately into

income or should it be deferred? Advocates of immediate recognition

are generally frustrated by the absence of any clear-cut criterion on
which to base the needed attendant realization concept. Those advocat-
ing deferral of foreign exchange gains, for lack of realization, are
usually in a quandry as to the amount of the gain to be deferred. Indeed,
in those instances where foreign affiliates have no intention of re-
patriating funds to the parent company, the concept of realization be-
comes extremely nebulous. In cases such as these one wonders whether

the realization concept has any meaning at all!



Another consolidation problem which promises to test the ingenuity of 25
managerial accountants is how to incorporate the effects of foreign in-
flation in the consolidated accounts. Foreign inflation is of particular
interest to statement yreaders concerned with multinational operations

as (1)it often occurs at different rates from those of the parent country,
(2)the prices that are changing are foreign prices rather than domestic
prices and (3)inflation abroad is related to movements in foreign ex-
change rates. In these circumstances, is it better first to restate
foreign account balances to reflect the effects of foreign inflation

and then to translate the results to the currency of the parent country?
Or, is it better first to translate the accounts to their domestic
currency equivalents and then adjust the accounts to reflect the effects
of inflation? The issue remains unsettled, with proponents of each
approach continuing to argue the conceptual merits of one construct over
the other.10

FINANCIAL PLANNING

Financial planning in the multinational enterprise also poses additional
challenges for the managerial accountant. While financial planning
processes at home are conceptually similar to those in the international
sphere, the latter are much more difficult to administer because of the
expanded number of decision variables that make up the financial manager's

decision set.

Consider, for example, the area of investment planning. Owing to signif-
jcant advances in the areas of financial management theory, sophisti-
cated procedures now exist for determining a firm's optimum capital
structure; measuring a firm's cost of capital; and evaluating investment
alternatives under conditions of uncertainty. When we enter the inter-
national arena, investment planning quickly becomes a "mission impossible."
Considerations such as differential tax laws, differential rates of
inflation, risks of expropriation, fluctuating exchange rates, exchange
controls, restrictions on the transferability of foreign earnings and
language and intercultural differences all add a degree of complexity

not usually found under more homogeneous and stable domestic conditions.
Add to this the difficulty of quantifying such data and the problem
quickly magnifies. For example, how does one adjust and measure the
expected returns of a foreign investment opportunity where inflation,

a depreciating foreign currency, and exchange controls are the rule
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rather than the exception? Assuming this problem is resolved, should

the investing company then consider local country rates of return,
investor country rates of return or both? If foreign investments are
evaluated in the context of the present value model, then an appropriate
discount rate must be developed. While a company's cost of capital is
utilized in the domestic decision model, should the same hold in the
muitinational case? If a substantial portion of the money capital re-
quired to undertake a foreign investment were supplied by the parent
corporation, should the cost of capital of the parent company be used

or should this discount rate be altered to reflect the additional risk
associated with the foreign investment? To cite another consideration,
if a foreign affiliate's financing plan calls for more expensive debt

or equity financing than is available to the parent firm elsewhere, should
this additional cost be reflected in a higher company-wide cost of
capital, or should the incremental financing cost be absorbed by the
subsidiary in the form of higher required periodic cash returns? Indeed,
does debt financing abroad which exceeds borrowing norms in the home
country necessarily raise the company-wide cost of capital when under-
taken to hedge against foreign exchange risks abroad?

Considerations such as these are far from academic. In the absence of
information systems which capture these extranational considerations,
it is not surprising that many firms investing abroad have been forced
to rely on tools designed for domestic analyses. This would appear to
be a less than satisfactory state of affairs.

EXTERNAL SOURCING

Multinational investment plans necessitate the accumulation of massive
sums of money capital for their implementation. Owing to a shortage of
money capital internationally, planning for external financing sourcing
is assuming a strategic role in the competitive calculus of the multi-

national enterprise.

Sources of funds for direct investments abroad can be classified into
the familiar internal/external framework. As one might expect, internal
financing modes internationally are generally not unlike those employed
in a strictly uninational setting. However, once external financing is
entertained, multinational financing alternatives are expanded quickly
both in number and scope. In addition to borrowing in domestic financial



markets, external sourcing can take the form of joint business venture 27
arrangements with foreign owners, borrowing in the financial markets of

foreign affiliates and entry to the international capital markets.

Raising funds abroad offers certain opportunities to borrowing enter-
prises, the benefits of which need to be measured and communicated to
financial managers. However, foreign borrowing is not without atten-
dant risks. Thus, a Belgian subsidiary of a U. S. parent borrowing
deutch marks from a German bank and then converting the proceeds to
Belgian francs for working capital purposes would experience a signifi-
cant increase in its debt burden if the German mark appreciated in value
relative to the franc prior to the loan's maturity. While such risks
may be hedged in the forward exchange markets, these facilities are

not always available when needed. Therefore, such risks require con-
stant appraisal on the part of international financial managers and

their accountants.

Borrowing in foreign financial markets also requires an awareness of the
diversity of financing instruments which exist internationally. While
many of these instruments are common to several countries, their avail-
ability, relative costs and repayment terms can vary significantly be-
tween countries. For example, an overdraft is essentially a short-

term 1ine of credit arrangement, popularized in Europe, which allows

a borrower to write checks in excess of existing deposit balances up

to some predetermined limit. But while this credit facility is probably
the cheapest and most extensively used form of short-term credit in the
United Kingdom, it is probably the most expensive form of short-term

credit in Belgium.

A recent innovation in the international financial environment has been
the emergence of the Euro-currency market; Euro-currencies refer to foreign
currencies owned and held outside the country of issue. The market has
expanded rapidly and now offers most of the credit facilities available

in most sophisticated money and capital markets, with the exception that
it is unregulated, international in scope and multicurrency in nature!
Borrowing in such a market adds another dimension to the financial
manager‘s information needs. Sophisticated answers must be sought

for questions ranging from the choice of a particular financing instru-

ment to desirable financial reporting formats for transnational investor
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groups, not to mention the choice of currencies in which to denominate
one's debts.

The spectrum of external financing possibilities just identified are
far from exhaustive because financial markets are in a constant

state of flux. Indeed, within just a short time after the market's
inception, many of the conditions giving rise to the Euro-currency
capital market have ceased to exist.!! Newer developments in inter-
national finance, such as the massive cash payments flowing to the OPEC
nations and the recent emergence of an "Asia-dollar" market, suggest
that the Middle East and Pacific Basin are assuming importance as

new financial centers to be reckoned with. In an area where change is
likely to be the only constant, the burden is on management accountants
to monitor constantly new developments on the international financial

scene.

INTERNATIONAL TAXATION

Tax planning is undoubtedly one of the most difficult yet vitally im-
portant aspects of a financial executive's job as it impacts on so many
business activities of a firm. This process becomes an even more complex
affair when extended te multinational business operations. Being an
instrument of national economic policy, tax systems worldwide are under-
standably as diverse as the political entities which create them.

For example, a company operating abroad incurs a variety of taxes rang-
ing from direct taxes, such as the corporate income and capital gains
taxes, to numerous indirect taxes, such as value-added taxes, border
taxes, net worth taxes and withholding taxes. In addition, tax rates
vary from country to country. Thus, while the corporate income tax
rate is close to 50 percent in the United States, it may range any-
where fromes low a figure as zero in Bermuda and other tax-haven countries
to as high as 60 percent in a country like Libya.!2 Tax collection
systems also vary internationally. Systems which appear most prevalent
include (1)the classical system--where corporate taxes are levied at

a single rate and dividends then are taxed as income to shareholders

at their personal income tax rates, (2)the split-rate system--where
corporate taxes are levied at two different rates depending on whether
enterprise earnings are distributed or retained and (3)the tax credit



or imputation system--whereby a corporate tax is levied on enterprise 29
income at one rate with part of the tax paid being allowed as a tax
credit against the income tax on dividends.!3

To add to the complexity, financial managers need to be aware of special
tax provisions applicable to international operations as they often help
or hinder multinational companies. Included here would be things such
as bilateral tax treaties between countries which seek to avoid double
taxation of the same corporate income by each country and regional tax
incentives granted by host governments to encourage certain kinds of
businesses to lTocate within their borders.

Therefore, a necessary ingredient of any successful tax planning pro-
gram is an information system which is capable of keeping financial mana-
gers apprised of all relevant international tax variables that impact
on their decisions. This is especially important in the international
sphere as tax laws and regulations of individual countries are changing
constantly. Changes in one country's tax provisions often affect the
relative advantages and disadvantages in a multinational tax network.
And, since tax minimization policies of one subsidiary often can have
unintended consequences elsewhere in the network, the effects of such
policies need to be traced throughout the entire system before final
decisions are made. Computerized tax simulation models designed to
optimize a company's global tax bill are promising innovations in this

regard.

As a minimum, tax planning information systems should enable financial
managers to access information on variables such as features of the various
domestic and foreign tax systems, tax base definitions employed inter-
nationally, tax treaties, legal structure of the parent and subsidiaries,
policies on the movement of funds within the corporate system and risks

of currency inconvertibility. Without such support systems, it is little
wonder that many view the complexities of international tax planning

as overwhelming. Until this situation is corrected, effective inter-
national tax planning will continue to be a major bottleneck for many multi-

national companies.
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Transfer Pricing

A problem area which parallels the taxation issue in complexity is the
pricing of goods, services and technology between affiliates of the
multinational enterprise. The dimensions of the problem become readily
apparent when one recognizes that international transfer pricing {1)lacks
any theoretical or operationally optimum solutions, (2)is affected by

a larger number of environmental variables than is true of a strictly
domestic setting, (3)affects social, economic and political relation-
ships in entire countries, (4) varies from company to company, industry
to industry and country to country and (5)is conducted on a relatively
larger scale internationally than it is domestically.

In a uninational setting, transfer pricing is employed to facilitate the
control and evaluation of operations and to motivate divisional managers
toward achieving corporate-wide goals. In the multinational sphere,
added considerations such as taxes, tariffs, fluctuating currencies,
inflation, economic restrictions on fund transfers and political insta-
bilities, complicate transfer pricing policy objectives. In addition,
the aforementioned considerations involve tradeoffs that need to be
weighed and decided carefully.

Consider the influence of the corporate income tax. Other things being
the same, profits for the corporate system can be maximized by using high
transfer prices to siphon profits out of subsidiaries domiciled in coun-
tries with high taxes and by using low transfer prices to move profits
to subsidiaries located in lTow tax countries. Unfortunately, other
things are not the same, and this practice often evokes problems which may
offset any perceived advantages. Governments faced with a potential

loss of tax revenues, owing to the tax avoidance policies of corporate
taxpayers, often will take steps to counteract such measures. For
example, Section 482 of the U. S. Internal Revenue Code gives the U. S.
Treasury the right to reallocate gross income, deductions, credits

or other allowances among related corporations in order to prevent

tax evasion or to reflect more clearly a "proper" allocation of income.
Many other countries have allocation provisions similar to those of the
United States. Internally, transfer pricing schemes designed to mini-
mize global taxes often cause abberations in subsidiary operating re-
sults. This, in turn, often leads to conflicting goals and dysfunctional
decisions on the part of subsidiary managers.!"



In similar fashion, currency exchange restrictions may be sidestepped 31
and losses from currency devaluations may be avoided by shifting funds

to the parent or related affiliates through inflated transfer prices.

Here again, tradeoffs need to be considered as expected benefits of the

action and need to be weighed against the higher taxes resulting from

increased revenues accruing to the parent or related affiliates.

When the simultaneous effects of environmental factors on transfer

prices are considered, additional problems arise. Thus, how should
transfer prices be established? Is a standard market price preferable

to full cost or cost plus a percentage markup? Or, is a negotiated

price the only feasible alternative? Assuming this problem is solved,
should transfer pricing policies then be standardized among all countries,
or should they be country-specific? Should there be different transfer
prices for different purposes? Here again is another challenge to the

management accountant.

Performance Evaluation

In the domestic case, company activities typically are organized as
independent profit or investment centers. Under these decentralized
systems, subsidiary managers are accorded the necessary authority to
engage in decisions directly affecting their spheres of activity. Under
these conditions, numerical measures of performance, such as rate of

return statistics, are highly useful and appropriate.

Internationally, such evaluation systems are seldom functional. To
begin, foreign operations often are established for strategic reasons,
many of which do not Tend themselves to precise quantitative measures.
For example, a manager of a major oil company might not want to risk
being left out of a foreign market that one of the competitors is explor-
ing even if the expected returns may prove to be negative when discounted
to their present value equivalents. In addition, many of the major
decisions affecting the profitability of the foreign subsidiary often

are made by central headquarters. Centralized control over investment
policy, external financial sourcing and transfer prices are examples

in this regard. Then, too, many variables affecting the reported
performance of subsidiary operations are usually beyond the control of
the respective manager. For example, government restrictions on remit-
tances on invested capital may greatly affect some subsidiaries and



not others. Required minimum capitalization ratios in various countries
often bias subsidiary rate-of-return calculations by inflating the in-
vestment base against which earnings are compared. As a final example,
fluctuating exchange rates which are beyond a subsidiary manager's
control also may have a significant effect on reported performance

Under these conditions, alternative evaluation schemes for appraising
foreign operations appear necesssary. And yet, empirical studies have
revealed that most companies operating abroad continue to evaluate their
foreign subsidiaries on precisely the same basis as their domestic
subsidiaries!!5 Additional research and experimentation seem urgently
needed on this aspect of managerial accounting for the multinational
company.

Information Systems

Previous sections of this paper suggest that international financial
managers require an expanded and more sophisticated information base than
their domestic counterpart. This is attributable Targely to environmental
complexities--cultural, social, economic and political--which often

impede simple and effective financial information flows. Language
barriers and geographical distances complicate these flows even further.
Therefore, financial executives are concerned not only with the type of
information they receive, but also with the related systems through which

such information is gathered and communicated.

Here again financial managers confront a dilemma. On the one hand, a

firm entering the multinational arena desires information systems facili-
tating centralized control over its new international empire. Yet, for
political, motivational and perhaps cultural reasons, it wants (and needs)
to be oriented locally. Business climates and earnings potentials abroad
are often better if foreign affiliates shed the image of foreign control.
In some instances, a host country orientation even may be required by
Tocal statute.!l®

Thus, differences of opinion exist as to the type of information system
needed to facilitate multinational business information flows. For
example, some business experts argue that information and control systems
employed domestically are equally applicable abroad.!” For all practical

purposes, this may very well be a good starting point for firms just



venturing into the multinational business arena. It makes good sense
from a financial consolidation perspective and is no doubt cheaper to

install than an entirely new system designed from scratch.

However, others feel that what is needed are tailor-made information
systems which are developed to accommodate the enlarged outlook of the
multinational enterprise.!® An extention of this proposal incorporates

a "fresh start" approach which attempts to develop systems with truly
global orientations (systems not oriented to decentralized parent-country
operations) almost from the ground up. From this perspective, "financial
control in multinational companies is more than control, it is financial
coordination."1?

However, these positions appear ill-suited to the polycentric modes
(host-country orientation) which presently characterize the organizational
patterns of the great majority of international business firms. These
organizations recognize and thrive on international diversity. Their
policies permit substantial degrees of local autonomy for foreign af-
filiates, with communications being largely of the two-way variety. In
these circumstances, local managers in host countries need different
decision information than headquarters management is likely to require
for control purposes.’? Therefore, what seems needed are expanded ac-
counting systems capable of satisfying different but parallel information
needs. Management accountants should aid in designing information systems
which incorporate data retaining their local characteristics and, yet,
which can be aggregated to satisfy more global points of view. Such
systems, in short, should be programmed to enable enterprise managers

to optimize centralized financial control as well as local gutonomy

and comparability. This would appear to be far better than adoption of

a single, centralized global information system which is strange to every-
one, particularly those at the subsidiary level.

CONCLUSIONS

Multinational enterprises differ in many respects from their purely
domestic counterparts and are calling forth new innovations in business and
financial management processes. Management accountants as information
specialists internal to the firm are in an excellent position to assist

in developing and implementing information systems which will aid in
resolving many dilemmas currently confronting international financial

executives.

33



34

Whether accountants will respond to their new managerial challenges re-
mains to be seen. However, we observe that only a decade and a half
ago most accountants were, by and large, indifferent to the international
dimensions of accounting and financial reporting. This seems a far cry
from the present environment in which international financial reporting
standards are being courted seriously by the leading professional ac-
countancy bodies worldwide! Thus, there is every reason to expect that
accounting will hurdle successfully the challenges posed by the develop-
ment of multinational companies.
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CHAPTER 3

Environmental factors influencing the
development of accounting objectives,
standards and practices in Peru*

Lee H. Radebaugh

Accounting is a multifaceted discipline that is often divided into three
major areas: enterprise accounting (both financial and managerial),
government accounting, and social or macro accounting (that is, na-
tional income accounts). Specialized facets of accounting — such as
tax accounting — also can be accorded special status. Not only do ob-
jectives, standards, and practices vary somewhat among these major
areas in a given country, but they also vary in any given area — such
as enterprise accounting — when comparing different countries. The
purpose of this paper is to discuss the major environmental factors that
influence the development of accounting objectives, standards, and
practices and to illustrate these ideas with current developments in
Peru.

The study of accounting in other countries can be of a descriptive,
conceptual, or hypothesis-testing nature.! The descriptive approach is
by far the most common and involves a discussion of the current state

* Lee H. Radebaugh is an assistant professor of international business at the
Pennsylvania State University. He earned his B.S. degree at Brigham Young
University, and M.B.A. and D.B.A. degrees at Indiana University. Professor
Radebaugh has written extensively in the international business and accounting
fields and has had overseas experience. The accounting disclosure of foreign
currency transactions constitutes a major part of his current research. Professor
Radebaugh has just completed an extensive educational assignment in account-
ing in Peru.

!B, L. Jaggi, “Accounting Studies of Developing Countries: An Assessment,”
International Journal of Accounting (Fall 1973): 160-61.

* This article is reprinted, with permission, from The International Journal of
Accounting: Education and Research (Fall 1975) pp 39-56
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of the art. Current developments in enterprise accounting as well as
a discussion of the accounting profession are most frequently presented.
The development of a conceptual framework adds a level of sophisti-
cation by permitting dynamic as well as static comparisons of account-
ing. Hypothesis testing is more difficult to employ and involves testing
against reality certain hypotheses about which principles and practices
ought to be in a country.

A CONCEPTUAL FRAMEWORK

Accounting is basically a process of identifying, recording, and in-
terpreting economic events, and its goals and purposes should be
clearly stated in the objectives of any accounting system. The Financial
Accounting Standards Board (FASB) is currently wrestling with a
discussion memorandum entitled “Conceptual Framework for Account-
ing and Reporting.” The basis for the discussion memorandum is a
report of the study group on the Objectives of Financial Statements re-
leased by the American Institute of Certified Public Accountants
(AICPA) in October 1973.

As pointed out by the study group, these objectives provide the
basis for developing accounting and reporting standards which in turn
lead to specific practices. The objectives, standards, and practices are
or should be heavily influenced by the definitive needs of users.? Exhibit
1 illustrates how this process is linked. The process is dynamic in that
needs often change over time, leading to changes in objectives, stan-
dards, and practices. As emphasized by AlHashim, “If the purpose
changes, economic events can be defined differently and alternative
accounting methods and reports prescribed.”*

The question of whether a uniform set of accounting standards and
practices exists for all classes of users worldwide or even for one class
of users worldwide has been widely discussed, and no consensus of
opinion has been reached. The answer to this question depends a great
deal on understanding the major factors that influence the develop-
ment of accounting objectives, standards, and practices. Exhibit 2 is
an attempt to identify these major factors.* The first four factors deal

* Accounting Objectives Study Group, Objectines of Financial Statements (New
York: American Institute of Certified Public Accountants, 1973), p. 15.

*Dhia D. AlHashim, “Accounting Control through Purposive Uniformity: An
International Perspective,” International Journal of Accounting (Spring 1973):
21.

* The author acknowledges the efforts of Professor Reginald Jigerhorn in a
preliminary attempt to develop a model on factors having an impact on
financial reporting practices. See Reginald Jigerhorn, “Some Aspects of Inter-
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with the nature of the enterprise and the direct users of information,
whereas the last four represent other major factors that affect ac-
counting objectives, principles, and practices.

Exhibit 2. Major Factors Influencing the Development of Accounting Objectives,
Standards, and Practices: Domestically and Worldwide

Basic User's
objectives

N need
Accounting

and
reporting
standards

for

Accounting
and information
reporting
practices

Nature of the Enterprise

The same major forms of business organizations exist in most parts
of the world: proprietorships, partnerships, and corporations. Owner-
ship of enterprises can be either broadly based as is characteristic of
the United States, state owned, or family centered as is the case in
many developing countries. Historically, Peru fits in the latter category.
Family-owned businesses tend to be very secretive and rely more on a
bookkeeping type of accountability. Very few firms have broad investor
ownership. Government enterprises are becoming a more important
part of the economy as the military regime continues to nationalize
major industries. The increasingly prevalent role of the government in
the economy and eventually in accounting will be the final of the eight
major factors to be discussed.

Enterprises vary in size as well as form. Although it can be argued

national Accounting with Special Emphasis on Scandinavian Reporting Prac-
tices,” Preliminara Forskningsrapporter (Helsinki, Finland: Swedish School of
Economics and Business Administration, 1973).



that information is required for all firms regardless of size or form of
organization, the nature and extent of that information may be quite
different. Different types of industries as well as different operating
techniques give rise to special problems. There is a vigorous debate
among professionals in accounting as well as in taxation on proper
methods of treating discovery costs in extractive industries.® In Peru
special accounting rules exist for three types of industries that are
crucial to the Peruvian economy: mining, petroleum, and fishing. In
the United States the prevalence of leasing requires special standards
and principles to account for this type of operating technique, just as
special principles exist for installment sales and for revenue recogni-
tion in long-term projects where percentage of completion is relevant.

Enterprise Users

Within the enterprise there are many users of information. The
quantity and quality of information provided depends on the level of
sophistication of the users as well as the technical competence of the
accountants. Managers require specialized information to assist in
decision making, and a whole branch of accounting has resulted from
this need.

Employees have a vested interest in the enterprise and may have an
impact on the disclosure of financial data. This can be made manifest
through unions that require certain types of information prior to the
negotiation of labor contracts. An important social change that has
taken place in Peru is the development of the worker’s community.
The community is an organization composed of all workers employed
in a firm. Fifteen percent of the profits of the enterprise goes to the
community and is used to purchase equity in the firm until the workers
have 50 percent of the ownership. The community elects members of
the board of directors based on the voting power of its shares of stock.
As the community increases in its size and influence on the board of
directors, it could influence the disclosure of financial data in order to
protect its interests.

In some countries, such as West Germany, Norway, and Finland,
supervisory or works councils are organized with special supervisory
and auditing functions. A good example “is the German law which re-
quires that the Works Council (Betriebsrat) be a party to company
decisions as they relate to working conditions, training, and all methods
of payment. The council must agree to savings, profit-sharing, a stock

® For example, see Joseph E. Connar, “Discovery Value: The Oil Industry’s Un-
tried Method,” Journal of Accountancy (May 1975): 54-63.
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ownership, and all other employee benefit plans....”® In the United
States as well as other countries, the board of directors is a powerful
policy-making group that can have a strong impact on the nature and
quality of reported information. The board also requires certain types
of information to assist it in making good decisions.

Other External Users

This category includes users other than internal to the firm or the
government. In many countries creditors are the most important users
of corporate financial data. This is especially true in West Germany
and Japan where banks are institutional investors or provide very high
leverage for expansion. In the United States, institutional investors
such as insurance companies have an influential voice in the develop-
ment of accounting principles and practices because they are an im-
portant source of funds for corporate expansion and often control large
blocs of votes in the annual shareholders’ meeting. Noninstitutional
investors in a broadly based capital market need quality information
on which to base investment decisions. They are often represented by
their stockbrokers who are able to perform a more sophisticated
analysis of financial data. In many countries, securities exchanges help
protect the investor by setting requirements for statement preparation
and presentation.

In Peru, banks are becoming more sophisticated and are requiring
better information to help them make decisions. In addition, most of
the banking system has now come under government control, adding
one more dimension to the public sector of the economy. However, the
banks still operate with a certain degree of autonomy and request in-
formation from firms based on their needs rather than on a specific
government format.

Individual and nongovernmental institutional investors do not play
an important role in the development of accounting principles and
practices. A member of the Comision Nacional Supervisora de Em-
presas y Valores (CNSEV) —a government agency responsible for
supervising enterprises and the securities market — recently remarked
that the securities market in Peru does the volume of business in one
year that is conducted on the securities exchange in Sao Paulo, Brazil,
in two days. Many would argue that the lack of a Peruvian securities
market is partly a result of poor accounting data. The basic hypothesis
is that better accounting data will stimulate the growth of a securities

‘ Richard D. Robinson, International Business Management (New York: Holt,
Rinehart, and Winston, 1973), p. 182,



market; as the market grows, there is pressure to develop accounting
principles that will provide even better information.” The problem
with the Peruvian situation is the lack of confidence in the growth of
the private sector of the economy due to the attitudes of the current
regime toward socialism and the increased implementation of the
worker’s community.

Accounting Profession

As is the case in countries such as the United States, Canada, the
United Kingdom, and the Netherlands, the accounting profession can
be an important influence on the development of accounting objectives,
standards, and practices. Three phases of the profession are important:
the nature and extent of the profession, the existence of professional
associations, and the auditing function. The mere existence of a pro-
fession is not as important as the level of sophistication of that profes-
sion.

The major problem in Peru is that accounting is not recognized as
a profession. Because of the relatively low status of the profession, it is
very difficult to attract high-quality students. The major accounting
professional association is the Colegio de Contadores Publicos de Lima.
The colegio in Lima is the largest of the colegios instituted in various
localities in Peru. Each colegio names delegates to the Federacion
Nacional de Colegios de Contadores Publicos del Peru. Each contador
publico is required by law to join the colegio in the locality in which
he resides.® Collectively, the colegios have a very large membership and
have a strong voice in regulating the accounting profession, but they
are not active in research or in the development of accounting princi-
ples. The staffs of the various colegios receive little remuneration and
thus do not devote full-time effort to research activities.

The Instituto de Contadores del Peru is an older and more selective
organization than the various colegios, but it also is not very influential.
The members of the instituto are also members of the colegios.

Auditing as a discipline exists but until recently has not been very
important. With the passage of regulations by the CNSEV (as will be
" For a discussion of this idea, see Frederick D. S. Choi, “Financial Disclosure in
Relation to the European Capital Market,” International Journal of Accounting
(Fall 1973): 53-66.

*Edward L. Elliott, The Nature and Stages of Accounting Development in
Latin America (Urbana-Champaign, Iil.: Center for International Education
and Research in Accounting, University of Illinois at Urbana-Champaign, 1968),

pp. 118-20. See pages 110-38 for a comprehensive historical discussion of the
accounting profession in Peru.
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discussed later) independently audited financial statements of most
large Peruvian enterprises will be required by law. An auditor must be
a registered contador publico in order to officially sign audited financial
staternents. Most of the large U.S. public accounting firms are cur-
rently operating in Peru.

Academic Influence

The academic infrastructure refers to the quality of the education
offered as well as the access of students to an education. One of the
typical problems in Latin America is the shortage of qualified professors
in accounting, and Peru is no different. By economic necessity, teaching
is a part-time occupation in most cases. Complicating the education issue
is the requirement that a student graduate in accounting from an ac-
credited university in order to receive the title of contador publico.
Thus the Escuela de Administracion de Negocios para Graduados
(ESAN), a graduate business school in Lima, has a very good account-
ing program, but its graduates cannot become contadores publicos as
long as ESAN is not an accredited university for accounting purposes.

Since instruction in accounting is not considered a full-time pro-
fession and is generally not at a very high level, little academic research
i1s done. There are no active educational associations, such as the
American Accounting Association in the United States, and all pro-
fessors are also professionals and thus belong to the instituto and/or
one of the colegios.

International Influences

There are many international forces of an institutional rather than
environmental nature that have strongly influenced accounting princi-
ples worldwide. A prime example of this is the geographical influence
of England and France in the colonial era. Each of these countries
took their business and accounting philosophies to their colonies and
instituted similar systems. The United States has tended to do this as
its economic influence has spread through foreign direct investment.
Peruvian accounting strongly reflects the influence of the United
States not only through investment but also through U.S. participation
in the Inter-American Accounting Conferences (IAAC) held periodi-
cally.

Many international accounting committees are currently active in
the attempt to harmonize accounting principles. The International
Congress of Accountants (ICA) is the major forum for the accounting
professions of various countries to exchange views on a wide variety



of topics. In 1972, the delegates to the ICA formed the International
Coordination Committee for the Accountancy Profession (ICCAP) in
an effort to improve intercountry cooperation. Five standing com-
mittees have been organized by ICCAP: (1) regional bodies, (2)
ethics committee, (3) professional education and training committee,
(4) future international organization, and (5) publicity. In addition,
the ICA has set up the International Accounting Standards Committee
(IASC) in an effort to formulate standards to be observed in the
audited accounts and financial statements of firms worldwide. Peruvian
accounting has been and continues to be influenced more directly by
the TAAC, as mentioned previously.

The European Economic Community (EEC) has taken several
steps toward the harmonization of accounting principles including the
issuance of three directives and the completion of two drafts of a
fourth directive. However, the variance in accounting objectives, stan-
dards, and practices among France, West Germany, the Netherlands,
and the United Kingdom has made harmonization very difficult. The
emergence of a regional capital market in the EEC has certainly en-
hanced the need for more uniformity.

Even though Peru is a member of the Andean Common Market
(ANCOM), and the Latin American Free Trade Association (LAF-
TA), there is little pressure from within these regional economic groups
to harmonize accounting standards. The major reason for this is that
there is no regional capital market. Most of the countries in ANCOM,
for example, have very strict currency controls which preclude the
free flow of capital. The only aspect of ANCOM that could affect
accounting principles in the near future is decision 46, the approval of
an Andean subregional enterprise. This enterprise would be an Andean
company owned jointly by investors from two or more countries in
ANCOM. In order to make wise investment decisions, these investors
would need comparable accounting data. Even though Spanish is the
official language in all ANCOM countries, accounting terminology
varies considerably, Thus far, decision 46 has not been ratified by all
members of ANCOM, so its potential impact on accounting principles
is fairly distant.

Local Environmental Characteristics

Local environmental characteristics belong to the broadest and
most important of all of the categories. This category contains diverse
factors such as the nature and state of the economy as well as cultural
attitudes. The four factors listed in exhibit 2 are certainly not exhaus-
tive. Even though the characteristics are referred to as “local,” they are
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not independent of the world economy. The rate of economic growth
and inflation depends on a country’s major trading partners as well as
internal economic conditions.

Geographically, Peru is the third largest country in South America,
and with 14.9 million people, it ranks fourth in population. The gross
national product (GNP) was estimated to be $7 billion in 1973 or an
annual per capita GNP of $469.° Compared to other Latin American
countries, Peru fits in the intermediate level in terms of social indica-
tors such as per capita GNP, population growth rate, and literacy.*®
In terms of income distribution, Peru falls in the high inequality area.
In 1971, the top 20 percent of the population earned 60 percent of the
income while the bottom 40 percent of the population earned only 6.5
percent of the income.!* It was estimated that in 1969 25.5 percent
of the population earned less than $75 per year compared with 17.4
percent earning less than $75 per year in all of Latin America.'? Peru
is a developing country that suffers from most of the economic prob-
lems facing all developing countries. The military took over the gov-
ernment in a coup in 1968 with General Juan Velasco Alvarado as
the head of the regime. The new government (the Revolutionary
Government of the Armed Forces) has begun to effect broad social
and economic changes, such as nationalization of key industries and
the initiation of workers’ communities alluded to previously. The fol-
lowing reflects the government’s attitude toward economic develop-
ment: “In economic policy, the government’s avowed intention was
to avoid both capitalism and communism as models and to push prag-
matically along a unique path of state-directed development.”** The
country is now a mix of state-owned, privately owned, and collective
enterprises.

Due to the strict control of the economy by the government, it is
difficult to get current, reliable information. In a discussion of govern-
ment-released statistics, the following comments were made:

There was an ample flow of this kind of percentage figure but their overall

usefulness is questioned by bankers and economists who have become in-
creasingly worried in the past few years by the unavailability of the regular

® Peru in Figures 1974 (Lima, Peru: Banco Continental).

¥ Charles T. Goodsell, American Corporations and Peruvian Politics (Cam-
bridge, Mass.: Harvard University Press, 1974), pp. 29-30.

* Montek S. Ahlwalia, “Income Inequality: Some Dimensions of the Problem,”
Finance and Development (September 1974): 4.

“ Thid., p. 5.

® Goodsell, American Corporations, p. 43.



flow of economic information and straightforward statistics which used to be
available. This preoccupation becomes especially acute when the few figures
that are given out during ministers’ speeches tend to chop and change for no
apparent reason.14

Because of the lack of reliability of government-published data, it is
difficult to know what shape the economy is in. Inflation is running
between 18.7 percent (government figures) and 30 percent (estimates)
per year — a problem that has brought on price controls. Those firms
suffering most from price controls are those which must rely heavily
on imports of materials for production. Import prices obviously cannot
be regulated.

Although Peru had a balance of trade surplus in 1973, even govern-
ment experts had forecast a trade deficit for 1974. This fact is impor-
tant since imports are already strictly regulated. Including services,
debt repayments, and profit remissions by foreign investors, Peru has
had to rely on substantial long-term and short-term international
borrowing. In 1973, for example, short-term borrowing increased 500
percent over 1972 levels. Even though the Peruvian currency is very
strictly regulated by the government and is not freely convertible into
other currencies, the government has maintained that all is well in the
foreign sector. Privately, however, the government has been concerned
about the foreign sector of the economy and has reflected this attitude
in its most recent recommendations for a general accounting plan,
as will be discussed later.

In terms of the ownership of factors of production and control of
the economy, the Peruvian government is taking an increasingly active
role. This, of course, has had a dampening effect on the private sector,
but it has also meant that the government is becoming a more impor-
tant user of financial data.

Government

The government is one of the most persuasive forces in the develop-
ment of accounting objectives, standards, and practices. For the pur-
pose of this discussion, the government can be divided in two groups:
users and regulators. Users are tax authorities, planning commissions
such as GOSPLAN in the Soviet Union, and various government
agencies such as the Bureau of Labor Statistics in the United States,
that compile statistics for general use.

% “Heavy Borrowing Financing Record Imports,” Andean/Peruvian Times, 8
November 1974, p. 9.
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Government regulators often act in response to the needs of govern-
ment users. A good example of this would be the Cost Accounting
Standards Board in the United States, which is generating uniform
cost accounting standards that must be used by government defense
contractors. Regulators also act in response to the best interests of the
general public, such as the Securities and Exchange Commission (SEC)
in the United States.

The extent to which the government becomes involved in the
setting of objectives, standards, and practices depends on the inter-
action of all of the factors listed in exhibit 2. A weak and relatively
unsophisticated government will probably not be too concerned about
the development of accounting. If the accounting profession in a
country is relatively sophisticated and appears to be meeting the needs
of the users, the government may not interfere very much. Where the
government is an important user of information, does not feel that the
accounting profession is meeting the needs of users, and does not fore-
see much change in the near future, it will probably take a much more
active role in setting or influencing the development of accounting
objectives, standards, and practices.

Two factors have led to heavy government influence in the account-
ing sector: a relatively weak and unsophisticated accounting profession
and, more importantly, the increasing need for uniform financial data
by government users and regulators. There are three major areas of
accounting requirements as formulated by the government: Company
Law,’ the CNSEV, and the Plan Contable. The Company Law was
most recently formulated in 1966, prior to the Velasco regime. It
imposes minimum disclosure and presentative requirements as well as
giving general guidelines on the basis for stating assets.

In the mid-1960s a new government agency under the direction of
the Ministry of Economy and Finance, the CNSEV (Comision Na-
cional Supervisora de Empresas y Valores) was organized to function
as a watchdog over enterprises as well as the securities market. In
1973, the Comision released a resolution applying to:

(1) enterprises with a net worth of ten million soles ($250,000) or more,
annual gross revenues of 50 million soles ($1,250,000), or
(2) enterprises making public offerings of stock, those with shares registered

on the exchange, and/or those requesting registration and quotation of their
shares on the exchange.s

* Arthur Andersen & Co. (Peru), “Regulations for Reporting on Financial
Statements in Peru” (February 1973), p. 2.



The resolution sets out five basic requirements: (1) the general
requirements for presentation and auditing of statements, (2) the dis-
closure requirements in the financial statements, (3) the notes to the
financial statements, (4) supplementary information and the contents
of the auditor’s report, and (5) the auditing requirements.*® The pre-
amble to the resolution highlights the importance of the new guidelines:
Financial statements prepared in accordance with uniform rules and ap-
propriately examined constitute a basic element for the analysis of the finan-
cial situation and the results of operations of an enterprise and an indispens-
able source for the global study of important sections of the national economy.
At the same time such statements contribute fundamentally to aid in judg-
ment on decisions by banks, financial institutions, and others as to the opera-
tions they may enter into, as well as to provide adequate information to
investors. . . .17

One of the key problems emphasized in the Arthur Andersen & Co.
translation of the CNSEV document is the auditing requirement. The
auditing firms argue that if statements are prepared by the enterprises
to which the resolution applies (as defined above), these statements
must be audited. The enterprises themselves argue that the statements
must be presented to an outsider in order to qualify for an audit. In
early 1975 the CNSEV called for statements to be furnished for all
firms that qualify under the resolution, thus necessitating an audit of
those statements.

PLAN CONTABLE GENERAL

Concurrent with the CNSEV proposals and under the direction of
the Ministry of Economy and Finance, a Plan Contable General was
developed. The plan is a uniform system of accounting for enterprises
and was designed with three things in mind: (1) managerial needs,
(2) macroeconomic needs, and (3) customs that apply to accounting
in Peru. It is intended that the plan will form a base of reliable infor-
mation on which the national accounts (macro statistics) can be pre-
pared, as well as provide useful information for managers, shareholders,
workers, creditors, and others.

A series of governmental commissions took four years to complete
the project. Several representatives of the accounting profession served
with government personnel on the commission; conspicuously absent
 Comision Nacional Supervisora de Empresas y Valores, Reglamento de Audi-

toria y Certificacion de Balances (Lima, Peru, 1974).
" Arthur Andersen & Co., “Regulations,” p. 1.
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were any representatives of the private industrial sector of the econ-
omy. Three main reasons are given for instituting the plan:

1. The contemporary world economy is developing along the path of
integration, that is, COMECON, EEC, ANCOM;

2. Countries need to have significant forces for planning and develop-
ing their economies in order to gain the maximum out of integration;
and

3. There seems to be a lack of uniform accounting practice which
inhibits the ability of the government to get high-quality information
for decision making.

There are two volumes to the study. The first volume was released
in early 1975; volume 2 was due for release sometime in 1975. Volume
1 begins with background information on the plan, as well as a dis-
cussion of the national accounts. Generally accepted accounting princi-
ples are then discussed and include such principles as historical cost,
the going-concern concept, objectivity, the realization principle, ma-
teriality, and so forth — principles very similar to those accepted in
the United States. Apparently there was no attempt to question the
acceptance of these principles. Instead, the emphasis was on the gen-
eration of data, given these principles. A list of accounting terminology
was also presented. One of the big problems in Peruvian accounting
is the lack of uniform terminology.

The majority of volume 1 is devoted to the chart of accounts and
supporting data. Exhibit 3 presents the chart of accounts and exhibit
4 lists the detail in the structure of the accounts.’® Each class of ac-
counts is discussed in detail in volume 1. For example, under class 2 and
account 20 (merchandise), the following information would be given:
content, valuation, presentation, and special notes and commentary.
This is presented for each account. The Peruvian chart of accounts is
very similar to the French chart; the French were consulted on the
organization and implementation of the Peruvian system. However,
there are two major differences between the systems. The French plan
is organized in typical continental fashion in order of increasing liquid-
ity. The Peruvian system presents the accounts in the same sequence
that Peruvian accountants are accustomed to— current assets then
noncurrent assets.

A second major difference is that the Peruvian plan provides special

® Plan Contable General 1 (Lima, Peru: Ministerio de Economia y Finanzas,

1973). Portions of the volume were translated by the author for use in the paper.
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information about the foreign sector. As noted in exhibit 4, all accounts
preceded by an asterisk separate foreign and domestic components. In
some cases this is clear from the two-digit classification, such as ac-
count 71 which is foreign sales. In other cases, distinction is made
between items derived from Peru, ANCOM countries, and other
foreign countries. This information is useful in helping the govern-
ment keep track of the import and export of goods, services, and
capital.

Volume 2 had not been published when the author was in Peru in
February 1975, but it is really the implementation volume. It will
explain how the plan can be used to generate financial statements for
special purposes. When the two volumes have been released and the
plan goes into effect, compliance will be required of all firms with
gross revenues of 50 million soles ($1,250,000) or more. According to
an official of the CNSEV, which will administer the plan, this will
affect approximately 1,200 of the 60,000-70,000 firms in Peru. Even-
tually, the plan will affect more firms than currently anticipated.

SUMMARY

Accounting can and should be a dynamic discipline; many different
systems exist around the world to suit different circumstances. The
analysis of accounting in a given country should present not only a
description of the current state of the art, but a discussion of the
changes in accounting objectives, standards, and practices, what factors
led to those changes, and how these changes were accomplished. This
type of analysis will help identify accounting practices that can assist
a country in resolving specific types of problems. The U.S. approach
to disclosure has been a good starting point for countries developing
a broadly based capital market. Peru’s need for uniform data to assist
in national planning gave rise to a Peruvian version of the French
general accounting plan. A more thorough investigation of the factors
leading to the principles and practices of a country will help identify
common situations where universal principles can be adopted, and
unique situations where compromise may be necessary or where uni-
form standards and practices are simply impracticable.



Exhibit 4. Peruvian Plan Contable General: Structure of the Accounts

Class 1: Current assets

10 cash and bank accounts
11 negotiable securities
*12 trade accounts receivable
*13 notes receivable
16 accounts receivable from shareholders, partners, and management
17 other accounts receivable
19 allowance for doubtful accounts

Class 2: Inventory

20 merchandise

21 finished goods

22 by-products and scrap

23 goods in process

24 raw materials

25 packaging materials

26 miscellaneous supplies

28 goods in transit

29 allowance for inventory write-down

Class 3: Noncurrent assets

30 accounts of branches and affiliates

31 investments in securities

33 land, machinery, and equipment

34 intangible assets

36 land, machinery, and equipment under incentive laws
37 intangible assets under incentive laws

38 deferred charges

39 accumulated depreciation and amortization

Class 4: Current liabilities

40 taxes payable

4] expenses payable
*42 trade accounts payable
*43 notes payable

46 dividends payable

48 miscellaneous allowances

Class 5: Noncurrent liabilities, deferred income, and net worth

*50 long-term debt
52 provisions for social benefits
53 deferred income
*54 capital stock
55 capital rights of the workers’ community
56 capital surplus
57 revaluation of assets
58 reserves
59 retained earnings
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Exhibit 4 {cont.)

Class 6: Expenses

60 domestic purchases
*61 foreign purchases

62 salaries and labor expenses

63 services by domestic third parties
*64 services by foreign third parties

65 taxes

66 miscellaneous expenses

67 financial expenses

68 current period expense portions of allowances (depreciation, etc.)
*69 selling expenses

Class 7: Revenues

70 domestic sales
*71 foreign sales
72 returns of domestic sales
*73 returns of foreign sales
74 discounts, rebates, etc., on domestic sales
*#75 discounts, rebates, etc., on foreign sales
76 other revenues
77 financial revenues
*78 discounts, rebates, etc., from suppliers
79 allocated expenses

Class 8: Profit and loss

80 operating income

81 extraordinary gains

82 extraordinary losses

83 ,gains from prior periods

84 losses from prior periods

85 legal distribution of net income
88 income taxes

89 net income for the period

* All accounts with an asterisk before them separate foreign and domestic components. In some
cases, this is clear from the two-digit classification, such as account 71 which is foreign sales.
In other cases, distinction is usually made between items derived from Peru, Andean Common
Market countries, and other foreign countries.



CHAPTER 4

Accounting principles generally
accepted in the United States versus
those generally accepted elsewhere*
Gerhard G. Mueller

Substantial evidence exists to support the claim that material differ-
ences characterize generally-accepted accounting principles as applied
in various countries.* While these differences are significant for a num-
ber of individual concepts and practices, they should not obscure the
equally important observation that there are also a great many similari-
ties between the generally-accepted accounting principles of different
countries, The differences, however, are the source of frequent and
substantive problems in accounting practice.

With a steadily increasing volume of international business and in-

* Support from the Price Waterhouse Foundation for the preparation of this
article is gratefully acknowledged.

** Gerhard G. Mueller, Ph.D., is Professor of Accounting in the Graduate School
of Business Administration at the University of Washington. He is also a con-
sultant to the American Institute of CPAs (Accounting Research Division),
Price Waterhouse & Co., and several private business firms. Professor Mueller is
a past chairman of the Committee of International Accounting of the American
Accounting Association and a former consultant to the U.S. Treasury Depart-
ment of accounting matters relating to international taxation. He was an Inter-
national Accounting Research Fellow with Price Waterhouse & Co. in New
York. His articles have been published in professional journals in the U.S. and
abroad, and he is author of International Accounting (Macmillan, 1967) and a
series of monographs on accounting practices in various countries (University of
Washington, 1962-67). He also is co-editor of Readings in International Ac-
counting (Houghton-Mifflin, 1968).

* For instance, Professional Accounting in 25 Countries (American Institute of
Certified Public Accountants, 1964).

* This article is reprinted, with permission, from The International Journal of
Accounting: Education and Research (Spring 1968) pp 91-103
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vestments, national differences in accounting principles have a growing
impact. From a practical point of view, these national differences cause
difficulties in at least these areas:

1. Reporting for international subsidiaries whose financial statements
are to be consolidated or combined with United States parent-company
statements.

2. Reporting for international subsidiaries which lie beyond the con-
solidation or combination requirements — separate reports being re-
quired by the United States parent company.

3. Reporting for independent companies located in countries other
than the United States where the statements are for local use and a
standard United States form of opinion is to be furnished.

4. Reporting for independent companies in countries outside the
United States where the statements and the opinions are likely to be
read and used in the United States, e.g., for SEC filings, use by bank-
ers, and possible acquisitions or general publication in English to stock-
holders residing in the United States.

This paper has as its main purpose the empirical evaluation of the
complexities of varying accounting principles among different coun-
tries. While it is recognized that conceptual considerations are only
one aspect of the over-all problem, a better perspective should be pos-
sible by limiting the focus of the discussion.

ECONOMIC AND BUSINESS ENVIRONMENTS
DIFFER AMONG VARIOUS COUNTRIES

Experience and observation tell us that the business environment
normally varies from one country to the next. Indeed, some parts of an
overall business environment may well differ between individual re-
gions of a single country. On the other hand, there are instances where
two or more countries have essentially the same environmenta! condi-
tions. This reduces to the proposition that the dimensions of a business
environment are primarily economic in nature whereas borders of a
country are drawn because of political factors. Thus, political bound-
aries are not necessarily the only or the best lines of distinction for
differing business environments.

What separates one business environment from another? Primarily,
there are four marks of separation:

1. States of economic development — A highly developed economy
provides an environment different from an undeveloped economy. In



an African country, workers at a plant had to walk three hours twice
each day to get to and from work. An AID program provided them
with bicycles, after which they quit work. Possession of a bicycle was
the sole motive for their accepting employment in the first place.

2. Stages of business complexity — Business needs as well as business
output are functions of business complexity. An example of this is that
West Germany in a recent year imported approximately DM 600 mil-
lon (net) of industrial know-how in the form of Research and Devel-
opment services outside Germany.

3. Shades of political persuasion — Political tendencies clearly affect
business environments. Among the better known international exam-
ples are the expropriations of private property by central governments
in South America and the Near and Far East. Forms of social legisla-
tion also affect business environments directly.

4, Reliance on some particular system of law — Differences between
common law and code law are widely known. There are other differ-
ences as well. Detailed companies legislation may inhibit or protect
business, as the case may be. The United States has rather stringent
unfair trade and antitrust laws. The legal systems of some European
countries tolerate market share agreements and cartel arrangements.

Using principally these four elements of differentiation, a quick
analysis of business environments existing in different countries can be
undertaken. This yields, in the author’s opinion, ten distinct sets of
business environments. Each differs from all others in at least one
important respect. The ten are:

1. United States/Canada/The Netherlands — There is a minimum of
commercial or companies legislation in this environment. Industry is
highly developed; currencies are relatively stable. A strong orientation
to business innovation exists. Many companies with widespread inter-
national business interests are headquartered in these countries.

2. British Commonwealth (Excluding Canada) — Comparable com-
panies legislation exists in all Commonwealth countries and administra-
tive procedures and social order reflect strong ties to the mother
country. There exists an intertwining of currencies through the so-
called “sterling block” arrangement. Business is highly developed but
often quite traditional.

3. Germany/Japan — Rapid economic growth has occurred since
World War II. Influences stemming from various United States mili-
tary and administrative operations have caused considerable imitation
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of many facets of the United States practices, often by grafting United
States procedures to various local traditions. The appearance of a new
class of professional business managers is observable. Relative political,
social, and currency stability exists.

4. Continental Europe (Excluding Germany, The Netherlands and
Scandinavia) — Private business lacks significant government support.
Private property and the profit motive are not necessarily in the center
of economic and business orientation. Some national economic plan-
ning exists. Political swings from far right to far left, and vice versa,
have a long history in this environment. Limited reservoirs of economic
resources are available.

5. Scandinavia — Here we have developed economies, but characteris-
tically slow rates of economic and business growth. Governments tend
toward social legislation. Companies acts regulate business. Relative
stability of population numbers is the rule. Currencies are quite stable.
Several business innovations (especially in consumer goods) originated
in Scandinavia. Personal characteristics and outlooks are quite similar
in all five Scandinavian countries.

6. Israel/Mexico — These are the only two countries with substantial
success in fairly rapid economic development. Trends of a shift to
more reliance on private enterprise are beginning to appear; however,
there is still a significant government presence in business. Political and
monetary stability seem to be increasing. Some specialization in busi-
ness and the professions is taking place. The general population appar-
ently has a strong desire for higher standards of living.

7. South America? — Many instances are present of significant eco-
nomic underdevelopment along with social and educational underde-
velopment. The business base is narrow. Agricultural and military
interests are strong and often dominate governments. There is consid-
erable reliance on export/import trade. Currencies are generally soft.
Populations are increasing heavily.

8. The Developing Nations of the Near and Far East? — Modern con-
cepts and ethics of business have predominantly Western origins. These
concepts and ethics often clash with the basic oriental cultures. Busi-
ness in the developing nations of the Orient largely means trade only.
There is severe underdevelopment on most measures, coupled with vast
population numbers. Political scenes and currencies are most shaky.

? These areas are obviously treated very generally; exceptions exist for a few
given countries.



Major economic advances are probably impossible without substantial
assistance from the industrialized countries.

9. Africa (Excluding South Africa)? — Most of the African continent
is still in the early stages of independent civilization and thus little or
no native business environment presently exists. There are significant
natural and human resources. Business is likely to assume a major
role and responsibility in the development of African nations.

10. Communist Nations — The complete control by central govern-
ments removes these countries from any further interest for the purpose
of this article.

The above categorization suggests that each country does not neces-
sarily have a separate and distinct environment for its business. It also
suggests a manageable way of viewing the existing differences.

One additional general observation on business environments seems
worthwhile. In the ten categories listed above, little likelihood of
change may be expected in the near future. Of course, details and
specifics constantly change in the economic surroundings of business.
But the overall philosophy and character that distinguish the ten
separate cases seem rather well established, perhaps for as long as a
quarter of a century. Therefore, relative stability appears to be one of
the properties of different business environments. This means two
things: (1) business concepts and practices, including accounting con-
cepts and practices, do not necessarily require rapid changes if they
are based on environmental conditions, and (2) business environments
are probably more difficult to change than is sometimes assumed.

ACCOUNTING AND THE ECONOMIC/BUSINESS ENVIRONMENT

In society, accounting performs a service function. This function is
put in jeopardy unless accounting remains, above all, practically useful.
Thus, it must respond to the ever-changing needs of society and must
reflect the social, political, legal, and economic conditions within which
it operates. Its meaningfulness depends upon its ability to mirror these
conditions.

The history of accounting and accountants reveals the changes
which accounting consistently undergoes. At one time accounting was
little more than a recording system for certain banking services and tax
collection plans. Later it responded with double-entry bookkeeping pro-
cedures to meet the needs of trading ventures. The industrialization
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and division of labor made possible cost and management-type account-
ing. The advent of modern corporation stimulated periodic financial
reporting and auditing. Most recently, accounting has revealed a
greater social awareness by assuming public-interest responsibilities to-
gether with the providing of decision information for the larger public-
securities markets and management-consulting functions. Accounting
is clearly concerned with its environment. Its developmental processes
are often compared with that of common law.

From an environmental point of view, various developments in
society affect accounting. What else would have caused, for instance,
the very serious preoccupation of United States accountants with the
needs of United States security analysts? Similar influences are present
in recent U.S. efforts concerning lessor and lessee accounting, account-
ing for business combinations, and the wholesale extension of ac-
counting to international business problems.

But accounting also affects its environment. Many economic
resources are allocated to specific business uses on the basis of relevant
accounting information. In some measure, national economic policies
are formulated on the contents or message of corporate financial
statements, and unions often base wage demands on similar informa-
tion. Rate cases of regulated companies are based primarily on
accounting data, and so are most antitrust cases initiated by govern-
mental agencies. Therefore, accounting both reflects environmental
conditions and influences them.

Dudley E. Browne touches on the relationship of accounting to its
environment in his review of Corporate Financial Reporting in a
Competitive Economy, by Herman W. Bevis:

The financial accounting and reporting of any corporation are subject to a
variety of external influences. A larger number of common approaches to ac-
counting and reporting problems can be found in a given industry or other
relatively homogeneous group of corporations than in all of industry, but the

internal relationship of its operations and programs with external influences
will continue to make each corporation different from every other.

The necessity that corporate financial accounting and reporting be sufficiently
unrestricted to respond readily to change should be kept in mind . . . the
principle of full and fair disclosure must remain the keystone of successful
corporation-stockholder and corporate-society relationships.®

THE ISSUE OF DIFFERENT ACCOUNTING PRINCIPLES

If we accept that (1) economic and business environments are not

* Dudley E. Browne, Financial Executive, January 1966, p. 50.



the same in all countries, and (2) a close interrelationship exists be-
tween economic and business environments and accounting, it follows
that a single set of generally-accepted accounting principles cannot be
useful and meaningful in all situations. This conclusion admits the
possibility of some honest and well-founded differences in accounting
principles that find general acceptance in certain national or geo-
graphic-area circumstances.

Let us postulate for a moment that accounting principles generally
accepted in the United States were enforced in all countries of the free
world. This would create an international uniformity which would
have some intellectual appeal and would ease many problems in
international accounting practice and international financial reporting.

At the same time, such uniformity would lack meaning. It would
have to assume that business conditions are the same in all parts of the
free world and that the same stage of professional, social, and economic
development has been reached everywhere. This is certainly not the
case. In fact, enforced international uniformity on the basis of United
States accounting principles alone would probably lead to misinforma-
tion or inaccurate results in many instances. The same types of
calamity which have characterized so many U.S. foreign aid problems
in the past would result.

Nevertheless, the issue of international differences in accounting
principles does not resolve itself into a complete laissez-faire approach.
A strong theoretical argument can be made for consistency of generally-
accepted accounting principles between those countries or geographic
areas where economic and business environments are substantially
similar. In other words, from a theoretical viewpoint, generally-
accepted principles in the United States should be the same as those
in Canada, but may differ in some respects from those used in South
America or Pakistan or India. The business and economic environ-
ments of the United States and Canada are very similar; the respec-
tive environments of the United States and India are very dissimilar.

ENVIRONMENTAL CIRCUMSTANCES AND APPROPRIATE
ACCOUNTING PRINCIPLES

Reference to environmental conditions is subjective. It is not
possible, therefore, to develop a conclusive list of those circumstances
which permit or require differing accounting principles from one
country or area to the next, but some of the circumstances affecting

63



64

the determination of appropriate accounting principles in an interna-
tional framework can be identified. Such circumstances include:

1. Relative stability of the currency of account— If a currency is
quite stable over time, historical cost accounting is generally indicated.
Significant currency instability calls for some form of price index
adjustment, with the form of adjustments depending largely on the
type of indexes available and reliable.

2. Degree of legislative business interference — Tax legislation may
require the application of certain accounting principles. This is the
case in Sweden where some tax allowances must be entered in the ac-
counts before they can be claimed for tax purposes; this is also the
situation for LIFO inventory valuations in the United States.
Furthermore, varying social security laws may affect accounting prin-
ciples. Severance pay requirements in several South American coun-
tries illustrate this.

3. Nature of business ownership — Widespread public ownership of
corporate securities generally requires different financial reporting and
disclosure principles from those applicable to predominantly family or
bank-owned corporate equities. This is in essence a difference because
public and closely held companies do not need to capitalize small
stock distributions at market value whereas publicly held companies do.
4. Level of sophistication of business management -— Highly refined
accounting principles have no place in an environment where they are
misunderstood and misused. A technical report on cost variances is
meaningless unless the reader understands cost accounting well. A
sources and uses of funds statement should not be prepared unless it
can be read competently.

5. Differences in size and complexity of business firms — Self-insurance
may be acceptable for a very large firm where it is obviously not for a
smaller firm. Similarly, a large firm mounting an extensive advertising
campaign directed at a specific market or season may be justified in
deferring part of the resultant expenditure, whereas smaller programs
in smaller firms may need to be expensed directly.

Comparable conclusions apply to complexity. Heavy and regular Re-
search and Development outlays by a United States corporation may
require accounting recognition, especially when long-range projects
are involved. Incidental development costs of a firm producing only oil
additives in Mexico normally have no such requirement.

6. Speed of business innovations — Business combinations became



popular in Europe only a few years ago. Before that, European
countries had little need of accounting principles and practices for this
type of business event. Very small stock distributions occur most gener-
ally in the United States. Again, this produces differences in account-
ing principles. Equipment leasing is not practiced in a number of
countries with the consequent absence of a need for lease accounting
principles.

7. Presence of specific accounting legislation — Companies acts con-
taining accounting provisions are found in many countries. While
these acts change over time (for example, there were new acts recently
in both Germany and the United Kingdom), their stipulations must be
observed when in force and legally binding. The German act requires
setting aside certain earnings as a “legal reserve.” It also stipulates
when and how consolidated financial statements are to be prepared.
The British act defines how the term “reserve” is to be used in ac-
counting. Many other examples of this type exist.

8. Stage of economic development — A one-crop agricultural economy
needs accounting principles different from a United States-type econ-
omy. In the former, for instance, there is probably relatively little
dependence on credit and long-term business contracts. Thus, sophis-
ticated accrual accounting is out of place and essentially cash account-
ing is needed.

9. Type of economy involved — National economies vary in nature.
Some are purely agricultural, while others depend heavily on the
exploitation of natural resources (oil in the Near East, gold and
diamonds in South Africa, copper in Chile, etc.). Some economies
rely mainly on trade and institutions (Switzerland, Lebanon), whereas
still others are highly diversified and touch on a great variety of
economic and business activities. These are reasons for different
principles regarding consolidations, accretion or discovery of natural
resources, and inventory methods, among others.

10. Growing pattern of an economy — Companies and industries grow,
stabilize, or decline. The same applies to national economies. If
growth and expansion are typical, the capitalization of certain deferred
charges is more feasible than under stable or declining conditions.
Stable conditions intensify competition for existing markets, requiring
restrictive credit and inventory methods. Declining conditions may
indicate write-offs and adjustments not warranted in other situations.
11. Status of professional education and organization — In the absence
of organized accounting professionalism and native sources of account-
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ing authority, principles from other areas or countries may be needed
to fill existing voids. The process of adaptation, however, will be un-
successful unless it allows for circumstantial factors of the type identi-
fied here.

12. General levels of education and tool processes facilitating account-
ing — Statistical methods in accounting and auditing cannot be used
successfully where little or no knowledge of statistics and mathematics
exists. Computer principles are not needed in the absence of working
EDP installations. The French general accounting plan has enjoyed
wide acceptance in France because it is easily understood and readily
usable by those with average levels of education and without sophis-
ticated accounting training.

The reader will recognize that several of the factors listed above
may apply to a national situation as well as the international scene.
This is not surprising since national variations in accounting concepts
and practices are increasingly analyzed in terms of their respective
environmental backgrounds, particularly in the United States. A
relationship seems to exist between accounting flexibility within a
country and among countries or areas. The topic of such a possible
relationship, however, falls beyond the scope of this paper.

SOME EXAMPLES

As a limited test of the applicability of the list of environmental
circumstances referred to in the preceding section, several different
accounting principles are related to this list in order to evaluate at least
some of the underlying environmental relationships. A complete
diagnosis of this type would be a substantial undertaking and is not
attempted here.

Different Circumstances Resulting in Different Accounting Principles

Investments in marketable securities are generally carried at the
lower of cost or market, stock exchange quotations being used as
indications of “market.” A different principle needs application where
no national stock exchange exists, for example, in Guatemala.

Severance payments are normally at the option of the employer and
thus are customarily expensed at the time of payment. If severance
payments of material amounts are required by law, however, they
should be accrued in some fashion before actual severance occurs.

In the United States, owners’ equity is recorded, classified, and
reported as to source. Interest in dividend potential is one reason for



this. It results in basic distinctions between contributed capital, re-
tained earnings, and capital from other sources.

On the other hand, a single owners’ equity principle of legal capital
dominates accounting in some European countries, e.g., Germany.
This is based on a balance-sheet accounting orientation to creditor
protection.

Simllar Circumstances Resvlting in (Largely Unexplained)
Different Accounting Principles

The circumstances of inventory valuation are highly similar in the
United States and the United Kingdom. In the lower of cost or
market test, “market” means essentially replacement value in the
United States and net realizable future sales value in the United
Kingdom.

Despite close similarities of circumstances, deferred income tax
“liabilities” are generally recognized in the United States and only
sparingly recognized in Canada. Deferred tax accounting is not a
generally-accepted accounting principle in Canada.

Accounting terminology varies internationally to a considerable de-
gree without good reason. United States and United Kingdom usage
of the terms “reserve” and “provision” differs, French use of the term
“depreciation” differs from that in other European countries, and
“goodwill” means nearly all things to all people. This is largely
unexplainable.

CHANGE IN ACCOUNTING PRINCIPLES

For the time being, meaningful international uniformity of gener-
ally-accepted accounting principles should have full regard for differ-
ences existing in the environments in which accounting operates. While
complete differentiation for each politically recognized country is un-
desirable and unwarranted, fundamentally different conditions between
different countries or areas conceptually call for separate recognition.

Assuming that this can be achieved, a most important mandate of
accounting is to respond to any changes in environmental conditions as
soon as they occur. Accounting can actually further the cause of
change since it has, as we have seen, some influence on its environment
in addition to reacting to its environment. Therefore, identification
with desirable efforts toward change, and quick and full response to
accomplished change are probably the primary leverage factors avail-
able to accounting in resolving justifiable international differences in
generally-accepted accounting principles.
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Three practical examples illustrate the force of change in account-
ing. First, the revised German companies law enacted in 1965 contains
several financial disclosure provisions which are definitely patterned
after United States SEC requirements. As Germany moves closer to a
corporate business society that has much in common with the United
States business society, tested SEC-type legislation would seem to be
a valid response to the changes occurring.

Second, more comprehensive general financial-disclosure require-
ments are in evidence in the United Kingdom via the widely discussed
1964 London Stock Exchange memorandum as well as the recent new
companies legislation. For some time the Swiss business press has
carried repeated strong appeals for greater disclosure in the financial
statements of Swiss companies. These and similar admonitions for
wider general disclosures seem to be a consequence of widening secu-
rities markets in the countries concerned. Here again, an environ-
mental condition has changed and accounting should respond.

Third, there is a notable increase in consolidated financial reporting
on the part of larger corporations in countries outside of North
America. In many instances, consolidated financial statements are
presented even though applicable laws do not require such presenta-
tions. The cause of this move toward greater use of consolidated
financial reports undoubtedly lies in the ever growing extent of inter-
corporate investments and the steady growth of portfolio investments
beyond the domicile countries of respective investors. The companies
affected may have changed somewhat, but the far greater change has
occurred in the environment of their operations.

In summary, a particular responsibility which accounting has in
relation to change seems to exist. Awareness of this responsibility and
concentrated efforts in connection with it are theoretically the most
effective ways in which accounting principles between countries can
be brought into greater harmony.

CONCLUSIONS
The three main conclusions of this paper are:

1. United States generally-accepted accounting principles should not
be enforced arbitrarily in other countries. There is a theoretical incom-
patibility between the economic and business environments prevailing
in different countries and an arbitrary imposition of any single set of
generally-accepted accounting principles would run counter to environ-
mental differences which exist.



Only where environments are alike or similar can meaningful results be
achieved by the use of a particular single body of accounting principles.
At the same time, the overall theoretical framework of accounting
itself needs to be general and permit analysis in terms of applicable
environmental circumstances.

2. Complete international diversity of accounting principles is undesir-
able and unnecessary. The author has attempted to define ten different
areas in which comparable environmental conditions exist and which
therefore would gain from a particular approach to generally-accepted
accounting principles. The ten-fold classification is highly subjective;
nevertheless, it demonstrates a frame of reference with regard to limited
international diversity of accounting principles.

Free international exchange and cooperation with regard to account-
ing principles would avoid unnecessary duplications in accounting
research and provide the latest accounting knowhow for application
when conditions demand it.

3. Accounting is dynamic and operates in an atmosphere of change.
Even though the basic character of a given business environment seems
slow to change, the continuing evolution of the accounting discipline
affords means toward more international harmony in generally-accepted
accounting principles. Efforts to change unnecessary international
diversities in accounting in response to changing economic and business
conditions appear to hold greater promise, in theory, than legislation
or another form of enforcement of dictated international accounting
uniformity.
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CHAPTERSS

The impact of disclosure and measurement
practices on international accounting
classifications™

R.

D. Nair and Werner G. Frank

ABSTRACT: This article examines whether the classification of countries into groups
based on their accounting practices is the same whether measurement or disclosure
practices are used to do the grouping. Data from the Price Waterhouse & Co. survey relat-
ing to these two subsets of accounting practices for 38 countries in 1373 and 46 countries
in 1975 formed the data base. The groupings yielded by analyzing disclosure practices
were found to be different from groupings based on measurement practices. A further
analysis was then done to determine whether the same underlying environmental vari-
ables (such as the structure of the economy and trading affiliations of each country) were
associated with the two groupings. It was found that although economic variables were
related to the groupings, the specific variables most closely related to each subset were
different. Because of these differences, it may be more difficult for policy makers to

achieve harmonization of accounting practices than was previously realized.

classify countries into groups based

on the accounting practices that
they follow. Examples of such efforts
include Previts [1975], Seidler [1967],
Buckley [1974], Mueller [1967, 1968],
and Frank [1979]. In all of these studies,
accounting practices were treated as a
single group and no attempt was made to
determine whether the clustering of coun-
tries was dependent on the composition
of the set of accounting practices under
study.

One important way of disaggregating
accounting practices into two subsets is
to distinguish whether they deal with
disclosure or with measurement prac-
tices. The importance of this distinction
in the United States can be seen by refer-
ring to the report of the American Insti-
tute of Certified Public Accountants’
Committee on Generally Accepted Ac-
counting Principles for Smaller and/or

S EVERAL attempts have been made to

Closely Held Businesses [“Report,”
1976]. The committee recommended that
measurement principles should apply to
all businesses regardless of their size or
number of shareholders, while, on the
other hand, the applicability of disclosure
principles should vary depending on a
number of factors and should not be
required in all circumstances. A similar
dichotomy has also served as a basis for
distinguishing between the roles of the
Securities and Exchange Commission
and the Financial Accounting Standards
Board (FASB), with the former concern-
ing itself with disclosure practices and the
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latter with measurement practices. Beaver
[1978] notes that the current jurisdic-
tional controversy between these two
bodies is the result of each encroaching oz
the other’s role.

This article reports the results of a
study which groups countries first by
their measurement practices, and then by
their disclosure practices. We also at-
tempted to find whether different eco-
nomic and cultural variables were
associated with each subset of practices.
It was found that the two subsets yield
very different results. The number of
groupings, the alignment of countries,
and the underlying environmental vari-
ables associated with the practices were
ali different between the two subsets. The
next section describes and compares the
groupings of countries on each subset for
1973 and then this comparison is re-
peated for 1975. Section II describes and
compares the environmental variables
most closely associated with each subset
of practices, while Section III points out
the limitations of the analyses. Section
IV presents the conclusions of the study
and its implications for policy making.

I. CoUNTRY GROUPINGS

The reasons why we expected measure-
ment and disclosure practices to yield
different country groupings were as fol-
lows. As noted above, disclosure and
measurement practices sometimes fall in
the province of two different rule-making
bodies. Besides the United States, this
disclosure/measurement regulatory di-
chotomy can also be observed in the
United Kingdom, as pointed out by
Benston [1975]. The administration of
the Companies Acts of 1948 and 1967
which govern disclosure is largely the
responsibility of the Department of Trade
and Industry while measurement prac-
tices are addressed mainly by the Ac-
counting Standards Committee. Second,

measurement practices sometimes may
have application over a wider range of
business enterprises than disclosure pric-
voes as is the case, for example, with
respect to reporting segmented and earn-
ings per share data in the United States.
Third, the criteria brought to bear in the
choice of measurement practices may be
different from those used in choosing
among disclosure practices. While factors
such as relevance, verifiability, and ob-
jectivity may be important in the choicc
of the former, cost considerations in pre-
paring the data may predominate in the
choice of the latter. Finally, some may
argue that given efficient capital markets,
those disclosure practices dealing with
format are much less substantive than
most measurement practices. If this last
line of argument is followed, one would
expect disclosure practices to exhibit
more diversity and yield more country
groupings than measurement practices.

A. Data

The data for this part of the analysis
consisted of the results of two surveys
conducted by the accounting firm of Price
Waterhouse & Co. on accounting princi-
ples and reporting practices. In 1973, the
survey covered 233 principles and prac-
tices in 38 countries. The 1975 survey
constitutes a richer data source, with
eight countries being added and 264
principles and practices being covered.
The eight new countries were Bermuda,
Denmark, Greece, Iran, Malaysia, Ni-
geria, Norway, and Zaire. The 164
practices reported on in 1975 included
all but 22 of the practices reported on in
1973. The samplings of countries in both
years have a bias towards Western
Hemisphere countries—a not unimpor-
tant group in their own right. Also, while
the 1973 survey had six categories (Re-
quired, Majority, About Half, Minority,
No Application, and Not Permitted), the
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1975 survey added a seventh category:
Not Found in Practice. The categories
were numerically coded in this research
as follows:

Numerical Code
Survey Category (Percentage Usage)
Required 100%,
Majority 75%
About Half 50%
Minority 25%,
Not Found in Practice 0%, (not used in 1973)
Not Permitted 0%
No Application 0%

The reason for the percentage coding
was to permit input of the data into a
factor analysis program. The possibility
of measurement error being introduced
into the analysis by this transformation
is taken up in Section III.

The principles and practices for both
years were classified as either measure-
ment practices or disclosure practices
independently by the two researchers.
The criterion used for the classification
was the following. If the application of a
specific practice would result in the re-
cording of a different value in a given
account, then it was classified as a mea-
surement practice. If it did not, or if the
practice dealt explicitly with disclosure,
then it was classified as a disclosure prac-
tice. For example, Item 12 from the 1975
survey deals with whether “A note is
appended to historical cost financial
statements, disclosing the effects of price
level changes.” This item was classified
as a disclosure practice. On the other
hand, Item 13 from the same survey asks
whether “In preparing current purchas-
ing power financial statements, a general
price-level index is used and not an index
or indices which measure the level of
particular goods or services.” Since this
item measures how the figures appearing
in the statements are determined, it was
classified as a measurement practice. In
most cases, the choice was clear-cut. In a
few cases (not exceeding 15 in either

year), different classifications initially
were made by the two researchers. These
were then resolved by mutual discussion
until a consensus emerged. This proce-
dure resulted in the following classifica-
tion:

Year/Classification* Disclosure ~ Measurement
1973 (38 countries) 86 practices 147 practices
1975 (46 countries) 102 practices 162 practices

The data from the 1973 and 1975
surveys were used as inputs into a factor
analysis program. There were two objec-
tives of the factor analysis procedure.
One was to see whether the groupings
yielded by the two subsets of data for
each year were the same, or whether the
disaggregation of accounting practices
into disclosure and measurement subsets
caused the composition of groups to
change. The second objective was to use
the groupings obtained with the 1975
subsets as inputs into a discriminant
analysis. In this second step of the overall
analysis, we wanted to see whether the
same economic, social, and cultural
variables would predict the membership
of countries in the different accounting
groups. The remainder of this section
describes the results of applying the
factor analysis procedure four times (two
years of data x two subsets of practices).
Section II describes the results of the
discriminant analysis.

B. 1973 Analysis:

1. Measurement practices. Percentage
data on the extent of acceptance of the
147 practices in 38 countries were used as
147 observations in a factor analysis
based on a correlation matrix to identify
common patterns among the 38 coun-
tries. Factor analysis is a statistical tech-
nique which uses a measure of similarity
between variables, such as the coefficient

! The list of practices falling into each group for each
year is available from the authors.



of correlation, to search for variables
which are like each other and collapses
these variables into more compact groups
or factors. The strength with which each
of the original variables is associated with
these new basic variables or factors is
measured by a statistic called factor
loading. A statistic called the eigenvalue
helps determine the number of factors to
be extracted, while the percentage of the
variance in the original data which is
accounted for by the extracted factorsis a
measure of the overall success of the

which it had the highest loading. The
countries within each group or factor are
those which are quite similar to each
other in terms of accounting practices
and quite different from the countries
which are members of other groups or
factors. As can be seen no country had
its highest loading on the fifth factor, and
no logical grouping appears to exist for
the countries with relatively high load-
ings on that factor. That factor is, there-
fore, not used in the subsequent analysis.
The remaining four factors yield the
following groupings of the 38 countries:

Group I Group I Group Il Group IV
Australia Argentina Belgium Canada
Bahamas Bolivia France Japan
Fij Brazil Germany Mexico
Jamaica Chile Italy Panama
Kenya Colombia Spain Philippines
Netherlands Ethiopia Sweden United States
New Zealand India Switzerland
Pakistan Paraguay Venezuela
Republic of Ireland Peru
Rhodesia Uruguay
Singapore

South Africa
Trinidad & Tobago
United Kingdom

factoring procedure. Using the usual
criterion that only those factors whose
eigenvalues exceeded 1.0 would be con-
sidered, five factors were identified. Each
factor represents a different common
pattern of acceptance of measurement
practices. These five factors accounted
for approximately 71 percent of the
variance in the data. To provide an intui-
tive interpretation of the groups, the fac-
tor matrix was rotated using a varimax
rotation procedure. This procedure asso-
ciates the various individual variables or
countries in the strongest way possible
with a single factor. A complete listing of
the loadings of the countries on the ro-
tated factors is given in Table 1. Each
country was assigned to the factor on

By noting the overall composition of each
group and the alignment of countries, the
following intuitively appealing charac-
terizations can be made:
Group I:  British Commonwealth model
Group II:  Latin American model

Group 1II: Continental European model
Group IV: United States model

A comparison of these groupings with
those obtained by Frank [1979] when he
used all 233 principles from the same
period reveals little difference. The num-
ber of factors stays the same as does the
general overall composition and charac-
ter of each group. Five countries—
Ethiopia, Pakistan, Colombia, Nether-
lands, and Germany—do change group
membership, but some of these shifts are
understandable since in three of the five
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TasLE 1
ROTATED FACTOR MATRIX BASED ON MEASUREMENT PRACTICES
(1973 Survey Data)
Variabie/Factor 1 2 3 4 5
i Argentina .154 .814 130 144 ~.013
2 Australia 664 115 .237 .235 .592
3 Bahamas 662 .228 101 410 051
4 Belgium .329 .355 126 -.004 100
5 Bolivia .085 .845 187 .080 169
6 Brazil 215 674 .249 —-.074 ~.094
7 Canada .535 .057 199 .627 .050
8 Chile .249 662 250 129 -.008
9 Colombia 210 .500 .406 .384 .329
10 Ethiopia 419 .438 .286 .246 .259
11 Fiji 653 .138 253 255 577
12 France 316 .247 -650 150 .059
13 Germany .339 213 .619 .484 .070
14 India .402 496 470 108 184
15 Italy .041 302 676 .290 073
16 Jamaica 731 275 .293 179 250
17 Japan .339 337 475 .476 .040
18 Kenya .647 225 321 262 73
19 Mexico .301 309 .241 .561 128
20 Netherlands .690 146 241 .363 -.213
21 New Zealand -643 .143 .263 273 .587
22 Pakistan 492 472 .331 075 .285
23 Panama 313 .393 .316 436 270
24 Paraguay 114 7 .261 214 107
25 Peru .084 .843 187 .084 A77
26 Philippines .426 .247 207 12 183
27 Republic of Ireland 815 176 207 .140 170
28 Rhodesia 739 234 277 199 .092
29 Singapore 765 .327 139 127 .086
30 South Africa 765 160 136 .289 205
31 Spain 299 433 600 —-.052 121
32 Sweden 423 294 .609 121 .055
33 Switzerland .373 145 ST 291 034
34 Trinidad & Tobago L7161 223 274 205 .081
35 United Kingdom 784 026 .233 231 ~.052
36 United States .328 018 .049 .83 .068
37 Uruguay 202 696 189 196 —-.067
38 Venezuela 133 .462 .606 151 251

(Highest factor loading for each country is underlined)

cases the loadings on the two groups are
approximately equal.

2. Disclosure Practices. A similar fac-
tor analytic procedure was applied to the
86 observations on reporting practices in
the same 38 countries for 1973. The same
criteria for extracting and rotating factors
were used. Seven factors, i.e., country
groupings, were identified, accounting
for 73.2 percent of the total variance in
the data. A complete listing of the load-

ings of the countries on the rotated fac-
tors is given in Table 2. Each country
again was assigned to the factor on which
it had the highest loading. The seven
factors yield the following groupings of
the 38 countries. (Factors 6 and 7 both
yield separate single-country ‘“‘groups”,
but this treatment seems valid since each
country’s loading on its individual factor
is much greater than its loading on any
other factor.)



TABLE 2

ROTATED FACTOR MATRIX BASED ON DISCLOSURE PRACTICES
(1973 Survey Data)

Variable/Factor 1 2 3 4 5 6 7
1 Argentina 210 444 .320 .266 473 .363 047
2 Australia 867 091 142 .183 173 067 .078
3 Bahamas 473 275 161 444 055 ~.264 -.089
4 Belgium 392 152 616 063 087 127 .083
5 Bolivia 227 L7310 .382 169 .250 071 -.117
6 Brazil 130 217 763 ~.147 27 —.003 - .081
7 Canada 431 319 —.016 697 014 ~.024 —.148
8 Chile .164 377 232 .148 537 .284 —.118
9 Colombia -.028 354 699 .047 —.064 .160 077
10 Ethiopia 373 313 028 .042 602 012 - .06l
11 Fiji .817 120 213 260 196 .007 .007
12 France .083 .108 724 —.168 ~.140 332 —.047
13 Germany .208 768 070 196 —.025 .054 .240
14 India 435 681 196 181 123 150 .086
15 Italy 081 043 .646 220 024 ~.141 .457
16 Jamaica 790 438 133 120 136 —-.015 062
17 Japan .078 673 282 249 192 .089 .150
18 Kenya AR .341 041 065 327 089 259
19 Mexico 271 .389 167 .522 .353 —.062 - .060
20 Netherlands 384 .090 ~.026 672 081 Al .290
21 New Zealand 855 .204 .168 145 .205 050 .189
22 Pakistan .397 640 077 .231 210 231 .191
23 Panama .143 288 217 480 2380 3.12 017
24 Paraguay 076 226 639 057 .331 .302 -.066
25 Peru 125 711 339 23 224 083 ~.108
26 Philippines 194 189 173 639 .183 434 210
27 Republic of Ireland 794 014 131 .206 —.110 —~.140 -.177
28 Rhodesia 749 165 112 116 221 219 299
29 Singapore 670 .266 -.001 027 026 404 .022
30 South Africa 643 237 ~.036 106 023 A77 125
31 Spain .166 —.055 786 095 276 -.154 070
32 Sweden 175 173 288 136 118 649 028
33 Switzerland 284 .204 207 035 —.138 073 695
34 Trinidad & Tobago 568 .508 145 234 .263 .067 216
35 United Kingdom 659 -.097 -.049 .280 —.187 368 —.182
36 United States 151 416 —.065 741 ~.167 0.90 .010
37 Uruguay 2091 061 414 -.203 732 -.017 005
38 Venezuela -.024 .228 708 .265 .226 025 .238
Group 1 Group I Group 11T Group IV Group V Group VI Group VII
Australia Bolivia Belgium Canada Argentina Sweden Switzerland
Bahamas Germany Brazil Mexico Chile
Fiji India Colombia Netherlands  Ethiopia
Jamaica Japan France Panama Uruguay
Kenya Pakistan Ttaly Philippines
New Zealand Peru Paraguay United States
Republic of Ireland Spain
Rhodesia Venezuela
Singapore
South Africa
Trinidad & Tobago

United Kingdom
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TABLE 3

TRANSFORMATION MATRIX

Disclosure and Measurement Groupings for 1973

Disclosure
Groups

1 i i v 14 vi Vi
Measurement
Groups
1 95046 01836 ~.24363 09157 .03178 15910 ~.02553
11 100219 .51636 .42280 07120 57897 15573 ~.20126
111 —.15747  ~.00932 69828 —.13866 ~.20452 .40454 42632
1v —.24282 38358  —.11821 81579 .00990 .04072 .07050
v 44992 12042 12218 ~.10335 13736 —.12002 01576

Comparing these results with the
groupings obtained in the previous sec-
tion reveals that the clusterings of coun-
tries can change depending upon the
subset of accounting practices used. The
impact, however, is different on the vari-
ous groups. For example, the British
Commonwealth group (Group I) and the
United States group (Group IV) are
basically unchanged in character and
composition between the two compari-
sons. The countries which are affected by
the differences between reporting and
measurement practices are the Latin
American and Continental European
countries. The previously identified Latin
American model disintegrates, with Bo-
livia and Peru joining Germany and
Japan in a grouping (Group II) which
has no ready intuitive identification;
Argentina, Chile, and Uruguay break
off to form a predominantly “South”
Latin American group (Group V), while
Brazil, Colombia, and Paraguay join a
group of European countries (Group
III). Similarly, in the previously identified
Continental European model, a group of
Central and Southern European coun-
tries—Belgium, France, Italy, and Spain
—join with the above-mentioned Latin
American countries, while Germany,
Sweden, and Switzerland, on the other

hand, go in different directions. The
groupings obtained here do not lend
themselves to an intuitive basis for differ-
entiation, and it is difficult to characterize
these groups.

The difference in the factor structures
between those obtained for measurement
practices and those obtained for dis-
closure practices were quantified by the
transformation analysis procedures sug-
gested by Rummel [1970]. This is a
method for comparing the structures of
factor matrices yielded by two different
factor analyses. The method yields a
transformation matrix, the elements of

which can be interpreted as regression
coeflicients. The coefficients give the best
prediction of each factor of one factor
matrix in terms of each factor of the
second matrix. The transformation ma-
trix is given in Table 3, with factors from
the analysis of measurement practices as
the rows and the factors from the analysis
of disclosure practices as the columns.
The U.K. group (Group I in both) and
to a slightly lesser extent the U.S. group
(Group IV in both) are similarly deline-
ated in both factor analyses. The latter
shows some similarity with Group 1l
from the disclosure practices, perhaps
because of the shift of Japan. Observing
the elements for the rows dealing with the



Latin American group (Group II) and the
Continental European group (Group
III) it can be seen that both lose their
clearcut distinctiveness and the outlines
of both groups become blurred as each
becomes positively associated with two
or more groups on the disclosure dimen-
sion. These observations tend to bolster
the conclusions drawn earlier about the
lack of cohesiveness in the Latin Ameri-
can and Continental European groups
when disclosure practices are considered.

Rummel also suggests the computation
of an index of deviation for each variable,
i.e., country. This index would measure
the overall (factor loading) similarity of
a country from one factor analysis to the
next. The index is zero if a country has
identical loadings on all factors in both
factor analyses. A level of 0.1 was arbi-
trarily picked as the level at which a
change in factor loadings would be stud-
ied to identify outliers. (The average
index was 0.17 and the range was from
0.02 to 0.36.) Using this criterion, all but
11 countries had significant shifts in their
overall factor loadings between the two
factor matrices. The 11 which did not
shift significantly in overall factor load-
ings were: Argentina, Australia, Belgium,
Chile, Fiji, Jamaica, Mexico, New Zea-

land, Rhodesia, United States, and Vene-
zuela. These countries exhibit the greatest
stability between the two sets of practices.
The fact that most countries registered a
shift in loadings between the factor
analyses of the two sets of practices again
confirms that the groupings achieved are
quite different.

C. 1975 Analysis

The above analyses which had been
performed with the data from the 1973
Price Waterhouse survey were all repli-
cated using data from the 1975 survey.

1. Measurement Practices. The 162
practices relating to measurement in the
46 countries surveyed in 1975 were
analyzed using the same criteria as before
for the extraction and rotation of factors.
Six factors accounting for approximately
72 percent of the variance were isolated
and a complete listing of the loadings of
the 46 countries is given in Table 4. For
the purpose of grouping, each country
was assigned to the factor on which it
loaded the highest. Since no country
loaded highest on the sixth factor, it was
ignored in the subsequent analysis. The
remaining five factors yielded the follow-
ing groups (including a single-country
“group’’):

Group I Group II Group 111 Group IV Group V
Australia Argentina Belgium Bermuda* Chile
Bahamas Bolivia Denmark* Canada
Fiji Brazil France Japan
Iran* Colombia Germany Mexico
Jamaica Ethiopia Norway* Philippines
Malaysia* Greece* Sweden United States
Netherlands India Switzerland Venezuela
New Zeland Italy Zaire*

Nigeria* Pakistan
Republic of Ireland Panama
Rhodesia Paraguay
Singapore Peru
South Africa Spain
Trinidad & Tobago Uruguay

United Kingdom
* Countries not included in the 1973 survey.
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TABLE 4
ROTATED FACTOR MATRIX BASED ON MEASUREMENT PRACTICES
(1975 Survey Data)

1 2 3 4 5 6
I Argentina 125 135 085 .193 465 132
2 Australia 785 136 204 .260 .136 378
3 Bahamas 603 344 053 438 —.134 —.010
4 Belgium 293 408 648 124 053 —-.208
5 Bermuda 485 169 241 650 115 -.087
6 Bolivia 145 851 106 122 A73 —.036
7 Brazil 122 541 360 133 349 016
8 Canada .384 145 153 808 18 —.025
9 Chile 242 292 308 035 632 —.048
10 Colombia .199 698 294 169 008 132
11 Denmark 385 212 558 .166 .300 084
12 Ethiopia 467 628 231 069 -.010 —.001
13 Fiji 756 171 222 274 124 397
14 France 375 258 557 200 .286 207
15 Germany .297 .368 .664 .300 031 -.026
16 Greece 154 501 400 265 113 -.387
17 India 449 575 388 029 005 -.227
18 Iran 373 372 244 346 .199 ~.294
19 Italy 158 565 420 238 —.107 —.074
20 Jamaica a1 252 27 116 115 —.084
21 Japan 274 274 .380 554 —~.037 -.162
22 Kenya 674 .308 .198 973 ~.038 052
23 Malaysia 653 233 473 292 068 —.102
24 Mexico 443 234 250 596 220 —.028
25 Netherlands 583 145 271 429 .148 ~.100
26 New Zealand 764 146 239 268 129 376
27 Nigeria 628 442 242 281 -.083 ~.045
28 Norway 230 253 636 302 251 049
29 Pakistan 543 636 114 067 ~.114 —~.159
30 Panama 326 .589 .162 339 —-.024 237
31 Paraguay 138 .824 187 125 .087 ~.039
32 Peru 13 727 231 229 195 ~.145
33 Philippines 403 385 .186 575 .168 .149
34 Republic of Ireland 747 017 212 408 147 ~.114
35 Rhodesia 765 247 174 238 214 ~.173
36 Singapore 754 157 318 204 .050 -.030
37 South Africa 753 162 135 325 095 ~.075
38 Spain 100 582 476 032 008 065
39 Sweden 404 232 623 160 209 049
40 Switzerland 223 185 iy 195 - 007 163
41 Trinidad & Tobago 658 Al4 194 051 061 -07
42 United Kingdom 736 058 166 414 167 ~.112
43 United States 311 115 141 806 ~.047 180
44 Uruguay .196 652 127 228 472 035
45 Venezuela 2712 436 328 584 024 -.101
46 Zaire 272 450 516 188 .080 —.241
A comparison with the measurement gl‘oup }l f:tish Commonweal;lh model o
: : : facd] roup II': tin American/South European model
grouping obtained in 1973 indicates that Group IIl: Northern and Central European model
the overall composition and character GroupIV: United States model
of the groups has remained stable over Group V: Chile
time. Although the number of groups has
changed they can be characterized as Of the 38 countries common to both

follows: surveys, the major change between 1973



TABLE 5
ROTATED FACTOR MATRIX BASED ON DISCLOSURE PRACTICES
(1975 Survey Data)

1 2 3 4 5 6 7 8

1 Argentina .366 229 377 .058 .526 .278 217 —.118
2 Australia 172 .874 176 232 .042 .021 138 .024
3 Bahamas .140 .386 .505 .396 —.011 .046 .159 —.154
4 Belgium 747 .109 —-.080 211 .049 244 014 130
5 Bermuda 010 .210 334 .701 137 .048 .278 131
6 Bolivia 775 222 228 .061 212 039 211 —.155
7 Brazil 624 .047 .209 —.023 .226 193 .354 —.069
8 Canada 037 .203 .366 749 113 .036 .220 .098
9 Chile .629 139 .234 .240 315 209 .281 056
10 Colombia 675 .059 402 —.024 .146 —-.041 —.140 155
11 Denmark 217 .252 .108 198 147 693 165 —.007
12 Ethiopia 309 .569 .368 —.005 .010 .300 -188 .108
13 Fiji .238 .832 214 .266 021 .022 079 .044
14 France .578 .148 184 151 -.065 .507 —.228 .058
15 Germany .089 .147 .603 .036 .238 .306 159 .207
16 Greece 694 129 .083 .044 .065 .050 .025 .041
17 India .295 .262 .235 170 .482 337 .274 .242
18 Iran A71 174 .081 135 708 180 —.055 ~.051
19 Italy .506 .029 .253 ~.018 .058 .188 —.077 .514
20 Jamaica .208 409 .207 .582 107 215 .139 .055
21 Japan .333 158 643 115 212 228 .188 15
22 Kenya .188 .74 127 121 .345 .262 .048 .098
23 Malaysia 114 558 128 323 .346 .243 ~.089 .383
24 Mexico .256 370 2531 .30t .279 .093 106 -166
25 Netherlands .056 374 375 492 183 ~.092 -.007 .056
26 New Zealand 175 .876 155 .254 .039 126 070 .093
27 Nigeria 025 598 070 .347 .290 .330 ~.060 227
28 Norway 287 072 191 123 161 2367 459 175
29 Pakistan .265 310 213 .162 470 .066 .301 .409
30 Panama .298 .247 728 224 -.027 .003 129 .037
31 Paraguay .804 .208 .263 .064 222 121 .099 .054
32 Peru .360 274 .352 .285 .540 019 272 032
33 Philippines .156 182 .591 .251 479 .021 .038 214
34 Republic of Ireland ~ .241 250 164 150 107 107 ~.180 -.111
35 Rhodesia .063 491 .189 638 .105 076 038 105
36 Singapore .092 .190 155 .266 .253 110 —.151 042
37 South Africa .069 514 178 .362 .260 277 .095 -.097
38 Spain 859 033 —-.038 .021 -.024 .045 -.035 .206
39 Sweden 192 112 142 .094 .188 754 ~.034 139
40 Switzerland .303 .290 272 129 -.090 .184 A7 .587
41 Trinidad & Tobago  .355 .502 121 .259 136 .161 470 217
42 United Kingdom ~.011 .295 ~.005 674 .036 .381 -.101 019
43 United States .040 .097 .123 454 175 .032 —.035 .147
44 Uruguay .520 .260 .290 216 .338 189 319 -.220
45 Venezuela 132 .203 690 .288 030 .237 —.187 —.020
46 Zaire .863 .187 065 .052 .065 .089 .042 .064

and 1975 in the measurement groupings is
the expansion of the Latin American
group. Pakistan (from the British Com-
monwealth group), Panama (from the
United States group), and Italy and Spain
(both from the Continental European
group) join it, while only Chile leaves it

to become its own “‘group.” The only
other change is Venezuela, going from
the Continental European model to the
United States model.

Another point to note is the affiliation
of the eight countries included for the
first time in the 1975 survey. Most of
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them are linked with those groups which
one would have expected on the basis of
Seidler’s “spheres-of-influence™ classifi-
cation [1967]. Denmark and Norway are
to be found in the North/Central Euro-

the factor on which it had the highest
loading. Factor 7 on which no country
loaded the highest is ignored in the subse-
quent analysis. The seven remaining
factors yield the following groupings of
the 46 countries:

Group I Group 11 Group 111 Group IV
Belgium Australia Bahamas Bermuda*
Bolivia Ethiopia Germany Canada
Brazil Fiji Japan Jamaica
Chile Kenya Mexico Netherlands
Colombia Malaysia* Panama Republic of Ireland
France New Zealand Philippines Rhodesia
Greece* Nigeria* United States United Kingdom
Paraguay Singapore Venezuela
Spain South Africa
Uruguay Trinidad & Tobago
Zaire*

Group V Group VI Group VIl
Argentina Denmark* Italy
India Norway* Switzerland
Iran* Sweden
Pakistan
Peru

* Not included in the 1973 survey.

pean group, which also includes Sweden.
Zaire (formerly the Belgian Congo) is also
included in that group, which is not
anomalous considering that that group
also included Belgium. Nigeria and Ma-
laysia also follow colonial patterns by
exhibiting an affiliation with the British
Commonwealth model. Greece is associ-
ated with the Latin American/South
European group, while Iran and Ber-
muda are linked with the British Com-
monwealth and United States models,
respectively.

2. Disclosure practices. The same fac-
tor analytic procedure was applied to the
102 observations on disclosure practices
in the 46 countries. The factor analysis
yielded eight factors accounting for 73
percent of total variance in the data. A
complete listing of the loading of the
countries on the rotated factors is given
in Table 5. Each country was assigned to

A comparison of the groupings ob-

tained here with those obtained with the
1975 measurement practices reveals the
same lack of clear-cut groups that was
observed with the 1973 data. It is appar-
ent that the pattern underlying measure-
ment practices in different countries is
quite different from the pattern under-
lying disclosure practices. It is interesting
to note that Chile is not an outlier with
respect to disclosure practices as it was
with measurement practices. The major
point to note in comparing these group-
ings with the 1975 measurement group-
ings is the same disintegration of the Con-
tinental European model that was
observed with the 1973 data. Denmark
and Norway, both new to the survey in
1975, join Sweden, which was a single-
country “group” in 1973, to form a
Scandinavian cluster; France and Bel-
gium (and also Zaire) join the Latin
American/South European clustering
which was apparent in the 1973 disclosure
clusters. Germany, on the other hand,



TABLE 6

TRANSFORMATION MATRIX

Disclosure and Measurement Groupings for 1975

Measurement
Groups
1 i i 114 4 vi
Disclosure
Groups
1 103471 .62300 33670 00283 16781 ~.13457
i 73277 10673 04313 ~.05188 —.06535 .28554
m —.01699 32644 12510 58064 -.07843 21107
1A% .54843 —.15385 07851 .52763 18130 -.26455
\Y% 03742 43512 -.14613 06364 .22529 —.29476
VI 24183 .00069 63196 103558 22162 -.07316
Vil ~.13349 10818 -.08318 —.19601 15844 12999
VIII 12464 ~.01960 52809 06689 -~.37418 —.01581

joins Japan as it had in the 1973 clusters,

while Italy joins Switzerland as a separate

“group.”

The other major point to be noted is
that while the U.S. group stays largely
intact across the two sets of methods, the
British Commonwealth cluster splits into
two groups. This split was not observed
with the 1973 data; it may be speculated
that it is the result of the entry of the
United Kingdom into the European
Common Market during the intervening
period. However, in general, there is no
clear-cut basis for systematically differ-
entiating between the various groups and
~offering intuitively appealing charac-

terizations.

- The lack of agreement between the
factor structures can also be seen in the
transformation matrix given in Table 6.
The rows indicate the factors obtained
from the analysis of disclosure practices,
while the columns give the factors ob-
tained from the analysis of measurement
practices. None of the elements of the
matrix is above 0.8, and only one (be-
tween the ‘“Eastern Commonwealth”
group—group II on disclosure practices
and the British Commonwealth group—
Group I on measurement practices) is
above 0.7. Since 1.0 would indicate con-

gruence of two tactors, the results here
indicate that the clusters of countries
obtained with measurement practices are
not similar to the clusters of countries
obtained with measurement practices
are not similar to the clusters obtained
with disclosure practices. Examination
of the index of deviation indicated that
nine of the 46 countries had significant
(index greater than 0.1) shifts in their
overall factor loadings. These nine coun-
tries were: Argentina, Bahamas, Chile,
Ethiopia, Germany, Greece, Japan, Ni-
geria, and Pakistan.

The preceding analysis answers the
first question raised in this study. It
shows that the groupings achieved on
different subsets of accounting practices
are, in fact, different. Also, disclosure
practices exhibit greater diversity than
the factors obtained from the analysis of
measurement practices. In the second
part of the analysis, we attempted to see
whether different underlying economic
and cultural variables were associated
with the groupings.

I1I. AssociaTioN OF Economic AND CUL-
TURAL VARIABLES WITH GROUPINGS

It has long been argued by accountants
that accounting is shaped by its environ-
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ment. APB Statement No. 4 [1970, para.
209] states, ‘“Generally accepted ac-
counting principles change in response to
changes in economic and social condi-
tions, to new knowledge and technology,
and to demands of users for more service-
able financial information.” A similar
line of argument can be found in the
FASB’s Objectives of Financial Report-
ing by Business Enterprises [1978, para.
9], “Accordingly, the objectives in this
Statement are affected by the economic,
legal, political, and social environment in
the United States.” Following this line of
reasoning would lead one to believe that
countries with similar environments, in
the sense of similar economies and cul-
tures, should have similar accounting
practices and those with different en-
vironments should exhibit differences in
accounting practices. As Choi and
Mueller [1978, p. 22] state, “If we then
accept the proposition that the environ-
ments in which accounting operates are
not the same in different countries . . . it
stands to reason that accounting must
necessarily differ from case to case if it is
to retain the sharp cutting edge of social
utility.”

The earlier study by Frank [1979] con-
firmed that an association between en-
vironmental variables and accounting
groupings exists. However, it is of interest
to investigate whether the environmental
variables associated with disclosure prac-
tices are different from those associated
with measurement practices. For exam-
ple, one might expect factors such as
extent of similarity between legal struc-
tures to be more important in the determi-
nation of disclosure practices since many
disclosure requirements are laid down in
laws such as the Securities Acts of 1933
and 1934 in the United States. Similarly,
the degree of separation of ownership
from management and the overall state of
economic development might have an

impact more on the determination of dis-
closure issues as would the degree of
public ownership of business enterprises,
since disclosure issues become more
urgent as ownership is diffused. Simi-
larity in measurement practices, on the
other hand, might be affected more by a
similar economic experience, such as
rapid inflation or the emergence of firms
with significant overseas investments. In
such cases, we would expect the countries
to draw upon each other’s experiences in
formulating approaches to measuring
such economic events.

A. Data

In this, the second step of the analysis,
discriminant functions were first con-
structed using data from 36 countries.
Four countries (Bahamas, Bermuda, Ma-
laysia, and Rhodesia) were excluded from
this part of the study since the United
Nations source for the economic and
cultural variables did not provide data
for these countries. Six countries (Den-
mark, Greece, Iran, Nigeria, Norway,
and Zaire) were kept asa hold-out sample
to test the predictive power of the dis-
criminant functions. These countries were
chosen to form the hold-out sample since
they were new to the 1975 sample.

The major cultural variable used was
the country’s official language. This vari-
able should capture similarities in legal
systems, since colonizing countries usu-
ally bequeathed their own legal system
and official language to the colonies. Use
of English, French, Spanish, Portuguese,
German, and Italian was indicated
through use of a separate (0, 1) dummy
variable for each of these countries.

Eight economic structure variables
were included to capture the importance
of the degree of industrialization and the
state of development. These were: (1) per
capita income, (2) private sector con-
sumption relative to gross national prod-



uct, (3) relative gross capital formation,
(4) relative balance of trade (exports less
imports), (5) agricultural sector output
relative to gross nationa! product, (6)
geometric (average) annual growth rate
of real gross national product, (7) average
annual change in the country’s foreign
exchange rate for U.S. dollars, and (8)
average annual change in consumer
prices. Averages were computed over the
period 1962-1970 inclusive.

Three bilateral trade variables were
constructed for this analysis to capture
trading ties between countries: imports,
exports, and total trade (imports plus
explorts). Two differences exist in terms
of how these variables were measured in
this study as compared to Frank’s earlier
study [1979] of 1973 accounting prac-
tices. In the earlier study, country A’s
imports from country B were assumed to
be equal to B’s exports to A. Because of
differences in how duties are assigned, the
point in time when warehoused goods are
included in the import/export category,
etc., the equality mentioned above does
not strictly hold. In this study, separate
import and export data were gathered
and used in constructing the trade vari-
ables. Differences due to this alternative
measurement procedure are minor.

The major difference in the construc-
tion of the trade variables between this
and the Frank study [1979] is how the
data were summarized for use in the dis-
criminant analysis. In the earlier study,
the trade statistics for individual coun-
tries were aggregated by country group-
ings, as determined from the factor
analysis. The same country groupings
were thus assumed to be known for the
dependent variable (country groups with
similar accounting principles and report-
ing practices) and for the independent
trade variables. This was not a major
concern in that study since the discrimi-
nant analysis was used in the earlier

study primarily for the descriptive pur-
poses to show the close association be-
tween a country’s economic and cultural
characteristics and the accounting princi-
ples and practices it followed. In this
study, we use the discriminant functions
for prediction, as well as classification,
purposes. To make unbiased prediction
tests requires that information incor-
porated in the dependent variable not be
used in constructing the independent, ex-
planatory variables. To avoid creating
such a bias, we used the Gutman- Lingoes
smallest space analysis technique, SSA-I,
to construct three sets of six trading
blocks, one based on imports, a second
based on exports, and a third based on
total trade.

Smallest space analysis (SSA) is a
technique whose objective is similar to
factor analysis, i.e., to reduce a large
number of variables into a more compact
set. Instead of “loadings” and *“factors,”
this technique yields *“coordinates” and
“dimensions” which can be interpreted
analogously. Each dimension represents
a block of countries closely linked to each
other through their trading ties. As men-
tioned above, three sets of six dimensions
or trading blocks were identified. The
scores or coordinates of each country on
each dimension obtained after a varimax
rotation procedure similar to factor
analysis were then used as additional vari-
ables in a stepwise multiple discriminant
analysis.

B. Measurement Practices

To separate the five groups identified
from the 1975 measurement practices,
four discriminant functions incorporat-
ing 14 variables were developed. These
are the variables which are most helpful
in distinguishing one group from an-
other. Variables having an F-value of
less than 1.0 were excluded from the
functions to ensure that each new variable
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TABLE

7

STATISTICS AND COEFFICIENTS FOR DISCRIMINANT FUNCTIONS
(Five Country-Groups Based on 1975 Measurement Practices)

Discriminant Relative Percentage of
Function Eigenvalue Variance Explained
1 20.28123 72.14
2 5.54915 19.74
3 1.79360 6.38
4 48847 1.74
Standardized Discriminant Function Coefficients
Variable* Func. 1 Func. 2 Func. 3 Func. 4
PCINC —~.15783 -—.03425 ~.70824 —.23241
PVTCOM 02090 —~.42862 —.15204 28516
BOT 12204 —.13515 —.40640 -.17116
AGSEC ~.36588 —.22393 02271 -.30652
GNPGR 17815 .03300 —.66175 -.04788
IMPORT?2 .03758 —.53581 —.38788 —.29477
IMPORTS -.11883 —.02301 49665 —.70039
TOTTR2 -.04576 -.11889 {08155 93717
TOTTRS .30093 -.06241 —.52312 50142
TOTTRG6 15269 —.20809 —.43914 ~.21185
ENGLISH 43462 {05506 —.56149 28497
FRENCH —.56961 ~.06400 —.22521 -.11773
GERM —.55298 .01100 -.13039 —.04819
ITAL .03094 ~.29792 00304 ~.05797

(Largest Coefficient for each function is underlined)

Centroids of Groups in Reduced Space

Func. 1 Func. 2 Func. 3 Func. 4
Group 1 45353 1.08409 56911 .18319
Group 2 13371 —.98595 43719 —.29004
Group 3 ~-2.33724 .30685 —.32964 07103
Group 4 73674 19949 ~1.60335 —.28097
Group 5 .53867 —1.83878 —.67534 3.08613

* See Table 8 for names of variables

added a significant amount of separation
above and beyond the variables already
included in the functions. The number of
discriminant functions to be used in
further analysis was determined by ex-
amining the relative percentage of vari-
ance explained by each function. The
functions themselves can be interpreted
like the factors in factor analysis, and
clues to the dimension each function
represents can be found by looking to the
variable whose standardized coefficient

has the largest absolute value on that
function. The standardized discriminant
function coefficients are given in Table 7
along with other summary statistics on
the four functions. Table 8 lists the names
of the variables entering the analysis.

The first two of these functions repre-
sent approximately 92 percent of the
discriminatory power, and are significant
at the .001 level. All three types of
variables—cultural, economic structure,
and trading block data play a role in the



TABLE 8

LiST OF VARIABLES

PCINC: per capita income

PVTCOM: private sector consumption relative to Gross National Product

BOT: relative balance of trade

AGSEC: agricultural sector relative to Gross National Product

GNPGR: geometric annual growth rate of real Gross National Product

IMPORT2: Trading block of Argentina, Bolivia, Brazil, Chile, Mexico, Paraguay, Peru, and Uruguay

IMPORTS5: Trading block of Denmark, Greece, Iran, and Ireland

EXPORTI: Trading block of Belgium, France, Italy, Netherlands, Nigeria, Republic of Ireland, South Africa, Spain,
United Kingdom, United States, Uruguay, and Zaire

EXPORT2: Trading block of Argentina, Brazil, Chile, Colombia, Denmark, Panama, Paraguay, Sweden, Trinidad,
and Venczuela

EXPORT4: Trading block of Ethiopia, Japan, Mexico, Peru, and Philippines

EXPORT6: Trading block of India, Iran, Pakistan, Singapore, and Switzerland

TOTTR2:  Trading block of Brazil, Canada, Chile, Denmark, Colombia, Germany, Norway, and Switzerland

TOTTRS:  Trading block of Argentina, Paraguay, and Peru

TOTTR6:  Trading block of Mexico, Panama, and Trinidad & Tobago

ENGLISH: Dummy variable for use of the English language

FRENCH: Dummy variable for use of the French language

GERM: Dummy variable for use of the German language

ITAL: Dummy variable for use of the Italian language

discriminant functions. The five eco-
nomic structure variables are: per capita
income, private sector consumption, bal-
ance of trade, role of the agricultural
sector, and the GNP growth rate. The
four cultural variables are English,
French, German, and Italian. The trade
variables include two of the import
trading blocks and three of the total trade
trading blocks. Based on the absolute
value of the standardized discriminant
function coefficients, the single most
important variable for each of the func-
tions are:
Function 1: French
Function 2: Trading block of Mexico, Peru, Paraguay,
Uruguay, Argentina, Bolivia, Brazil, and
Chile based on imports
Function 3: Per capita income
Function 4: Trading block of Argentina, Paraguay,
and Peru based on total trade.

There are two ways of judging the
success of discriminant analysis—first,
how well the functions classify the cases
which had been used in constructing
those functions, and second, and also

more importantly, how well it predicts the
membership of new cases excluded from
the function-building process. Discrimi-
nant functions may be outstanding suc-
cesses by the first test, but may fail the
stronger second test. In such instances, as
happens in this study, the results of the
analysis should be treated with caution
and any conclusions that may be drawn
are only tentative in nature.

The four functions classified all of the
36 countries used to construct the func-
tions correctly, as shown in Table 9. The
predictive results with respect to the six
countries in the hold-out sample, which
had not been used to construct the dis-
criminant functions, however, were not
as impressive. Only three out of the six
countries were classified correctly. These
were Greece, Nigeria, and Zaire. Den-
mark (actually in Group III) was classi-
fied in Group II; Iran (actually in Group
I) was classified in Group IV, and Nor-
way (actually in Group III) was classified
in Group 1.
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TABLE 9

PREDICTION RESULTS—MEASUREMENT PRACTICES
(Countries Used to Construct Discriminant Functions)

Predicted Group Membership

Actual No.of
Group Cases Group 1 Group 2 Group 3 Group 4 Group 5
Group 1 11 11 0 0 0 00
100.0% 0% 0% 0% 0%
Group 2 13 0 13 0 0 00 )
0 100.0%, 0% 0% 0%
Group 3 5 0 0 5 0 0
0% 0% 100.0% 0% %
Group 4 6 0 0 0 6 0
0% 0% 0% 100.0% 0%
Group 5 1 0 0 0 0 1
0% 0% 0% 0% 100.0%,

Percentage of “‘grouped™ cases correctly classified: 100.0%;

C. Disclosure Practices

A similar discriminant procedure was
run to identify the variables associated
with the seven groups present in the 1975
disclosure data. Six- discriminant func-
tions incorporating 13 variables were
developed. The standardized discrimi-
nant function coefficients are given in
Table 10 along with other summary sta-
tistics on the six functions.

In this case, the first three of these
functions are the most important ones
since they represent approximately 92
percent of the discriminatory power, and
are significant at the .02 level (or better).
Again, all three types of variables play a
role in the discriminant functions. The
four economic structure variables are:
per capita income, private sector con-
sumption, balance of trade and the role of
the agricultural sector. The two cultural
variables are English and German, while
the trade variables include four of the
export trading blocks and three of the
total trade trading blocks.

Based on the absolute value of the
standardized discriminant function co-
efficients, the single most important
variable for each of the functions are:

Function 1: English

Function 2: Importance of the agricultural sector
Function 3: Trading block of Mexico, Panama, and
Trinidad & Tobago based on total trade
Trading block of India, Iran, Pakistan,
Singapore, and Switzerland based on ex-
ports

Germany

Trading block of Brazil, Canada, Chile,
Colombia, Denmark, Germany, Norway,
and Switzerland based on total trade.

Function 4:

Function 5:
Function 6:

It should be noted that none of the
variables found to have the greatest
association with disclosure clusters had
the same dominant position with respect
to measurement groups. This result
would suggest that measurement and
disclosure practices in countries may be
determined by different underlying en-
vironmental variables. It is difficult, how-
ever, to distinguish between the two sets
of environmental variables on any con-



TaBLE 10
STATISTICS AND COEFFICIENTS FOR DISCRIMINANT FUNCTIONS

(Seven Country Groups Based on 1975 Disclosure Practices)

Discriminant Relative Percentage of
Function Eigenvalue Variance Explained

1 11.72267 58.12

2 3.99413 19.80

3 2.86354 14.20

4 76771 3.81

5 54109 2.68

6 27982 1.39

Standardized Discriminant Function Coefficients
Variable* Func. 1 Func. 2 Func. 3 Func. 4 Func. 5 Func. 6
PCINC .39505 -—.28494 —.02571 —.48939 22529 —.39951
PCTCOM 21276 .57404 103531 ~.32088 ~.30422 —.22466
BOT —.15062 15253 —.24851 17354 .25479 11367
AGSEC 58180 —.66993 33218 27298 .06118 32783
EXPORT! 14490 .25057 .27401 —.44714 -.40396 —.21583
EXPORT2 67356 —.24167 .31235 19114 ~.18493 —.41792
EXPORT4 19721 —.22063 —.26943 12212 .26166 ~—.26464
EXPORTé6 44322 —.00375 —.09753 76185 —.08608 —.41329
TOTTR2 —.38305 —.19641 16900 13527 -.12939 91950
TOTTRS —.06748 35371 ~.25224 63948 —.08820 —.22954
TOTTRé6 —.40387 .24153 —.64160 ~.24475 29130 07630
ENGLISH —.77968 35789 —.02730 36794 ~.31581 —.32416
GERM .07383 ~.21313 —.49613 —.24463 -—.82295 0.01277

Centroids of Groups in Reduced Space

Func. 1 Func. 2 Func. 3 Func. 4 Func. 5 Func. 6
Group1 74584 .84687 40572 —.06867 -.07152 41290
Group2 ~1.20260 —.69315 51180 45512 —.18182 25944
Group3 —.20234 ~-. 17771 -1.24025 —.23496 77264 09474
Group 4 —.43695 02123 .53887 -1.22565 ~.25167 ~.62538
Group § 22810 .80079 -.27398 1.16953 -.08310 -.89321
Group 6 2.40021 ~3.42810 1.59997 .31260 92131 ~.38827
Group 7 1.45102 ~1.56073 ~2.66827 ~.17208 ~2.56927 .22025

* See Table 8 for variable names.

ceptual basis. Our a priori reasoning had
led us to believe that the cultural and
economic variables might be associated
with disclosure practices, while the trad-
ing variables might be more important
for measurement practices. This, how-
ever, does not seem to be the case.

With respect to the classification of
countries into similar disclosure groups,
the discriminant functions classified all
but one of the 36 countries correctly.
Thus, the analysis was very successful by

the first, weaker test. The exception was
Japan, which was actually in Group III
but was classified in Group V. The classi-
fication results are given in Table 11. The
predictive results with respect to the six
hold-out countries was poor. Only one
out of the six, Greece, was classified
correctly, reflecting the lack of any
clear-cut systematic basis for differenti-
ating between the disclosure groups.
Nigeria (Group II) and Denmark (Group
VI) were both predicted to belong to
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TaBLE 11
PREDICTION RESULTS—DISCLOSURE PRACTICES

{Countries Used to Construct Discriminant Functions)

Predicted Group Membership

Actual No. of
Group Cases Group 1 Group 2 Group 3 Group 4 Group 5 Group 6 Group 7
Group 1 10 10 0 0 0 0 0 0
100.0% 0% 0% 0% 0% 0% 0%
Group 2 8 0 8 0 0 0 0 0
0% 100.0% 0% 0% 0% 0% 0%
Group 3 7 0 0 6 0 1 0 0
0% 0%, 85.7% 0% 14.3% 0% 0%
Group 4 5 0 0 0 5 0 0 0
0% 0%, 0% 100.0%, 0% 0% 0%
Group § 4 0 0 0 0 4 0 0
0% 0%, 0% 0% 100.0%, 0% 0%
Group 6 1 0 0 0 0 0 1 0
0% 0% 0% 0% 0% 100.0% 0%
Group 7 i 0 0 0 0 0 0 1
0% 0% 0% 0% 0% 0% 100.0%;

Percentage of “grouped” cases correctly classified: 97.22%.

Group I; Iran (Group V) and Zaire
(Group I) were predicted to belong to
Group II and Norway (Group VII) was
predicted as a Group III country. Thus,
the analysis was quite unsuccessful as
judged by this second, stronger, test.

I11. LIMITATIONS

The analyses described above suffer
from several limitations; the purpose of
this section is to describe the more promi-
nent of these shortcomings and the steps
taken to deal with them. These limitations
should be kept in mind when drawing
conclusions from this study.

First, the primary data source for this
study)—the Price Waterhouse & Co. Sur-
vey—may be a source of potential
error. In its favor, it should be pointed
out that uniform procedures are used

worldwide in collecting, compiling, edit-
ing, and checking the consistency of the
data. Also, the firm tries not to bias the
survey in favor of the accounting prac-
tices of their own clients but tries to
develop an overall consensus about the
accounting practices used in presenting
financial statements to sharecholders in a
given country.? This process entails the
use of considerable judgment when there
is diversity of practice within a country.
A similar situation arises when there are
not many published financial statements
in a given country. The last two consider-
ations have an impact on the validity of
the data. Another point to be noted is that

2 Details on the procedures used to collect, process,
and check the consistency of the survey data were ob-
tained from Alan D. Stickler of Price Waterhouse & Co.,
Toronto.



the companies whose practices are sur-
veyed may not be comparable across
countries. For example, the companies
whose practices are reported on in the
the survey may not all meet the same
criteria such as being listed on a stock
exchange, or even being publicly held.
While these drawbacks of our data source
are all quite important, there was no
feasible way to make alterations to the
published data.

A second possible source of error is the
transformation of the original categorical
data into percentages which represent the
mid-points of intervals, as described
above in Section II. To assess the possible
error from this source, each factor analy-
sts for 1975 was replicated by SSA using
counts of category codes in common
between all possible pairs of countries as
input. The reason for this replication is
that while factor analysis requires that
the data be measured on an interval
scale, SSA is satisfied with nominally
scaled data, a weaker level of measure-
ment. SSA is, therefore, useful in vali-
dating the results of factor analysis when,
as was done in this study, data which are
measured on a scale intermediate be-
tween a nominal and interval scale is
input into factor analysis. In this analysis,
six dimensions were recovered from the
original data. Both the disclosure and the
measurement analysis yielded a Kruskal
stress coefficient value of 0.07. This value
is usually interpreted as indicating good-
ness of fit to the data, much like the R-
square statistic in regression analysis.
This coeflicient can take on values from
0.0 to 1.0 with lower values indicating
better fits. A value of .05 is usually con-
sidered to indicate a good fit.

As pointed out earlier, SSA yields co-
ordinates and dimensions which can be
used to prepare graphic plots of the
original variables (i.e., countries) with
respect to these dimensions. The degree

of similarity between the original vari-
ables is revealed by their distances from
each other. The results of the analysis are
displayed in Figures 1 and 2. For ease in
presentation, each country is plotted
using only its scores on the first two of the
six dimensions. Countries are numbered
with the same numerical code used in
Table 4, and each group of countries
identified in the factor analysis is identi-
fied by a Roman numeral. The robustness
of the groupings yielded by the factor
analysis on the 1975 survey data confirms
a similar finding- by Frank [1979] with
respect to the 1973 survey data. The im-
plication of this finding is that measure-
ment error in coding the data is not a
limitation of this analysis.

A third possible source of concern is
the lack of predictive power of the dis-
criminant functions, especially those
fitted to the disclosure groupings. Several
possibilities exist which could account for
the weak predictive performance of this
set of discriminant functions, other than
an inherent lack of distinctiveness of the
disclosure groups. The (assumed correct)
original assignment of the misclassified
countries to common disclosure prac-
tices groups could have been in error. We
discount this possibility since all of the
countries in the hold-out samples had
relatively high loadings on only a single
factor. A partial explanation might relate
to the removal of Denmark and Norway
from the set of 42 countries used to form
the seven disclosure groups. This transfer
reduced the Scandinavian group (Group
VI) to a single country, Sweden. The two
single-country groups (Groups VI and
VII) accordingly show an unrealistic
degree of homogeneity, and might ac-
count for the misclassification of Den-
mark and Norway. Another explanation
is the “overfitting” of the discriminant
function to the sample data occurred.
The relatively large number of groups
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(seven), small number of countries per
group (from one to ten), and large num-
ber of variables in the discriminant func-
tion (13) may have combined to yield an
excellent fit to the sample of 36 countries
from which the six discriminant func-
tions were constructed, but poor predic-
tive power to new countries not in the
original sample of 36. A final possible
explanation is that the number of coun-
tries (six) on which the prediction tests
were made is too small to be representa-
tive. Some of these possibilities were
pursued further and the discriminant
analysis was rerun with (a) changes in the
F-level for inclusion of variables in the
analysis, (b) an increase in the number of
countries in the hold-out sample to a
randomly selected set of 14, and use of
the remaining 28 to construct the dis-
criminant functions, and (c) a reduction
in the number of variables in the analysis
to two economic structure variables (per
capita income and change in the foreign
exchange rate), the six total trade vari-
ables, and three language variables (En-
glish, French, and-German). None of
these changes had the effect of improving
the predictive power of the discriminant
functions or changing their form in any
significant way.

The fourth limitation to be kept in
mind is the possibility of omitted vari-
ables in the discriminant analysis. As
pointed out by Benston [1975] and Zeff
[1972], a variety of factors can have an
impact on the similarities and differences
between the accounting principles of
countries. Many of them are factors
which are difficult to quantify (and hence
were excluded from the analysis). These
omitted factors include the prospect of
governmental intervention in the estab-
lishment of accounting standards, the
professional and regulatory environ-
ment, the existence of a sophisticated and
demanding financial press, the prevalence

of widespread stock ownership, and the
vulnerability of accountants to lawsuits,
Also, in Third World countries the pres-
ence of U.S.- or UK.-based multi-
national firms may be a powerful homog-
enizing influence.

IV. SUMMARY AND CONCLUSIONS

This study attempted to determine
whether the classification of countries
suggested by various authors applies
equally well to the measurement and
disclosure subsets of accounting prac-
tices. Observations on both the disclosure
and measurement practices in 1973 for a
sample of 38 countries were factor-
analyzed, and the resulting factor struc-
tures for disclosure and measurement
were compared. The environmental vari-
ables most closely associated with each
set of groupings were determined by dis-
criminant analysis. The analyses were
then replicated for the same two subsets
of practices using 1975 data on the mea-
surement and disclosure practices for 46
countries. It was found that the number
of groupings, the character and composi-
tion of each group, and even the underly-
ing environmental variables most closely
associated with the practices were quite
different between the two subsets of
accounting practices.

The major implication of these findings
is that the groupings of countries and the
classification schemes offered by authors
such as Seidler [1967] and Frank [1979]
may have only limited validity. The clear-
cut distinctions that they propose are
found to apply primarily to the measure-
ment subset of practices. The disclosure
practices do not seem to conform to any
such conceptual classification schemes.
They present a picture of greater diversity
where the boundary lines between differ-
ent groups become blurred and indistinct.
A less direct implication is that greater
care needs to be exercised in cross-



country comparisons. Since the affiliation
of a given country with others is depen-
dent upon the set of accounting practices
selected, the validity of cross-country
comparisons depends upon the nature of
the practice on which the comparison is
made. For example, the financial state-
ments of Belgian and Swiss firms are
much more comparable on the measure-
ment subset than on the disclosure subset.

Both the earlier Frank [1979] research
and this study have established a clear
association between economic and cul-
tural variables and accounting groupings.
The next step in this line of research
would be to establish empirically a direc-
tion of causation with a longitudinal
study of a sample of countries over a
sufficiently long period of time. The
objective would be to see whether, as
economic structure and trade and cul-
tural affiliations change over time, they
are accompanied by a change in account-
ing affiliations. Another direction that
research could take is that of using the
methodology presented in the first part
of the study, factor analysis, as a tool for
evaluating the success of harmonization
measures. A decreasing number of groups
over time would be an indicator of success
in reducing the diversity of accounting
practices. This kind of research could
further help policy makers by isolating
the specific practices which cause the
most difference between groups of coun-
tries. For instance, the differences be-
tween groups may be caused by differ-
ences in a small set of practices such as
those dealing with inflation. The atten-
tion of policy makers attempting to

harmonize accounting practices could
then be directed toward these practices.

Since this research was largely aimed
at empirically assessing the validity of
international classifications proposed re-
peatedly in the accounting literature
rather than researching specific issues of
policy alternatives, it is difficult to make
definite policy prescriptions. This task is
complicated further by the fact that the
basic thrust of our empirical results is
that the situation is more complex than
has generally been assumed by accoun-
tants and may not be amenable to easy
manipulations by policy makers. The
findings do suggest that policy-making
bodies concerned with the harmonization
of international accounting standards
should concern themselves with reducing
diversity in disclosure practices, since it
it is with respect to them that the greatest
dispersion exists. Our findings, however,
tend to confirm the conclusions drawn by
Frank [1979] that underlying environ-
mental variables are closely associated
with the groupings obtained from ac-
counting practices. The implications of
this are that reaching the goal of harmo-
nization may be difficult because, given
the above association, countries may be
reluctant to make a change in accounting
practices so long as the underlying en-
vironmental variables are significantly
different. If this is the case, then the
issuance of authoritative standards by
policy-making bodies may be a less
effective force for harmonization of ac-
counting practices than is the growing
commonality of world-wide economic
interests.
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CHAPTER 6

The impact of international accounting
differences from a security-analysis
perspective: some European evidence*

S.J. Gray

While there has been an awareness that international accounting
differences exist, with differential impact on the measurement of company
profits as between countries, there have been few studies which have
attempted to determine empirically the quantitative significance of such
differences. The comparative studies by Davidson and Kohlmeier' and
Abel‘ certainly provided some indications of the significance of country
differences for profit measurement purposes, but this was limited by their
reliance on simulation exercises as a basis for analysis. In contrast, the
more recent work of Choi® and Barrett’ has been concerned with quan-
titative issues relating to the extent of overall financial disclosure and its
correlation with the development of capital markets, rather than with
the differential effect of accounting practices on the measurement of
profits.

This paper specifically explores the question of impact and the extent
to which the measurement of company profits is correlated with national
characteristics. These characteristics can be expected to reflect the dif-
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ferential influence of factors, such as managerial philosophy, the structure
and development of capital markets, legal requirements, professional
accounting standards, and tax law, which constitute a country’s account-
ing policy-making system. Is there support for the hypothesis that country
factors are significant in determining quantitatively the relative amount
of profits disclosed? Are some countries more “conservative” in their
approach to profits measurement than others? If so, what is the nature
of the differences discovered? Is there, for example, a correlation between
profits-measurement behavior and the efficiency and development of
national equity markets?

These questions are investigated by a comparative, empirical study of
profits reported by large companies in France, West Germany, and the
United Kingdom and of adjustments to such published results carried
out by European security analysts, for the period 1972-75. The study is
limited to these three European countries because of the current lack of
relevant comparative data. Subsequent to the statistical analysis, an
attempt is made to explain the situation discovered and to analyze the
reasons for any differences in measurement behavior. Finally, some
implications arising from the findings of the study are discussed.

Criteria for Comparison: A “Conservatism” Index

A fundamental problem in any comparative study is to establish the
criteria for comparison. This is even more complex when the focus is on
profits reported by companies in different countries, where the outcome
is determined by the application of differing sets of national accounting
practices. If the differential impact of accounting systems and practices
on profits is to be gauged in an international context, then a common
yardstick for the purposes of evaluation is an essential prerequisite to the
analysis.

In the European context, a candidate with some potential for this task
can be found in the standardized method of analysis and presentation of
company accounts which has been developed by the European Federation
of Financial Analysts Societies (EFFAS). This “European Method” of
financial analysis is the outcome of a project (set up in 1963 and completed
in 1967) for the special purpose of overcoming the problems of making
international comparisons of company performance. The essential aim of
the “European Method” is “to arrive at a figure which can be used as a
basis for earnings forecasts and for the calculation of ratios.”” As a
consequence, several adjustments are made to a company’s reported
profits (after tax) in an attempt to eliminate subjective and nonrecurring
elements and so reveal a relatively objective measure of current profits

° European Federation of Financial Analysts Societies, Report of the Permanent Com-
mission on Standardisation (Oslo: Noordwijk, 1967), p. 11. See also Dennis Weaver,
Investment Analysis (New York: Longman, 1971).



attributable to ordinary shareholders on a standardized basis. This re-
quires the exclusion from the profit result of any extraordinary/excep-
tional items, of any discretionary transfers to or from reserves, and of
any provisions which are of a purely expectational nature or which are
designed mainly to obtain short-term tax advantages. The latter two
items are especially problematic in France and Germany.® Further, if the
disclosed depreciation figure is different from that allowed for tax pur-
poses, an appropriate estimated transfer is made, if necessary, to or from
a tax equalization account in order to preserve some consistency between
depreciation and tax charged in the accounts. But no attempt is made to
standardize the depreciation charge itself. Finally, any hidden or “secret”
reserves (e.g., undervaluation of stocks, special depreciation) are elimi-
nated from profits in cases where analysts are able to ascertain their
existence.

It must be recognized, of course, that while the security analysts’
approach represents a useful attempt at dealing with the diversity of
company accounting practices, it is by no means ideal or necessarily
representative of a “true” result. It is also biased in favor of the analysts’
needs. A further limitation is that no amount of standardization by
security analysts can remove defects or adjust for differences in data for
which there is no knowledge about its compilation or underlying quality.
This applies with special reference to the valuation of stocks and to
charges for the depreciation of fixed assets, where the influence of tax
law may be highly significant, especially in France and Germany. More-
over, the analyst, as an outsider, cannot directly remedy any lack of data
about other items which are of interest in making adjustments to the
accounts, for example, the consolidation of subsidiaries, the treatment of
associated companies, and the impact of inflation. As a consequence, the
analysts’ adjustments to company accounts can only remove the impact
of some of the more obvious differences in accounting treatment and are
thus likely to provide a somewhat modest assessment of the full position.

Despite these limitations, the European Method does provide a com-
mon yardstick, for comparative purposes, which is perceived to be of
significance to security analysts in the process of making investment
decisions. As such, it would seem reasonable to employ it as an explora-
tory yardstick for the purposes of this study. It is not, of course, the sole
yardstick that could be used to assess the impact of international account-
ing differences.

Using the European security analysts’ approach as a base, it is relative-
measurement behavior which is significant for the purposes of my study,
and hence the relevant indicator is the difference between a company’s

® See, for example, J. H. Beeny, European Financial Reporting—West Germany (Lon-

don: Institute of Chartered Accountants in England and Wales, 1975); and European
Financial Reporting—France (London: Institute of Chartered Accountants in England

and Wales, 1976).
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disclosed profits and its adjusted profits as calculated in accordance with
the European Method. An assessment of this relationship is clearly
feasible, whatever the national context. The use of a ratio or index to
express the relationship between disclosed and adjusted profits provides
a neutral indicator of measurement behavior of companies located in
different countries. If one takes the European Method adjusted profit as
the yardstick, it is possible to calculate the ratio of disclosed profit to

adjusted profit as:
) R, - RD>
|Ra| )’

where R4 = adjusted profit and Rp = disclosed profit. The resulting ratio
can be termed a “conservatism” index in that companies with a ratio of
more than one would appear to employ accounting practices with out-
comes which are relatively optimistic in relation to the yardstick, whereas
companies with a ratio of less than one would appear to be relatively
pessimistic or “conservative.” Profits-measurement behavior, which is
the net outcome of the set of accounting practices employed, can thus be
assessed along a continuum of conservatism. More conservative reporting
behavior can be distinguished from less conservative behavior among
both companies and countries. This is not to say that all of the items
adjusted by the analysts are entirely discretionary in nature, but that
this is the case in terms of their overall emphasis, with the consequence
that the conservatism index is likely to be a useful indicator of different
attitudes to the measurement of profits. Conservatism or “prudence” is
indeed a basic principle of accounting in France, Germany, and the
United Kingdom and is explicitly incorporated in the EEC’s Fourth
Directive regarding Annual Accounts.” But what is the effect of conserv-
atism in application? Are there significant differences between countries?
How can this situation be explained?

Profits-Measurement Behavior: A Comparative Analysis

The data base for the study was provided by DAFSA Analyse of Paris,
a financial and economic research organization which is building up a
data bank of European company accounts adjusted according to its
interpretation of the European Method of financial analysis. The data
bank is currently composed of mainly French, German, and United
Kingdom (U.K.) companies, but includes a small number of Belgian,
Italian, and Dutch companies. Data for a total of ninety companies
(thirty French, thirty German, and thirty U.K.), selected on the basis of
being the largest companies ranked by sales turnover in 1975, were

" Commission of the European Communities, Fourth Council Directive for Coordination

of National Legislation regarding the Annual Accounts of Limited Liabilitv Companies
(Luxembourg, July 1978).



provided by DAFSA covering the five-year period 1971-75. But as the
data were incomplete for some companies, for reasons which included
company mergers and a lack of adjusted accounts for earlier years, it was
necessary to reduce the number of companies in each national sample
and to shorten the time period covered to four years. The French sample
was that most affected by the lack of data, with consequent potential for
sample bias, but the companies remaining were not significantly different
in character from those omitted. The final sample thus comprised sev-
enty-two companies—fifteen from France, twenty-eight from Germany,
and twenty-nine from the United Kingdom—with a total of 288 profits
disclosures over the period 1972-75.

I calculated conservatism ratios for each company, using the formula
described earlier, and prepared a frequency distribution. A summary of
the findings for 1972-75 is given in table 1, where the ratios have been
classified into nine categories from the highly conservative or pessimistic
category of <0.50 to the less conservative or optimistic category of >1.50.
In addition, three subgroups have been identified which are labeled
pessimistic, neutral, and optimistic. The pessimistic grouping is for con-
servatism ratios of <0.95, whereas the optimistic grouping is for ratios of
>1.05. While a strictly neutral ratio would be unity, it seems appropriate
to allow some measure of tolerance—hence the neutral grouping for
ratios of 0.95-1.05.

There appears to be some differences among the countries, but are
these differences statistically significant? The null hypothesis can be

TABLE 1
A Comparative Analysis of Profits-Measurement Behavior in France, Germany, and the
United Kingdom, 1972-75

Nrotta.
ts .
Cl::silﬁnedti xU:}ng France Germany K(i,nr::;dm Dis’z ﬁ)?ll"es
Conservatism
I 050 ... . .. 12 12 2 26
I 0.50-0.74 .. 20 35 10 65
Il 0.75-0.94 . . 14 37 5 56
Pessimistic (< 0.95) .. 46 (77%) 84 (75%) 17 (14%) 147
1V. 0.95-0.99 . .. 4 4 11 19
V. 100 .. ... 1 1 4 6
VI 1.01-1.05 .. .. 0 4 17 21
Neutral (0.95-1.05) . .. 5 (8%) 9 (8%) 32 (28%) 46
VII. 1.06-1.25 .. .. 3 6 37 46
VIIL 1.26-1.50 .. .. 2 6 20 28
IX. 1.50 . 4 7 10 21
Optimistic (>1.05) 9 (15%) 19 (17%) 67 (58%) 95

Total Disclosures . . 60 (100%) 112 (100%) 116 (100%) 288
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stated formally as: the proportion of company profits disclosures which
are classified in each of the categories of conservatism is the same for all
countries. This hypothesis is tested using the nonparametric chi square
(x?) test.® It would seem that this is the most appropriate test for
assessing the significance of differences among the countries, given the
nature of the samples and the need to use nominal data, owing to the
presence of some large and sometimes negative ratios.

To avoid any problem of interdependence in the data between years,
I decided to carry out tests on a year-by-year basis. To do this, it was
necessary to regroup the data into two groups only, to insure that the
expected frequencies in each group would not be too small. This was done
by classifying ratios of <1 as “pessimistic” and those of >1 as “optimistic.”
The resulting chi square statistics of 13.80, 25.67, 28.30, and 19.00 for
1972, 1973, 1974, and 1975, respectively, are all statistically significant at
the 0.01 level, with the 1973-75 statistics significant at the 0.001 level.
Similar results were obtained using the alternative classification scheme
of <1 and Z1. These findings reject the null hypothesis and support the
conclusion that country factors are significant in determining profits-
measurement behavior.

But what is the nature and significance of differences between the
countries examined? The chi square (one-tailed) test was applied to 2 X
2 analyses of the data in order to assess the situation for each of the
years 1972-75 using the same classification scheme of <1 and >1 outlined
above. The results are given in table 2, which shows that profits-mea-
surement behavior in France and Germany is significantly different from
that in the United Kingdom. An evaluation of the direction of these
differences shows that French and German companies are significantly
more conservative or pessimistic than U.K. companies. In contrast, it is
evident that no statistically significant differences exist between France
and Germany.

It also seems that there is some stability in this relationship from year
to year, in that companies within each country tend to adopt consistent
measurement behavior. An assessment of the Kendall coefficient of

TABLE 2
A Comparative Analysis of Profits-Measurement Behavior: Chi Square Test Statistics
1972-75 (2 x 2 Analysis, One-Tailed Test)

Comparative 1972 1973 1974 1975
Analysis
1. France/United Kingdom 6.67** 10.40*** 16.30*** 11.54***
2. Germany/United Kingdom 9.27*** 19.36*** 16.97*** 9.537**
3. France/Germany 0.05 0.003 0.30 0.67

** Significant at the 0.01 level.
*** Significant at the 0.001 level

* See Sidney Siegel, Non-Parametric Statistics for the Behavioral Sciences (New York:

McGraw-Hill, 1956).



concordance (W), which indicates the degree of association between
rankings, was carried out after ranking the conservatism ratios for each
year within each country sample. The coefficients for France, Germany,
and the United Kingdom were 0.469, 0.410, and 0.581, respectively. The
significance of W can be established using the chi square test, and in all
cases the association is significant at the 0.05 level, though in the case of
the United Kingdom this is significant beyond the 0.001 level.

Explanations

This exploratory study of profits-measurement behavior in France,
Germany, and the United Kingdom indicates that the quantitative impact
of international differences in accounting practices on profits is statisti-
cally significant with particular reference to comparisons between the
United Kingdom and either France or Germany. While this would seem
only to confirm general tendencies which may be expected from an a
priori analysis of the situation in the countries concerned (as will be
evident from the subsequent discussion), this is an important result
because it demonstrates that perceived differences in accounting practice
do have a significant quantitative impact on relative performance when
taken as a whole. After all, there could just as easily have been some
compensating factors in the differences identified.

These findings must be kept in perspective, however, as they reflect
the impact of only those accounting differences which European analysts
(represented by DAFSA) have been able to identify and adjust for in the
European Method of analysis. Although this assessment by security
analysts is not comprehensive, it clearly is considered by them to be
significant for investment decision-making purposes. Moreover, the sta-
tistical results support the view that the analysts have indeed been
successful in identifying some important differences. Of course, the pos-
sible existence of potentially confounding variables, such as an industry
factor or differences in economic stability, must be considered. However,
industry is unlikely to be significant in explaining the country differences
discovered, since the samples were not biased in favor of any particular
industry or group of industries. With regard to economic differences,
although there is a nondiscretionary element with respect to some of the
items adjusted by analysts (e.g., extraordinary items), this would seem to
be of relatively minor significance in relation to the emphasis of the
European Method, which focuses on the discretionary aspects of content,
valuation, and presentation.

But there are a number of other important differences, pointed out in
the earlier discussion of the European Method, which the analysts have
not been able to deal with satisfactorily. This must be borne in mind in
any attempt to explain the results of this study. It seems likely that most
of these differences will serve only to reinforce the conclusion that French
and German companies are significantly more conservative in their
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profits-measurement behavior than are U.K. companies. But whether
this is so remains the subject of further empirical investigation.

First, the analysts are not able, in the normal course of events, to
adjust stock valuation and depreciation figures to a comparable basis.
These are notorious areas of managerial discretion, but in France and
Germany it seems that a strong motivation toward conservatism is given
by the influence of tax law, which requires valuations and adjustments
for tax purposes to be consistent with the published accounts.’ Tax
advantages dictate that write-downs of stocks and accelerated rates of
depreciation are written into company accounts to an extent quite alien
to U.K. commercial orientation and experience. It would seem then that
the analysts’ European Method does not reflect what is perhaps the most
important impact of tax law. Any special write-downs or provisions
relating to stocks and depreciation are, however, eliminated if disclosed
in the accounts. But the task of allowing for differences between tax-
oriented valuations in France and Germany and those in the United
Kingdom is generally too fraught with problems to be a worthwhile
exercise. The full impact of the differential influence of tax law thus
remains to be assessed, though the tendency toward a generally more
conservative outcome in France and Germany than in the United King-
dom seems clear.

Second, quite apart from taxation, the analysts face problems of
consolidation and inflation. In France, there is no requirement to provide
consolidated accounts, though more and more large companies are doing
so following pressure from the French Stock Exchange Commission
(Commission des Opérations de Bourse}. Even where consolidated ac-
counts are provided, there is considerable diversity of practice compared
with the United Kingdom, where consolidations are usually required for
all subsidiaries, including those overseas, and where the equity accounting
treatment of associates is a professional standard.'’ In Germany, however,
only domestic subsidiaries are required to be consolidated by law and
equity accounting is prohibited. This situation suggests further potential
for a more conservative bias in French and German profits results. With
regard to inflation, there has been no attempt by the analysts to make
any adjustments on a comparative basis, despite the generally accepted
view that inflation distorts profits and gives them an optimistic bias when
measured under the conventional historical cost system. With inflation
in the United Kingdom running at a much higher average rate than in
France or Germany over the past few years, it seems likely that this is
another significant factor worthy of detailed investigation. But so far as
the analysts are concerned, both theoretical and practical problems

®See n. 6.

“R. H. Parker, “Explaining National Differences in Consolidated Accounts,” Accounting
and Business Research (Summer 1977): 203-7.



inhibit the making of adjustments which would be satisfactory on an
international basis.

This discussion of the limitations of the European Method would seem
to permit a more perceptive assessment of the findings of this study and
of the influential factors involved. For the main thrust of the analysts’
efforts is effectively aimed at adjusting items which involve management
discretion as to nature or presentation. While many of these items are no
doubt motivated by tax advantage to some degree, with particular refer-
ence to special provisions in France and Germany which allow tax deferral
benefits to be obtained, other influential factors are involved and require
explanation. This does not deny the significant influence of tax law on
managerial behavior or the distorting effects of inflation. But the analysts
do seem to have isolated to an important degree those discretionary areas
where other factors besides taxation are likely to have an impact on
accounting policy decisions. Much more work needs to be done to assess
the relative impact of all the factors influencing profits-measurement
behavior. But with the focus now on managerial discretion in the account-
ing policy-making process let us try to identify those environmental
influences which could account for the biases discovered.

There are certainly differences in philosophy towards the development
of accounting systems. A much more legal orientation prevails in France
and Germany compared to the United Kingdom, where professional
standards dominate, though within the constraints of a general framework
of disclosure provided by legal requirements. Relatively detailed and
uniform requirements about valuation, classification, and presentation
are prescribed in French and German company law, while in the United
Kingdom such matters are left largely to the profession. There seems to
be a macroeconomic rationale underlying the French and German uni-
form approaches, whereas in the United Kingdom there is more of a
philosophy of flexibility to suit the circumstances of individual companies
and of reverence for the qualities of independence and judgment.'' All of
the foregoing suggests that discretion is likely to be the preserve of the
United Kingdom with its emphasis on flexibility. But although uniform
accounting principles and forms of presentation are specified in France
and Germany, there remains considerable scope for flexibility in appli-
cation and for such discretion to manifest itself in a more conservative
view of profits. The most significant areas of flexibility are indeed those
identified by the analysts and concern transfers to and from reserves, and
the creation and write-back of provisions for various risks and special
purposes including those which are designed to gain tax advantages.
These can be used to create hidden or secret reserves and to smooth or

Y See, for example, Gerhard G. Mueller, International Accounting (New York: Macmil-
lan, 1967); Adolf J. H. Enthoven, Accountancy and Economic Development Policy (Am-
sterdam: North-Holland, 1973).
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bias fluctuations in profits.'” The treatment of extraordinary and excep-
tional items poses further problems of flexibility with respect to identifi-
cation and valuation. A final point here is that the impact of flexibility in
France and Germany is highlighted by the fact that all discretionary
adjustments must be passed through the profit and loss account. In the
United Kingdom there has until recently been considerable scope for
bypassing the profit and loss account altogether. Extraordinary, excep-
tional, and other items, including capital gains and losses and foreign
exchange differences, could thus be dealt with as adjustments to balance
sheet reserves or as constituents of the profit and loss account with the
potential for an optimistic view of profits to be taken. Attempts to
standardize treatment in this area by requiring extraordinary items to be
stated separately in the profit and loss account have met with only partial
success, as it is still a matter of judgment about whether or not an item
1s to be classified as extraordinary.

While it is possible to see how different biases in profits disclosures
may become effective, it is an altogether more important, and possibly
more contentious, question to determine why such pessimistic or opti-
mistic biases exist in the first place. To assess this requires a perspective
which includes factors relating to the business and investment environ-
ment within which managers, financiers, and investors appraise the
performance, security, and prospects of companies in which they are
interested. It is in this wider context that the work of Choi'® and Barrett™
seems relevant and suggests a possibly important explanation. They have
argued and demonstrated empirically that there is a correlation between
the extent of financial disclosure and the develpment and efficiency of
capital markets. A greater extent of disclosure seems to be found in the
more well developed equity markets of the United Kingdom and the
United States compared to continental markets. Could it be that there is
also a correlation between profits-measurement behavior and equity
market development? But why should relatively conservative measure-
ment behavior be associated with relatively less developed and narrow
equity markets such as exist in France and Germany? Why should profits-
measurement behavior in a relatively well developed equity market such
as the United Kingdom be relatively optimistic? The answers are perhaps
to be found to some extent in the different user orientations of published
company accounts in France, Germany, and the United Kingdom, which
in turn reflect different patterns of company financing and national
financial development.'®> The historical emphasis in the United Kingdom

2 See n. 6.

3 See n 3.

" See n. 4.

'* See, for example, Peter Readman ey al., The European Money Puzzle (London:
Michael Joseph, 1973); J. M. Samuels, R. E. V. Groves, and C. S, Goddard, Company
Finance in Europe (London: Institute of Chartered Accountants in England and Wales,
1975).



is on the equity investor and equity finance, while in France and Germany
the pattern of development has placed the emphasis more on debt
financiers, creditors, bankers, and government as major suppliers of
finance and users of information. Associated with this is the suggestion
that there tends to be a short-term financial orientation in the United
Kingdom, in contrast to France and Germany where there is more
concern for long-term investment and production.

Differences in the relative conservatism of profits disclosures may thus
be explained by examining the different needs of these two major groups
of users and by ascertaining their likely influence on company managers
and accountants. Equity investors are presumably primarily interested in
profits available for distribution, in the enhancement of share prices, and
in an active secondary market. Thus an optimistic influence is likely to
be generated by the demands of equity investors where there is an
emphasis on the equity market. This finds support in the relative opti-
mism evident in profits reported by U.K. companies. In contrast, debt
financiers, creditors, and bankers are likely to be more concerned with
the security of their investment and the capacity of the company con-
cerned to fund its interest payments. Generous measures of distributable
profits would be contrary to their interests just as much as conservative
profits would tend to be a disservice to the equity investor. In the French
and German contexts, a conservative influence is thus lhikely to be
generated and such an explanation is indeed supported by the relative
conservatism or pessimism evident in the profits reported.

Implications

Having examined some of the factors which may explain intercountry
differences in measurement behavior, I will now consider some of the
implications for accounting harmonization, international performance
comparisons, and inflation accounting policy.

On the question of accounting harmonization, both at the EEC and
wider international level, it would seem that success will require careful
consideration of the differential influence of the various user groups
interested in company accounts in each of the countries concerned. A
uniformity of general accounting principles, especially the fundamental
conservatism or prudence principle, can only give a false sense of progress
when what is significant is the way in which such a principle is applied.
Until there is a more rigorous and common approach to the treatment of
items such as provisions, reserves, extraordinary and exceptional gains
and losses, stock valuation, and depreciation, harmonization will be an
iilusion. Indeed, the EEC’s Fourth Directive is in danger of becoming just
such an example of harmonization at the superficial level. Its flexibility
in key areas, where the exercise of differential attitudes to conservatism
is likely to be significant, tends to undermine the aim of providing a basis
for comparison of company financial performance across countries. The
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influence of tax law on company reporting practice does, of course,
provide an additional major obstacle. Indeed, harmonization may not
serve any useful purpose when different user groups with different inter-
ests are involved at the national level. But with the growth of interna-
tional finance and investment, a purely national orientation no longer
seems sufficient, if all interested parties are to have access to relevant
information.

The significance of international performance comparisons may also
be suspect. The work of groups such as EFFAS would seem to warrant
much closer attention, albeit that they have a special interest in security
analysis. Reliable comparisons may be possible, but only if an appropriate
allowance is made for differences in the conservatism of profits-measure-
ment behavior across countries. This has implications for many groups of
users concerned with making international comparisons in connection
with financing, investment, employment, and regulatory decisions. These
include supranational bodies (such as the United Nations, OECD and
EEC), national governments, economists and statisticians, company man-
agers and accountants, and employees and trade unions, as well as
investors and financiers.

This study also has implications for inflation accounting policy. Since
U.K. accounting practices appear to have a relatively optimistic impact
on profits compared to France and Germany, there may be a stronger
case, in the context of promoting comparison, for an inflation accounting
system to be introduced in the United Kingdom than in the other
countries. This is also further supported by the fact that the effect of
inflation on company profits is to some extent already taken into account
in France and Germany because of the influence of tax law on company
accounts. That is, tax allowances are often designed to motivate invest-
ment and, in the process, to alleviate the effects of inflation. This is the
case in the United Kingdom, too, but with the difference that valuation
adjustments for taxation purposes are not required to be incorporated in
the published accounts. Moreover, the relatively greater conservatism of
management in France and Germany means that measures have already
been taken to conserve resources against inflation. But this has probably
been done in the traditional manner, that is, through the medium of
adjustments to provisions and reserves. Any attempt at the harmoniza-
tion of inflation accounting policy in the EEC could be harmful without
a consideration of these differential aspects of accounting practice.

A final implication concerns the scope for further research into the
impact of international differences in accounting practices. The potential
for studies in a wider or different international context is clear. The
impact of taxation and inflation differences certainly requires detailed
assessment. A consideration of the effect of company size, growth, indus-
try activity, and geographical diversification on behavior both within and
between countries is another likely area of interest. The behavioral



aspects also require further investigation so as to discern more clearly
why different managerial approaches to reporting profits exist.

Summary and Conclusions

This exploratory empirical study of the impact of some international
differences in accounting practices on company profits in France, Ger-
many, and the United Kingdom from a security-analysis perspective has
provided some results which are of significance in assessing the effect of
the different accounting systems and sets of accounting practices em-
ployed. These results, which are based on adjustments to company
accounts made by European security analysts for investment decision-
making purposes, suggest that profits-measurement behavior is correlated
with national characteristics. The country in which a company is located
is a statistically significant factor in quantitatively determining the rela-
tive amount of profits disclosed. It is clear from the analysts’ yardstick
that large companies in France and Germany are significantly more
conservative or pessimistic in their measurement behavior than are large
companies in the United Kingdom, which are relatively optimistic.

There are a number of factors arising out of the regulatory and capital-
market environment which may explain or reinforce this conclusion. Of
course, there is the influence of tax law, but another important factor
directly relevant to the empirical results is related to the different user
orientations of the countries concerned. The relative emphasis on equity
investors in the United Kingdom, in contrast to the creditor, financier,
banker emphasis in France and Germany provides support for the hy-
pothesis that the behavior of company management is likely to be
strongly influenced by user demands in their respective national environ-
ments. The consequence is that accounting principles tend to be applied
in practice in such a way that the disclosure of company performance is
biased in the direction of relative conservatism or optimism as user needs
indicate and hence managerial interests dictate.

The implications of these empirical results and possible explanations
suggest additional perspectives to be taken into account with special
reference to issues such as international accounting harmonization, per-
formance comparisons in the context of decisions bearing on international
finance and investment, and inflation accounting policy. The importance
of these issues indicates potential for further research into the impact of
international differences in accounting practices.

107



CHAPTER 7

Harmonization of accounting within the
European communities: the Fourth Directive
on Company Law"

C. W. Nobes

The pages of this journal have previously carried articles concerning
accounting differences between the United States and various Euro-
pean countries.! Also, harmonization within the European Eco-
nomic Community (EEC) has been discussed.? However, much has
happened in the last few years which merits additional comment.
This article summarizes the main causes of present national differ-
ences in accounting, discusses the purposes of harmonization,
examines the EEC proposals for harmonization, and, finally, out-
lines the British government’s response, particularly to the EEC’s
Fourth Directive on Company Law of July 1978.

CAUSES OF DIFFERENCES

One basic cause of international differences in accounting is differing
legal systems. The common law system of England and of most states
in the United States involves a limited number of statutes supple-
mented by a large volume of case law. However, continental legal
systems, such as those of France and Germany, are based on a civil
code which is prescriptive in 2 much more detailed manner than is the

*C. W. Nobes is lecturer in accountancy at the University of Exeter, England.

IN. M. Bedford and ]. P. Gautier, “An International Analytical Comparison of the
Structure and Content of Annual Reports in the EEC, Switzerland and the United
States,” International Journal of Accounting (Spring 1974); and P. E. M. Standish,
“Accounting Responses to Inflation in the EEC,” International Journal of Accounting
(Fall 1975).

?R. A. Burnett, “The Harmonization of Accounting Principles in the Member
Countries of the EEC,” International Journal of Accounting (Fall 1975).

* This article is reprinted, with permission, from the International Journal of Accounting: Education and
Research (Spring 1980) pp 1-16
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common law system. In such countries, the law precisely prescribes
rules of asset valuation, income measurement, and the format of
financial statements. Thus, there is little room for the “fair” presenta-
tion which relies on more flexible rules and on an accounting
profession trained and permitted to use judgment. Another reason for
the comparative lack of importance of ““fair” presentation in French
and German accounting is that there are only approximately 900
listed corporations in France and 500 in West Germany, compared to
more than 3,000 in the United Kingdom and 2,500 in the United
States.? In addition, much of the stock in the relatively few listed
corporations in France and Germany is controlled by banks,
governments, or families, all of whom have internal sources of
information. Consequently, the remaining small number of private
stockholders means a reduced need for the “fair’”’ presentation.

Traditionally, accounting in France and Germany has been per-
formed primarily for the purposes of the revenue authorities and for
government economic and statistical agencies. To a large extent, the
profit amounts are the same for published accounting reports and
taxation purposes, and auditing is mainly concerned with ensuring
that the law has been obeyed and that taxable profit is correct. Partly
for these reasons, the accounting profession in France and Germany
is much smaller and performs different tasks from those of the profes-
sion in the United States or the United Kingdom.*

The remarks concerning France and Germany apply, broadly
speaking, to other continental European countries except for the
Netherlands, where accounting and auditing are performed in a way
which approximates the Anglo-Saxon approach. It will be useful to
recall this major difference between the accounting practices of
continental countries and the Anglo-Saxon world (plus the Nether-
lands) for the next section of the article.

MAIN DIFFERENCES

One fundamental difference in approach between continental and
Anglo-Saxon accounting has already been mentioned: the importance
of “fair” presentation in Anglo-Saxon accounting developed in part
from the need to provide useful and comparable information to
outside stockholders. Continental accounting involves many rigid

3New York Stock Exchange Fact Book (1977). See also M. Lafferty, Accounting in
Europe (London: Woodhead-Faulkner, 1975).

*C. W. Nobes, ‘‘Some Topics in International Accounting,”” International Accountant
(February 1978 and April 1978).

’J. H. Beeny and J. G. Chastney, European Financial Reporting—Netherlands
(London: ICAEW, 1978).



rules and the operation of ‘““‘uniform accounting’” which are useful for
government and tax officials. The rigid rules are those established
mainly by revenue law in France and by company law in Germany,
for example, standardized formats, prescribed rates of depreciation,
and rules of asset valuation. “Uniform Accounting,” as described by
Mueller,® for example, consists of detailed charts of accounts and
many standardized definitions and measurement rules. In France,
these are contained in the Plan Comptable Général (General Ac-
counting Plan) which is compulsory for companies and is supervised
by a government body.”

A further important difference is the degree of conservatism. The
strong influence of law and the importance of bankers and govern-
ments as controllers of corporations help to explain the prevailing
conservatism in continental accounting. Manifestations of this in-
clude the general illegality of revaluing fixed assets; the compulsory
increase of legal reserves from profit, typically 5 percent of yearly
profit until reserves reach 10 percent of capital; and the prevalence of
other reserves and allowances for price rises, risks, and possible losses
in value. In Germany, for example, although income figures are not
rounded to the nearest thousand as might be the case in the United
States, they are often declared as round numbers ending in several
zeros, making it clear that profit isa contrived figure and that reserves
have been manipulated. Beeny uses the examples of several German
companies, such as BASF, Salzgitten, and Feldmuihle, to illustrate
this. For the information of investors and analysts, some German
companies make more realistic estimates of income which may be
many times higher.?

A third important difference has already been mentioned, that is,
that continental corporate accounts must reflect any charges against
taxable income in the accounting calculations. For example, al-
though continental depreciation charges allowed for tax purposes are
usually based on the lengths of useful lives of assets, there are
occasions when a depreciation charge in the financial accounts is
above what is “reasonable,” in order to take advantage of accelerated
tax allowances. In addition, tax regulations allow a variety of write
offs and special reserves which must be reflected in the financial
accounts if they are to be allowed for tax.

Another important difference from the point of view of interpreta-

$G. G. Mueller, International Accounting (New York: Macmillan, 1967), pt. 1.

7]. H. Beeny, European Financial Reporting—France (London: ICAEW, 1976), ch. 4;
and Lafferty, Accounting in Europe, ch. 2.

8]. H. Beeny, European Financial Reporting—Germany (London: ICAEW, 1976), ch.
4,

113



114

tion of published accounts concerns consolidation.® Many French
and most Italian groups do not provide consolidated financial state-
ments. Those which do consolidate use a variety of practices, including
variants of the parent company and equity methods, and completely
different methods such as proportional consolidation. This situation
results from a lack of legislation in the area and the absence of a strong
accounting profession capable of formulating and enforcing its own
rules. German groups are required by law to consolidate, but this
extends only to domestic subsidiaries. There is no consolidation for
foreign subsidiaries (unless the group voluntarily prepares additional
statements) or for any associated companies (see following sections
and note 16).

These differences mean that great care must be used in comparing
the accounts of, for example, Standard Oil, British Petroleum, and
Total Oil (France). Such international comparisons between com-
panies will usually involve the use of consolidated accounts. To a
large extent, it is not possible to adjust accurately for the differences in
consolidation techniques using only the information in company
accounts from different countries. Clearly, the harmonization of con-
solidation practices is very important. This is considered in a later
section.

Publication requirements also vary by country. Those of the United
Kingdom and Ireland are unusual in Europe because they do not
exempt small companies from any publication of audit require-
ments. This will probably be remedied when the Fourth Directive is
brought into national law, as discussed later.

Finally, the positions of the professions and governments through-
out the EEC toward inflation accounting!® vary widely. The British
government is in favor of inflation accounting, but the profession
finds it difficult to agree upon an acceptable version; some Dutch
companies have been voluntarily using current value accounting for
decades; the French government has recently rejected a proposal
concerning supplementary current purchasing-power information;
and the German government was so against inflation accounting for
Germany and any other EEC country that approval of the Fourth
Directive (which allows governments to introduce it) was placed in
jeopardy. As yet, no government or professional body in the EEC has
promulgated any standard practice in this area. This might be an area

?R. H. Parker, *‘Concepts of Consolidation in the EEC,” Accountancy (February 1977).
Following common (though inexact) practice, the expression “inflation accounting”
is used to include systems which adjust for specific price changes as well as general
inflation.



which will cause even greater problems of harmonization. However,
it is expected that a standard (SSAP 16) on supplementary current cost
accounting will be issued in the United Kingdom March 31, 1980.

THE PURPOSES OF HARMONIZATION

Harmonization of accounting is a process whereby the size and
number of differences in practice between countries are reduced. It
does not imply complete standardization that would require uniform
and rigid rules throughout the EEC. General arguments for the inter-
national harmonization of accounting practices!! include the useful-
ness that this would have for investors, financial analysts, and credit
agencies (for example, the World Bank) in assessing and comparing
the performance and prospects of companies from different countries.
Mulunational corporations and international accounting firms would
gain from having financial statements based on similar systems
throughout the world to audit, consolidate, compare, and so on. Tax
authorities would find it easier to assess foreign companies. Also
governments, economic and statistical agencies, and trade unions
would be better able to collect information and monitor the activities
of corporations.

On a worldwide basis, the International Accounting Standards
Committee (IASC), the United Nations, and the Organization for
Economic Cooperation and Development (OECD)!2 are among bodies
interested in the harmonization of accounting for the reasons men-
tioned earlier and, also, in the case of the latter two bodies, to enable
greater control of multinational corporations.

Within the EEC, in parucular, harmonization of corporate
accounting and taxation is an aim of the commission due to the
objectives of the Treaty of Rome. These include the promotion of the
free movement of persons, capital, goods, and services throughout
the EEC. The free movement of capital requires the supply of reliable,
homogeneous accounting information from EEC companies. This
implies the harmonization of accounting. The free movement of
persons and capital also requires the harmonization of direct taxa-
tion. The commission, therefore, intends that companies of the same
form which are in competition within the EEC will be subject to the
same laws, taxes, accounting, and disclosure requirements.

"International Centre for Research in Accounting, International Financial Reporting
Standards, Occasional Paper No. 13 (Lancaster: ICRA, 1977).

12]. P. Cummings and M. N. Chetkovich, “World Accounting Enters a New Era,”
Journal of Accountancy (April 1978).
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HARMONIZATION OF ACCOUNTING

Although the professional bodies of many countries in the EEC
belong to the IASC, harmonization in the EEC will not be due to
IASC'’s work, because company and revenue law in such countries as
France and Germany is sufficiently weak that accounting standards
can have little power in those countries. Therefore, harmonization
results from new company law brought into effect as a result of EEC
directives. The present list of relevant directives and draft directives is-
shown in exhibit 1. The most important directives for accounting are
the fourth and the seventh (still in draft).

Exhibit 1. Directives Relevant to Corporate Accounting

Directives on Draft Date

Company Law dates approved Purpose

First 1964 1968  Ultra vires rules

Second 1970, 1972 1976  Separation of private from
public companies,
minimum capital, limita-
tion on distributions and
interim dividends

Third 1970,1973,1975 1978 Mergers

Fourth 1971, 1974 1978 Formats and rules of
accounting

Fifth 1972 Structure, management,
and audit of companies

Sixth 1972, 1975 Prospectuses

Seventh 1976, 1978 Group accounts

Eighth 1978 Qualifications and work of
auditors

Regulations on Company Law

Societas Europea 1970, 1975 Proposals for a European
company subject to EEC
laws

European cooper- 1973, 1978 Proposals for a business

ation grouping form facilitating multi-

national joint ventures
Directives on corporate taxation

Company 1975 Harmonization of systems

taxation of company taxation and of
withholding taxes

Collective invest- 1978 Extends the 1975 directive

ment institutions to these special companies




The Fourth Directive on Company Law was approved by the
Council of Ministers of the EEC in July 1978. The first stage that the
directive passes through is translation and checking by the “jurists
and linguists’’ group. An example of the problems faced during this
stage is that the British prefer the word “prudence’ to the rather
stricter ‘“‘conservatism.” However, the obvious translation of
“conservatism’’ into French would be the French word prudence. The
directive must then be passed into law by the member states within
two years. There 1s a further period of eighteen months for the
national legislation to come into force.

The original 1971 draft of the Fourth Directive and its much
amended successor of 1974 which followed the accession of the United
Kindgom, Denmark, and Ireland have been discussed elsewhere.!?
The gradual move away from the domination of Franco-German,
legalistic, uniform, conservative, creditor- and tax-based accounting
continued between 1974 and 1978. The governments of the United
Kingdom, the Netherlands, and Ireland successfully p:oposed that
the “fair” presentation notion should predominate. Support for this
view came from the Groupe d’Etudes (Accountants’ Study Group,
representing professional accountancy bodies in the EEC).

The directive applies to all limited companies (and limited part-
nerships), except banks and insurance companies for which there will
be special directives. It proposes minimum standards only. For
example, many member states of the EEC will require statements of
the source and application of funds, even though the Fourth Directive
does not. The directive’s main concerns are valuation rules, formats,
and contents of published financial statements, and publication re-
quirements. Consolidation 1s left to the proposed Seventh Directive.

Valuation will be performed using the historical cost basis. The
conventions of the going concern, prudence, accruals, and consis-
tency will be applied. The explicit statement of these conventions has
been a change in the drafting. It parallels British and U.S. accounting
standards.!* There are detailed rules concerning the valuations of
inventories, measurement of depreciation, and other similar matters.
In general, these will not necessitate changes in practice. However,
there 1s a requirement to write off purchased goodwill over five years
(or a longer period, up to its useful economic life, if allowed by
member states). This may change British practice. Also, exceptional

BBurnett, “Harmonization.”

“Accounting Standards Committee, Disclosure of Accounting Policies: SSAP 2 (U K.
Accountancy Bodies, 1972); and Accounting Principles Board, Basic Concepts and
Accounting Principles, APB Statement No. 4 (UK. Accountancy Bodies, 1970).
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value adjustments must be separately disclosed. This includes any
accelerated depreciation shown in the financial statements because
this is necessary if itis to be allowed for tax purposes. This will lead to
useful additional information in French and German financial
statements. Similarly, the importance of secret reserves is diminished
because all changes in valuation must pass through the income
statement.

One of the great problems encountered when trying to reach
agreement among the member states of the EEC was inflation
accounting. The different governmental attitudes have already been
mentioned. The Fourth Directive compromises by allowing member
states to ban, permit, or require inflation accounting. It may be as a
replacement or as a supplement to historical cost accounting. No
system is specified. In all cases, historical cost balance-sheet figures
must still be disclosed. Thus, the directive allows the development of
financial statements with dual sets of accounts, with different versions
of inflation accounting used in different member states. This casts
serious doubt on whether “reliable, homogeneous accounting infor-
mation” will be available throughout the EEC.

Published financial statements in the United Kingdom and the
Netherlands (as in the United States) show very little standardization,
whereas most continental European countries impose a considerable
measure of uniformity. The Fourth Directive will force greater
uniformity on the United Kingdon and the Netherlands with the
objeétive of enhancing comparability. There will be one basic format
for balance sheets, though member states may choose vertical or
horizontal versions, or may allow both. Certain items must be shown
on the balance sheet; other items may be grouped together (see next
section). The income statement may be organized by type of expendi-
ture or by stage of production. In each case, a horizontal or vertical
format is allowed by the directive. The detail required will considerably
exceed that published at present by British companies in their profit
and loss accounts. In particular, the cost of goods sold will have to be
shown. This will be welcomed by financial analysts. The general
increase in uniformity, without complete rigidity, should make com-
prehension of accounts by nonaccountants somewhat easier.

As for disclosure in notes, there are many disclosures in U.S. and
British financial statements not provided by those in most EEC
countries. Many of these become necessary under the Fourth Directive,
for example, average number of employees, financial commitments,
directors’ benefits, and turnover by category and area.

Throughout most of the EEC (but not in the United Kingdom),



publication requirements are relaxed for small or private companies.
The directive (unlike the earlier drafts) makes no distinction between
public and private companies. However, there are important distinc-
tions based on size. Small companies are those which satisfy at least
two of the following criteria: balance-sheet total < 1m units of
account (u.a.),’> turnover < 2m u.a., employees < 50. Such small
companies may be permitted by member states to publish an abridged
balance sheet without an income statement, and to avoid an audit.
Medium-sized companies are those which satisfy at least two of these:
balance-sheet total < 4m u.a., turnover < 8m u.a., employees < 250.
These companies may be permitted to abridge their balance sheets
and to omit the detail of the calculation of gross earnings in their
income statements. If the British government takes advantage of
these provisions, there will be considerable advantages for smaller
companies.

An important new provision in the final directive is the establish-
ment of a ““contact committee’’ to deal with problems arising with the
implementation, and suggestions for amendments. This may help to
reduce the problems of inflexibility, which have been a particular
concern of British accountants not accustomed to detailed prescrip-
tions in company law. Nevertheless, the directive has already been
criticized in the United Kingdom f{or being too creditor biased, and
doubt has been cast on the usefulness of harmonizing historical cost
accounting.

The 1mportant remaining aspect of the harmonization of consoli-
dation practices awaits the approval of the Seventh Directive. The
present draft proposes that subsidiaries (both domestic and foreign)
shall be consolidated using the parent-company concept, and that
associated companies!é shall be treated by the equity method.

This appears very similar to British practice, but there are some
important differences. The definition of an associated company is in
line with British practice (that is, a 20 percent or higher holding, ora
joint-venture arrangement). However, the concept of a subsidiary
follows German practice and relies on the existence of control “on a
unified basis,” rather than on percentages of stockholdings. Also,
proportional consolidation may be allowed by member states for
joint ventures.

Finally, it is proposed that “horizontal consolidation” will be

5The European unit of account is based on a basket of EEC currencies. For approxima-
tons, the unit of account may be taken to be between 1 and 1.5 U.S. dollars.

18 Associated company” is a British expression used to denote those companies which
are treated by the equity method of consolidation.
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necessary for companies within the EEC which are independent of
each other but are owned by the same parent outside the EEC. For
example, if a U.S.-based multinational company has subsidiaries in
the United Kingdom, France, and Germany, these subsidiaries jointly
would have to prepare one set of “consolidated” EEC accounts even
though none of them had any control over any other.

NEW BRITISH COMPANY LAW

In September 1979, the British government issued a Consultative
Document (or “Green Paper’) called “Company Accounting and
Disclosure.”’!” Its purpose is to announce the government’s proposals
on the reform of company law, in particular those changes which will
be necessary to implement the Fourth Directive. It is intended that
British companies shall have the maximum flexibility permitted by
the directive (Green Paper, part B, II, 11i). This is evidenced, for
example, by the proposals on formats. Both of the two balance-sheet
formats in the directive, and any of the four profit and loss formats are
to be allowed (see exhibits 2 and 3).

To understand the Green Paper’s proposals on formats, two further
concepts which are quite new for the United Kingdom must be
discussed. As mentioned in the previous section, the directive allows
member states to introduce reduced disclosure for smaller companies.
The British government intends to take advantage of this. The
suggested definitions can be seen in the first row of exhibit 4. The
second concept is the difference between financial statements which
are “‘drawn up” for shareholders, and those which are “published”
and sent to the registrar of companies. Small companies will be
required to disclose less than large companies; there are to be greater
relaxations for published accounts than for drawn up accounts.
Exhibit 4 summarizes the publication proposals.

This new proposed distinction between companies, based on size,
will be a major innovation for British company law. The expression
“proprietary company’’ will provide a useful label for small private
companies. It is not yet clear whether the government will take
advantage of the option in the directive to reduce the scope of audits
for proprietary compantes. If it does, a ‘‘review’’ will still be necessary
(part A, chapter II).

The Green Paper announces the intention to introduce extra
disclosure requirements for large companies: funds-flow statements

""Department of Trade, Com

o7 pany Accounting and Disclosure (London: H.M.S.O.



Exhibit 2. A Proposed UK. Balance Sheet

A. Subscribed capital called but not paid

C. Fixed assets
1. Intangible assets

o 00 PO =

Preliminary expenses

Costs of development

Concessions, patents, licences, trademarks, etc.
Goodwill

Payments on account

II. Tangible assets

1.
2.
3.

4.

Land and buildings

Plant and equipment

Other fixtures and fittings, tools,

and equipment

Payments on account, and tangible assets
in course of construction

III. Investments

1.
2. Loans to group companies

3.

4. Loans to undertakings with which the

No o

Shares in group companies
Participating interests

company is linked by virtue of participating
interests

Investments held as fixed assets

Other loans

Own shares

D. Current assets
I. Stocks

1.
2.
3.
4.

Raw materials and consumables
Work in progress

Finished goods and goods for resale
Payments on account

II. Debtors*

1.
2.
3.

i A

Trade debtors

Amounts owed by group companies
Amounts owed by undertakings with which
the company is linked by virtue of
participating interests

Other debtors

Subscribed capital called but not paid
Prepayments and accrued income

EE

Fol
”

[

XX

F

E R E I

F

*
®

®or ox

R L

XXXX
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Exhibit 2. (cont.)

III. Investments

1.
2.

Shares in group companies
Own shares

3. Other investments

IV. Cash at bank and in hand

. Prepayments and accrued income

. Creditors: amounts becoming due and payable within

one year

1.

NS Tk N

Debenture loans, showing convertible loans
separately

Bank loans and overdrafts

Payments received on account of orders
Trade creditors

Bills of exchange payable

Amounts owed to group companies
Amounts owed to undertakings with which
the company is linked by virtue of
participating interests

Other creditors, including tax and

social security

Accruals and deferred income

. Net current assets/liabilities
. Total assets less current liabilities
. Creditors: amounts becoming due and payable after

more than one year

1.

N O N

Debenture loans, showing convertible loans
separately

Bank loans and overdrafts

Payments received on account of orders
Trade creditors

Bills of exchange payable

Amounts owed to group companies
Amounts owed to undertakings with which
the company is linked by virtue of
participating interests

Other creditors, including tax and

social security

Accruals and deferred income

_xx)

XXX'.‘

(x)

(x)
(x)
(x)
(x)
(x)
(x)

(x)

XXXX

(xxxX)



Exhibit 2. (cont.)

£ £
J. Provisions for liabilities and charges
1. Provisions for pensions and similar (x)
obligations
2. Provisions for taxation, including deferred (x)
tax
3. Other provisions _(x)
(xxxX)
K. Accruals and deferred income (xxxx)
XXXX
L. Capital and reserves
I. Subscribed capital called up X
(of which £ has been paid up)
II. Share premium account X
III. Revaluation reserve X
IV. Reserves
1. Capital Redemption Reserve Fund X
3. Reserves provided for by the Articles of X
Association
4. Other reserves X X
V. Profit (loss) brought forward X
VI. Profit (loss) for the financial year X

XXXX

*Amounts due in less than one year and more than one year to be shown separately in respect of each

heading.

**Total current assets.

**¢Current assets less creditors becoming due and payable within one year.

g«;‘urce: Department of Trade, Company Accounting and Disclosure (London: H. M. S. O., 1979),
apter II1.

Note: The lettering and numbering in exhibits 2 and 3 are those adapted by the British government

from the fourth directive. Hence certain letters or numbers are omitted or repeated.

(not required by the directive), and notes on short-term borrowings,
leasing arrangements, pension commitments, and disaggregation of
turnover (sections v to vii of chapter VI). As expected, the government
intends to allow revaluations of assets and full current cost account-
ing, as permitted by Article 33 of the directive.

OTHER DIRECTIVES AND REGULATIONS

Exhibit 1 shows a considerable list of EEC directives and regulations,
which are mainly still in draft form. The most important directives
on company law are the fourth and seventh, discussed earlier. The
others are briefly described in exhibit 1.
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Exhibit 3. A Proposed U.K. Profit and Loss Account

£ £
1. Turnover XXX
2. Cost of sales XXX
3. Gross profit/loss XXX
4. Distribution costs (xxx)
5. Administrative expenses (xxX)
6. Other operating income XXX
— Operating profit/loss XXX
7. Dividends from subsidiaries X
7. Dividends from participating interests X
XX
8. Interest on loans to group companies X
8. Interest on other loans X
XX
10. Amounts written off investments (XxX)
11. Interest payable to group companies (x)
11. Other interest payable _(x) XXX
— Profit/loss before tax XXX
12. Corporation Tax XXX
13. Profit/loss after tax XXX
14. Extraordinary income X
17. Less: tax thereon (x) _XXX
19. Profit/loss for the year XXX

Source: Department of Trade, Company Accounting and Disclosure (London: H.M.S.0., 1979),
Chapter II1.

Regulations become law throughout the EEC without the need of
action by the legislatures of member states. There are two draft
regulations of relevance here. The draft regulation for a European
company (Societas Europea) is moving slowly, particularly because
of disagreements as to employees on boards of directors. It would
create a business form subject to EEC law and taxation rather than to
those of member states. No agreement is in sight. There is more likely
to be agreement on the draft regulation on the European Cooperation
Grouping. This regulation would facilitate the creation of a business
form suitable for muliinational temporary joint ventures within the
EEC.

The draft directive on the harmonization of corporate taxation
proposes the adoption of an imputation system of corporation tax
throughout the EEC with rates between 45 and 55 percent, and tax
credits between 45 and 55 percent of the underlying corporation
tax. Progress will also be slow on this directive. There are no plans to



Exhibit 4. Green Paper’s Publication Proposals

Small
Large Medium “proprietary”’
. Definitions All listed All public not ~ Turnover
large <£1.3m
B.S. <£0.65m

2 out of 3 size

. Balance sheet
drawn up for

Others with:
Turnover
>£5m

B.S. >£2.5m
Employees
>250

May show
Arabic numeral

All private not
small

May show
Arabic numeral

Employees <50

May omit some
Arabic numeral

shareholders headings in headings in headings
notes notes
. Balance sheet As above As above May omit Arabic
published numeral
headings
. Profit and loss Flexible Flexible Possibly
account drawn up arrangement arrangement combine 1-5 in
for shareholders exhibit 3
. Profit and loss As above As above, and  Exempt
account published possibly com-
bine 1-5 in
exhibit 3

harmonize the calculation of taxable income, which is defined very
differently in different member states. The latter point renders the
proposals somewhat cosmetic. This draft directive is discussed by this
author elsewhere.18

SUMMARY

The passing of the Fourth Directive into national company law
throughout the EEC should narrow some of the important differ-
ences in accounting outlined earlier. The “fair” presentation should
take precedence over detailed rules; conservative allowances in excess
of reasonable estimates will be separately declared; and the effects of
taxation on accounting expenses will also be separately declared. In
addition, the formats of published financial statements will become

18C. W. Nobes, “Corporation Taxes in the EEC, and Their Harmonization,”
Accountancy (October 1978).
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more standardized throughout the EEC, and corporations of similar
sizes will be subject to similar publication requirements. When the
Seventh Directive is finalized by the Council of Ministers, there
should be considerable harmonization of practices within the
important area of consolidation.

Nevertheless, it is likely that substantial diversity (both between
and within countries) will still be possible within the national laws
which will eventually be passed. Supporters of the view that rigid
uniformity merely masks a mulutude of differences will be happy
with this. However, the possibility of different inflation accounting
systems of varying prominence in difference EEC countries may
destroy any hopes of simple comparability.



CHAPTER 8 127

Standardized accountancy and economic
development”
AdolfJ. H. Enthoven

A greater degree of standardization in accounting would be of particular benefit to
developing countries. They are often faced with deficient and disorganized
economic and financial data, and may lack, at all levels of the economy, both
effective accounting systems and related administrative skills. Because of limited
natural, financial and human resources, their governments may need to undertake
increasingly centralized cost—benefit analyses and to involve themselves, through
planning and control systems, in all socioeconomic activity.

Effective uniform standards of accounting are therefore required throughout the
economies of developing countries — in enterprise accounting, government adminis-
tration, social accounting, in national and international evaluations of industrial
structures, in project and sectoral appraisals, and in the assessment of capital
markets and development finance.

We should first make clear the scope for standardization in accounting.
Standardization generally aims to simplify and unify all aspects of accounting
information systems in order to improve the reliability and consistency of informa-
tion. It involves establishing methodological standards of definition and termino-
logy; criteria for the identification, collection, measurement, and processing of data,
and for the layout of accounts and tables; procedures for integrating information
into cohesive accounting models; and standards for evaluating and communicating
such information.

Standardization by functions

One way to approach standardization is to examine the particular function or
branch involved, whether it be enterprise, government, or social accounting.
Although all three work with the same socioeconomic raw material they use it
differently for their specific functions.

Enterprise accounting

Enterprise accounting deals with microeconomic planning and control. It is
increasingly concerned with the more sophisticated management techniques —
operations research, for example — necessary in taking decisions in an enterprise.
However, a distinction must be made between financial accounting and manage-
ment (or cost) accounting although both deal with the administration of microeco-
nomic activities. Financial accounting is primarily concerned with providing

* This article is reprinted, with permission, from Finance and Development (March, 1973) pp 28-31
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outsiders with financial information. Because of this it largely describes — in a
manner complying with statutory requirements — the enterprise’s economic activity
in its immediate past. Management accounting is less governed by such constraints.
Since its function is to provide information for operational decisions, it has to
correspond more closely with economic reality. In practice, unfortunately, manage-
ment accounting is often practised little differently from conventional financial
accounting.

Although income determination is the central function of enterprise accounting,
it is also closely linked to the normal presentation of balance sheets and
information about the sources and uses of funds within the enterprise. Income
determination, indicating the enterprise’s activities and use of resources, is needed
for rational decision making (e.g., investment policy), taxation, reporting on
stewardship, and the preparation of social accounts.

However, what ‘income’ is, and how it should be measured, still causes a major
schism within the accounting profession and between accountants, on the one
hand, and economists and statisticians on the other. For example, should real or
money income be measured; should capital gains be treated as income?

Here, then, is a clear need for standardization; we need an interdisciplinary
concept for income measurement which would be widely accepted by accountants
and economists alike. This would benefit all people who use public and private
enterprise income measurements — either in collecting data from enterprise revenue
and expense statements for national (social) accounting purposes, or in the
preparation of national economic, fiscal, and monetary policies.

The unfortunate truth is that, at present, enterprise accounting lacks consistency
in both its current practice and its theory, which is often merely the sum total of
prevailing practices. This makes it extremely hard to compare and assess financial
statements; to pinpoint capital needs; to construct effective budgets; to measure the
overall efficiency and performance of enterprises and industry; to design and
appraise effective industry, sector, and national economic plans; and to set out
reliable social accounts. None of these activities — so important to developing
countries — will be much improved until comprehensive and consistent patterns of
thought, borrowing from other disciplines, are applied to the process of standardiz-
ing accounting principles and practices.

Standardization of enterprise accounting should also be matched by standardiza-
tion of company legislation. Since the function of accounting has a major bearing
on capital market activities, finance, and capital formation, the laws affecting
commercial reporting, disclosure requirements, and overall company operations
should themselves be standardized. Furthermore, accountants — whether working
independently or under government supervision, in either the public or private
sector — themselves need legislative protection for their activities. Finally, legal
status should be given to both the accounting profession and to an accountant’s
report in standardized form.

Government accounting

Extensive government involvement in national affairs is now normal in industrial-
ized and developing countries alike. It has created a demand for sound systems and
techniques of accounting, essential for the responsible and effective administration
of, for example, public finance or fiscal policy. Government accounting deals with



the collection, measurement, processing, communication, control of, and accoun-
tability for, all receipts and expenditures and related activities in the public sector.
The distinctive aspects of accounting information, classification, and procedures
applicable in government sector transactions make it desirable to treat this as a
separate — but interrelated — branch of accounting, although governments make
extensive use of the records of entries, techniques, and procedures used in
enterprise accounting.

A standardized system for recording, measuring, and processing information in
the government sector is necessary to ensure (a) effective coordination with other
branches of accounting; (b) greater accountability, e.g., compliance with legal
provisions and budgetary commitments; (c) greater efficiency in management,
planning, and policy; and (d) greater validity in domestic and international
comparisons, analyses, evaluations, and measurements (for example, Fund and
UN statistics).

An improved classification system for government transactions is of extreme
importance for giving a clear effective outline to the government’s activities, for
making governmental and national economic appraisals, and for their effective
integration with the system of social accounts. The conventional classification
system, which mostly consists of listing receipts by various types of taxes, and
stating expenditures by object, is not very meaningful and prohibits effective
planning, decision making, and managerial and economic analysis.

A better system shows government receipts and, particularly, expenditures
classified by economic categories, and split into current and capital items (for
example, current expenditure on goods and services, interest payments, and social
security payments). Services should also be functionally classified (for example,
community service or social service expenditure); and particular functions further
classified into ‘programmes’, ‘activities’, and ‘projects’.

However good a standardized government accounting classification model, it
may yet need refinement and improvement to unify the accounting framework.
However, it is not only the system of classification that needs standardization, but
also the data that have to be classified. Often the identification, valuation, and
recording of data, which is to be transformed into information, is poorly carried
out; standardization to make data more useful is a difficult but vital task.

The government budget, in which government accounting is reflected, sets forth
the financial programme for the year; it should thus be an integral part of a
country’s economic development plan. Budgeting is increasingly becoming a
decision-making process and an exercise in planning to ensure the effective
allocation and application of resources to economic needs and objectives. This
change from conventional government budgeting to plan-oriented budgeting
challenges traditional historical cost accounting standards and procedures.

Budgeting also increasingly utilizes the refined quantitative decision-making
techniques used in management accounting; it examines the costs (inputs) and
benefits (outputs) of particular economic functions, programmes, and projects.
Thus budgeting tries to assess how limited resources can be allocated to many
possible competing claims. To compare such claims, a standardized information
and classification system is necessary to ensure realistic and accurate measurement.
An authentic set of inputs and outputs must be collated into a coherent decision
model, which has to take account not only of present and future income and
expenditure flows but also of external effects on the economy. Such processes
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present a tremendous challenge to accounting which, at present, finds difficulty in
coping with the demand for the more standardized accounting structures and
procedures required.

Accounting also plays a part in taxation; its role affects both the formulation of
tax structures and policies and tax administration. It should assist in choosing the
most suitable forms of taxation and in ensuring that more equitable and effective
tax policies and procedures are carried out. The effective administration of a tax
system depends on the development of a sound body of accounting standards and
practices covering, for example, expense deductions and depreciation. Furth-
ermore, standardization would facilitate the application of computers to taxation.

Social accounting

The third branch of accounting, social (or macro) accounting, aims to describe
systematically and quantitatively the structure and activities of an economy, region,
or sector during a certain time span, and also of stocks (assets and liabilities) at a
particular time. All economic transactions between groups of individuals {(house-
holds), business enterprises, government agencies and with the outside world, are
dealt with. The mass of quantitative data is recorded, measured, processed, and
consolidated into various systems designed to display the principal national
aggregates (such as national product and income), and their interrelations, in
accounts and tables. Units dealt with — whether an industry, sector, or the whole
economy — are much larger in social than in enterprise or government accounting.

Both aggregate and individual data recorded in social accounts are needed for
measuring economic progress and for the design of national — and even internation-
al — economic, monetary, and fiscal harmonization policies; they also play an
essential role in setting national goals, in economic planning and budgeting, and in
structuring econometric models required for such purposes.

Standardization of social accounting has in fact progressed fairly adequately; we
find that the system of classification (into sectors, accounts, and transactions), and
the procedures used are quite well harmonized. However, when information from
governmental and enterprise accounts is needed in the preparation of social
accounts, tremendous gaps occur. Above all, when we realize that the source of a
large proportion of social accounting information (especially in national income
and product accounts) comes from business operations it is obvious that the three
accounting branches should be more cohesively coordinated.

One particular standardization problem lies in methods of quantifying and
evaluating data. Once again the question is — how good is a classification scheme
when the data it deals with are not uniformly measured? It is an essential function
of all accounting to ensure that techniques, procedures, and data, at all leveis of the
economy, are accurate.

Although many basic techniques for the treatment of data are common to social,
government, and enterprise accounting, the underlying procedures may vary. In
social accounting current (market) values are used, capital gains and losses are not
recognized, certain items — for example, research and developiment expenditure —
are charged to the income account (as against the capital account in enterprise
accounting), value-added and intertemporal adjustments are necessary, and, in
general, estimates involving subjective criteria are more widely utilized.



Other economic analyses

Since accounting procedures are also crucial in other spheres of economic analysis
and policy-making the scope for standardization is not limited to the three branches
discussed above.

Development planning

Economic development planning utilizes, in the process of resource allocation,
measurement tools which would themselves be more effective if subject to greater
accounting standardization.

Among the most important are capital-output ratios, dynamic input—output
analyses, and shadow pricing. Capital-output ratios — which reflect the relationship
between capital investment and the likely resulting growth of real national product
— serve as a crucial guide for economic policy. However, their use is restricted
unless the composition and value of such items as fixed assets, inventories, and
output can be accurately analysed. Dynamic input—output models — reflecting
altered economic and technical conditions — also form an important element of
planning. To be effective, cost inputs and outputs should be put on a standardized
basis — preferably using current market or replacement value criteria. Shadow
pricing attempts to price the various factors of production as if market equilibrium
existed in an economy in order to try to show society’s preference for, and relative
scarcity of, factors of production. It thus constitutes an important tool in framing a
development plan. For all three development tools, deficiencies in measurement,
and inconsistent or nonstandard data, may prevent developing countries from
making more rational decisions.

Project appraisals

Every plan consists of a series of activities or projects involving the production of
specific goods and services. Appraising the feasibility and justification of such
projects and their components requires extensive use of past, present and future
data, and their measurement in the form of direct and indirect benefits and costs.
The necessary cost—benefit calculations demand information which has an econo-
mically realistic, comprehensive standardized content. It is desirable and feasible to
use tables to incorporate information regarding, for example, standardized labour
inputs per production process; raw material requirements, power and fuel needs for
each scale of output; and installation costs. Such standardized capital investment
and operating data improve the reliability of project studies and also requires
greater uniformity in the classification and valuation system itself.

Other socioeconomic studies

Accounting will also play an increasingly important role in socioeconomic studies of
problems of ecology, poverty, social security, and human resource development.
Any examination of such areas demands effective cost-benefit analysis; there is
great scope for standardizing the way in which the direct and indirect effects of any
programme designed to tackle such problems are measured.
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Standardization in a broader socioeconomic context

So far we have discussed the scope and methods for standardization within
particular activities: enterprise, government, and social accounting. These account-
ing activities are, however, interrelated in that they form an overall framework.
We, therefore, need to consider standardization in such a broader context in order
to ensure consistency in both the theory and practice of the interrelated systems
and activities.

The overall accounting system should indeed be concerned with general econo-
mic behaviour, with its own techniques helping in the solution of specific
socioeconomic problems. Accounting as a discipline should thus be conceived of,
and practised as, a dynamic quantitative information system within the economic
environment. It deals with the identification of data, its analysis, selection,
measurement, evaluation, and its communication in the form of direct and indirect
socioeconomic costs and benefits. As a result it facilitates the planning and control
of activities and processes. All this must be done in accordance with certain
fundamental criteria, such as usefulness, verifiability, and quantifiability.

Existing standardization schemes

A number of schemes for standardizing accounting are already in practice.

The French Plan Comptable Général

This is a standardized plan for enterprises, but is also geared toward broader
economic needs. Its major characteristics are a uniform terminology; a uniform
classification of accounts; a standardized method of registration; and generalized
rules of valuation, albeit on a historical cost basis only. It is designed to improve
fiscal administration, to provide systematic information for social accounting, and
to standardize company rules on the presentation of financial statements. Not only
has the system proved extremely useful for social accounting and public administra-
tion but it has also been of great benefit to French national economic planning; to
industries and industrial associations in making necessary economic analyses and
forecasts; for structural analyses and for measuring and comparing industrial
productivity; and, generally, for improving efficient enterprise administration.
Many former French territories, and several other developing countries, have
adopted this model in modified form.

The German framework of accounts (Kontenrahmen)

This system differs from the French in that it is aimed more at microeconomic
activity and less at the needs of social accounting or economic planning. Essentially
its purpose is to improve comparative industrial data. The system sets forth both
standard accounting charts and also industrial flow charts — for integration with the
accounting charts — which show all transactions taking place within the enterprise.



Standardization in the United States

Standardization of accounting in the United States largely focuses on three
microaccounting aspects: ‘generally accepted accounting principles’, the layout of
accounts, and a uniform pattern of reporting and costing, required by federal
agencies for utilities and certain other industries.

More recently, the US government has outlined uniform cost accounting
standards for defence contract purposes in order to ensure comparability, reliabil-
ity, and consistency of cost data. Such standards will undoubtedly be extended to
other public and private economic sectors.

Although each of the above models for accounting standardization contains
elements worthy of consideration in developing economies, we feel that a more
comprehensive uniform plan, along the lines of the French system, is most relevant
and useful for them.

Conclusions and recommendations

Standardization of accounting has been criticized on economic and political
grounds; it is claimed to be unwieldy, static, unimaginative, and very expensive,
and is said to hamper accounting theory. Its advocates claim, however, it will
ensure better comparability, more effective consolidation and integration, sounder
economic and fiscal policies, better control, easier education and training, and the
development of a more unified overall accounting theory.

A realistic appraisal of accounting standardization should take into account the
objectives and methods of accounting in the whole socioeconomic process, and of
the particular needs of developing countries for whom the advantages of standar-
dization are more pronounced. The following section offers some suggestions for
improvements in accounting standardization.

Identifying the need for standardization

The need for standardization should first be analysed according to the particular
branch of accounting concerned, the requirements of the users of the accounting
information, and to the economic functions involved. More standardized account-
ing information will be useful for government administration, taxation purposes,
economic planning, project appraisals, shareholders, financial institutions, man-
agement, trade unions, and for consumers. From such a comprehensive body of
requirements, common characteristics should be identified and utilized.

Approach to standardization

This should take place — both nationally and internationally — within an overall
information system of accounting, composed of various subsystems applicable to all
types of socioeconomic activities. Sound standardization therefore demands sound
overall accounting theory and methodology.

Flexibility in standardization systems

A large degree of variation and flexibility — for example, between developing and
developed countries — may prevail without hampering the objectives. Measure-
ment, for example, may vary considerably in different detailed classification and
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evaluation models. Different value systems, furthermore, will dictate variations
because of different needs, economic circumstances, data available, and skills at
hand. Such diversity as may prevail should, however, not detract from the need to
design effective current value criteria and standardized systems applicable to
national and international operations.

Studies of accounting change

Before better standards and systems can be devised, extensive studies — involving
all recognized accounting bodies working in close liaison with economists, statisti-
cians, government administrators, and lawyers — are necessary. Furthermore, it is
imperative that such appraisals be carried out in coordination with international
agencies, such as the International Monetary Fund and the World Bank Group. On
an international scale, the implementation of standards, conventions, and systems
of accounting may require a vast degree of technical assistance and transfer of
knowledge.

Accounting training

The establishment of international standards and conventions would greatly assist
in developing methodology and curricula for accountancy training. It would also
encourage skills needed in the economic development process and would facilitate
the international transfer of accounting knowledge.

To conclude, a profound need exists for the development of effective interna-
tional accounting standards and conventions for all the great range of socioecono-
mic activities with which accountants are concerned. The adoption of such
standards would help to promote economic growth and development.

Social accounting already shows what can be done by standardization developed
on an international basis; organizations such as the United Nations and the
Organization for Economic Cooperation and Development have been very active
in working up sound and systematic social account structures'. Although systems in
some countries {e.g., the United States) deviate from these international standards,
the models are largely similar and can be easily compared.

However, an international body to coordinate all areas of accountancy, sup-
ported by professional and international development institutions, is urgently
required to ensure better harmonization and to make accounting more effective in
the economic development process.

Reference

1 See, for example, OECD, A Standardized System of National Accounts, Paris, 1959; United Nations,
A System of National Accounts, New York, 1968.



CHAPTER 9

The international harmonization of
accounting: a cultural dimension*
Desmond McComb

Although there has been sporadic professional ventilation on the issue
of international standards for accounting since at least the turn of the
century, the development of a uniform international framework for
corporate financial reporting did not exert any very strong claim to
professional, or indeed academic, interest before the nineteen fifties.!
As we approach the eighties, efforts to establish international standards
of accounting are achieving a momentum which has brought the issue
to the forefront of public interest.

This paper proposes a pause to examine the conceptual justification
for national differences in accounting standards and practices before
attempting to promote uniformity in the supposed interests of inter-
national understanding. It is claimed that, while some such differences
may be accidental historical survivals, there is nevertheless an identi-
fiable pattern of national accounting systems reflecting local informa-
tion demands. In this context, alterations in accounting standards and
practices which have a primary objective, other than one of improving
the quality or quantity of information at a national level, require care-
ful analysis to establish their effects.

* Desmond McComb is chairman of the Graduate Program of the Depart-
ment of Accounting and Management Economics, University of Southampton,
England.

' An early comparison of international accounting practice and standards ap-
pears in evidence given before the Select Committee on Joint Stock Companies,
1841-1844: British Parliamentary Papers (1844) VII. International accounting
standards were also discussed at the International Congresses of Accountants
at St. Louis in 1904, at New York in 1929, and at London in 1933.

* This article is reprinted, with permission, from The International Journal of
Accounting: Education and Research (Spring 1979) pp 1-16
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There can be little criticism of the aim of improving the intelligi-
bility of corporate financial reporting at an international level. It
would indeed be admirable if we could lift an American, British,
French, German, or Japanese set of accounts and feel confident that,
using our own background of accounting principles, we should be
equally at home in understanding them all. Unfortunately, that is not
possible at the present time. If our reaction to that situation is that it
should be possible, then it is but a short step in the rational evaluation
of that unsatisfactory situation to conclude that a remedy should be
found. However, it constitutes a long and unjustifiable leap in logic if
we conclude that the solution to the problem of resolving the difficul-
ties of international understanding of corporate financial reports lies
in the acceptance, and establishment, by the worldwide accounting pro-
fession of an internationally agreed set of accounting standards. Before
this could be justified as a rational conclusion, it would be necessary
to pass through a number of intermediate propositions and conclusions
relating to the objectives of corporate financial reporting. It might very
well be maintained that this would be no great problem and that a
coherent, internationally acceptable objectives framework could be
readily identified and acted upon. In practice, however, the usual in-
terpretation of this belief is that it should be possible to restate accounts
prepared in a foreign country so that they will be in accord with gen-
erally accepted principles in the user’s home country. In so far as cer-
tain technical standards could be agreed upon internationally, there
1s no doubt that this would make the restatement process easier. How-
ever, the case for the harmonization process goes more deeply than
that and ultimately involves unified accounting objectives.? It is only
if accounting models based upon such objectives are compatible with
one another that there is any real prospect of arriving at meaningful
common standards. If any two national accounting models are irrecon-
cilable, then either one or both must be fundamentally changed if
common standards are assumed to be a primary goal.

PRESS!JRES FOR HARMONIZATION

The thrust of the movemsnt towards the harmonization of accounting
standards on the international level has come mainly from accountants
in public practice rather than from academic accountants. Those who

2 “One of the chief, and least recognized, misconceptions which occurs in inter-
national accounting is the assumption that accounting objectives are uniform.”
Irving L. Fantl, *“The Case Against International Uniformity,” Management
Accounting (N.A.A.) (May 1971).



teach and research accounting in universities and other institutes of
learning are normally in the vanguard of developments in their disci-
plines. However, while a few academic accountants may claim to have
thought about, discussed, and perhaps even published® on this topic,
the honors for making it a live issue must go to the practitioners. In
particular, the late Jacob Kraayenhof, onetime president of the Nether-
lands Institute of Accountants, and Sir Henry Benson, onetime presi-
dent of the Institute of Chartered Accountants in England and Wales,
can be credited with having respectively sown the seed and husbanded
the crop which so many today wish to harvest.*

That having been said, it remains questionable whether a sufficiently
perceptive approach has been taken in the attempts to narrow the
areas of differences in international accounting and financial reporting.
In a situation such as that facing the various national professional
organizations once they had become convinced that international uni-
formity was a desirable goal, the natural response was to produce
visible evidence of their intention to make progress. The establishment
of the International Accounting Standards Committee (IASC) had
in turn a built-in need to be productive and has, between its establish-
ment in 1973 and the time of writing, produced the following stan-
dards:

IAS 1 Disclosure of Accounting Policies;

IAS 2 Valuation and Presentation of Inventories in the Context of
the Historical Cost System ;

IAS 3 Consolidated Financial Statements;

IAS 4 Depreciation Accounting;

IAS5 Information to Be Disclosed in Financial Statements;

IAS6 Accounting Responses to Changing Prices;

IAS 7 Statement of Changes in Financial Position;

IAS 8 Treatment in the Income Statement of Unusual Items and
Changes in Accounting Estimates and Accounting Policies;

TIAS9 Accounting for Research and Development;

*T. K. Cowan, “Harmonization of Accounting Principles,” New Horizons of
Accounting (Paris: 9th International Congress of Accountants, 1967), pp.
206-10; Norton M. Bedford, “The International Flow of Accounting Thought,”
International Journal of Accounting (Spring 1966); Mary E. Murphy, “Need
for International Documentation in Management Accounting,” Accountants
Journal (U.K.) (February 1962): 43-45; and Gerhard G. Mueller, Interna-
tional Accounting (New York: Macmillan Company, 1967), pp. 235-46.

* Jacob Kraayenhof, “International Challenges for Accounting,” Journal of Ac-
countancy (January 1960): 34-38; Sir Henry Benson, “The Story of Interna-
tional Accounting Standards,” Accountancy (July 1976): 34-39.
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IAS 10 Contingencies and Events Occurring after the Balance Sheet
Date;

1AS 11 Accounting for Construction Contracts;

IAS 12 Accounting for Taxes on Income; and

TAS 13 Presentation of Current Assets, and Current Liabilities.

It is suggested that most of the above standards represented an
attempt to lead the various member countries of IASC into adopting
what was existing good practice in some other member countries. It is,
in fact, possible to identify a strong Anglo-American influence in the
standards issued. Most of them also were concerned with technical
issues which were not highly contentious. However, the scope for the
issue of further remedial standards is decidedly limited. It is therefore
at this point in the evolution of international accounting standards that
we may be obliged to pause and to give more consideration to investi-
gating the possibility of designing a conceptual framework within
which international standards can or should be developed.

The emphasis which the author has placed upon the activities of
TASC reflects the dominant influence which that committee has exer-
cised in what has been implied here to have been a remedial phase in
the development of international accounting standards. However, the
Processes of harmonization have involved a number of other groups
and organizations which are the product of international cooperation
by the accounting profession.

THE INTERNATIONAL FEDERATION OF ACCOUNTANTS

The International Federation of Accountants (IFAC) came into exis-
tence as the result of proposals agreed upon at the eleventh Interna-
tional Congress of Accountants in 1977. It is the successor of an earlier
committee, the International Coordination Committee for the Accoun-
tancy Profession, formed at the 1967 Congress. The constitution of
IFAC states that it:

1. Initiates, coordinates, and guides efforts that have as their goal the achieve-
ment of international, technical, ethical and educational guidelines for the
accounting profession and reciprocal recognition of qualifications for prac-
tice, and works toward this purpose by establishing appropriate committees
through cooperative effort with regional organizations for implementation.
2. Encourages and promotes the development of regional organizations with
common objectives and develops guidelines for the structure and constitution
of such regional organizations.
3. Arranges the holding of International Congresses of Accountants so as to:
a) Enable members of the accountancy profession to meet one another in



an environment that facilitates discussion and the interchange of ideas
on accounting and related matters.

b) Direct attention to and inform accountants of developments in selected
fields of accountancy thought and practice.

¢) Reach broad conclusions on desired common aims.

Regional groups, such as the Union Européene des Expertes Comp-
tables Economiques et Financieres (UEC), the Confederation of Asian
and Pacific Accountants (CAPA), the Inter-American Accounting
Association (IAA) and the Accountants International Study Group
(AISG), have also had a significant role to play.

Ultimately, however, it is only through organizations such as IFAC
and JASC which carry some degree of international acceptability and
authority that implementation procedures could be established.

ROLE OF NATIONAL INSTITUTES OF ACCOUNTANTS

National professional institutes are, it may be assumed, fully aware of
the social framework within which their indigenous accounting stan-
dards are developed. By definition, they will aim to, and hopefully
achieve, systems of accounting measurement which can provide users
of financial reports in their home country with relevant information.
Although their scope for influencing or initiating developments in
accounting is more limited in some countries than in others, it is not
unreasonable also to assume that national accounting organizations
could be expected to endeavor to establish standards of accounting
which would give the most acceptable results possible in the context
of what they see as user needs. It follows that any deviation from such
standards could result in some deterioration in the quality of financial
reporting. If the logic of the above propositions is accepted, it would,
of course, seem that the acceptance of international standards which
differed from national standards might have a detrimental] influence
on the quality of financial reporting. Indeed, it may be assumed that
the approach taken to the IASC Standards in the United States is, in
part, a reflection of such a view. Thus the AICPA is committed to
using its “best endeavors” to bring about compliance with international
standards. However, the standard-setting body, the FASB makes no
such commitment and neither it nor the SEC has shown any evidence
of intent to be led into altering existing U.S. standards in order to
achieve accord with international standards. For the most part, these
latter are considered to have fallen short of generally accepted account-
ing standards in the United States so that one could hold that existing
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U.S. practice was already in compliance with the international stan-
dard concerned. However, if, as seems likely, the remedial phase of
the work of IASC is drawing to a close, then the next phase must
inevitably become one of harmonizing “good” accounting practice at
an international level. What has until now been little more than a
program of encouraging countries with plainly deficient accounting
standards to bring their practice into line with that of countries with
more highly developed systems of financial reporting must inevitably
be followed by a second phase in which the problems of the harmoniza-
tion of accounting standards where national philosophies of accounting
are at variance, or where national social institutions create distinctive
pressures, should be faced squarely.

A THEORY OF DISPARATE ACCOUNTING

A rational evaluation of the justification for differences between the-
ories of accounting and corporate financial reporting in an interna-
tional context should be an essential primary stage in a program of
international harmonization of accounting principles and practice. Few
people believe that national differences in accounting have come about
as part of a random process. Rather all the evidence would suggest
that the various national accounting systems have each evolved in
response to societal need and demands within the countries concerned.®
If this is accepted as an explanation and a justification for difference,
it would be useful to identify those factors which may have contributed
to each singular national accounting system. Hopefully in the process
of doing that, those factors common to each national economic and
social framework will also be identified. A further possibility favoring
the process of harmonization is that some of the factors which origi-
nally contributed to national differences in accounting may have ceased
to be relevant, even though their effects continue to be encountered.
Clearly in that context, their identification and their demise as an
influence should be associated events.

Here discussion is restricted to accounting for private-sector, profit-
oriented firms. A case can be made for the application of international

® The literature evidencing this view is, by the nature of the issue involved,
frequently scattered among articles and papers dealing with other topics. The
most comprehensive survey is that in Frederick D. S. Choi and Gerhard G.
Mueller, An Introduction to Multinational Accounting (Englewood Cliffs, N.J.:
Prentice Hall, 1978). The issue is also discussed in Desmond McComb, “The
Environment of Accounting Development, U.K. and U.S. Comparative Views,”
63rd Annual American Accounting Association Convention 1978, Collected
Papers.



accounting standards to other types of organization, but it would be a
much less powerful one, and there is little evidence of any great de-
mand for, or interest in, the international standardization of accounting
for, say, public sector commercial and industrial organizations, or not-
for-profit organizations.

ACCOUNTING FOR THE FIRM

Any system of accounting for business organizations must inevitably be
built around an economic and/or social theory of the firm. Such a
theory should in turn reflect its political, legal, and financial environ-
ment.

U.K. accounting theory provides an example. It developed during
the nineteenth century in an atmosphere in which the entrepreneurial
proprietor was seen as the dynamic force that made the other factors
of production (land, labor, and capital) productive. In that context,
accounting for the firm meant accounting to the owners or share-
holders. The entrepreneur was also normally assumed to be a major
provider of capital, although each role could be distinguished for pur-
poses of economic analysis. Within that scenario, the idea that it was
a function of the firm to maximize profits for its owners seemed per-
fectly rational, and was readily accepted. Accounting for the firm meant
satisfying the information needs of the principal owners who had pro-
vided both capital and entrepreneurial skills. The proprietary theory
of accounting was indeed a reflection of the classical economic theory
which had found ready acceptance in the Western world, more espe-
cially in those countries such as the United Kingdom and the United
States, where open capital markets encouraged corporate shareholding.

However, while the proprietary theory is highly appropriate to a
firm in which there is a close relationship between ownership and the
entrepreneurial function, it is patently less so when used as a basis of
accounting for large organizations, in which owners and management
have become separate groups.

The concept of a business entity having an economic life as dis-
tinct from a legal existence, separate from its owners, later made the
proprietorship theory seem inappropriate to many accountants and
gave rise to an ‘“‘entity theory” in which the focus of accounting be-
came value to the business and profits of the firm, rather than propri-
etorship worth and profits.

The implications of these two theories for the valuation of assets
and liabilities, and for the recognition of revenues and expenses, have
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been widely discussed in the literature.® They will not be elaborated
upon here. Suffice to say that it is generally agreed that the choice of
one or other approach might have a marked effect upon the values
placed upon assets and liabilities, and upon the measurement of profits.

The question which arises is the relevance of all this to the issue of
international harmonization of accounting. The fact is, however, that
some countries appear to lean more towards one or other theory. (To
truncate the argument, variants of the proprietorship and equity the-
ories such as the “Funds” and “Commander” theories will be ignored.)
Reverting to a comparison between the United States and the United
Kingdom, the following quotations from eminent professional commit-
tees in each country are of interest as indicating the different attitudes
which can be found as between countries.

The primary and continuing goal of every commercial enterprise is to
increase its monetary wealth so that over time it can return the maximum
cash to its owners.”

In reviewing the relevance of the conventional view of the aim of pub-
lished financial reports to current conditions and attitudes we note the trend
towards the acceptance by business enterprises of multiple responsibilities and
conclude that distributable profit is no longer the sole or premier indicator
of performance in the corporate reports of such entities. . . .8

Clearly, the two committees do not agree on the goals of a business
enterprise. Perhaps their views are not representative of those com-
monly held in their respective countries, but the balance of the evi-
dence would suggest that they at least reflect widely held views.

While the view of corporate goals expressed in the U.S. report is
fully in accord with the view of the firm upon which the proprietory
theory of accounting is based, that could not be said of the correspond-
ing perception of corporate goals expressed by the U.K. committee.
Accounting measures designed to gauge the degree to which a firm is
achieving a goal of returning the most cash to its owners could not be
expected to provide a suitable measure of the less clear-cut corporate
objectives postulated in the U.K. report. However much we might

¢ Useful contributions on the topic are A. N. Lorig, “Some Basic Concepts of
Accounting and Their Implications,” Accounting Review (July 1964): 563-73;
R. S. Gynther, “Accounting Concepts and Behavioral Hypotheses,” Accounting
Review (April 1967) : 274-90.

" American Institute of Certified Public Accountants, Report of the Study
Group on the Objectives of Financial Statements (New York: AICPA, 1973),
p. 21.

* Accounting Standards Steering Committee, The Corporate Report (London:
ASSC, 1975), p. 79.



desire the more readily attainable measures called for by the U.S.
committee’s concept, it is obvious that there is inherent in the U.K.
model a belief that the company has aims and responsibilities distinct
from those of its owners.

One is tempted to surmise that a reflection of differing political and
social ideologies exists in these two different attitudes toward what is
basically the same institution. For instance, Milton Friedman, a firm
believer in classical economic capitalism, might almost have been the
inspiration for the U.S. committee’s view when, writing on corporate
responsibility, he says, “Few trends could so thoroughly undermine the
very foundations of our free society as the acceptance by corporate
officials of a social responsibility other than to make as much money
for the stockholders as possible.”®

If social and political ideologies are reflected in our accounting
measurement systems, clearly it would be beneficial if they were made
explicit. It is generally accepted that the objectives of accounting under
Communism would be different from those in a capitalist economy.
However, even if we confine ourselves to the non-Communist countries
of the West, it is equally true that their so-called mixed economies
range from those in which state intervention in economic affairs is
highly pervasive to others in which it is minimal. This author suggests
that the public perception of the aims of any ubiquitous institution
such as the commercial corporation will always reflect accepted social
and political norms. The commercial company is a pervasive institu-
tion in the Western world but perceived by the public in each country
somewhat differently. Thus, in some places companies have almost
the same freedoms and responsibilities as have individuals, whereas in
others they may be more closely circumscribed by legal and societal
restrictions. In every country those who control companies will, it is
here contended, conform to what society expects from them. This con-
formity will also extend to influence corporate reporting. Basically, the
view that corporate financial reporting should be specifically directed
to meeting the information needs of shareholders and potential in-
vestors is based upon an abstract economic model of the firm rather
than upon the mode of operation by actual companies in the developed
industrial countries. Nevertheless, the U.S. “Objectives Study Group”
adhered closely to this classical economic model of the firm so that it
must be presumed that they regarded it as a valid descriptive model of

® M. Friedman, Capitalism and Freedom (Chicago: The University of Chicago
Press, 1962), p. 133.
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corporate organization. It is seriously doubted whether it would be
equally acceptable in all the other developed countries currently
represented on TASC or IFAC. This author suggests that in a num-
ber of such countries, the classical capitalist theory of the firm would
be regarded as a naive model of the motivational forces which
operate within large corporate groups. That is particularly so because
few such countries could be said to have either capitalist or socialist
economies. In fact, in greater or lesser degree, all the wealthy industrial
countries of the Western world have mixed economies. In these coun-
tries, it is customary to regulate the activities of large commercial and
industrial groups in a variety of ways which influence their freedom of
action. Since the unrestrained operations of these groups are often
considered to be inimical to the free operation of market forces, their
actions may be circumscribed in accordance with the teachings of
classical economic theory, while correspondingly and paradoxically,
they may at the same time find their operations controlled in the in-
terests of socioeconomic planning by the state. It is inconceivable that
corporate organizations operating within such diverse socioeconomic
frameworks as are found even among the developed countries of the
Western world should see their corporate objectives as being indepen-
dent of the societal norms of the particular countries in which they
operate. Rather it is to be expected that such corporate objectives
would in some way reflect the expectations of the wider community
within whose national boundaries they operate. To the extent that
multinational companies tend to reflect the attitudes of their parent
rather than those of their host countries, we may also perhaps find
some explanation of the suspicions, strained relations, and general
adverse social reactions which many such companies have experienced
abroad.

In this author’s opinion, it is reasonable to say that if a corporate
organization has objectives amenable to financial evaluation, then they
should become the subject of accounting measurement and reporting.
Unless such objectives are trivial, there can be no case for ignoring
them or considering them unworthy of evaluation. If it is accepted
that corporate objectives may vary, or have differing priorities or rank-
ings from one country to another, it follows that accounting standards
may also vary as they relate to those diverse objectives. Any attempt
to achieve absolute uniformity between national accounting practices
without giving due weight to the reasons for differences both of sub-
stance and of emphasis would, I suggest, result in a serious reduction
in the quality of information provided. The scope for the harmoniza-



tion of accounting as between countries is therefore limited by the de-
gree of compatability which exists between corporate objectives in each
of them.

LEGAL AND INSTITUTIONAL CONSTRAINTS

In the foregoing comments, the opinion has been expressed that cor-
porate objectives and, therefore, corporate accounting and financial
reporting may be expected to reflect societal expectations. These latter
may in turn be derived from generally accepted political and economic
theories in the countries concerned. Where there are wide differences
in societal norms arising from such beliefs, those differences must in-
evitably act as a deterrent to establishing an internationally acceptable
framework of accounting.

Of comparable significance are the differences which exist in legal
systems and in financial institutions. Some of these may be a reflection
of diverse political and economic systems, others no more than an
accident of history. For whatever reason diversity of legal systems or
financial institutions may exist, it is incontrovertible that it can exer-
cise an immense influence upon accounting. Not only is this influence
felt in respect to its effect upon the quality of financial reporting, but
it is also to be seen in the way by which the organization of the accoun-
tancy profession has responded to the demands of the legal and insti-
tutional frameworks of the countries concerned.

Two major European nations, France and West Germany, provide
an excellent example of countries whose legal systems and financial
institutions differ greatly both from each other and from those of the
United Kingdom and the United States. It is, of course, beyond the
scope of this paper to describe accounting in France and West Ger-
many in any detail.’® Nevertheless, reference to some aspects of the
legal and institutional background to the practice of accounting may
be sufficient to demonstrate the difficulties inherent in attempting to
harmonize accounting in those countries with one another and with
the United Kingdom and the United States.

France
France has always lacked an effective capital market such as is found
in the United Kingdom and United States. The Paris stock exchange

® The most comprehensive English-language descriptions of accounting in
France and Germany are J. H. Beeny, European Financial Reporting, vol. 1,
West Germany, vol. 2, France (London: Institute of Chartered Accountants in
England and Wales).
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is the most active in Europe apart from that in London, but it does
not compare in the scale of operations with its London counterpart,
either as a secondary market for dealing in securities, or as an essential
aim of the market for the issue of new securities. In general, there-
fore, French industrial and commercial companies have traditionally
relied much less upon an active new issue market as a source of long-
term funds than have U.K. and U.S. companies. This has resulted in
a low emphasis being given to the provision of investor-oriented cor-
porate financial reporting and to the audit function as a safeguard
for investors. Arising from that situation, the auditing profession has,
at least until recently, been weakly organized and lacking in the in-
fluence exercised by the profession in either the United Kingdom or
United States. As a result, pronouncements by the main professional
institute (L’Ordre des Experts Comptables) have had little influence
upon accounting practice unless they were also incorporated in rec-
ommendations by the government-appointed national accounting coun-
cil (Consel National de la Comptabilité).

The primary influence upon the development of accounting prin-
ciples and practice in France has been the general accounting plan
(Le Plan Comptable General) first effectively developed in 1947. The
essence of French national economic organization is that it is state
planned. The accounting plan is designed as a tool of that economic
planning and is intended to be used by all major companies. It is kept
under review by the National Accounting Council which derives its
authority from the government. The Council, rather than the account-
ing profession, is the real power in the implementation of change in
accounting and financial reporting. Apart from being designed to pro-
vide information useful for purposes of the National Economic Plan,
the Plan Comptable is also intended to form a basis for the taxation
of companies. In fact, fiscal uses take priority over shareholder infor-
mation needs in the design of accounts. This in turn gives rise to
accounting methods related to the provisions of tax laws rather than
to the commercial and industrial realities of a company’s operations.

West Germany

West Germany has a somewhat inactive capital market which is domi-
nated by the major banks which are the main dealers in securities and
are also heavily involved as providers of loan finance. The ratio of
long-term liabilities of German companies to their shareholders’ funds
is, for example, over 4 to 1, a situation contrasting dramatically with
the very much lower proportion of borrowing by U.K. and U.S. com-



panies. This is reflected in the very strong empbhasis upon solvency and
a tendency towards highly conservative methods of asset valuation
and revenue recognition, which characterize German accounting.

Accounting and financial reporting by corporations is regulated by
the Company Law, the Commercial Code, and the Income Tax Law.
Together, these specify in considerable detail the accounting records
which must be maintained and the information which must be pub-
lished. The Income Tax Act in particular is highly specific regarding
records and methods, and many expenses are allowable for tax pur-
poses only if they appear in exactly the same fashion in the financial
accounts. The principle of a common base for financial reporting, and
taxation of profits, often results in tax planning considerations taking
precedence over the concept of a “true and fair” presentation of finan-
cial affairs. This is not to imply that financial reporting in West Ger-
many is inferior to that of say the United Kingdom or the United
States, but rather that the basis for such reporting is different from
that of the latter two countries.

Again, although the accounting profession in West Germany is
well organized and highly skilled, it must work within the rigid legal
framework established for corporate financial reporting. It is not,
therefore, in a strong position with regard to furthering the adoption
of standards of accounting practice which do not already coincide
with current laws.

HARMONIZING ACCOUNTING PRACTICE IN THE CONTEXT

OF DISPARATE OBIJECTIVES

Disparate objectives of accounting, such as those outlined above in
respect to France and West Germany and implied in the U.S. Account-
ing Objectives Study and the U.K. Corporate Report, have clear im-
plications for accounting measurement. In that context, two factors
which operate as constraints upon the processes of the international
harmonization of accounting theory and practice can be identified:

1. Variations in perception of the objectives of corporate business
organizations; and

2. Differences in what are regarded as the ranking of the objectives
of accounting for corporate business organizations.

The latter factor is likely to be of greater significance in practice,
although the former is more fundamental. There is a natural tendency
to assume that since accounting must be concerned with reflecting the
objectives of corporate business organizations, it is necessary to attempt
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to devise systems which, by attaining such ends, can act as an infor-
mation base for decision making. The problem with this approach is
that it is entirely inward looking. It views the company either as an
entity in its own right or as a projection of its shareholders’ interest.

Corporate financial reporting is, however, increasingly acquiring a
wider societal dimension. It is not simply that the public is becoming
more interested in corporate behavior but rather that, in some coun-
tries at least, governments and the public also display evidence of a
desire to influence the activities of the corporate private sector. At a
governmental level, this tendency to exert influence may be reflected
in a highly structured manner as is the case in France where each suc-
cessive “National Plan” has direct relevance to corporate activity, or
it may be exhibited in a more haphazard fashion as witnessed by the
activities of the various arms of the U.S. federal government. Either
way, corporate public reporting is increasingly expected to meet the
information demands of a growing bureaucracy.

The power of the general public to influence the corporate private
sector for its own ends is naturally more limited than that of govern-
ments. Nevertheless, the information claims of such groups as those
concerned with ecological and environmental interests provide evi-
dence of pressures which can be exercised.

National differences in ranking of the objectives of accounting are
an aspect of the problem of improving mutual understanding of cor-
porate reporting which should repay careful study. International har-
monization of accounting will not come about as the result of the
imposition of uniform accounting practices — even if any group or
institution had the will, the authority, or the power to impose such
uniformity. Rather, it will result from an awareness of the cultural and
societal reasons for such differences as exist in the underlying philos-
ophy of accounting and corporate financial reporting in each country.
In this context, I do not, for example, regard the uniformity which
will be imposed by the E.E.C. Fourth Directive on Company Accounts'*
as being something which will add much to real international under-
standing. The Directive should have benefits as a remedial device for
standardizing and improving corporate financial reporting in some of
the member countries, but it in no way affects national rankings of
the uses which should be made of such reports. It is the contention

B E E. C. Fourth Directive for Co-ordination of National Legislation Regarding
the Annual Accounts of Limited Liability Comgpanies (Brussels, Belgium:
E.E.C., 1978). (Also published in full English-language version in Trade and
Industry [U.K.][11 August 1978].)



of this author that such rankings have a major qualitative influence
on the information content of accounts.

CONCLUSION

In conclusion, we are entering upon a phase of the process of the in-
ternationalization of accounting in which attention should be directed
toward achieving an understanding of the reasons for the continuing
existence of national differences in accounting principles and prac-
tices. In that context, emphasis should be upon investigation, analysis,
and education rather than upon speeding the processes of promul-
gating further international accounting standards.

The author realizes that what has been said here could risk being
interpreted as an argument against the further development and issue
of international accounting standards. It is not intended to be so. The
case for harmonizing accounting principles and practice on an inter-
national level is stronger today than it ever has been. True accord can
be achieved, however, only if there is mutual international understand-
ing, both of corporate objectives and the rankings attached to them.
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CHAPTER 10

Accounting standards and multinational
corporations®
S.J. Gray, J. C. Shaw and L. B. McSweeney

Abstract. The power of MNCs and corresponding pressures, especially from governments
and trade unions, for higher levels of accountability has brought into focus the need for
more information about MNCs as a basis for policy making at national and international
levels. However, the problem of developing accounting standards of disclosure and meas-
urement for MNCs is complex, multidimensional, and dynamic. This paper attempts to clar-
ify some of the issues involved and to identify significant trends. The analysis centers on
three fundamental questions: Should there be standards for MNCs? What should be re-
quired by the standards? Who should set the standards?

INTRODUCTION

BAccounting standard-setting is controversial and problematic at the national
level but at the international and multinational level it becomes even more com-
plex, multidimensional, and dynamic. This paper attempts to identify and evaluate
emerging issues and trends relating to accounting standards and multinational
corporations. This is likely to be an area of growing importance to accountants
not least because of the economic significance of MNCs and the sensitive politi-
cal issues generated by their activities.

Multinational corporations are significant economic entities, both in aggregate
worldwide situations and within most individual countries’ where they operate.
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Their distinctive economic, social, and political impact arises from their power to
control and move resources internationally and has resulted in growing pressures
for higher levels of accountability. Such pressures are exerted by host govern-
ments (the governments of countries which are recipients of foreign direct invest-
ment) and others, in part from a desire for information which may be the means of
regulating, constraining, or analyzing the local activities of MNCs. It would ap-
pear that the dissolution of political imperialism during the last quarter century
{for example: the Belgian, British, French, Portuguese, and Netherlands Empires
and Colonies) has given rise to a deeply felt and sometimes strongly expressed
economic nationalism.2 The host governments that are apparently most vocifer-
ous in the pressure toward greater accountability by MNCs are those of the devel-
oping nations. These pressures complement attempts by home governments?3 to
control large companies — operating and particularly headquartered or based in
their territories — many of which are the center of mulitinational operations.

Information about corporate behavior is recognized increasingly as an essential
prerequisite to policy making at the national level. At the supranational and inter-
governmental level, forms of accountability by MNCs are now being actively pro-
moted, for example, by the United Nations (UN), by the Organization for Economic
Cooperation and Development (OECD), and by the European Economic Commu-
nity (EEC).? These activities are a relatively recent phenomenon with most of the
developments taking place since 1975 and in the case of the UN and OECD within
the broader framework of Codes of Conduct. Each of these organizations, of
course, is constituted differently and has different objectives and varying powers
of enforcement. Ail, however, demonstrate the political sensitivity and signifi-
cance of MNC accountability and of questions concerning financial and nonfi-
nancial disclosure. The development of such political pressures has been spurred
by both the relative lack of comparability of corporate reporting in an interna-
tional context and the apparent deficiencies in the information usually provided.®

These pressures for increased MNC accountability and disclosures have also
been supported by international trade unions —such as, the International Con-
federation of Free Trade Unions, European Trade Union Confederation, World
Confederation of Labour, and the International Metal Workers Federation.® The
international investment and banking community and the accounting profession
(for example: International Accounting Standards Committee) also appear to be
anxious to improve the comparability of corporate reporting at the international
level.” Managements of MNCs are naturally sensitive to these developments,
with responses varying according to their perception of the costs and benefits in-
volved.® Many are aware of the potential benefits of greater harmonization in
terms of removing the current multiplicity of reporting requirements?; however,
there is a proliferation of bodies ciaiming to have authority as standard-setting
agencies — national and supranational, political and professional. Hence the
managerial response to or acceptance of the need for harmonization of stan-
dards is to some extent confused and perhaps inhibited by these muitiple claims
to authority.

SOME FUNDAMENTAL QUESTIONS

It would seem useful to pose some fundamental questions, which, incidentally,
are relevant in the national context just as much as in the multinational, as a



means of structuring this inquiry into emerging issues and trends relating to ac-
counting standards and MNCs. Questions which would appear to concern all in-
terested parties include the following: Should there be standards for MNCs?
What should be required by standards? Who should set standards? Before ad-
dressing these questions, however, we must first define the terms used in the
analysis because they are subject to many interpretations.

What are standards? What are MNCs? The term “standard™ may be used in a vari-
ety of ways but here it is used broadly to mean a set of statements which may in-
ciude reference to disclosure or measurement issues to be dealt with by MNCs.
Such statements may range from those intended to achieve strict uniformity to
those capable of more flexible interpretation; from those derived from statutory
authority, to those which are effectively advisory. The fact that they exist as
guidelines or criteria against which MNC accountability can be assessed quali-
fies such statements to be described as “standards” in the context of this discus-
sion. The relevant questions are thus concerned not only with the rationale for
standards but also with their scope and force. The discussion is not restricted to
standards which are associated exclusively with mechanisms to monitor compli-
ance or impose penalties for noncompliance. A major problem in the interna-
tional context is that the scope of standards is not always clearly specified, posing
consequent potentiai for confusion.

The term “multinational corporation,” or alternatives such as “transnational” cor-
poration, may also be used in a variety of ways; but here it is defined broadly to
mean any corporation that controls economic resources, in terms of production
or service facilities, in two or more countries.'® If MNCs are to be affected by
standards set exclusively for them, then clearly questions of definition become
crucial and will involve criteria such as overall size, relative economic signifi-
cance in countries of operation, number of geographical locations, and the extent
of foreign as compared to domestic operations. In this regard, it is instructive to
note the focus of existing proposals/requirements. In the UN proposals [1977]"
the emphasis is on all iarge MNCs (broadly defined as above) but application to
uninational companies is recommended. The OECD guidelines'2 [1976] refer to
all MNCs irrespective of size but again wider application is expected. The EEC
deals in the main with all corporate activities within the EEC territories, including
those by MNCs, but with the emphasis on large companies. The accounting pro-
fession, through the International Accounting Standards Committee (IASC) at-
tempts to prescribe for all companies without distinguishing between those that
are uninational and multinational. Any attempt to evaluate the relevance of inter-
national standards requires specification of those enterprises for which such
standards are primarily intended. The definition of the enterprise will indicate the
range and nature of user groups involved and hence the rationale for the stan-
dards. It is only by reference to user groups and to their decision requirements
that the effectiveness and relevance of standards can be judged.

Should There Be Standards for MNCs?

In the context of reporting financial information, it has to be recognized that
there have been significant changes in the perceptions of the use to which ac-
counts are put. In the past the emphasis was on legal concepts —accounts dem-
onstrated the ability of the enterprise to satisfy those who had legally enforceable
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claims on its resources. Accounts were referred to primarily as a means of con-
firming that legally defined constraints on the disposition of resources and allo-
cation of results had been complied with. Currently, a widely held view of the use
of financial statements is that they serve as a basis for economic decisions.
These decisions include not just the legality but also the fairness and effective-
ness of managerial actions. The wide community of stakeholders interested in
the modern corporate enterprise demands information not only about the con-
duct of the enterprise as a whole, but about the ways in which any particular sec-
tional stakeholders’ interests in the enterprise have been dealt with relative to the
treatment afforded to other sectional interests. If there are difficulties in discern-
ing how best to provide for the information needs of those varied stakeholder in-
terests in the context of single-state, uninational enterprise, there are added
degrees of complexity in confronting the problem of standards for MNCs.

Traditionally, ideas of information disclosure and in particular financial reporting
have been developed within the concept of the legal entity —the corporation —
whose boundaries coincided with those of an economic entity. Increasingly the
boundaries of the economic entity do not coincide with those of a legal entity; the
economic activity may be within only a part of the legal entity (for example: the
“group”) or may extend beyond the boundaries of an individual legal entity (for ex-
ample: single company). This problem is sharply demonstrated by the nature,
structure, and organization of the MNC.

It may be, of course, that there is no case for standards of any kind; for example,
where the content of existing published annual reports satisfies the needs of the
community of users without the intervention of a standard-setting body. To some
extent at least, the arguments of the agency-theorists may be relevant here.13 If
the management of an MNC perceives it to be in the interests of either the MNC
as an entity or its management to respond to the information demands of users,
then management will strive to assure satisfaction of those demands. Such a line
of argument leads to the proposition that no separate standard-setting mechan-
isms are needed; the normal pressures of demand and supply will operate to
achieve equilibrium.® If those who demand information from MNCs also exert in-
fiuence over the environment within which the MNC operates, then there will be a
strong influence on the MNC to move toward satisfying these information de-
mands in exchange for the maintenance of existing rights or the avoidance of po-
tential constraints to the operations of the enterprise. If those responsible for
meeting demands for information (that is, the management) conclude that the in-
formation requirement is unreasonable or inimical to the interests of the MNC,
they have to achieve some compromise with the interest group exerting pressure
for disclosure. On this basis, the actual level of accountability achieved is a con-
stantly shifting compromise between the perception of user needs on the one
hand and the view taken about the interests of the corporate enterprise as a
whole on the other hand. In this context it can be suggested that where MNC
managements respond to pressures for increased disclosure then this demon-
strates their recognition of the need to maintain reasonable operating environ-
ments in the face of political pressures for legal and economic constraints on
MNC operations in many countries. Similarly they may recognize that the
investor in the MNC, in national and international capital markets, seeks informa-
tion about differential risks within the MNC and that labor relations in any local-
ity may be affected by a local trade union’s response to international trade union
views or pressures.



It would seem, however, that the perception of some users and organizations
such as the UN, OECD, and EEC is that market forces cannot be relied upon to
ensure the provision of sufficient comparable information about MNCs. The em-
phasis in the UN proposals on more extensive disclosure by large MNCs' is di-
rected toward a wide range of users but appears strongly influenced nevertheless
by the needs of individual national governments, particularly in developing coun-
tries, for information about the economic, social, and political impact of MNCs. 16
A similar demand for information is expressed by trade union organizations, who
would appear to support strongly the UN initiatives, both at national and interna-
tional levels.

The OECD seems to have a range of users in mind similar to the UN. But in con-
trast to the UN proposals, which are detailed and cover individual subsidiary as
well as group accounts, the OECD guidelines are limited to group accounts and
incorporate disclosure requirements which are more general in nature.' This
probably reflects the OECD’s greater concern with and sensitivity to business in-
terests.

It is perhaps not unfair to suggest that within the UN the influence of developing
third world nations appears to be relatively powerful as compared to the largely
developed and substantially westernized membership of OECD. To date, neither
the UN nor the OECD statements appear to have achieved much in the way of en-
couraging MNCs to provide additional informaion disclosures in practice; but
these developments are, of course, still at an early stage. They do, however, pro-
vide powerful indications of expectations at the supranational political level, and
within the terms set for the present discussion these statements do constitute
standards against which to measure the performance of MNCs with regard to in-
formation disclosure and corporate conduct.

The position of the European Economic Community (EEC) and of EEC Directives
is distinguishable. The EEC is what its name says — a supranational community;
moreover, it is a community of nations committed to achieving, ultimately, politi-
cal and economic union.'® Member states have accepted treaty obligations to
enact local legislation giving effect to the decisions of the Council of Ministers
as reflected in the Directives approved by the Council. As regards company laws,
the object of the EEC harmonization program is to facilitate freedom of establish-
ment of companies within member countries and to protect the interests of
shareholders, employees, and third parties. The company law harmonization pro-
gram is seen as an important contribution to an economic environment within
which finance and investment can move freely and where equality of competition
is achieved. It is also seen as a means by which proper supervision of corporate
activity can be attained. Observation of the consequences in the United States of
fragmented, state-based company legislation suggested that individual states
might seek to encourage corporations to establish headquarters in their territory
by imposing only minimal regulatory and disclosure requirements. EEC harmoni-
zation is intended to achieve the highest common factor of disclosure and corpo-
rate conduct generally — not the lowest common denominator. The EEC company
law directives are substantially prescriptive and become embodied in statutorily
defined requirements.

In practice, the EEC directives and proposals relating to accounting achieve
some degree of compromise between a perspective of legal prescription and one
related to economic decision making; for example, the Fourth Directive'® adopts
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the predominantly UK concept of a “true and fair view” but in the context of a rig-
orously defined financial reporting framework. The EEC Directives apply to all
large companies and extend to those whose operations are restricted to the terri-
tories of the member states as well as MNCs which are based within one or other
of the member states, but whose operations extend well beyond EEC boundaries.
The proposed Sevehth Directive?? dealing with group accounts is particularly
relevant to MNCs based outside but with operations within EEC territorial limits.
This particular directive, if approved, would require the same disclosure for such
MNCs with regard to their EEC activities as would be required from EEC-based
MNCs. The important difference, of course, is that the latter must meet EEC re-
porting requirements with regard to their worldwide activities but the MNC based
outside the EEC must report only those aspects of its operations relating to its
business entities based in the EEC. Such MNCs will, however, be required to pro-
vide subgroup consolidations for each holding company within the EEC or, alter-
natively, a consolidation of its EEC operations as a whole.

Apart from such legislative harmonization within the relatively narrow confines
of the EEC, there are other potent influences on most MNCs toward harmoniza-
tion, indeed uniformity, through the medium of Stock Enchanges — perhaps the
strongest influences being the UK and U.S. Stock Exchanges.2! In the UK, for ex-
ample, it is obvious that any British-based MNC has to comply with UK-defined
disclosure requirements with respect to its worldwide activities. The significance
of the disclosure requirements of the UK Stock Exchange is that these will apply
to any non-UK-based MNC which seeks a listing for its shares in the UK —either
to provide access to UK stock markets for its existing shareholders or to raise
funds through the UK capital markets; for example, a Japanese-based MNC seek-
ing a UK listing for its share capital must report in the UK as if it were UK-based
including worldwide consolidation of results and translation of accounts into the
UK domestic currency. Recent years indicate growth of the transnationality of
sources of capital and increasing numbers of MNCs seeking Stock Exchange
listings outside the country of their base or headquarters.

Such influence tends to achieve a restricted uniformity rather than harmony be-
cause the prescription of Stock Exchange requirements in any individual country
depends upon the local national legislative arrangements and professional ac-
countancy influences in defining appropriate financial disclosure. The trend,
noted earlier, toward multiple stock exchange listings demonstrates the problem
of achieving harmonization. Philips, a Netherlands-based MNC, reports, for ex-
ample, in terms of replacement values, a basis of measurement not accepted by
regulatory agencies in the United States and, thus, to support its New York Stock
Exchange listing, Philips has to provide a reconciliation translating its Nether-
lands figures into the U.S.-required historical cost equivalent. Senior executives
of Royal Dutch Shell, a Netherlands-UK-based MNC, have commented publicly on
the consequences of the present U.S. prescription for foreign currency transla-
tion (FAS #8) which has to be followed to support the U.S. listing of Shell shares
but imposes on Shell the need either to provide two sets of financial state-
ments — FAS #8 for the U.S. and, say, closing rate for UK — or to maintain the use,
for reporting outside the U.S., of a method of currency translation which may not
be the most appropriate representation of Shell’s financial performance.

Other areas of particular interest and concern to MNCs with regard to financial



performance and measurement, besides inflation accounting and foreign cur-
rency translation, include consolidation techniques and the identification of
groups, segmental reporting, accounting for taxation, and the treatment of pro-
visions and reserves. These are areas where significant differences exist in na-
tional practice and prescription.22 The managements of many MNCs certainly
seem anxious to eliminate such differences and achieve harmonization without
the need for complex supplementary or reconciliation statements to meet differ-
ently defined reporting requirements.

The problem is, of course, that the perception of the management of an MNC as
to what is the most appropriate reporting or measurement formula will be very
strongly influenced by the social and professional perceptions of the country in
which the MNC is headquartered. At least in the English-speaking world, detailed
perceptions of disclosure and of reporting tend to be developed through social
mechanisms, and legislation gives expression to what should be disclosed.
Questions of how disclosure should be made and the measurement methods
adopted for reporting events and transactions in financial terms have been left,
in the main, to the professional accountancy bodies — with greater or less advice
from and control by nonaccountants. Non-English-speaking traditions are, of
course, somewhat different and developments within the EEC touched on previ-
ously demonstrate these: that is, a more prescriptive, legalistic approach is evi-
dent.

Harmonization of legislatively defined disclosure can perhaps be achieved only
at the political level. The need in the U.S. to create an SEC to deal at the federal
level with the lack of harmonization in individual states’ legislation can be
pointed to in support of such a suggestion. Within the EEC it seems to have been
recognized that political structures are needed to deal with legislatively defined
matters. The professional accountancy-orientated views about how to measure
and how to disclose reflect less immediately the concerns of trade unions, con-
sumers, and governments. But to the extent to which all such questions relating
to the use to which information is put by users of financial statements, even the
accountancy professional bodies are responsive to such “external,” nonaccount-
ant pressures. Harmonization of such local standards defined by professional ac-
countancy societies need not necessarily involve political mechanisms —the
self-requlatory stock exchange in the UK demonstrates this.

Transnational groupings of accountancy bodies — for example: IASC, IFAC, UEC,
CAPA, IAA, and AFA23 — are also seeking to make progress in this area. Perhaps
the major organization involved is the International Accounting Standards Com-
mittee (JASC),2* where the aim is to improve the comparability of measurement
and reporting by all enterprises, worldwide. But there is very much less emphasis
at IASC on extensions in disclosure and virtually no concern specifically with the
problems of MNCs as distinct from uninational enterprises.

Professionally developed IASC standards would seem to be influenced very
largely by the needs of the investment and banking community, with special
reference to best practice in developed equity markets such as the UK and U.S8.25
The specific interests of governments and of trade unions, on the other hand, are
not directly recognized. Little real progress has been achieved toward harmoniza-
tion, for example, on foreign currency translation, on inflation accounting, on re-
search and development, or consolidations, because IASC has to accommodate
the different established laws and professional practices of the United States
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and of Western Europe. It is not surprising, therefore, that IASC standards tend to
be somewhat bland compromises which are generally ignored either because
they are easily accommodated or cannot be enforced.

It continues to be difficult to provide a simple answer to the question “Should
there be standards for MNCs?” Many MNCs are already subject to standards —im-
posed by legislation and defined by professional accountancy organizations —
because MNCs based in any country have to follow at least the same degree of
disclosure and accountability as any other domestic enterprise based in that
same country. One set of problems arising from the lack of consistency of ac-
countability among MNCs based in different countries is not really related to
MNCs at all; they derive from the lack of consistency or harmonization of na-
tional standards and apply to the lack of comparability of disclosure by all large
companies based in different countries. For MNCs there might be problems aris-
ing from substantially different disclosure requirements. There are difficulties for
governments and for elements within domestic societies in relating information
about the local units of an MNC to that provided about the worldwide activities of
locally based MNCs. For the governments and societies of host countries there
are problems in relating information about local units to the aggregated informa-
tion of the worldwide MNC activities, particularly when there is no consistency in
the provision of the aggregated data for MNCs based in different countries. For
the MNCs themselves, or at least their management, there is the complication of
maintaining records and providing information to satisfy distinguishable local
demands as well as being abie to provide the level of accountability expected in
their home base. There is also an arguable case for international standards to the
extent that MNCs are not providing information demanded and apparently
needed by users. The demands from organizations such as the UN, OECD, EEC,
International Trade Unions, and IASC, indicate the quantity and quality of infor-
mation currently disclosed by MNCs is less than satisfactory and warrants some
form of standard-setting; however, whether or not the precise content of the
demands identified can be justified in that the benefits outweigh the costs in-
volved is a question which has yet to be answered despite the convictions of the
groups involved.

Perhaps there is a case for standards applicable to MNCs only as opposed to all
large companies worldwide, at least in the short term. The present lack of consis-
tency in MNC accountability and the proliferation of national standards may lead
to the conclusion that worldwide harmonization of MNC reporting — disclosure
and measurement —is needed. Equally, there may be a supportable argument
that international harmonization should not be considered a major priority for
uninational (domestic) enterprises with no foreign operations, because the needs
of the international investment community, the main group involved and rela-
tively expert, could be met to a large extent by accounting policy disclosures. It is
only when uninational companies become units of a supranational economic en-
tity, the MNC, that arguments of consistency and comparability in the interests
of international constituencies of users become persuasive. If this line of argu-
ment is to be pursued, then it would seem that the UN and OECD have embarked
on a potentially more fruitful path than has the IASC; the important point being to
emphasize and develop supranational standards for MNCs rather than to seek at
this stage the ideal of a harmonization of national standards for all corporations.



What Should Be Required by the Standards?

Ideally the answer to this question would seem to depend on the decision require-
ments of the user groups involved, taking into consideration the costs and bene-
fits arising. In practice, the outcome is likely to result from a political process
involving both MNC managements and the accounting profession as suppliers
and verifiers of information in addition to international groups of users such as
investors, creditors, trade unions, governments, and society at-large.

There is, of course, a fundamental problem, as in the national context, of defining
user information needs. A positive approach would be to ask users what they
need with the danger, however, that responses may well be conditioned by exper-
ience, and hence less than imaginative in dealing with new situations. There is
also the danger that users may be encouraged to compile shopping lists of infor-
mation, including anything that might conceivably be useful, especially when
they do not bear the cost, at least directly, of providing the information. Can us-
ers then be trusted to articulate their needs, and are MNCs to respond unques-
tioningly to stated needs without challenging the relevance of the information
demanded? An alternative normative approach to defining user needs is to at-
tempt to construct models of the decision processes of users and thereby de-
duce what information they shouid need to satisfy their objectives. It may be that
more attention should be paid to this approach in the MNC context where new
situations have arisen with the corresponding potential for new forms of report-
ing to be developed and for information needs to be shaped by policy-makers at
the supranational level.

An important issue in the supranational context is the extent to which the
separate needs of users are to be satisfied by general purpose reports or by spe-
cial purpose reports.26 |t appears at present that the UN, with special reference to
the developing nations and trade unions, at the national and international levels,
is concerned to obtain as much information as possible in a general purpose re-
port. The interests of these groups appear to be initially to obtain information as
a step toward developing policies and strategies for dealing with and regulating
MNCs. The governments of developing countries and those involved in trade
unions (nationally and internationaily) feel themselves to be at a severe disadvan-
tage in their dealings with MNCs. The relative transnational freedom of MNCs
and the mechanisms available to them, especially transfer pricing, to modify the
impact of national economic, fiscal, and social policies have been discussed ex-
tensively elsewhere.2’

Those who seek to constrain and regulate, or at the very least toinfluence, the ac-
tivities of MNCs, tend to suspect the existence of abuse by MNCs in their supra-
national powers and flexibility. Part of the pressure for MNC accountability is to
assist the perception of the existence of abuse or, more positively, to confirm its
absence. In the context of the single company, the various stakeholders (inves-
tors, creditors, employees, customers) are concerned to preserve their own indi-
vidual interests; with the MNCs, individual governments are concerned to protect
the interests of their own nationals as against other nationals; at the trade union
level, there is ideological commitment to eliminate exploitation of any one group
of employees in favor of another, or in favor of other stakeholders.

“Special” reports, however, may be more pertinent to specific needs and these
could be tailored to meet the requirements of individual countries or individual in-
terest groups. In this case, the onus of specification is shifted directly to the user
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group seeking information; there has to be definition of the data needed, and de-
sirably an explanation of why it is needed.

A key element of the UN emphasis on generai purpose reports is the provision of
nonfinancial information relating to employment, production, investment, social
policies, and pollution,?® which would seem to be relevant mainly to govern-
ments. If so, then there is the question of whether some of this information could
be presented better in special reports.

Other disclosure and measurement issues which are regarded as especially sig-
nificant (and often sensitive) in the context of MNCs include: (a) segmental infor-
mation, particularly on a geographical basis, or multianalysis by activity and by
country?3; (b) transfer pricing policies and their impact30; (c) employment condi-
tions and prospects3'; (d) foreign currency transactions and the translation of for-
eign currency financial statements.32 Additional MNC financial reporting issues,
which are nonetheless controversial, include accounting for groups and the con-
solidation of financial statements, accounting for inflation, and accounting for
taxation.33 Consideration also needs to be given to the form of presentation of fi-
nancial information.

it may be that the conventional income Statement and Balance Sheet for consoli-
dated groups or for individual companies is not the most appropriate, say, for
government and employee users. Statements of Value Added3* —segmented as
required —might be a more useful method of presentation. Statements of funds
or cash flow may also be useful —again segmented. The present perception of
the bases on which governments and trade unions are seeking additional disclo-
sure certainly suggests that such forms of accounting are worthy of further investi-
gation in that they might meet more fully the needs of these groups for information
from MNCs. Both the UN and the OECD are at the moment striving for accep-
tance of their ideas with regard to a minimum list of items of disclosure but, at
this early stage of their activities, have given relatively little attention to issues
concerning classification, presentation, and measurement; thus, there is much
work to be done if standards for MNCs are to be developed. This effort will re-
quire cooperation from the accountancy profession and a substantial research
effort, as well as political will.

Who Should Set the Standards?

The very fact that one has to discuss the need for standards of MNC disclosure
and measurement implies that the definition of such standards cannot be left to
the MNCs themselves. Reference was made earlier to the proposition that stan-
dards as such would be unnecessary if the process of enlightened seif-interest,
in the long run, assured that managements of MNCs meet the information needs
of all the multinational interest groups who establish claims to disclosure by the
MNC about its worldwide and/or local activities. On the one hand, there is the local
community —whether host or home government, or national elements of em-
ployees, investors, consumers, or others within the nation —anxious to super-
vise, influence, or at least be informed about the MNC’s operations. On the other
hand, there is the management of the MNC, anxious to achieve the most conge-
nial operational environment possible and to minimize costs of preparing and
producing information for external (to the management) consumption. This as-
sures that there are two strong parties to the bargaining process by which equi-
librium may be achieved.



If one rejects the argument that natural balance will be achieved and accepts the
argument that MNCs themselves cannot be relied on or expected to develop ap-
propriate standards, one is forced to consider the two alternative agencies re-
ferred to earlier — the political or the professional. This choice, or tension, between
these two types of agency exists, of course, at the national level. As with so many
other aspects of this discussion it may be that there are few new problems with
MNCs; many similar problems can be found at the domestic level, but with MNCs
there is an extra multinational dimension of complexity.

On the whole, accountants prefer the professionally orientated IASC type of ap-
proach whereby auditors and, to a lesser extent, financial executives agree on
procedures of measurement and disclosure. The weaknesses of this approach
have already been touched on. Accountancy bodies cannot legitimately claim to
identify exclusively the effect of accounting reports on the decision-making be-
havior of users nor the sole right to choose between reporting alternatives which
may influence actions by some users to the detriment of others.

The auditing bias of many of the professional accountancy organizations also
leads to preoccupation with the validation aspects of disclosure and a reluctance
to develop ideas for disclosure of information which cannot be validated other
than by the passage of time. There is a tendency for such efforts also to concen-
trate on how to achieve disclosure rather than to examine ideas of what should
be disclosed to meet the needs of users. Further, the needs of users other than
shareholders and creditors have received little attention. Ideas for alternative
methods of disclosure are not examined enthusiastically; alternative measure-
ment bases — for example: current cost accounting in the UK — are seldom initi-
ated except under “encouragement” from political agencies. As noted earlier, only
very limited progress has been made with difficuit technical issues — for exam-
ple: foreign currency translation —and very little harmonization has been attained.
Last, the close relationships between professional firms, which are increasingly
multinational, and their clients (the MNCs) together with the apparent acquies-
cence of management generally in any professionally based program is seen by
some, at least, as a valid basis for challenging the validity of such an approach.
Perhaps self-regulation is too suspect to succeed.

It may be then that a political approach is inevitable. In the United States, a politi-
cal solution in the creation of the SEC was seen as the only way of achieving har-
monization at an acceptably high level of disclosure. Until recently the SEC was
content to leave to professional accountancy agencies the determination of tech-
nical accountancy matters. Now the accounting standard-setting agencies (nota-
bly FASB) involve directly many more influences other than accountants, and the
SEC itself has challenged and even reversed procedures approved by FASB; for
example: oil and gas accounting.3® Matters of accountancy appear to have be-
come too important to be left to accountancy bodies. If the levels of accountability
are to be defined at the national level in the first instance and ultimately some
form of supranational harmonization is to be achieved, then it is difficult to see
any alternative to political agencies. At this stage, it also seems likely that such
agencies will concentrate on the philosophy of information disclosure —why in-
formation is needed and in what form it is required —leaving detailed aspects to
be worked out in cooperation with professional accountancy organizations.36

Whereas the UN and OECD approach to MNC standards seems inevitable, it may
well succeed only in the long term because it is difficult to see how anything
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other than “guidelines” as opposed to “requirements” can be provided at this
stage.3” Mechanisms for reviewing and enforcing compliance can operate only at
the national level —appticabie to corporations within the jurisdiction of nation-
states and exercised by local regulatory, legislative, and judicial agencies. If dif-
ferent supranational agencies issue competing guidelines then individual nation-
states have to decide which, if any, set of guidelines matches their information
needs; the harmonization sought by the management of MNCs is frustrated and
they have to respond to differently defined information needs. Even if guidelines
emanate from only one supranational agency, uniess a sufficient degree of com-
monality is achieved in the specification of information, it is likely that nation-
states will individually vary the guidelines, again arriving at the frustration of the
desire for simple, unequivocal, and uniform disclosure. The relative success of the
EEC in achieving enforceable standards with a fair degree of commonality cannot
be expected to be repeated worldwide. As has already been noted, the
EEC is a relatively homogeneous, cultural grouping of nations committed (even if
less than wholeheartedly in some instances) to ultimate total political and eco-
nomic unity. But presumably from the standpoint of the UN and OECD some at-
tempt at standards is better than none at all. Nevertheless, the paradox remains:
supranational requirements cannot be enforced; supranational guidelines may
lead to so many national variants that standardization will be frustrated. There
may be more rapid progress to be made by achieving initially some degree of har-
monization among smaller, perhaps regional groupings of nations sharing at
least some common cultural and economic characteristics and ultimately achiev-
ing harmonization of that smaller number of regionally defined standards.

Such a regional approach could also simplify the attainment of adequate repre-
sentation of various user groups. The better the user representation, the more
confident one could be that the information being sought was relevant to user
needs, and the easier it would be to distinguish what should be conveyed in gen-
eral purpose reports from that confined to special reports.

In practice, a gradualist approach may therefore be preferable to the attempt to
arrive at a total solution for MNC standards, though clearly there are some as-
pects of MNC activities which may lend themselves to universal solutions; such
as, transfer pricing, segmental information, and foreign currency translation.

CONCLUSIONS

The power of MNCs and corresponding pressures, especially from governments
and trade unions, for higher levels of accountability has brought into focus the
need for more information about MNCs as a basis for policy making at national
and international levels. To some extent the conflict expresses the shift in the
balance between the economic power of MNCs, still largely based in developed
nations, and the growing political influence of developing nations. It is generally
recognized that calls for greater accountability must be accompanied by consid-
eration of what and how disclosure is to be made; some degree of consistency or
standardization is needed. However, the problem of developing accounting stan-
dards of disclosure and measurement for MNCs is complex, multidimensional,
and dynamic.

An attempt has been made in this paper to clarify some of the issues involved
and to identify trends. The analysis has centered on three fundamental ques-



tions: Should there be standards for MNCs? What should be required by the stan-
dards? Who should set standards? Some tentative conclusions follow.

Despite the many similarities in the problems associated with accounting stan-
dards for MNCs and those restricted to wholly domestic companies, MNC prob-
lems are more complex, in terms of identifying user groups involved, in defining
their information needs and in considering the factors determining the standard-
setting process. The confusion of boundaries between economic, legal, and polit-
ical entities raises special issues when considering standards for MNCs.

If the bargaining processes between MNCs and users were to result in the provi-
sion of information which was acceptable, in terms of quantity and quality, both
to management and the user groups concerned —such as, governments, trade
unions, investors, lenders/bankers —there might be no need to consider further
the issue of standard setting.

Where MNCs are unwilling (or unable because of difficulties in defining user
needs) to meet the demands of governments, trade unions, investors, and others
for information there is an arguable case for MNC standards at the supranational
level. The current activities of the UN, OECD, EEC, International Trade Unions,
IASC, and others indicate a strongly perceived need for improvements in informa-
tion disclosure and the comparability of reporting by MNCs.

The content of MNC standards will depend on the user groups involved, their de-
cision requirements, and their need for general purpose or special reports. It may
be that special reports would be more pertinent in some instances to the specific
needs of individual governments and interest groups; however, the problem of
identifying and validating user needs and resolving conflicts, where they exist,
between these needs is unsettied and warrants further investigation. The fears
and problems of management concerning the effects of government interference,
better informed competition, and changes in employee relations must also be eval-
uated, together with the costs and complexities believed to be associated with im-
plementing standards.

Significant disclosure and measurement issues in the context of the develop-
ment of MNC accounting standards are: (a) nonfinancial information relating to
employment conditions and prospects, organization, production, investment,
and the environment; (b) segmental information, particularly on a geographical
basis, or multianalysis by activity and country; (c) transfer pricing policies and
their impact; (d) foreign currency transactions and the translation of foreign cur-
rency financial statements. Additional MNC financial reporting issues include
accounting for groups and the consolidation of financial statements, accounting
for inflation, and accounting for taxation.

The setting of MNC standards is essentially a political process and it seems inev-
itable that corporate reporting objectives and standards of disclosure will be har-
monized only at the supranational or intergovernmental level; for example, the
UN, OECD, and EEC. The accounting profession and the IASC are likely to play a
more supportive role in terms of providing the detaiied development and assist-
ing practical implementation of desired standards of disclosure and measure-
ment.

The development of MNC standards by the UN, OECD, and other supranational
political agencies seems likely to be both more supportable, at least in the short
term, and to have better prospects for success than the professional 1ASC at-
tempt to seek the ideal of international harmonization of national standards for
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all corporations. The relative preference for the UN and OECD approach is due, at
least in part, to the emphasis on MNCs which are in many important respects dis-
tinguishable from domestic corporations.

MNC standards may be developed as “requirements” or as indicative “guidelines.”
It is difficult to see them as anything other than guidelines because compliance
can be enforced only at the national level or in regional groupings equivalent to
the national level such as the EEC. The paradox is that supranational “require-
ments” cannot be enforced without national adoption, and supranational “guide-
lines” may lead to so many national variants that simple specification of universally
relevant MNC standards is frustrated. A gradualist approach may be preferable
with MNC standards implemented initially on a regional basis.

FOOTNOTES

1. The relative importance of MNCs to individual country economies is not confined to
developing nations. There is a high tevel of MNC penetration of many developed countries
which accounts for nearly three-quarters of MNCs’ foreign activities. See OECD [1977], UN
Economic and Social Council [1978].

2. See Turner [1974]; Wallace [1976]; and Vernon [1977).

3. By home government is meant the government of a country from which ultimate control
is exercised. Home and host countries are not discrete categories because the major home
countries are also major host countries. The extent to which MNCs are centralized or de-
centralized is discussed extensively in the literature but is not considered here. See Stop-
ford and Wells, Jr. [1972]; Robbins and Stobaugh [1974]; Vernon and Wells, Jr. [1976); and
Vernon [1977).

4. The principal statements are: OECD [1976); UN [1977]; and Commission of the European
Communities {1976 and 1978].

5. See for example Lea [1971]; UN Economic and Social Council [1974]; Choi and Mueller
[1978]; and Fitzgerald and Kelley [1979).

6. For an account of the role of international trade union organizations and international
trade union centers see, for example, Northrup and Rowan [1974]; Roberts and Liebhaberg
[1977}; and Wilms-Wright [1977].

7. The object of the International Accounting Standards Committee (IASC)is “. . .to formu-
late and publish in the public interest standards to be observed in the presentation of

audited financial statements and to promote their world-wide acceptance and observance.”
[IASC 1977).

8. Resistance to increased disclosure by many MNCs is based on a variety of objections
including the cost, the limited comprehension of recipients, and the possible utilization of
the additional disclosure by others to the detriment of the MNC. (From private interviews
with a number of UK and U.S.-based MNCs. Also USA-Business Industry and Advisory
Committee [1974]; Behrman [1976]; Mautz and May [1978]; International Chamber of Com-
merce [1978]; and OECD [1979].)

9. See for example de Bruyne [1980).

10. There is an extensive literature on defining MNCs. See for example American Account-
ing Association [1973]; Confederation of British Industry [1975];, and Wallace [1976).

11. The UN proposals —UN [1977] — are contained in a report prepared for the Commission
on Transnational Corporations by an Expert Group on “International Standards of Account-
ing and Reporting.” The Group, serving in their individual capacities, came from various
disciplines (accounting, law, social sciences) and backgrounds (including the accounting
profession, home and host government, trade unions, and MNCs).

12. The OECD guidelines referred to here are those relating to information disclosure in
the OECD's wide-ranging code of conduct: “Guidelines for Multinationals” in OECD [1976].
13. An agency relationship between managers and shareholders is postulated whereby
managers in their capacity as agents have market incentives to disclose information con-



sistent with their own and shareholders’ interests. See Jensen and Meckling [1976]; Watts
[1977]; and Watts and Zimmerman [1978].

14. Watts [1977]; Watts and Zimmerman [1978); and Benston [1969].

15. UN Economic and Social Council [1977] recommends that smaller companies be ex-
cluded from its proposed reporting requirements. The requirement for consolidated reports
of the MNC as a whole would apply if it met two of the three specified criteria (p. 47). No cri-
teria for size are stated for individual subsidiaries or intermediate parent companies.

16. The UN proposals refer to a number of different user groups including ‘governments;’
‘the general public,’ ‘'the international community,’ consumer groups, labor, trade unions
and company employees, investors, creditors, local authorities. They have been criticized
for neither specifying nor justifying their perception of the information needs of these
users nor relating their proposals to these needs. See International Chamber of Commerce
[1978].

17. OECD [1976] refers primarily to “the enterprise as a whole” thereby avoiding a major
source of tension: the extent to which an MNC'’s subsidiaries’ reports may be influenced by
or reflect its relationship with the group as a whole. See Robbins and Stobaugh [1974] and
Vernon [1977]}.

18. Treaty establishing the European Economic Community, signed at Rome, 25th March
1957,

19. Commission of the European Communities [1978). The Fourth Directive has as its ob-
ject the harmonization of the content and format of annual accounts (Art. 2) of individual
companies. This directive does not require absolute uniformity because options are pro-
vided in certain clearly defined areas.

20. Commission of the European Communities [1976], amended [1979].

21. See for example Watson [1974]; AISG [1975]; and Zeff [1979].

22. See for example Fitzgerald, Stickier, and Watts [1979] and Gray [1980].

23. International Accounting Standards Committee, International Federation of Accoun-
tants, Union Europeenne des Experts Comptables, Confederation of Asian and Pacific Ac-
countants, Inter-American Accounting Association and Asean Federation of Accountants.
See Choi and Mueller [1978].

24. The International Accounting Standards Committee was founded in 1973 by account-
ing bodies from Australia, Canada, France, the Federal Republic of Germany, Japan, Mexico,
Netherlands, the UK, Ireland, and the U.S. Fifty-six accounting bodies from 43 countries are
represented in the Committee. Its controlling board is composed of the founders plus Ni-
geria and South Africa.

25. The narrowness and relatively minor role of the equity markets in most developing
countries and in some developed countries restricts the relevance of the IASC's current
work even further. See Scott [1970] and Lowe [1974).

26. Special purpose reports may be confidential or publicly available but are tailored to the
information needs of a single user. See for example Confederation of British Industry
[1975]; International Chamber of Commerce [1978]; and UN Economic and Social Council
[1977).

27. Robbins and Stobaugh [1973]; UN Economic and Social Council [1974]; Barnet and
Mueller [1975]; Vernon [1977]; and UN Conference on Trade and Development [1978].

28. UN Economic and Social Council [1977] suggests a wide range of nonfinancial discio-
sures at both individual company and group levels but states “that this aspect of general
purpose reporting requires further study.” (p. 27) OECD [1976] requests disclosure of only
one item of nonfinancial information, the average number of employees in each geographi-
cal area (p. 15). The IASC has not considered nonfinancial information.

29. U.S. Business Industry and Advisory Committee [1976], Gray [1978]; OECD [1979]; and
IASC [1980].

30. The Monopolies Commission [1973]; U.S. Business Industry and Advisory Committee
[1976]; UN Economic and Social Council {1977]; UN Conference on Trade and Development
[1978]; and OECD [1979].

31. UN Economic and Social Council [1976]; International Labour Office [1977]; Interna-
tional Confederation of Free Trade Unions; European Trade Union Confederation, World
Confederation of Labour [1977]; and International Chamber of Commerce [1978].
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32. FASB [1975]; Morris [1975]; and Choi and Mueller [1978).

33. Choi and Mueller [1978]; Center for International Education and Research in Account-
ing [1977 and 1979]; and Scott and Drapalik [1978].

34. By a ‘value added statement’ is meant a statement which reports, in financial terms,
the output of an enterprise less external inputs (that is, its value added) and the distribu-
tion of the value added to the various stakeholders. See for example Gray and Maunders
[1980} and UN Economic and Social Council [1976].

35. Zeff [1978). ‘

36. In identifying complementary but separate roles for political and professional agen-
cies in the development of standards for MNCs we are rejecting the view of some commen-
tators who consider the political and the professional to be mutually exclusive alternatives
and who usually favor the professional. See for example International Chamber of Com-
merce [1978] and Fitzgerald and Kelley [1979].

37. This conclusion is based on the recognition of a number of political and technical con-
straints including: the divergent interests of the involved parties; the difficulty of defining
MNCs; the diversity of existing national laws/requirements; the experience of agreeing and
implementing existing multilateral conventions.
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GROUP ACCOUNTING

CHAPTER 11

Concepts of consolidation in the EEC*
R. H. Parker

Consolidated accounts are of great practical importance, but are often regarded,
especially by academics, as mere exercises in mechanical ingenuity. It can be shown
not only that they involve interesting conceptual problems, but that the choice of
concepts to be adopted in practice is by no means as straightforward as textbooks
suggest. This article offers a theoretical analysis of concepts of consolidation (not
including so-called merger accounting) and then surveys actual practice in the UK,
West Germany, France and the Netherlands. The analysis is carried out using
‘Anglo-Saxon’ terminology, and it should be mentioned that goodwill on consolida-
tion does not exist, as such, in the pure forms of French and German consolidation
accounting.

Many (but not all) ‘investees’ have two kinds of shareholders: the parent
company and the others, usually referred to collectively as the ‘minority interest’.

One possible approach is to regard the parent company and the minority interest
as co-shareholders of equal importance, and to credit both of them with a
proportionate share not only of the net tangible assets (including identifiable
intangibles), but also with a share of goodwill on consolidation. This is the ‘entity’
concept of consolidation'.

An alternative approach is the ‘parent company’ concept. The parent company is
regarded as the dominant sharecholder, and the minority interest is credited with its
share of the investee’s net tangible assets, but not with a share of goodwill on
consolidation. This concept is supported by the Accountants International Study
Group?.

Where it is not possible to distinguish a parent company and a minority interest,
a third concept is relevant. The investor brings into its consolidated balance sheet a
proportionate part only of the investee company’s assets and records no minority
interest at all. This can be termed the ‘proprietary’ concept® and may be divided
into ‘proportional consolidation’ and ‘equity consolidation’.

The difference between proportional consolidation and equity consolidation is
that under the latter the investment is shown as one item (e.g., investment in
associated companies), while under the former the same amount in total is
distributed over the relevant assets and liabilities. The definition of net assets under
the proprietary concept may or may not include goodwill on consolidation.

Under each of the three concepts, the investee’s net assets may be brought in
either at historic values or at book values.

* This article is reprinted, with permission, from Accountancy (February 1977) pp 72-75
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The entity and parent company concepts can thus be subdivided as in Figure
11.1, and the proprietary concept as in Figure 11.2.

The practical consequences of adopting one or other concept of consolidation are
best shown by means of a simple example. Consider the situation illustrated in
Figure 11.3. Investor Ltd has just acquired for £960 cash 75% of the equity share

Figure 11.1
Subdivision of the entity and parent company concepts
Entity concept Parent company concept
Historic Current Historic Current
values values values values

Figure 11.2
Subdivision of the proprietary concept

Historic values
Inciuding
goodwill on
consolidation

Current values

Proportional
consolidation

Historic values
Excluding
goodwill on  ————df
consolidation

Current values

Proprietary
concept
Historic values
Including

goodwill on ———ro
consolidation

Current values

L Equity
consolidation

Historic values
Excluding
goodwill on
consolidation

Current values

capital of Investee Ltd, at which date the latter has net tangible assets (including
identifiable intangibles) with an historic value of £800 and a current value of £900.

if the parent company concept ts adopted, the calculations are as shown in Figure
11.4. And if the entity concept, the calculations are as in Figure 11.5. It will be seen
that, compared with the parent company concept, both goodwill and minority
interest are increased by £95 if current values are used, that is by the minority share



Figure 11.3

Graphical illustration of net assets of an investee {not drawn to scale)
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Figure 11.4

Calculations for the parent company concept

Historic values

£
Investee net tangible assets brought in
A+B = 800
Goodwill C+E = 360
1,160
Minority interest B =200
Investor interest= A+ C+E = £960

Current values
£

A+B+
C+D =900
E 285

1,185
B+D = 225

£960
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of goodwill on consolidation, and by £120 if historic values are used, i.e., by the
minority share of both goodwill on consolidation and the excess of current over
historic value of the investee’s net tangible assets.

If proportional consolidation is adopted, the position is as shown in Figure 11.6.
Note that if goodwill is excluded, its place is taken by ‘difference on consolidation’;
and that if it is included, the amount is the same as under the parent company
concept. There is, of course, no minority interest.

Equity consolidation gives the same results in a different form. The Anglo-Saxon
‘investment In associated companies’, which includes goodwill, would be £960. The
French participation mise en équivalence would be £600 (historic values) or £675
(current values) with the balance (£360 or £285) in difference on consolidation.

11.5
Calculations for the entity concept
Historic values Current values
£ £
A+B+
Investee net tangible assets brought in A+B = 800 C+D = 900
Goodwill C+D+
E+F = 480 E+F = 380
1,280 1,280
Minority interest B+D+F = 320 B+D+F = 320
Investor interest £960 £960
Figure 11.6
Calculations for the proportional consolidation concept
Historic values Current values
f £
Investee net tangible assets brought in A =600 A+C =675
Goodwill on ‘difference on consolidation’ C+E = 360 E =285
Investor interest £960 £960

As an additional illustration of the practical effect of choosing among the three
concepts, it is instructive to consider the problem of eliminating inter-company
profits. Assume that the investor company has in stock goods acquired from a 60%
held investee for £120, the original cost to the investee having been £100.

Under the entity concept, it will be remembered, assets are brought in 100% and
the minority interest is regarded as a co-shareholder with the parent company and
credited with its share of goodwill on consolidation. It follows that neither of the
co-shareholders can be regarded as making a profit out of an intra-group sale, and
the elimination on consolidation of such a profit must therefore be 100% —i.e. in
the consolidation worksheet the closing stock will be credited with £20, and profits



attributable to the parent company and minority shareholders will be debited with
£12 and £8 respectively.

Under the parent company concept, assets are brought in 100%, but the minority
interest is regarded as an outsider. The elimination of inter-company profit should
therefore be partial (60%), not total. In the consolidation worksheet, closing stock
is credited with £12, and profits attributable to the parent company debited with
£12. The minority interest is not debited with £8.

Where proportional or equity consolidation is appropriate, there is no parent
company and no minority interest, merely several investors. The ‘other’ investors
are clearly ‘outsiders’, and elimination of inter-company profit shoutd therefore be
partial, not total.

Which concept ought we to use?

The appropriate concept for use in practice is that which in any given circumstances
most faithfully reflects and discloses the underlying reality. In most cases, the
minority interest (where it exists) will not, in fact, be in the position of a
co-shareholder with the parent or investor company.

The consequent case against the entity concept has been put concisely and clearly
by the Accountants International Study Group*: ‘The report of the independent
auditor accompanying consolidated statements is addressed either to the sharehol-
ders of the parent company or to the directors who are responsible for reporting to
the shareholders. Non-shareholders, such as management, creditors, and gov-
ernmental bodies, may find the statements useful and informative, but generally
these groups are primarily interested in more detailed or supplementary informa-
tion prepared in response to their particular needs.

‘Outside or minority shareholders do not receive any information of direct
benefit to them from consolidated statements. They must look to a particular
company for the determination of their equity, the likelihood of dividends and their
prospects in the event of liquidation. The shareholder of the parent company is
interested in consolidated statements which give the overall results of operations
attributable to the investment which he has in the parent corporation and in the
earnings per share, funds flow and similar information related thereto.

‘For these reasons, it is considered that the parent company concept is the more
appropriate and useful basis of preparation.’

Current values are to be preferred to historic values for the kinds of reasons set
out in the Sandilands Report.

The proprietary concept is appropriate only where there is no minority interest.
There may, for example, be several investors, each of which has an element of
control, i.e. the investee is what the French call a société fermée (closed company)®.
No investor controls 100% of the net assets, so bringing them in proportionately
reflects the real situation.

Where there is no element of control, but significant influence is exercised, then
there is an argument for equity consolidation, i.e. the Anglo-Saxon equity method,
or the French mise en équivalence can be used (the latter, it will be remembered,
excludes the goodwill on consolidation element in the calculation).

All three concepts, and many of their subdivisions, can be found in practice
within the EEC:
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United Kingdom. Current practice in the UK is a compound of the parent
company concept for subsidiaries and the equity method for associated companies.
The entity concept intrudes slightly in that inter-company profits are sometimes
eliminated 100%, even where there is a minority interest, but this is probably the
result of conservatism and a desire for simplicity.

Methods of treating inter-company profits are seldom disclosed in publishing
company accounts, so it is difficult to be certain what the usual practice is. Most
companies still use historic values, but a changeover to current values is on the way.

Proportional consolidation is rare, but not entirely unknown, in the UK. For
several years, up to and including 1972, the British Petroleum Company’s offshore
production interests in Abu Dhabi were jointly owned by Compagnie Frangoise de
Pétroles (CFP) with the proportion two-thirds/one-third applying strictly through-
out in every regard as to crude oil fittings, provision of finance etc. In the BP
accounts, the one-third interest of CFP was excluded. From 1973 onwards, after a
sale of part of the two-thirds interest, the group’s interest in the company
concerned (Abu Dhabi Marine Areas Ltd) has been treated as an equity accounted
investment in an associated company®.

The equity method is now standard British accounting practice for associated
companies even where the investee, as in the case, for example, of Mardon
Packaging International Ltd, of Bristol, which is jointly and equally owned by two
companies only (Imperial Group Ltd and British-American Tobacco Investments
Ltd).

France. French practice is notable for the relative importance attached to the
proprietary concept. The National Accounting Council recommends that prop-
ortional consolidation be adopted for Sociétés fermées (closed companies) in which
the investor has a participation of more than 10%. The parent company concept is
to be applied to sociétés ouvertes (open companies) which are subsidiaries,
subsubsidiaries, or participations multiples, (i.e. the parent company, its sub-
sidiaries and subsubsidiaries have a majority of the votes). Mise en équivalence is to
be applied to other sociétés ouvertes in which the investor company has a
participation of more than 33%.

Consolidation is not yet compulsory in France, but is becoming increasingly
common. Although some companies (e.g. Saint-Gobain-Pont-a-Mousson) use
Anglo-Saxon methods of consolidation, most follow the National Accounting
Council’s recommendations reasonably closely. For example, Compagnie Francaise
des Pétroles’s consolidation practices may be summarised as follows:

{(a) for a company to be included in the consolidation, CFP’s interest must be at
least 10%, and also represent a minimum value of F5 million;

(b) companies in which the CFP group has an interest exceeding 50% or, if the
group has majority policy control, less than 50%. are consolidated fully (i.e.
the net assets are brought in 100% and minority interests are shown);

(c) proportional consolidation is used for ‘joint interests’ companies (in which
operations are shared on the basis of each partner’s interest) and for companies
controlled jointly on a 50/50 basis by the group and a single other shareholder;

(d) all other companies included are consolidated by mise en équivalence.

In 1975, 184 companies were consolidated by CFP — 116 fully, 44 proportionately
and 24 by mise en équivalence.



Not all French companies practise proportional consolidation. The ‘proportion’
may vary considerably; Carnaud-Bass-Indre consolidates by this method a 3.12%
holding; Ferodo consolidates proportionately a 70% holding. Some French com-
panies, e.g. I'Oreal, do not use mise en équivalence.

West Germany. West Germany is the only EEC country in which a group of
companies (a Konzern) constitutes a legal entity, and German consolidation law
and practice in general have been influenced by the entity concept
(Einheitstheorie)’. No distinction is made between subsidiaries and associated
companies, and neither proportional nor equity consolidation is used. The treat-
ment of inter-company profits is laid down by company law; with certain
exceptions, they must be eliminated 100% (s 331(4)(2), Companies Act 1965).

Netherlands. Dutch practice is very similar to British, except that the use of
current values is more common. There are also rather more examples of prop-
ortional consolidation. The followirg extracts from the explanatory notes to
Heineken’s consolidated balance sheet and statement of income for 1974/75 are of
interest:

‘In the consolidated annual account, the participations in which Heineken NV
has a direct or indirect interest of more than 50% are shown as fully consolidated.
The minority interests in the group funds and in the group profit are indicated
separately.

Partial consolidation has taken place in the case of these participations in which
an interest of 50% or less is held, if the influence exerted by Heineken on
management policy is at least equal to that of the other partners combined. The
amounts of assets and liabilities and of items in the statement of income
respectively, have been stated in proportion to our interest in the total issued
capital.’

Assets are valued by Heineken on the basis of replacement value, and participa-
tions are stated at their ‘intrinsic value’, i.e. using the equity method.

Harmonisation

An EEC draft Directive on consolidated accounts has recently been published®. A
distinction is made between an ‘associated undertaking’, i.e. an undertaking over
which another undertaking exercises, directly or indirectly, a significant influence
(article 1) and a ‘dependent undertaking’, i.e. an undertaking over which another
undertaking, referred to as a ‘dominant undertaking’, is able, directly or indirectly,
to exercise a dominant influence (article 2). Subject to the proviso stated in the next
paragraph, associated undertakings are to be brought into the consolidated balance
sheet using the Anglo-Saxon equity method (article 17).

Member States may, however, authorise proportional consolidation ‘where a
group undertaking manages another undertaking jointly with one or more under-
takings which do not form part of the group’ (article 18). An undertaking managed
jointly within the meaning of article 18 will usually be an associated undertaking.

The draft Directive in general appears to follow, though not explicitly, the parent
company concept, except in relation to inter-company profits which are to be
eliminated in total (article 14).

The explanatory memorandum attached to the draft directive states: ‘Profits
accruing from group undertakings must be entirely excluded. The Directive does
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not allow them to be excluded on a pro rata basis in proportion to the percentage of
capital held. The possible existence of shareholders outside the group does not alter
the fact that profits accruing from undertakings within the group are unrealised.
The “principle” may be departed from, however, for practical reasons in certain
cases.’

The international accounting Standard on consolidated financial statements’
follows Anglo-Saxon practice. The parent company concept is not specifically
mentioned, but is supported by such statements as: ‘Certain parties with interests in
the parent company of a group . . . are concerned with the fortunes of the entire
group. Consequently, they need to be informed about the results of operations and
financial position of the group as a whole. This need is served by consolidated
financial statements . . . The needs of those interested in the financial position of a
parent company or of individual subsidiaries, in particular, creditors and minority
interests, are served by the separate financial statements of those subsidiaries’
(paras. 5, 6, 7). ‘The minority interest in the equity of consolidated companies . . .
should not be shown as part of shareholders’ equity’ (para 3).

The Anglo-Saxon equity method (i.e. including a share of goodwill on consolida-
tion) is supported (para 22). No mention is made of proportional consolidation.

The inter-company profit problem is not dealt with in the Standard as finally
agreed. The relevant paragraph (38) in the Exposure Draft was vague: ‘The portion
of unrealised profits arising in the current period should be charged against
consolidated income after giving appropriate recognition to minority interests’.

Summary and conclusions

Three concepts of consolidation — entity, parent company, proprietary — have been
analysed. Practice in EEC countries follows all of them, including their subdivi-
sions, in varying degrees. Harmonisation will thus not be easy. The way forward, it
is suggested, is to define carefully in which circumstances a particular concept, or
subdivision thereof, most faithfully reflects and discloses the underlying reality.
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CHAPTER 12

International accounting compromises: the
case of consolidation accounting*
R. G. Walker

The International Accounting Standards Committee (IASC) was formed in 1973.
Since then it has published a series of exposure drafts and International Accounting
Standards. The third International Accounting Standard (IAS3) was titled
‘Consolidated Financial Statements’ and appeared in June 1976. This paper reviews
IAS3 and the exposure draft which preceded it, and relates this material to a 1973
report [1] of the Accountants International Study Group (AISG) and to some national
rules or practices concerning the preparation of consolidated statements and the use of
equity accounting. This examination leads to an assessment of the quality of the
IASC’s analysis of technical issues in this area. And the comparison of national rules
and successive IASC documents constitutes a case study of how the IASC has
obtained agreement on accounting standards.

Authority of the IASC

When the IASC was formed in 1973, the founder-members agreed to use their best
endeavours to ensure that published financial statements complied with forthcoming
International Standards (IASC [25]). The IASC’s objectives were widely supported in
professional journals in several countries. Much store was placed on the supposed
desirability of international co-operation and of aghieving ‘harmonization of rules’.

The support subsequently afforded the IASC was variable. In the US.A., for
example, the AICPA’s ‘best endeavours’ amounted to a policy that International
Standards must be specifically adopted by the F ASB before they could be regarded as
acceptable (AICPA [5]). In the U.K., the professional associations advised their
members that they were expected to conform to International Accounting Standards
to the extent that they did not conflict with local standards. This policy was put into
effect by a requirement that auditors were to draw attention to instances of non-
compliance, and, if necessary, to state the extent to which a given set of reports did
not comply [6]. Australian professional associations similarly professed strong support
for International Standards (see, e.g., Statement K1/300 [12] and Statement K3/300
[13]). However in practice they declined to modify local standards when they
conflicted with the IASC’s rulings, stating that conformity with more-restrictive local
rules would be sufficient to ‘ensure compliance’ with International Standards, or that
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an TASC disclosure rule was ‘not necessary for Australian practice’ (see, e.g.,
Statement DS2/307 supp., November 1976; Statement DS5/302 supp., June 1977).
And they did not adopt those International Standards which dealt with matters which
were not covered by Australian rules.

These examples indicate the limited extent to which the IASC’s rulings were
followed by local professional associations. Perhaps because of this experience, the
1973 Agreement was abandoned. A revised agreement was approved in October 1977
for publication in March 1978 [30]. The 1977 version acknowledged that the IASC’s
pronouncements would not override local regulations, and described the IASC’s task
as that of ‘adapting’ existing national standards so that agreement could be obtained
on ‘essentials’.

It would seem that the IASC has little authority. The status of its pronouncements
is determined by local rule-making bodies. The major significance of the IASC’s
operations seems to lie in their influence upon the agendas of the standard-setting
committees of several professional associations. (See, Canadian Institute [15]; Vieler
[41], p. 10; ASA and ICAA, Statement K3/300 [13].)

Of course, the authority of the IASC is irrelevant if one looks at International
Standards in terms of their contribution to the technical literature. The status of IASC
pronouncements is only of significance if one is interested in examining aspects of the
process of regulating accounting practice. The IASC may be a paper tiger. But this in
itself suggests that examination of IASC activities may contribute to the development
of an overall picture of the process of standard-setting. Several studies of U.S. rule-
making activities have described or examined the significance of external political
pressures on this process (e.g., Zeff [44]; Watts and Zimmerman [43]). Political
pressures may or may not dominate the rule-making process in some jurisdictions;
however it seems unlikely that an analysis of lobbying activities can provide a
complete explanation of how the content of accounting standards is determined.
Because International Standards would be of little interest to potential lobbyists, it
seems reasonable to suppose that the IASC has been largely insulated from political
pressures. An examination of IASC activities may thus provide the opportunity to
focus on the way that rule-making committees develop solutions to technical issues —
without these observations being biased by the influence of lobbyists.

Background to 14S3

As noted above, IAS3 was published in 1976; it followed the publication eighteen
months earlier of an exposure draft under the title, ‘Consolidated Financial
Statements and the Equity Method of Accounting’ [26]. This draft was in turn
preceded by a report of the Accountants International Study Group [1].
Presumably both the AISG and the IASC would have compared the accounting
standards and disclosure rules which were operative in different countries. In the
course of this comparison, both organizations would have encountered inconsistencies
in rules dealing with the use and preparation of consolidated reports. These
inconsistencies relate to fundamental questions: when should consolidated statements
be prepared and published; shouid they be presented alone or in conjunction with



parent company reports; what firms should be included or excluded from the scope of
consolidation — -and so forth.

To illustrate the diversity of national rules it is sufficient to outline the major
features of the practices adopted or required in the three regions from which the AISG
drew its membership: U.K., US.A. and Canada.

In the U.S. and Canada consolidated statements are usually published as the sole
vehicle for reporting financial data to holding companies’ shareholders. In the U.K.,
consolidated statements appear in conjunction with parent company data. Moreover,
the publication of consolidated statements is not compulsory and is only one way of
complying with the U.K. Companies Act’s requirements for reports to supplement the
financial statements of holding companies. The legislation requires the publication of
‘group accounts’. These may consist of consolidated statements, or the separate
statements of individual subsidiaries, or a combination of consolidated statements and
separate reports. It appears to be customary for British firms to prepare all-
encompassing consolidated statements. (See, e.g., Robson and Duncan [40], p. 102;
ICAEW [24], p. 89.) But the fact remains that consolidated reports are regarded in the
legislation as supplements to (or amplifications of) paren. company statements.

These differences in rules are readily understandable in the light of the backgound
of the North American and British use of consolidated reports. Consolidated reporting
was initially adopted under significantly different circumstances in different countries.
Consolidated reporting was regarded as a substitute for parent company statements in
the U.S., and as a supplement to parent company statements in the U.K. It appears
that Canadian practices were largely patterned on those adopted by U.S. firms
(Mulcahy [34], p. 65); from the meagre sources available in the journal literature it is
difficult to discern any distinctive Canadian perspective on the use of consolidated
reports.

American accountants adopted consolidated reporting at a time when there were no
effective disclosure rules requiring alternative presentations, and when the use of the
holding company form appeared attractive as a means of consummating mergers.
Given that consolidated statements typically encompassed subsidiaries which were
substantially-owned, this form of report was viewed as a useful vehicle for reflecting
the aggregate financial standing and profitability of a group as an economic entity. The
alternative of presenting only holding company statements was less attractive since it
meant that the profitability of subsidiaries could be concealed through cost-based
valuation; and the pattern of investment within the group could remain undisclosed,
while the liquidity of the holding company could be distorted by the presence of inter-
company loans. (See, e.g., Dickinson [17], pp. 175-6; Esquerre [18], p. 448; Finney
(191, p. 11; Newlove {35], p. 7))

On the other hand, the British accounting profession first considered the use of
consolidated statements at a time when the legislation required companies to file
accounting data for public inspection but afforded relief from these rules to ‘private’
companies (a category which included the subsidiaries of firms whose securities were
publicly traded). There is evidence to suggest that the incorporation of private
companies was motivated at times by a desire to conceal the affairs of business firms
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from public scrutiny; certainly some commentators were critical of the obscurity of
many company reports which simply reflected intercorporate investments at net cost
and which reported gains on investments in subsidiaries to the extent of dividends
received (while losses were ignored). (See Walker [42], pp. 42ff.) In this setting,
consolidated statements were not regarded as a means of reporting on an ‘economic
entity’ consisting of a parent and its substantially-owned subsidiaries, but simply as a
device to provide more information than the balance sheet item, ‘Investments in
subsidiaries — at cost’. And those who supported consolidated reporting
acknowledged that other presentations or devices (such as the separate publication of
subsidiaries’ statements, or the publication of a statement aggregating the affairs of
subsidiaries but not including the parent company) would be equally acceptable. (See,
e.g., Garnsey [20], pp. 13-26; Cash [16], p. 651; Robson [39], p. 63.)

With this background North American and British accountants developed differing
rationales for the presentation of consolidated statements. To American (and
Canadian) accountants, consolidated reports were reports on holding company
organizations, and were improvements on (and substitutes for) the reports of parent
companies. To British accountants, consolidated statements were one way of
amplifying the representations contained in parent company reports — and support
for the use of these documents (rather than other forms of group accounts) stemmed
from a belief that they were the best way of supplying information to a variety of
users. The current diversity of consolidation rules and practices appears in a large
measure to be attributable to long-standing differences in views about the role and
status of consolidated reporting.

The Function of Consolidated Reports

It appears that when the AISG examined consolidated reporting, it devoted no
attention to the background to the adoption of specific rules and practices in different
countries. Its report was largely descriptive. It focused on matters on which member-
associations agreed, and disregarded the fact that different sets of accounting
standards or disclosure rules were based on dissimilar assumptions. The AISG
asserted that ‘in all but rare circumstances, financial statements of companies with
subsidiaries should be prepared on a consolidated basis’. It claimed that consolidated
statements ‘are likely to be the most informative presentation’. But it gave no reasons
why consolidated statements were ‘likely’ to be more informative, and offered no
evaluation of the utility of consolidated statements relatively to other presentations.

It seems likely that the AISG report was studied closely by the IASC. The report did
in fact document inconsistencies in rules, and made some allusions to disagreements
within the literature. It also seems likely that the IASC would have encountered
further evidence of differences in national perspectives on the use of consolidated
statements. Its response is now a matter of record.

The IASC steering committee charged with the preparation of the exposure draft on
consolidated reporting was drawn from professional associations in Australia,
Germany and the U.S.A. The steering committee made no reference to evidence of
conflicting rules or views in this area. Nor did it provide an analysis of the objectives



of consolidated reporting. The Committee simply asserted that there was a ‘need’ for a
form of document — the consolidated report. It avoided specifying what that
document was intended to show — and to whom. In lieu of analysis, the IASC
offered assertion.

The preamble to IAS3 contains four propositions. The first is:

1. Certain parties with interests in the parent company of a group, such as present and potential
shareholders, employees, customers, and in some circumstances, creditors, are concerned with the
fortunes of the entire group.

It is easy enough to claim that various parties are ‘concerned’ with the overall fortunes
of a group of companies. It is harder to justify this position. It may be that customers
or employees are concerned with the profitability of particular industry divisions,
rather than the profitability of an entire group. Creditors may be concerned with the
financial strength of the firm against which they hold claims and of the firms which
have guaranteed the loan of the borrowing corporation. The shareholders of parent
companies may be directly concerned with the profitability of those firms alone. Hence
the IASC statement seems to be, at best, a very broad generalization.

The [ASC’s text continues:

2. Consequently, they need to be informed about (i) the results of operations and (ii) the financial
position of the group as a whole.

This is a non sequitur. It may be possible to establish that various parties are
‘concerned’ with aspects of the affairs of a so-called ‘group’. It does not follow that
they need aggregative reports on (i) the income, or (ii) the position of a set of
companies (let alone that they need both (i) and (ii)). Indeed, it seems highly likely
that certain participants are primarily interested in fairly limited aspects of an
enterprise’s performance or financial position. One way of identifying these
‘information needs’ would be to carefully investigate the decision-situations faced by
various parties and to examine the relevance of different types and arrangements of
data to those situations. The IASC made no such investigation. Nor did it use other
methods to identify ‘information needs’. Nor did it refer to the findings of other
investigators. This second proposition is nothing more than an unsupported assertion.
It is then asserted that:

3. This need is served by consolidated statements.

This amounts to the claim that the ‘information needs’ of various parties are all
satisfied by a particular form of presenting data. Since no attempt was made to spell
out the ‘needs’ of any particular set of users, it is impossible to decide whether or not
consolidated statements do in fact meet the needs of shareholders, employees,
customers or creditors — let alone the needs of shareholders and employees and
customers and creditors. Proposition 3 is another unsupported assertion.
On the basis of this chain of argument, the IASC offered the following judgement:
4. A parent company should issue consolidated financial statements, except that it need not do so when it
is a wholly-owned subsidiary.
This simply does not follow from the IASC’s analysis. To illustrate, suppose for the
moment that the objections raised in the preceding paragraphs were in fact satisfied.
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Suppose that the IASC had in fact (i) identified the ‘information needs’ of various
parties, (ii) demonstrated that these ‘needs’ included information concerning a
holding company and its subsidiaries, and (iii) demonstrated that the information
contained in consolidated statements met the needs of a specified range of parties.
Even so, there could be alternatives to consolidated statements, alternatives which
might be more useful to various classes of participants. For example, creditors might
find it more convenient to refer to schedules detailing the security which supported
their loans to specific corporations; employees might be satisfied with analyses of rate
of return or earnings per share statistics; and so forth. Indeed, it seems likely that
consolidated statements are not the optimum form of reporting to any particular set of
participants. What the [ASC has done is to suggest that consolidated statements are
the optimum way of meeting the ‘information needs’ of not one class of users, but
several. It has reached this ‘conclusion’ without detailin